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In this paper, we develop tests for structural breaks of factor loadings in dynamic
factor models. We focus on the joint null hypothesis that all factor loadings are
constant over time. Because the number of factor loading parameters goes to infinity
as the sample size grows, conventional tests cannot be used. Based on the fact that
the presence of a structural change in factor loadings yields a structural change
in second moments of factors obtained from the full sample principal component
estimation, we reduce the infinite-dimensional problem into a finite-dimensional
one and our statistic compares the pre- and postbreak subsample second moments
of estimated factors. Our test is consistent under the alternative hypothesis in which
a fraction of or all factor loadings have structural changes. The Monte Carlo results
show that our test has good finite-sample size and power.

1. INTRODUCTION

Dynamic factor models have become popular in the recent macroeconometrics
literature because a few factors can often explain a substantial amount of varia-
tions of many macroeconomic time series (Sargent and Sims, 1977). For exam-
ple, they have been successfully used in forecasting (Stock and Watson, 2002a),
factor augmented vector autoregressive (FAVAR) models (Bernanke, Boivin, and
Eliasz, 2005; Stock and Watson, 2005), dynamic stochastic general equilibrium
(DSGE) models (Boivin and Giannoni, 2006), and handling a large number of
instruments (Bai and Ng, 2010). While most of these applications implicitly as-
sume that the factor loadings in dynamic factor models are time-invariant, there is
strong evidence of structural instability in macroeconomic time series (Stock and
Watson, 1996). If the common factors are driven by some structural shocks, it is

We would like to thank Zhongjun Qu for helpful conversation, Peter C.B. Phillips and anonymous referees for
insightful suggestions, and participants at the 2011 North American Summer Meeting of the Econometric Society,
the fifth CIREQ Time Series Conference, and the 2011 NBER-NSF Time Series Conference for helpful comments.
We also thank Jesus Gonzalo for pointing out an error in an earlier version of the paper. Address correspondence
to Xu Han, Department of Economics and Finance, City University of Hong Kong, Kowloon, Hong Kong SAR;
e-mail: xuhan25@cityu.edu.hk or to Atsushi Inoue, Department of Economics, Vanderbilt University, Nashville,
TN 37235, USA; email: atsushi.inoue @vanderbilt.edu.

(© Cambridge University Press 2014 1117

https://doi.org/10.1017/50266466614000486 Published online by Cambridge University Press


https://doi.org/10.1017/S0266466614000486

1118 XU HAN AND ATSUSHI INOUE

possible that macroeconomic variables react to these structural shocks differently
during different sample periods, resulting in time-varying factor loadings. For
example, Eickmeier, Lemke, and Marcellino (2011) consider time-varying
FAVAR models to take into account changes in the monetary transmission mecha-
nism. If parameter instability is ignored, the dynamic factor models may perform
poorly or give misleading results. For example, Banerjee and Marcellino (2008)
provide simulation evidence that the performance of forecasts based on dynamic
factor models will be significantly worse off if the structural breaks in factor load-
ings are not taken into account.

While the estimated factors still consistently span the original factor space if
the size of break is small enough (Stock and Watson, 2002b; Bates et al., 2012),
such results do not hold when the size of breaks is large. Large breaks can aug-
ment the factor space, but simply introducing more factors cannot solve all the
problems for two reasons. First, when a structural break leads to an augmented
factor space, the factor dynamics is changed as well. Stock and Watson (2009)
argue that one should take into account such change in the forecasting regression
if estimated factors are used as predictors. Second, the augmented factor space
does not contain more information than the original factor space, so introduc-
ing more factors can reduce the efficiency and worsen the forecast performance.
Hence, it is essential to know the existence of structural breaks in factor loadings
and break dates for forecasting based on dynamic factor models.

In this paper, we consider testing the joint null hypothesis that factor load-
ings are constant over time against the alternative that a nonnegligible fraction
of or all factor loadings are not. We are interested in the joint null hypothesis
rather than the null hypothesis that a specific individual factor loading is con-
stant over time because it is the joint null hypothesis under which one can esti-
mate the factors consistently. Conventional tests of structural change, such as
Andrews (1993), are designed to deal with finitely many parameters and can-
not be used to test our null hypothesis that involves parameters whose number
goes to infinity as the sample size grows. Directly extending the conventional
test to our setup is challenging for two reasons. First, one needs to estimate an
infinite dimensional covariance matrix and its inverse. This brings several tech-
nical difficulties: (1) the norm of the difference between the estimated and true
covariance matrices can be very large even if each entry of the estimated matrix
converges in probability; (2) taking the inverse of a high dimensional matrix will
amplify the estimation error dramatically and lead to very poor results (Ledoit
and Wolf, 2004); and (3) the number of time periods, T, can be even smaller than
the dimension of the estimated covariance matrix, so the sample covariance ma-
trix can be singular. Second, because the degree of freedom also goes to infinity,
the limit distribution of such test statistics, even if it is well-defined, is likely to
be nonstandard.

To the best of our knowledge, there are three existing tests for structural
instability of factor loadings.! One is proposed by Stock and Watson (2009)
(henceforth SW), who regressed each variable on the estimated factors and
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implemented a Chow test for each of these regressions. Using a postwar quar-
terly data set for the United States, they found a substantial amount of instability
in factor loadings: 41% (23%) of these Chow tests reject at the 5% (1%) signifi-
cance level. This method cannot control the overall type I error for testing our joint
null hypothesis, and it may overstate the parameter instability in factor loadings.
Another test is proposed by Breitung and Eickmeier (2011) (henceforth BE). They
constructed a joint test that controls the overall type I error as well as tests for in-
dividual factor loadings allowing for an unknown break date. To test the joint null
hypothesis they use the sample average of the Chow test statistics for each of the
factor loadings. They require the idiosyncratic shocks to be cross-sectionally in-
dependent, however. This is more restrictive than Bai and Ng’s (2002) setup for
approximate factor models, where idiosyncratic shocks are allowed to have weak
cross-sectional correlation. Also, their joint test is severely oversized in the pres-
ence of serial correlations in the idiosyncratic shocks when the Heteroskedasticity
and Autocorrelation Consistent (henceforth HAC) covariance matrix estimator is
used.Z More recently, Chen, Dolado, and Gonzalo (2012) (CDG hereafter) de-
velop Wald and LM tests of structural change in factor loadings using a regres-
sion of the first estimated factor on the remaining factors. Their tests are simple
to implement but the LM test is not consistent under some special cases.

This paper proposes new joint tests and contributes in the following ways: First,
we reduce the infinite-dimensional problem to a finite-dimensional one. Because
the principal component analysis (PCA) implicitly imposes the restriction that
the factor loadings are time-invariant, the estimated factors can demonstrate a
higher dimension under the alternative hypothesis than under the null as pointed
out by SW and BE. Based on this fact, our statistic compares the pre- and post-
break subsample second moments of estimated factors. We allow for unknown
break dates, and our statistic has the same asymptotic distribution as the conven-
tional supreme Wald test proposed by Andrews (1993). Second, we follow Bai and
Ng’s (2002) approximate factor setup in which serial, cross-sectional correlation
and heteroskedasticity are allowed in the idiosyncratic shocks, and the knowl-
edge about the form of such correlations and heteroskedasticity is not required
to implement our test. This is more general than BE’s framework which requires
cross-sectional independence and AR(p) assumption on the idiosyncratic shocks.
Third, we consider different types of structural breaks that have different impacts
on the dimension of factor space. Besides the case pointed out by SW and BE
where the number of factors in the full sample is enlarged due to structural breaks
in factor loadings, we also consider the case where structural change in the load-
ing matrix does not change the number of factors in the full sample. We establish
conditions under which our tests are consistent against different types of breaks.
Fourth, the number of factors are unknown and to be determined by the infor-
mation criteria (IC) proposed by Bai and Ng (2002). We show that Bai and Ng’s
IC remain consistent for estimating the dimension of an equivalent factor model
with time-invariant loadings under the one-time break alternative. This helps our
test statistic distinguish the null and alternative hypotheses. Finally, we establish
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the regularity conditions on N, T, and bandwidth parameters for different kernel
functions so that HAC estimators are applicable to our test statistics.

The test of CDG is also based on the fact that the dimension of factor space es-
timated by the information criterion is larger under the alternative hypothesis than
under the null hypothesis. Testing structural change in their regression model is
equivalent to testing structural change in a subset of the elements of the covari-
ance matrix of the estimated factors. In contrast, our test statistics make use of
all the elements of the covariance matrix. Also, our tests allow for the case where
the break in factor loadings does not enlarge the number of factors, which is ruled
out in CDG’s framework. We compare the finite sample performance of their tests
and ours in a Monte Carlo experiment in Section 3.

In this paper, all limits are taken as both N, T — oo simultaneously. || - || de-

. P .
notes the Euclidean norm of a vector or matrix, — denotes convergence in prob-

ability, $ denotes convergence in distribution, = denotes weak convergence of
stochastic processes, and |-] is the integer part operator. vech(-) is equal to the
column-wise vectorization of a square matrix with the upper triangular excluded.

The remainder of this paper is organized as follows: Section 2 proposes a struc-
tural break test for factor loadings, and the asymptotic properties are established
under the null and alternative hypotheses. Section 3 shows Monte Carlo results
under various data generating processes (DGPs). Section 4 provides conclusions.
Proofs are relegated to Appendixes A and B.

2. A STRUCTURAL BREAK TEST IN FACTOR LOADINGS
2.1. Factor Models and the Null Hypothesis of Interest

Let x;; denote the observation for the ith cross-section at period ¢ for i =
1,2,...,Nand t =1,2,...,T. Let |#*T ] + 1 denote the break date of factor
loadings and 7 * € (0, 1). Suppose that x;; has » common factors and follows the
static factor representation:

[f(;,io,i+fml,,~+e,~, ifl<t<|[n*T]
Xit = ’ ’

2.1)
fo 200+ fl Aoiten ifn*T]+1<t<T,

where fo; is a gox1 vector that denotes the factors with time-invariant factor
loadings, f1,,is a g1 x 1 dimensional factor whose loadings have structural change
at |[7*T] 41, Ao, is the factor loading on fo,;, 41,; and A, ; are the pre- and
postbreak factor loadings on fi ;, respectively, and e;; is the idiosyncratic shock
for cross-section i at period ¢. Let f; = ( f(;’ . fl/, ;) denote the r x 1 vector of
common factors at period ¢, so we have r = go + ¢q1. Define the vectors: X; =
(xi1,xi2,...,xi7) and e¢; = (e;1,¢€i2,...,eir) . The matrix notation of the factor
model is:

P |:F0,1A6+F1,1A’1:| .

— (2.2)
Foa A+ Fi2A)
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where X = (X1,X2,....Xn), Fo1 = (fo,1, fo2,---. folzo1))s  Fop
(fo,lz*T 415 fo,z*T 425 - for)'s Fii = (fu1, fi2,-- fiizer)s Fio
(fr 2741 fL 12T 425 S1.1)s Ao = (Ro1, 402,05 4o,n)s A1 = (A,
/11,2,...,/11,1\/)/, AzE(/12,1,2252,...,/12’/\/)/,andEE(61,62,...,61\/).

We are interested in testing the null hypothesis of no break in factor loadings:

Hy: A1, =42, Vi. 2.3)
The test of Breitung and Eickmeier (2011) is designed to test the null hypothesis:
Hppo: 21, =4A2,; forgiveni. 2.4)

While their test is useful when one is interested in a specific factor loading, it
is (2.3) under which factors are consistently estimated. If their test for (2.4) is
applied to test (2.3), the null hypothesis (2.3) will be rejected with probability ap-
proaching one because the test is applied to factor loadings whose number goes to
infinity. Breitung and Eickmeier (2011) also suggest a pooled LM test for testing
(2.3), but their pooled test requires that the idiosyncratic shocks e;; and ej; are
independent for all i # j, which is too restrictive compared with the approximate
factor structure. Below we propose a test for the null hypothesis (2.3) that is valid
under assumptions allowing cross-sectional correlated idiosyncratic errors.

2.2. The Test Statistic

We consider testing the null hypothesis— Hj: all factor loadings are constant over
time—against the alternative hypothesis—H;: |a N | many variables have struc-
tural changes in factor loadings at a common break date, where o € (0, 1]. To
motivate our test statistic, let us first consider the behavior of the model under the
null hypothesis. Since A1 = A», (2.2) can be rewritten in the following form:

X = F A +e
=| p,

=FAN +e, (2.5)

where F| = [Fo,1:F1,1], Fa = [Fop:Fi2), F =[F|:F;), and A = [Ag:A1]. If the
fourth moment of f; is time-invariant and some regularity conditions hold, a Wald
statistic comparing the subsample means of f; f/ should converge to a chi-square
distributed random variable under the null hypothesis. Under the alternative
hypothesis, (2.2) has time-varying factor loadings, but PCA implicitly imposes the
restriction that factor loadings are constant over time. To see why the above Wald
statistic has power, consider a simple example where all factors have time-varying
loadings, i.e., A1 and A, are both N x r and g9 = 0. The PCA will estimate an
equivalent factor model with time-invariant factor loadings:

X:[ Fi,1 OLI*TJxr:||:A:1:|+e.
Or—z*rpxr Fip2 A
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Let G| = [F11:01z+7xr] and G2 = [0(7—z*T|)xr: F1 2], thus it follows that

1 G/lGl _ |:7T*LTF1/’1F1,1 Orxr:|
a*T

0 xr 0rxr

and

1 - G’ZGZ _ OI‘XV Orxr
(1—79T Orxr a7 Fl2F12

have different limits, so the Wald statistic that compares the second moments of
G1 and Gy will reject the null hypothesis under the alternative. This example
shows that the presence of a structural break in factor loadings implies structural
change in the subsample second moments of factors. Using this fact, we can re-
duce the infinite-dimensional problem to a finite-dimensional one.

Therefore, we base the proposed test statistic on the pre- and postbreak sub-
sample means of ft fz , where f; is the PCA estimate of the factors. Let

zT)

A(n,ﬁ)zvech JT ﬁZﬁft/— z ftft
t=1

t [z T]+1

g(n, F ) and S(ﬂ', F ) denote unrestricted and restricted estimates of the long-run
covariance matrix of A(x, F'), respectively, and will be defined more precisely in
the next subsection. We define two test statistics by

sup Wr(z,F)= sup A(x,FYS(z,F) 'A(x, F), (2.6)
nelry,m2] nelry,m2]

sup LMr(m,F)= sup A(x,F)YS(x, ) 'A(x, F), (2.7)
n€lmy,m2] nelry,m2]

where Wy (7, F ) and LMy (x, F ) are Wald and LM-like statistics for testing
whether the subsample means of f, f, are equal or not at a predetermined break
date 7 T. The following subsections will discuss the assumptions and detailed
properties of the proposed test statistics.

2.3. Assumptions

Recall that A = [AofAl] in (2.5). Let 4; denote the transpose of the i™" row of A.
Let 11, and 1; denote two indicator functions: 1, = 1{¢t < |7 *T |} and 15, = 1{t >
|[Z*T |+ 1}.

Assumption 1. E | f;|* < oo, E(fif})=2r and TV i/ B Sp as
T — oo for some positive definite matrix X r.
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Assumption 2. || ;]| < A < oo, |[A’/A/N — ZA|| — 0 for some r x r positive

definite matrix =5, and |[A’A/N — Sx] = O (ﬁ)

Assumption 3. There exists a positive constant M < oo such that for all N
and T,

(@) E(ej) =0, Ele;;|> < M foralli and .
(b) E(eje;/N)=EN"! Z,Nzl eiseir) =yn(s, 1), |yn(s, s)| < M forall s, and

T S X (s, Dl < M.
(c) E(eirejr) = tij, with |7;; | < |7;;| for some 7;; and for all t. In addition,

N S el < M.
1N <N <T T
(d) E(eirejs) = tijus, and (NT) 7 3501 2000 Dy 2oy ltijas| < M.

4
(e) For every (t, s), E‘N“/z zﬁzl[e,»se,-,—E(e,-sei,)]‘ <M.

2
Assumption 4. £ (% ZlNzl H f? Zszl freir - ims ) <M form=1,2.

Assumption 5. There exists M < oo such that for all 7 and N, and for every
t < T and foreveryi < N,

@ S lyn(s, 0l < M.
(b) SN lokil < M.

Assumption 6. There exists an M < oo such that for all N and T,
2

(a) Foreachtandm =1, 2, EH ﬁw Zstl Z,ivzl fslexser: — E(ersexs)] tms
<M.

®) E|| 77 X S0 i e e

(¢c) Foreachtand £ =0,1,2, E H \/Lﬁ ZlNzl Atieit

2
<Mform=1,2and {=0,1,2.

4
<M.

Assumption 7. The eigenvalues of r x r matrix (X5 X r) are distinct.

Assumption 8. For any constants 7| and 7 that satisfy 0 <z <z* <m <1,

(a)
N 2
ne[srlpnz] W =1 ];fli[’kekl mt - Op(l)
| T N / 2
ne;lflfnz] ﬁz:[nzﬂ+l l;fti[’kekt T Op(l)

form=1,2and (=0,1,2.
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%ZZITJ (fifl = EF)H = 0,(1) and
TJZTJ ZIT=L71TJ+1(flft/_ 2F)H = 0,(D).

These assumptions are either from or slight modifications of those in Bai (2003)
and enable us to conduct inference about subsample means of ft ft’ . Assumption 1
is the same as Assumption A in Bai (2003) except that it requires time-invariant
second moment of f;. This assumption is made under both the null and alternative
hypotheses. Note that factors and factor loadings are multiplicative and identified
under some normalization, a factor model with a break in E(f; f/) and no break in
factor loadings is observationally equivalent to a factor model with time-invariant
E(f; f/) but a rotation in the post-break factor loading matrix. More details about
the rotation in the loading matrix are discussed are discussed in Section 2.5
(see note 4). Given this identification issue, it is not restrictive to assume that
factors have constant second moment.

Assumption 2 is slightly different from Assumption B of Bai (2003) in that it
specifies the convergence speed of A’A/N.> Assumptions 3, 5, and 7 exactly fol-
low from Bai’s (2003) setup. Assumption 3 allows weak serial and cross-sectional
dependence in the idiosyncratic shocks, and Assumption 5 is a strengthened
version of Assumption 3. Assumptions 3 and 5 also allow heterogeneity in time
and cross-sectional dimensions. Thus, this paper allows weaker assumptions on
idiosyncratic shocks than BE, who assume that the idiosyncratic shocks are
independent in the cross-sectional dimension and follow AR(p) processes.
Assumption 4 implies that E(N ™! ZIN=1 | T7-1/2 ZzT=1 freirll?) < 4AM. Parts (a)
and (b) of Assumption 6 imply that (a) for each z, E|(NT)~!/? ZSTZI Z,]L] fs
[exsexs — E(exsexn)]|* < 4M:and (0) E|(NT) ™22 S0 fidjen | < 8M.
These correspond to Assumptions F1 and F2 of Bai (2003). The role of the
indicator functions 71, and 15, will become clear under the alternative hypothesis.
Assumption 6(c) is slightly stronger than Assumption F3 of Bai (2003)
which only requires the existence of the second moment, but the asymp-
totic normal distribution of \/Lﬁ ZlNzl Aieiy in Bai (2003) is not necessary

(b) Supn’é[n'l,n'g]

SUPz e[zy,72]

in this paper. Assumption 8 requires that the sample sizes before and after
the hypothesized break date go to infinity. Assumption 8 also states that
the terms in |.|| are O,(1) uniformly in z. Hence, model (2.5) satisfies

2
1 lzT] N
WZL D=1 fiiger| = Op(1) and sup;ciz 7,1
2
H\/%ZZT:MTHIZIILI fidreks| = Op(1) under the null hypothesis. Note
that all summands have zero means, so Assumption 8 is an implication of the
conventional functional central limit theorem.

that sup, €lry,m2]

2.4. Asymptotics under the Null Hypothesis

Before discussing the properties of our test statistic, it is helpful to describe some
useful notations and existing results. Let V7 be the r x r diagonal matrix of
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the first r largest eigenvalues of (1/TN)X X’ in decreasing order. Lemma A3 of
Bai (2003) shows that V7 converges to V in probability, where V is the diago-
1 1

nal matrix consisting of the eigenvalues of Z?\ XF E?\ in descending order. Let Y
1 1

denote Zf\ XF Zf\’s eigenvectors that correspond to V such that Y'Y = I,. Recall

that the estimated factor matrix F is +/7 times eigenvectors corresponding to
the r largest eigenvalues of XX'. Let H = (A'A/N)(F'F/ T)VIG} be anr x r

A 1
matrix. Proposition 1 of Bai (2003) shows that F'F /T converges to X, * TV,

1
Thus, it follows that H -5 ZIZ\TV_%. Let Ho = plimy y_, oo H , so it is obvi-
ous that

E(Hf, f{Ho) = HyZrHy = I, 2.8)

1 1
which is implied by the definition of Hy and the fact that VoY T AZFXE}
YV I=VTiVVTI=1,.

Equation (2.8) provides a bridge connecting the statistics using estimated

factors and true factors. Let A(x, F Hy) = vech(ﬁ ( Lan ] Zi]ﬂ H} f; f{ Ho —

ﬁ ZIT=L7TTJ+1 H f; f/Ho)). Under Assumption 1 that E(f; f/) = ZF, the
central limit theorem implies that A(w, F Hy) converges in distribution to some
normally distributed random variable, and Wald statistics can be constructed
based on A(zm, F Hy) and its sample variance. Although both F and Hj are not

observable, Fisa cAonsistent estimate of FH (see Bai, 2003) and H LS Hy, so
replacing H f; by f; is a potential solution.

THEOREM 1. Under Assumptions 1-8, if g —> 0as N, T — oo, then

sup
n€lmy,m2]

A(r, Y — Az, F Hp) H 2.

Theorem 1 shows that the difference between A(r, F ) and A(z, F Hp) is 0, (1)

uniformly in 7, so A(x, F) and A(x, F Hy) will have the same asymptotic dis-
tribution. To construct a Wald statistic, we also need the sample variance of
A(z, FHp). Let

T
Q= Tli_)moo Var(vech(% (; H| f: f{ Ho— I,))).

Let Q (m, FHp) and Q) (7, F Hp) be consistent estimates of €, where the sub-
scripts “1” and “2” denote the pre- and postbreak subsamples, respectively, @
denotes the break date that splits the sample, and F Hy means that the sample
variance is computed using unobserved f;Hp. Since the common factors f; are
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likely to be serially correlated, we consider the following estimates for the sample
variances:

Qi (n, FHy) = T1,0(z, FHp)
lzT|—1 j
+ > k(ﬁ) ("1, (w, FHo)+ Ty j(z, FHy)'),
j:1 xT

Qo (n, FHy) = T2,0(z, F Hp)
T—|zT|-1

-2

where k(-) is a real-valued kernel,

) (02, j(w, FHo) + T2 j(z, FHp)),  (2.9)
ST—1z7T)

7T
By, FHo) = = > vech(H, f, ! Ho— I,)vech(H{ f—j £/ Ho— 1),
1=j+1
1 T
Pajm FH) = 5= > vech(Hjf; f/ Ho—I)
t=j+|xT|+1
x vech(H,) f;—j ft/—j Hy—1,). (2.10)

Alternatively, we can use all data to estimate Q (7, FHp) and Q) (7, F Hy),

T—1

Q(F Ho) = To(FHo)+ >_k (SLT) (T (F Ho) + T (F Ho)), (2.11)
j=1
where
1 T
[j(FHy) = — > vech(H fi f{ Ho— I-)vech(Hy fi—j f/_;Ho— 1) (2.12)
t=j+1

In this paper, we focus our analysis on three commonly used kernels that always
give positive definite estimates: Bartlett, Parzen and Quadratic Spectral (hence-
forth QS). S is a bandwidth parameter, and its subscript denotes the size of the
sample (or subsample) that is used to estimate the long-run variance. Let

. 1. .
S(ﬂ,FHo)E;QWI,FHo)Jr Qo (m, F Hy),

1—=x

SO g(n, F Hy) is an estimate of the asymptotic variance of A(x, F Hy). One can
also construct the restricted estimator S(z, F Hy) using Q(F Hp), i.e.,

T

S(z, FHy) = (% + 1%) Q(F Hp).
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Note that all of Q,(z, F Ho), [ j(z, F Ho), for m = 1, 2, Q(F Hy), [';(F Hy),
S(n, F Hy), and S(ﬂ', F Hp) are computed using infeasible data f, Hy. We define
Qu(x, F), Ty j(m, F), form = 1,2, Q(F), T;(F), S(z, F), and S(x, F) as the
feasible analogs computed using the estimated regressors E.

Condition 1. (a) The Bartlett kernel is used to estimate g(n F Hy), g(n F ),
S(n F Hy), and S(n F) and there exists a constant K > 0 such that ST, NETAB

and S7_|,7) are less than KT3 forallz € [n1,m2] C (0, 1); and (b) ERIEN OasN,
T — oo.

_ Condition 2. (a) The Parzen kernel is used to estimate g(n, F Hp), g(n, F),
S(z, F Hp), and S(x, F'), and there exists a constant K > 0 such that S7, S|z7),

and S7_| 7| are less than KTé for all 7 € [y, m2] C (0, 1); or, the QS kernel

is used to estimate S(z, F Hp), S(x, I:“), S(n, F Hp), and S(n, I:"), and there exist
1 1

constants K, K, > 0 such that K175 < S, Siz7), ST—|z7) < K2T'5 for all

2
€lr, 721 C (0,1);and (b) L — 0as N, T — oo.

THEOREM 2. Under Assumptions 1-7, if Condition 1 or Condition 2 holds,

then

sup S(n,ﬁ)—g(ﬂ,FHo)H iO,
melry,mal

sup  |S(x, B)—S(x, FHy) H 2.
m€lmy,m2]

Theorem 2 shows that the infeasible sample variances can be replaced by the
estimates computed using F. Given this result, we can compute the Wald statistic
and the LM-like statistics

Wr (7, ﬁ) =A(m, ﬁ)/g(ﬂ, ﬁ)_lA(ﬂ, ﬁ),
LMy (n, F)=A(z, F)YS(x, F) " 'A(x, F), (2.13)

and sup-Wald and sup-LM defined in (2.6) and (2.7). To establish the asymptotic
distributions of feasible statistics, we define their infeasible analogs as

Wr (z, F Ho) =A(m, F Ho)'S(z, F Ho)™' A(, F Ho)
LMy (x, FHy) =A(x, FHo)'S(x, FHo) ™' A(x, F Hp) (2.14)

and we make the following assumption:

Assumption 9. (a) Q = limy_, o, Var (Vech( (Zz VH| fi f{ Ho — Ir))) is

positive definite, and [|Q|| < oo. Qi (x, F Hp), Qo (x, F Hp), and f)(FHo) defined
in (2.9) and (2.11) are consistent estimators of € satisfying that
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sup flm(n, FHO)—QH =o0,(1), form=1,2,

nelmy,m2]

HQ(FHO)—QH =0, (1).

(b) WT(?T,FH()) = Qp(”)’ LMT(”:FHO) = Qp(ﬂ:)3 Supn:e[n'l,n'z]

d d
Wr(z, FH)) — SUpre(z,.z,) Cp(®), and  SUp,ciz, z,) LMr(z, FHo) —
SUPze[z,.2,] @p(), Where Q,(7) = [By(x) — 7 B,()I'[By(7) — B, (1)]/

r(r+1
2

[z(1 — )] and B,(-) is a p-vector (p: ) of independent Brownian

motions on [0, 1] restricted to [z, 72] C (0, 1).

Assumption 9(a) states that f)l(n, F Hy), f)g(n, F Hy), and f)(F Hp) converge
to the population moment  uniformly in 7. This is similar to Assumption 3 of
Andrews (1993). Assumption 9(b) is just the main result of Theorem 3 in Andrews
(1993): the sequences of Wald and LM statistics weakly converge to the stochastic
process Q,(m) restricted to [, 72] C (0, 1), and both SUPz el z0] WT (z, F Hy)
and Sup, ¢z, z,) LM (z, F Ho) converge t0 SUp, c(,, ,1 @p(7) by the continu-
ous mapping theorem. See CDG for more primitive assumptions under which
high-level assumptions that are similar to Assumption 9(b) hold. Note that all the
terms in Assumption 9 are computed using the infeasible data F Hp, which means
that if F'Hy were observable, one would be able to use the conventional supreme
Wald test. The following theorem guarantees that one can use the estimated
regressors, F,to compute the supreme statistics, which have the same asymptotic
distribution as those computed using F Hp.

THEOREM 3. Under Assumptions 1-9, if either Condition 1 or Condition 2
holds and ‘/TT —>0as N, T — o0, then

(i) SUPLer, zy |Wr (T, F) = Wr(z, F Ho)| = 0,(1) and
SUP, e(ry.my] |ILM7 (7, F) — LM (7, F Ho)| = 0,(1).

.. Ao d
(i) SUPz e[z, o) Wr (T, F) = SUPz ¢z, 2,1 @p(7) and
A d
SUPz e[xy,m] LMz (z, F) — SUPz e[z, 7,] Op (7).

Theorem 3 shows that one can use the conventional critical values for the sup-W
and sup-LM statistics computed using F. The uniformity provided by part
(i) of Theorem 3 also shows that Wz (x, ﬁ) = Qp(r) and LMy (x, I:“) =
Op(m) by Assumption 9(b). Thus, the continuous mapping theorem implies
that the mean Wald statistic and the exponential Wald statistic proposed by An-
drews and Ploberger (1994) can also be used to test structural breaks in factor
loadings.

COROLLARY 1. Under Assumptions 1-9, if either Condition I or Condi-
tion 2 holds and “/TT —> 0as N, T — o0, then
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) Wr(z, F 72 Wr(z, F H,
R A e L
T ual

i3 ~ T2
/ WT(ﬂ.',F)dﬂ'—/ Wr(m, FHo)dm = op(1).
T i

Define exp-W(F) = ln(ﬂzinl f;zexP(Mg,ﬁl)dn) and mean-W (F) =
1 f;}z WT(n,ﬁ)dn.

ny—my

Corollary 1 shows that critical values provided by Andrews and Ploberger (1994)
can be applied to exp—W(I:" ) and mean—W(I:" ) as if F is observed rather than
estimated. This result also holds for exp-L M (I:“ ) and mean-L M (I:" ) which can be
defined in a similar way.

2.5. Asymptotics under the Alternative Hypothesis

We consider the alternative hypothesis that [« N | many cross-sections have a sin-
gle break at a common break date in their loadings. The model (2.2) can be rewrit-

ten as:
A/
Foq Fi 0} 0
X = ’ ’ A, | +e. 2.15
[Fo,z 0 Fip A’l (2.15)
2

Next, we partition the matrix Xr = E(f; f/) as

s $%0 501
F = ’ 5
20,1 21,1

F F

where 20 = E(fo f) . Zp' = E(fouf{,) . and Tp' = E(fi.f] ).
Note that (2.15) is equivalent to a factor model that has time-invariant fac-

tor loadings. Note that [AofAlfAz] in (2.15) may not be of full column rank,
so the representation of the equivalent model is not unique. However, it is only
meaningful to deal with a representation with both factor and loading matrices of
full column rank, so we reformulate the equivalent model as

X =GO +e. (2.16)

Let g; denote the transpose of the " row of G and 6; denote the transpose of
the i’" row of ©, so G = (g1, 82,...,87) and ® = (01,6, ...,0y). If G has
full column rank, the number of factors in (2.16) is determined by the rank of
limy_ 00 @@ /N. We use the rank of ®'® /N to define three different types of
breaks in the factor loading matrix. The detailed expressions of G and ® depend
on the number of factors in (2.16) and are discussed below.
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Type 1 Break: rank(®’'® /N) =r +q;.

The type 1 break requires the column rank of [A} :As] to be 2g1. The break in
A; should be so idiosyncratic across i’s that A| and A, are linearly independent.
Under the type 1 break, (2.15) is equivalent to a factor model that has r 4 ¢q;
factors with the time-invariant factor loading matrix:

X =GO, +e. (2.17)

Foi1Fiqp O

is the factor matrix and O =
Fop 0 Fip m

where G() = [ i|T ( :
X (r+qi

[Ag:A EAZ]Nx(r+ql) is the factor loading matrix.

Type 2 Break: rank(@’'® /N) =r.

Under the type 2 break, the column rank of [A13A2] is g1, so there exists a
q1 X g1 matrix Z, either singular or nonsingular, such that A, = A1Z (or A| =
A2 Z). The type 2 break means that all the loadings change in a very homogeneous
way. For example, A, = 2A1, which might be unlikely to happen in practice.
A more empirically relevant example is that rank(A) = ¢; and Ay = 0, so the
q1-dimensional factors fi ; disappear after the break. This type of break is impor-
tant because it is possible that the number of factors reduces after a major reces-
sion or crisis. Hence, the type 2 break covers the case of emerging or disappearing
factors. Without loss of generality, we assume that A, = A1 Z, so the equivalent
model has r transformed factors under the type 2 break:

X =G0 +e, (2.18)

Fo1 Fi
Fo2 FipZ'
the factor loading matrix. Note that (2.18) has the same loading matrix as under

where G(2) = [ :| is the factor matrix and @) = [Ao:A1lnxr is
T

the null, i.e., A = [AofA1 ]. The change in A is transmitted to the factors, and Fi
is rotated by Z’.4

Type 3 Break: rank(®’'® /N) =r +{, where 0 < £ < q.

Under the type 3 break, the column rank of [AlfAz] is greater than g; but
less than 2¢1, so some (but not all) columns of A and A, are linearly depen-
dent. Compare the equivalent models in (2.17) and (2.18): for the type 1 break,
the dimension of the factor space is augmented; for the type 2 break, the factors
are rotated with unchanged loadings. It is not difficult to see that the type 3 break
will lead to an equivalent model with characteristics of both type 1 and 2 breaks.
The linearly dependent columns of A; and A» will transform the factors by
rotation as under the type 2 break, while the linearly independent columns of
A1 and A; will augment the factor space as under the type 1 break. Without loss
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of the main insight, our analysis will focus on breaks of type 1 and 2 to avoid
introducing more tedious notations associated with the type 3 break. The power
properties of our statistics under the type 3 break will be the combination of those
under types 1 and 2.

Assumption 10 (Conditions on the Break). Let 2 ;) =plimy_, G ;)G )/ T
and Xg ;) = limy— oo ®/(j)®(j)/N for j =1,2.

(a) Type 1 break: g, is positive definite. [[42,;]| < 1 < 00, ||®(1>®(1)/N —
2o, |l = 0 for some (r +¢1) x (r +q1) positive definite matrix Zg,,,, and

1
16,0011/ = ol = 0 (F)-

(b) Type 2 break: || Z|| < coand ZL;'Z' # 2!
(c) For both type 1 and 2 breaks, the eigenvalues of X o 2o (j) are distinct.

Part (a) of Assumption 10 ensures that the number of factors in the equivalent
model (2.17) is equal to r +¢i. The positive definiteness of X¢,, requires the
columns of G(i) to be linearly independent, which is not restrictive given the
structure of G(1y. The requirement on ®yy is simply the analog of Assumption 2
on A. The restriction that ZE},JZ’ #* ElF’l in part (b) of Assumption 10 is to
ensure the consistency of our statistics. It rules out a very unlikely case where
Z = —1, i.e., all the loadings switch their signs after the break. Part (c) plays the
same role as Assumption 7 and ensures the convergence and nonsingularity of
the rotation matrix J defined below.

Next, we define the analogs of Vyr, V, H, and Hy under the alternatlve
hypothesis. Recall that F denotes the PCA estimate of factors and ft denotes
the transpose of the ' row of F. Under the alternative hypothesis, however, F
will be an estimate of factors (up to a rotation) in the equivalent models (2.17)
and (2.18). Since the equivalent models under types 1 and 2 are different, we will
discuss the corresponding cases separately.

Type 1 break:

Let Uyr be the (r 4+ ¢1) x (r + ¢q1) diagonal matrix of the first r + ¢
largest eigenvalues of (1/TN)XX’ in descending order. Let U be the proba-
bility limit of Uyr, where U is the diagonal matrix consisting of the eigen-

1 1

values of EE}(I)ZGU)Z%(]) in descending order (Bai, 2003, Lem. A3). Let
J = (@ ®(1)/N)(G(1)F/T)U;} be an (r 4+ q1) x (r + ¢q1) matrix. Denote
plimy _)OOJ as Jo, which is a nonsingular matrix (by Prop. 1 of Bai, 2003).>

Let
0,0 0,1 0,0 0,1
20 501 9 %0 o0 x%
D = 2%1/ 2117,1 ol, D= 0 0 0 |, and
0,1’ 1,1
0 0 0 0 0 xk
C= Jé(Dl — D»)Jp. (2.19)
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Type 2 break:

Let Uyr be the r x r diagonal matrix of the first r largest eigenval-
ues of (1/TN)XX' in descending order. Let U be the probability limit
of Uyr, where U is the diagonal matrix consisting of the eigenvalues of

1 1

Zg(z)ZG(Z)ng in descending order (Bai and Ng, 2003, Lem. A3). Let J =

(®’(2)®(2)/N)(G’(2)13/T)U1§1T be an r x r matrix. Denote plimy y_,.J as Jo,
which is a nonsingular matrix (by Prop. 1 of Bai, 2003). Let

20 g0 200 20z
Dy = $O1 gLl | Dy = 7501 Zyllz |’ and
F F F F

C= Jé(Dl — D»)Jp. (2.20)

To establish the consistency of the test under the alternative hypothesis, we
need Assumption 11, which regulates the asymptotic property of the variance
matrices in our statistics. Define f)l(n*, G Jo), f!z(ﬂ*, G Jy), and fl(GJo) by
replacing 7, F, and Hy 113 equations (2.9), (2.10), (2.11), and (2.12) with z*, G,
and Jo, respectively. Let S(z*, G Jp) = ”—kfll (n*,GJo)+ #f)z (m*,GJp) and
S(z*, GJo) = LQ(G Jo) + 25 Q(G o).

Assumption 11. (a)
plimy_, o, inf{vech(C)’ [max(sz 1o Sr— e )S( ", GJO)_]] Vech(C)} >0

plimy_, o, inf{vech(C)’ [ng(ir * GJO)'I] Vech(C)} >0,

where S|z+7|, ST—|z*T), and St are the bandwidth parameters for f)l (*,GJo),
Qo (™, G Jy), and fZ(GJo), respectively. o } .
(b) Condition 1 or 2 holds for S(z*, G Jy), S(z*, F), S(x*, G Jp), and S(z *, F).

Remark 1. Assumption 11(a) ensures that Wy (z*, GJy) and LM7(n*, G Jp)
diverge under the alternative as N and 7 go to infinity. In contrast to equation
(2.8), it is worth noting that E(J{g:g;Jo) # I +4, under the alternative hypothe-
sis, so the HAC estimators are not properly demeaned. Hall (2000) investigates
the properties of HAC estimators that are not properly demeaned in the context
of overidentifying restriction tests. He shows that if the HAC estimate is not cor-
rectly demeaned, then it will diverge at the rate of the bandwidth parameter br.
He uses u. to denote the expectation of the invalid moment conditions and &
to denote the HAC estimator and shows that b7 u”. &~ ! i, converges in probabil-
ity to a positive constant (see Hall, 2000, Proof of Theorem 2, pp. 1525-1526).
Although Hall’s (2000) result is developed for the HAC estimator in the context
of overidentifying restriction tests, it can be readily extended to our HAC estima-
tors. In this paper, it turns out that vech(C) is an analog of u., and our bandwidth
parameters are analogs of br. Hence, Assumption 11(a) is analogous to Hall’s
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result that by u/,&~! u,, is asymptotically bounded away from zero, and it can be
proved under more primitive conditions in Hall (2000).

THEOREM 4. Under Assumptions 1-8, and 11, if the break of factor loading
matrix satisfies Assumption 10, then

() there exists some nonrandom matrix C # 0, such that —» ZL” Tl f, f;’ -

[*T] £at=1
ﬁ than*Tj+1 fzf/ ﬁ’ C.

(ii) for any constants w; and mwy that satisfy 0 < ) < n* < 7wy < 1,
SUPz e[z.20] Wr (T, F) and SUPz e[z, .2,] LMT (7, F) are consistent under
the alternative hypothesis that a fraction of N cross-sections have struc-
tural breaks in their factor loadings at a common date |7*T |.

Theorem 4(i) shows that pre- and postbreak subsample means of f, ft/ converge
to different limits under the alternative hypothesis. This explains why just using
a Wald statistic computed using estimated factors can in fact detect the structural
breaks in factor loadings. Note that the factors (in static form) are estimated by
PCA which implicitly assumes that the factor loadings are time-invariant. Hence,
Theorem 4(a) shows that the PCA will transmit the structural breaks in the loading
matrix to the subsample means of ft ft/ before and after |7 *T |.

Recall that the number of factors is increased under the type 1 break. This
indicates that the number of factors plays an important role in determining the
asymptotics of the test statistics in this paper. In practice, the number of factors is
commonly estimated using the IC proposed by Bai and Ng (2002), so the asymp-
totics of IC under the null and alternative hypotheses will affect the perfor-
mance of the structural break tests for factor loadings. It turns out that Bai and
Ng’s (2002) IC can consistently estimate the number of factors in the equivalent
model and help our statistics distinguish the null and alternative hypotheses in
large samples.

PROPOSITION 1. Under Assumptions 1-4 and 10, Bai and Ng’s (2002)
information criteria consistently estimate the number of factors of the equivalent
models (2.17) and (2.18).

IC are equivalent to determining the number of asymptotically nonzero eigen-
values of XX’/NT. Assumptions 1-4 play the role of Assumptions A-D in Bai
and Ng (2002) to ensure IC’s consistency under the null hypothesis. Under the
alternative hypothesis, Proposition 1 shows that IC consistently estimates the
number of factors in the equivalent models. Thus, the asymptotics of test statistics
proposed in this paper will not be affected by implementing IC in the first stage
as N and T tend to infinity, and the finite-sample effect of the first-stage IC will
be investigated in Monte Carlo experiments in the next section.

When IC are used in the first stage to determine the number of factors estimated
by PCA, tests for structural breaks should not be based on factor loadings. For
example, the traditional Chow test for testing 41 ; = A2_; will not have power under
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the alternative hypothesis because the factor loadings of the equivalent models
are actually time-invariant.® Therefore, in order to test structural breaks in factor
loadings, one should focus on the estimated factors rather than the estimated factor
loadings.

3. MONTE CARLO SIMULATIONS

In the Monte Carlo experiments, we investigate the finite sample properties of
our statistics for unknown break points.” Section 3.1 compares the performance
of the sup-W, exp-W, mean-W, sup-LM, exp-LM, and mean-L M tests, where
W and LM abbreviate Wy (r, F )and LMy (x, F ), respectively. Our W and LM
statistics are computed using three different estimates for the sample variances:
Wo and LMy are computed using White’s (1980) conditional heteroskedasticity
robust estimate; and Wp and L M p are computed using Newey and West’s (1994)
data-dependent HAC estimate based on the Bartlett kernel. Section 3.2 provides
Monte Carlo experiments on the power comparison between our and CDG’s
tests.

In all Monte Carlo experiments, factor loadings are initially set randomly and
we then fixed throughout 5,000 replications for each DGP.

3.1. Testing Breaks with Unknown Break Date

We consider the model: x;; = > _, Aik fxr +Kkeir, Where Ak i N(%, 1), and fi,
and e;; are generated by the following DGPs:
id id id
NI fie ™ N1, eir = 0i0it + X1 jj1<p Prizji)s 01 ~ U05,1.5), viy ~
N(0,1), and x = \/12(1 + b2 /4)r/13(1 +2Pf2).
- id
N2: fis = pr fra—1 + fies tis ~ N(O, 1= p}), eir = 0,vi¢, 0 ~ U (0.5, 1.5), viy =

PoVit—1 + € it S N0, 1= p2), and x = /12(1 + b2/4)r/13.
In N1-N2, we set b = 1 and r = 3, and the value of x is chosen so that R =
trace(E (ee’))/trace(E(X X")) is 50%.% Both N1 and N2 allow heteroskedasticity

across 7, and we follow Breitung and Eickmeier’s (2011) setup: o; id U(0.5,1.5).
N1 also allows limited cross-sectional correlation in idiosyncratic shocks if f # 0
and P > 1. Welet € {0,0.1} and P = 6, and these values are similar to those of
Onatski (2010). DGP N2 considers the case where both factors and idiosyncratic
shocks are serially correlated. The factors are assumed to be AR(1) processes, and
pr = 0.7 which leads to mild persistency. v;, follows an AR(1) process and we
set p, =0.5.

Table 1 presents the simulation results under the null hypothesis. The last col-
umn of Table 1 shows averaged numbers of factors selected by /Cp, of Bai and
Ng (2002). Under DGP N1, the size of our tests is not affected by the cross-
sectional correlation of the idiosyncratic shocks. Note that N1 does not allow
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TABLE 1. Size of structural break tests with unknown break date, r =3

sup-W exp-W mean-W

DGPs g P N T sup-Wy sup-Wp exp-Wy exp-Wp mean-Wy mean-Wg 7

N1 0 200 200 0.055 0.014 0.073 0.015 0.073 0.018 3.00
0 200 500 0.087 0.029 0.088 0.030 0.066 0.035 3.00
0.1 6 200 200 0.062 0.014 0.075 0.013 0.071 0.016 3.00
0.1 6 200 500 0.090 0.029 0.085 0.031 0.063 0.034 3.02
N2 200 200 0.852 0.061 0.896 0.068 0.891 0.100 3.00
200 500 0.920 0.092 0.929 0.100 0.903 0.119 3.00

sup-LM exp-LM mean-L M

DGPs f P N T sup-LMy sup-LMp exp-LM( exp-LMp mean-LM; mean-LMp 7

N1 0 200 200 0.046 0.012 0.053 0.019 0.053 0.029 3.00
0 200 500 0.041 0.019 0.046 0.024 0.052 0.038 3.00

0.1 6 200 200 0.031 0.009 0.043 0.012 0.050 0.026 3.00

0.1 6 200 500 0.041 0.024 0.047 0.027 0.046 0.034 3.02

N2 200 200 0.840 0.050 0.875 0.065 0.856 0.091 3.00
200 500 0.895 0.048 0.908 0.062 0.880 0.080 3.00

Note: The nominal size is 5%. The subscript “0” means that the statistic uses White’s (1980) conditional het-
eroskedasticity robust estimate; subscript “B” denotes statistics based on HAC estimates with the Bartlett kernel.
All HAC estimates are based on Newey and West’s method (1994). 7 is the number of factors estimated by 1Cp, of
Bai and Ng (2002).

serial correlation of factors or idiosyncratic shocks. It turns out that the statis-
tics using HAC estimates become relatively conservative, but as the time
dimension increases, their effective size becomes closer to 5%. Under DGP N2,
we consider the case where both factors and idiosyncratic shocks are AR(1) pro-
cesses. As expected, the statistics without using HAC over-reject the null hypoth-
esis more frequently than the nominal size, and those using HAC estimates have
much better effective size. Since the LM-like test uses the full sample to estimate
the sample variance, it is not surprising that the tests based on L Mp almost always
have better size than those based on Wp. Under DGP N2, sup-L M has the best
size: the size of sup-LMp is clustered at around 5%. The exp-LM test also has
decent size: the size of exp-L M p is clustered at 6%. The mean-W test over-rejects
most frequently, but their size never exceeds 12%.

The second experiment compares the powers of sup-W, exp-W, mean-W, sup-
LM, exp-LM, and mean-L M, when the break date is unknown. The break date
is set to be %, and the data are generated by the following DGPs:

Al xip = 24 Aikfrr + ke for i =1,2,...,N and t < T/2, and x;; =
S Gik = b) fis +xeis fori=1,2,...,N and 1 > T/2+ 1, where fir, eir <

N, 1), k = V(AT +52/4)r, and 2 “C N5, 1).
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A2:xip =D 4y Aik fretrei fori=1,2,...,aN andt < T/2,x;; = > _; (Aix —
b) fir +xeis fori =1,2,...,aN andt > T/2+ 1, and x;; = 2!2:1 Aik frr +xeir
for i =aN+1,...,N and t = 1,2,...,T, where fir, eir " N(O,1), x =

JA+62/4r, di N, 1), and b = 1. )
A3 xi = S dit fia +xeq fori = 1,2,..., N, where fir, ei > N(0,1), x =

T+ b2/ayr, i =10 fort < T/2, Jig =29 fort > T/2+1, 29 “C N(5, 1),
and b = 1.

We set r = 3 for DGPs A1-A3. It is not difficult to verify that the equivalent
factor model with time-invariant loadings has four factors under both DGPs Al
and A2. DGP A3 considers the type 2 break discussed in Section 2.5, so the
number of factors under DGP A3 is unchanged.

DGP A1l focuses on how the power changes as the magnitude of the break in
factor loadings increases. We set b € {1/3, 2/3, 1, 2} in DGP A1, and the results

TABLE 2A. Power against unknown break date

DGP Al: The equivalent factor model with time-invariant loadings has 4 factors.

b N, T sup-Wy sup-Wp exp-Wy exp-Wg mean-Wy mean-Wg 7

1/3 200,200 0.078 0.022 0.105 0.026 0.117 0.040 3.00
1/3 500,500  1.000 1.000 1.000 1.000 1.000 1.000 4.00
2/3 200,200  1.000 0.891 1.000 0.961 1.000 0.951 4.00
2/3 500,500  1.000 1.000 1.000 1.000 1.000 1.000 4.00
1 200,200  1.000 0.919 1.000 0.963 1.000 0.952 4.00
1 500,500 1.000 1.000 1.000 1.000 1.000 1.000 4.00
2 200,200  1.000 0.842 1.000 0.940 1.000 0.937 4.00
2 500,500 1.000 1.000 1.000 1.000 1.000 1.000 4.00
b N,T sup-LMy sup-LMp exp-LMy exp-LMp mean-LM, mean-LMpg 7

1/3 200,200  0.065 0.023 0.081 0.033 0.090 0.050 3.00
1/3 500,500  1.000 0.999 1.000 1.000 1.000 1.000 4.00
2/3 200,200  1.000 0.561 1.000 0.693 1.000 0.833 4.00
2/3 500,500  1.000 0.999 1.000 1.000 1.000 1.000 4.00
1 200,200 1.000 0.615 1.000 0.743 1.000 0.856 4.00
1 500,500 1.000 0.998 1.000 0.999 1.000 0.999 4.00
2 200,200 1.000 0.493 1.000 0.626 1.000 0.784 4.00
2 500,500 1.000 0.997 1.000 0.999 1.000 1.000 4.00

Note: The parameter b controls the size of the shift in factor loadings. The subscript “0” means that the statistic
uses White’s (1980) conditional heteroskedasticity robust estimate; subscript “B” denotes statistics based on HAC
estimates with Bartlett kernel. All HAC estimates are based on Newey and West’s method (1994). 7 is the number of
factors estimated by ICp, of Bai and Ng (2002).
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are summarized in Table 2A. Under DGP A1, none of these tests have good power
when the magnitude of the break and sample size are small, i.e., b = 1/3 and N
and T = 200. Note that IC only detect three factors when » = 1/3, and N and
T = 200. By Stock and Watson’s (2002b) result, these three factors consistently
estimate the original factor space because the break is “small”. Hence, the lack of
power in such a circumstance is not a serious problem. As b or the sample size
increases, however, all of these tests become powerful, though the power is not
monotonically increasing in b.

DGP A2 investigates the power when only a fraction of factor loadings
have structural breaks. We set a € {0.2,0.4,0.6,0.8}. The results are shown in
Table 2B. All tests have good power for N > 200 even when o = 0.2. For
even smaller samples, the working paper version of this paper (Han and
Inoue, 2014) provides simulation results that the tests become much less pow-
erful when N = 100, T = 200, and o = 0.2. This is expected due to the recent
finding by Bates et al. (2012) that PCA estimators can consistently estimate the

TABLE 2B. Power against unknown break date

DGP A2: The equivalent factor model with time-invariant loadings has 4 factors.

a N, T sup-Wg sup-Wg exp-Wy exp-Wp mean-Wy mean-Wp 7

0.2 200,200 0.822 0.745 0.830 0.794 0.833 0.793 3.80
0.2 500,500  1.000 1.000 1.000 1.000 1.000 1.000  4.00
0.4 200,200 1.000 0.909 1.000 0.969 1.000 0.966 4.00
0.4 500,500 1.000 1.000 1.000 1.000 1.000 1.000  4.00
0.6 200,200  1.000 0.896 1.000 0.963 1.000 0.961 4.00
0.6 500,500 1.000 1.000 1.000 1.000 1.000 1.000  4.00
0.8 200,200 1.000 0.907 1.000 0.965 1.000 0.957 4.00
0.8 500,500 1.000 1.000 1.000 1.000 1.000 1.000  4.00

o N,T sup-LMy sup-LMp exp-LMqy exp-LMp mean-LMy mean-LMp r

0.2 200,200 0.820 0.455 0.826 0.580 0.828 0.708 3.80
0.2 500,500 1.000 1.000 1.000 1.000 1.000 1.000  4.00
0.4 200,200 1.000 0.551 1.000 0.698 1.000 0.855 4.00
0.4 500,500 1.000 1.000 1.000 1.000 1.000 1.000  4.00
0.6 200,200  1.000 0.551 1.000 0.695 1.000 0.843 4.00
0.6 500,500 1.000 0.999 1.000 1.000 1.000 1.000  4.00
0.8 200,200 1.000 0.570 1.000 0.706 1.000 0.843 4.00
0.8 500,500 1.000 0.999 1.000 0.999 1.000 0.999 4.00

Note: The parameter a controls the percentage of factor loadings that have structural breaks. The subscript “0” means
that the statistic uses White’s (1980) conditional heteroskedasticity robust estimate; subscript “B” denotes statistics
based on HAC estimates with Bartlett kernel. All HAC estimates are based on Newey and West’s method (1994).
7 is the number of factors estimated by 1Cp, of Bai and Ng (2002).
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TABLE 2C. Power against unknown break date

DGP A3: The equivalent factor model with time-invariant loadings has 3 factors.

2 N,T sup-Wy  sup-Wp  exp-Wy exp-Wp mean-Wy mean-Wg 7

3/4 200,200  0.202 0.056 0.282 0.087 0.327 0.133 3.00
3/4 500,500 0.673 0.500 0.729 0.597 0.751 0.648 3.00
1/2 200,200  0.952 0.646 0.977 0.816 0.983 0.864 3.00
1/2 500,500  1.000 1.000 1.000 1.000 1.000 1.000 3.00
1/4 200,200  1.000 0.983 1.000 0.998 1.000 0.999 3.00
1/4 500,500  1.000 1.000 1.000 1.000 1.000 1.000 3.00
0 200,200 1.000 0.999 1.000 1.000 1.000 1.000 3.00
0 500,500 1.000 1.000 1.000 1.000 1.000 1.000 3.00

2 N,T sup-LMy sup-LMp exp-LM, exp-LMp mean-LMy mean-LMp 7

3/4 200,200 0.194 0.061 0.251 0.100 0.285 0.163 3.00
3/4 500,500  0.646 0.478 0.700 0.570 0.724 0.630 3.00
1/2 200,200  0.955 0.534 0.974 0.728 0.974 0.821 3.00
1/2 500,500  1.000 1.000 1.000 1.000 1.000 1.000 3.00
1/4 200,200  1.000 0.759 1.000 0.966 1.000 0.982 3.00
1/4 500,500  1.000 1.000 1.000 1.000 1.000 1.000 3.00
0 200,200 1.000 0.644 1.000 0.987 1.000 0.994 3.00
0 500,500 1.000 1.000 1.000 1.000 1.000 1.000 3.00

Note: The parameter ¢ controls the ratio of post- and prebreak factor loadings. The subscript “0” means that the
statistic uses White’s (1980) conditional heteroskedasticity robust estimate; subscript “B” denotes statistics based
on HAC estimates with Bartlett kernel. All HAC estimates are based on Newey and West’s method (1994). 7 is the
number of factors estimated by /Cp; of Bai and Ng (2002).

factor space when only a “small” (asymptotically negligible) fraction of factor
loadings have breaks. However, the power increases substantially and approaches
one as the sample size increases, with a = 0.2 unchanged.

DGP A3 considers the power against the type 2 break. The post-break load-
ings are equal to prebreak loadings scaled by a parameter c. We set ¢? €
{0,0.25,0.5,0.75}, so the factor structure becomes weaker after the break. When
¢ = 0, there is no factor structure in the post-break subsample. The results are
reported in Table 2C. Under DGP A3, all tests have limited power when ¢ = 0.75
and 7 = 200. It is remarkable that mean tests are more powerful than supreme and
exponential tests when ¢ = 0.75. This is consistent with the finding by Andrews
and Ploberger (1994) that the mean test is designed to be powerful against small
breaks. As ¢? decreases, all tests become more powerful. When 7 = 500 and
c% < 0.5, all tests have power equal to one.? Finally, note that our tests almost
always detect reasonably big breaks when N = 7 = 500 under DGPs A1-A3.
This confirms the consistency of our tests.
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3.2. Power Comparison with Chenet al.’s (2012) Test

Chen et al. (2012) propose a test for structural breaks in factor loadings by testing
whether or not there is a break in the coefficients of the following regression:

fru=dofot i frotue = ¢ foretur, 3.0
where 7 is the number of factors determined by Bai and Ng’s (2002) IC,

f1,, . f,t are the factors associated with the 15t,..., #'" eigenvalues of XX/,
respectlvely, f_1, = fz, fr,] and ¢ = [c3.. cr]’ They develop both Wald
and LM versions for their test.

We perform power comparisons between our tests and the CDG tests under
DGPs Al and A3 for an unknown break date. Table 3A reports the results
under DGP A1 (the superscript “cdg” denotes the CDG tests). Under DGP Al,
neither our test nor the CDG test uniformly dominates the other. When White’s
(1980) conditional heteroskedasticity robust estimate is used, our sup —L M test
tends to be more powerful than sup—LMSdg , while our sup—Wy has similar
power to sup—ngg. When the HAC estimator is used with the Bartlett ker-
nel, the results are mixed. sup —L Mp is more powerful than sup—LMgdg when

N =T =500, while sup —ngg tends to be more powerful when N = T = 200.

Table 3B reports the results under DGP A3. In general, both our supreme Wald
and supreme LM tests are powerful under DGP A3. The case of ¢ = 0 is espe-
cially interesting because the number of factors changes after the break. Note that
this type of alternative is ruled out by CDG’s assumptions. It is remarkable that

both sup —LMgdg and sup —LM;dg have very limited power even when the fac-
tor structure disappears after the break, i.e., c =0, for N = T = 500. In addition,
sup—ngg and sup—ngg do have some power but are less powerful than our

TABLE 3A. Power comparison with CDG tests for unknown break date

DGP Al: The equivalent factor model with time-invariant loadings has 4 factors.

b N,T sup-LMj sup—LMSdg sup-LMp sup—LMf;ig sup-Wy sup—W(‘)‘dg sup-Wp sup—W;dg P

1/3 200,200  0.065 0.048 0.023 0.029 0.078 0.070 0.022 0.059  3.01
1/3 500,500  1.000 0.937 0.999 0.931 1.000 1.000 1.000 1.000  4.00

2/3 200,200  1.000 0.668 0.561 0.574 1.000 1.000 0.891 1.000  4.00
2/3 500,500  1.000 0.946 0.999 0.938 1.000 1.000 1.000 1.000  4.00

1 200,200  1.000 0.778 0.614 0.663 1.000 1.000 0.919 1.000  4.00
1 500,500  1.000 0.970 0.998 0.964 1.000 1.000 1.000 1.000  4.00

2 200,200  1.000 1.000 0.494 0.995 1.000 1.000 0.842 0.997  4.00
2 500,500  1.000 1.000 0.997 1.000 1.000 1.000 1.000 1.000  4.00

Note: The parameter b controls the size of the shift in factor loadings. The superscript “cdg” denotes the CDG
tests. The subscript “0” means that the statistic uses White’s (1980) conditional heteroskedasticity robust estimate;
subscript “B” denotes statistics based on HAC estimates with Bartlett kernel. All HAC estimates are based on Newey
and West’s method (1994). 7 is the number of factors estimated by ICpl of Bai and Ng (2002).
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TABLE 3B. Power comparison with CDG tests for unknown break date

DGP A3: The equivalent factor model with time-invariant loadings has 3 factors.

¢ N,T sup-L My sup—LMédg sup-LMp sup—LMzdg sup-Wy sup—W(‘)\dg sup-Wp sup—W;dg P

3/4 200,200 0.194 0.039 0.061 0.028 0.202 0.048 0.056 0.044  3.00
3/4 500,500 0.646 0.050 0.478 0.043 0.673 0.046 0.500 0.042  3.00

1/2 200,200  0.955 0.049 0.534 0.035 0.952 0.040 0.646 0.041  3.00
172 500,500  1.000 0.069 1.000 0.058 1.000  0.032 1.000 0.034  3.00

1/4 200,200  1.000 0.056 0.759 0.043 1.000 0.023 0.983 0.035  3.00
1/4 500,500  1.000 0.084 1.000 0.069 1.000  0.021 1.000 0.023  3.00

0 200,200  1.000 0.062 0.644 0.051 1.000  0.400 0.999 0.487  3.00
0 500,500 1.000 0.082 1.000 0.067 1.000  0.804 1.000 0.828  3.00

Note: The parameter ¢ controls the ratio of post- and prebreak factor loadings. The superscript “cdg” denotes the
CDG tests. The subscript “0” means that the statistic uses White’s (1980) conditional heteroskedasticity robust
estimate; subscript “B” denotes statistics based on HAC estimates with the Bartlett kernel. All HAC estimates are
based on Newey and West’s method (1994). 7 is the number of factors estimated by IC,,l of Bai and Ng (2002).

tests when ¢ = 0. Hence, our tests have some advantages in detecting type 2 breaks
in factor loadings.

Remark 2. Note that the power of our tests depends on the consistency of
Bai and Ng’s (2002) IC. It is well known that Bai and Ng’s (2002) IC tend to
overestimate the number of factors if the idiosyncratic shocks are correlated (see
simulation results of Onatski, 2010). It is remarkable that the power of our tests
will not suffer too much because an £ with additional columns still has a break in
its second moment. Hence, our test is still consistent when the number of factors
is overestimated (namely, 7 > r 4+ ¢ under the type 1 break or 7 > r under the
type 2 break). If the number of factors is underestimated, our test may lose some
power in finite samples because there may be breaks in the ignored factors. This
is also observed by Chen et al. (2012) in their simulations for the CDG tests.

4. CONCLUSIONS

This paper proposes new test statistics for structural breaks in factor loadings of
dynamic factor models. We consider testing the null hypothesis that the factor
loading matrix is constant over time against the alternative hypothesis that a frac-
tion of or all factor loadings have a single break at a common date. Our contribu-
tions include the following: First, by reducing the infinite dimensional parameter
problem into a finite dimensional problem, we are able to allow for the use of
conventional critical values, unknown break dates, and serial and cross-sectional
correlations in the idiosyncratic shocks. Second, we treat the number of factors to
be determined rather than to be known, and our tests are more powerful than the
existing tests based on factors selected by information criteria. Although we only
considered the single-break alternative hypothesis, we expect that our tests have

https://doi.org/10.1017/50266466614000486 Published online by Cambridge University Press


https://doi.org/10.1017/S0266466614000486

TESTS FOR PARAMETER INSTABILITY INDYNAMIC FACTOR MODELS 1141

power against the setup (e.g., Bai, 1997) in which there are finitely many breaks in
factor loadings. In addition, Choi (2012) proposes a feasible generalized principal
component estimator (FGPCE) for dynamic factors. The key insight of our test is
unchanged in Choi’s (2012) framework, so we expect that our test can be applied
to factors estimated by FGPCE as well.

Finally, our tests are developed for linear factor models which do not take into
account possible nonlinear structures in the high dimensional data. In practice, a
rejection of the null hypothesis of no structural break may be due to the presence
of a nonlinear factor structure. Developing a test for nonlinear factor models is
beyond the scope of this paper and is left for future research.

NOTES

1. Recently, Cheng, Liao, and Schorfheide (2013) consider detecting structural changes of factor
loadings using a LASSO estimator.

2. In the working paper version of their paper, BE provide simulation evidence that the effective
size of their test can be greater than 90% in some setups if HAC estimators are used. This may be
explained by possible invalidity of the sequential asymptotics their test is based on. When the HAC
estimator is used, each individual statistic converges to a chi-square distribution at a slower rate as
the time series dimension diverges. When the cross-sectional average of these statistics is taken, the
cross-sectional average of these errors may not vanish even asymptotically. BE also suggest fitting an
AR(p) model for the residuals of factor models in the first stage and then computing the covariance
using the filtered residuals, but this operation requires correct knowledge about the serial correlation
structure of the residuals.

3. Since the factor loadings are assumed to be nonrandom, A’ A/N can converge to X A at any rate.
We assume that the rate is no slower than 1/+/N, which is not stringent compared to usual convergence
rate in the Central Limit Theorem.

4. Recall that we assume E (f; f/) to be constant over time. If E(f; f{) has a break, then the model
is equivalent to a factor model with time-invariant E(f; f/) but a type 2 break in the loading matrix.
To see it, let £ and 2;} be the variances of f; before and after the break, respectively. If both
X and Z} are positive definite, then there exists a nonsingular matrix ¥ such that ¥ X p ¥/ = Z}.
It can be viewed as a factor model where factors have constant second moment X, the prebreak
loading is A, and post-break loading is A¥. In such a scenario, the type 2 break in the loading matrix
could also be viewed as a change in the volatility of factors, but one cannot tell whether the break
comes from E(f; f]) or the loading matrix because they are observationally equivalent. Hence, we
assume E(f; f/) to be constant for identification purposes and view the break in E(f; f/) as a type 2
break in A.

5. The subscripts (1) and (2) to distinguish two types of breaks in Uy, U, J, Jo, and C are
omitted to simplify the notations.

6. Breitung and Eickmeier (2011) also point out that the Chow test statistic will lack power if the
number of factors is determined using IC based on the full sample, so they suggest implementing IC
to both pre- and postbreak subsamples. This solution is subject to the knowledge of the break date,
and the IC may become less accurate since the time dimension will be shortened once the sample is
split.

7. We also conduct simulations for the case of known break dates and other sample sizes in the
working paper version of this paper (Han and Inoue, 2014).

8. For the choice of x, note that E(4;; F,j)2 =1 +b2/4 and E(aiz) =13/12.

9. Note that DGPs A1-A3 do not allow serial correlation in the data, so the tests using HAC
estimates are less powerful than those using heteroskedasticity robust estimates.
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APPENDIX

To save space, we only present the statements of lemmas in this appendix. The complete
proofs of the lemmas can be found in the working paper version (Han and Inoue, 2014).

A. Proofs of the Results in Section 2.4

First, recall that V7 is the r x r diagonal matrix of the first r largest eigenvalues
of (1/TN)XX' in decreasing order, and the estimated factor matrix F is «/T times
eigenvectors corresponding to the r largest eigenvalues of XX’. Therefore, we have
(1/NT)XX'F = FVyr and (1/NT)XX'FVy} = F. Let oyt = min{v'N, vT}.
Using X = FA' +e gives:

1 A
7 (FNAF' + FNE +eAF +ee) FVyp = F. (A1)
Using the fact that H = (A'A/N)(F'F/ T)YVyr L yields:

~ 1 ~ ~ ~
F—FH= (FA’e’F+eAF’F+ee’F) Vik, (A.2)

ft H'f; = NT TvaVN(S H+— vafvt-i- Zfﬂ?vt'f‘ vafvt )

(A.3)

where (5 =
Theorem 1, we present three lemmas

= f{N'e;/N, and &; = f/ A es/N. Before we prove

LEMMA 1 (Lem. A.1 of Bai, 2003). Under Assumptions 14,

1< 1
Tiﬂﬁ—ﬂﬁﬂ=@(¥)

=1 NT
LEMMA 2 (Lem. B.2 of Bai, 2003). Under Assumptions 1-6,

1
—(F FH)F = 0,;(512”).

LEMMA 3. Under Assumptions 1-6 and 8(a), for rto satisfies 0 <y <mp <1,
19) L) ,
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Proof of Theorem 1. It is sufficient to prove that

Vech(zmuﬂf’ Z,thﬂmﬁfl’)

I = sup vT

TE[my,m2]

|z T T—|xT]

_vech(Z:LnTJ H'fi fiH _ ZITZLETJ+1 H/f’fl/H)H

\zT] T—|zT|
and
L”TJ Y T i
H H _ H'f; f/H
II= sup VT |vech z fili —ZI_L”TJ_H L
melmy,ma] L” T I—|zT]

e ZEU H S S Ho iy Hofifi Ho
v zT] T—|zT]

are both 0, (1). Term [ is bounded by

LﬂTJ A1
I < sup «ﬁvech(Z ff Hftft )H

melry,mal [z T]
T ’
- fifl—H fifH
+  sup VT ||vech ZI_L”THI L il
meln,mal —zT]

To save space, we will only prove that the first term in the above inequality is oy (1),
because the negligibility of the second term can be proved in a similar way. The first term

is bounded by
o T et [ LA S+ G = H ) g1
Eeiﬂll?ﬂz] [z T]
|.7FTJ ’ £ gt ’ £ gt £ _ /
_ su ﬁ vech Z (ft H fl)(fz ftH)+H ft(ft sz)+(fl H ft)f;H
- ne[nf?nzj [z T]
e SR ELCG G s | NS RG] = g H)
_ne[nfnz] [z T] 7T ’
Note that
zl””(ft H f)(f{ - f/H)
welny,mr] [T
sy YIZICWAHUAR VTSL W =HE (VT
" relmi [aT] - By %)

where the last equation follows from Lemma 1. Also, Lemma 3 implies that

(7T
1 VT
sup ~T EHfl(ft f,H) —0,,(5 )

. =T} NT
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VT

Since Y- — 0as N, T — oo, term [ is 0p(1). For term /1, we can bound it by

SV H St H = Hfif{Ho S e H' S H = Hyfi f Ho

ne[sffnz] [zT] T—|xT]|
~ U (H — H)) fi f{ H + H) f: f{ (H - Ho)
relry,mo] [z T]
X (er 1 (' = Ho) fi f{ H + Hy fi f] (H = Ho)
—|=T]
= sup T |(H - H) Sl Sf Eiciarin H
melny,mal 0 [z T] T—|zT)|
SN s S ey iA
+H°( 7T T—|zT| (H = Ho)

ZLETJ ftf[ Z[T=LETJ+1ftff/

< ﬁ”H_HO”ne[S;Enz] 2T T—|aT] (L N+ 11 Hol)
—f()p(l)Op(f) 0,(1),

where the last equation uses Assumption 8(b) and the fact that | H — Hy|| 20 which is
implied by Assumptions 1-4 and 7 (see Bai, 2003). Thus, term /1 is 0p (1). u

Before proving Theorem 2, we present Lemmas 4-8.

LEMMA 4. Under Assumption 3(b), for all N and T, there exists a constant M| < oo
such that %ZL] Zstl y;\‘](s, t) < My. Under Assumption 5(b), for all N and T, there

exists a constant My < oo such that ZST=1 yl%(s, ty< My fort=1,2,...,T
LEMMA 5.

(1) Under Assumptions 1-4,

72“,0, H fi* = Op( )+0P(N12)

(ii) Under Assumptions 1-5,

I &, . 1
2 M= H fil* = 0, 54).

t=1

(iii) Under Assumptions 14,

1
7 2 il = 0p(1).

t=1
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LEMMA 6. Under Assumptions 1-7, H — Hy = O, (%)

LEMMA 7. (i) Under Assumptions 1-4,

A A~ A 1 1
sup sup Hrl,j(n, Py—Ty j(x, FH)H =0, (T—z) +0, (N—z),
welry,mp] 0<j<|xT]|-1
A N N 1 1
sup sip |, By = o FID| = 0, (T77) + 0, (N77),

ey, mp] 0<j<T—|xT]-1

. |50y =15 = 0, (175) + 0, (N72),

(i) Under Assumptions 1-5,

~ N N 1
sup sup Hfl’j(n,F)—Fl,j(n,FH)H:0P(—),
relny,m] 0<j<|xT|—1 ONT
~ A N 1
sup sup HFZ,j(”’F)_FZ,j(”’FH)H:Oﬁ(i)’
welny,m) 0<j<T—|xT|—1 ONT
PN N 1
sup HFJ-(F) —rj(FH)” =0, (—)
0<j<T-1 ONT
LEMMA 8. Under Assumptions 1-7,
o ~ 1
sup sup Hrl,j(”sFH)—Fl,j(ﬂ',FHO)H=0p (—)
relny,m] 0<j<|zT|—1 ONT
~ N 1
sup sup Hl"z’j(n,FH)—Fz’j(n,FHO)H =0, (—)
relny,ma] 0<j<T—|xT)—1 ONT

. . 1
sp |15 (FH) =T (FHy)| = 0, (5—)
0<j<T—1 NT

Proof of Theorem 2. It is enough to show that

sup Hﬁm(n,ﬁ)—ﬁm(n,FHo)H—%O form=1,2

melmy,m2]

”Q(ﬁ) —O(FHy) H 2.

We will only prove the first equation for m = 1, and the rest can be proved using a similar
argument. Note that

sup Hfl] (7, ﬁ) -0 (m, FHO)H

melmy,m2]

< sup Hfll(n,ﬁ)—ﬁl(n,FH)H—}— sup Hﬁl(n,FH)—ﬁl(n,FHo)H
melmy,m2] melmy,m2]

=I111+1V.
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For term 111,

sup Hf)l(n,ﬁ)—fll(n,FH)H

m€lmy,m2]
lzT]—1
< s |Pro@ P+ > k(S] )(fl,j(n,ﬁ)ﬁl,j(n,ﬁ)/)
melmy,m] j=1 =T
7T ]—1
~ [ 0(n, FH) - E k(SLnTJ)(fl’j(n,FH)—i—lA“l,j(n,FH)/).

Note that ‘k(ﬁ)’ <1 and k(S TJ) =0if j > S|z7) for the Bartlett and Parzen
kernels. Thus,

1= sup [Py By=Tyo P

melny,mal
Sz
12 sup Z Hrl j@ F)=T (x, FH)H (A4)
7T€[7r1,7l'2]

1

For the Bartlett kernel, the RHS of (A.4) is O ( ) by Lemma 7(ii) and Condition 1(a)

2
| 2

that S|z 7| < KT3 forany 7 € [z, 72] C (0, 1), so term 111 is 0p(1) ifE — 0as N,

L

!
T — oo. For the Parzen kernel, the RHS of (A.4) is O)p ( ) +0p ( ) by Lemma 7(i)
T4

Nz
and Condition 2(a) that S|, 7| < KT§ forany z € [, 73] C (0,1),s0term I 11 is op(1)

2
if % — 0as N, T — oo. For the QS kernel, term /71 is bounded by

sup Hfl,o(”,ﬁ)—fl,o(”:FH)H

melmy,m2]

SiaT)

2>
j=1

k(SU{TJ)‘ Hfl’j(”’ﬁ)_f],j(ﬂ,FH)H

lxT -1

+ sup 2 Z

melmy,ma] =Sl +1

k(SWJ)‘Hr”(n =Ty (x, FH)H —a+b.

l

!
Term a is O) ( ) +0p ( ) by Lemma 7(i) and Condition 2(a). For term b, note
T I N 3

that

k(x) =
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sin
Itis obvious that for any |x| > 1, there exists M > 0, such that 5

Therefore, term b is bounded by

zT]—1
25M
o [ 5 Bt
melmy,m2] J=Sizr)+1 w?
1\2
25M(K2T§) oo . .
<" 7 — sup Hl"l,'(n,F)—Fl,‘(”,FH)H
612 | J? melmy,m] ! !
J=LK1T5 ]
1\2
25M(K2T§) T 1
< 72/ Ul [F1e By =Ty P
o |K\T5]—1] welry,m]

|
[*))
B
)

1\2
25M (K,75) | | |
) 7))
ki T5)—1 T NT

-0 (T%) ) (T—%) 0, (ﬁ) =0, ;vi

2
Thus, for QS kernels, term 711 is op(l) if % — 0as N, T — oo. Using Lemma 8§, one
can show that term /V is 0p, (1) using a similar argument. u

To prove Theorem 3, we present Lemma 9.
LEMMA 9. Under Assumptions 1-9,

() if VT/N — 0, then supgciz, 1A, FH)| = Op(1) and sup, iz, 1]
A, F)Il = Op(D).
(i) SUP, ez, o1 1SGr, FHy) ™ = 0p(1) and supy ez, 21 1S, F)~L | = 0, (1).
(iff) SUPz ez, 2] HS(E, F)~' —8(x, FHy)~! H =0, (1).

Proof of Theorem 3. For part (i),

sup ’WT(ﬂ'a Fy— WT(”:FHO)’

7 elmy, ]
< sup ’A(n’,ﬁ)/[g(n,ﬁ)_l—g(n,FHO)_l]A(n,I:")‘
m€lmy,m2]

+  sup ‘[A(n,I:“)’—A(n,FHO)/]g(n,FHO)_IA(n,ﬁ)‘
m€lmy,m2]

+  sup ‘A(n,FHO)/g(n,FHO)_l[A(n,ﬁ)—A(n,FHO)])
T€lmy,m2]

—op(1)
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by the results of Lemma 9 and Theorem 1. The result that supy ¢ LMy (z, F )

71,72]

— LMy (m, FHp)| = 0p(1) can be proved in a similar way.

.. . d
For part (i), since supgerz,.z,) Wr(w, FHy) = SUpgeizr, 7,1 @p(w) by Assump-
tion 9(b), it is sufficient to show that

sup WT(n,I:")— sup Wy (z, FHy)| = op(1).

nelry,m2] nelry,m2]

Note that Wy (r, I:") =Wy (x, I:") — Wy (z, FHy)+ W7 (z, F Hpy). Taking supreme on both
sides gives

sup Wr(x,F)< sup Wy(x, F)—Wrp(z, FHy)+ sup Wy (x, FHp).
melry,m] melmy,mo] melmy,m2]
Thus, Supz ez, z,] WT(n,I:") — SUDzelz,.7] Wr(z, FHy) < SUPz e[z,,72] ‘WT(R’, ﬁ)
— Wr(n, F Ho)’ = 0p(1) by the result in part (i). Similarly, one can also show that
SUPz e[7),72] Wr(z, FHy) — SUPz e[z),732] W (z, ﬁ) < SUPz (7,721 )WT (7, ﬁ) —

Wr (7, F Hy) ) = 0p(1). Combining these two inequalities gives the desired result. The
result for the LM-like statistic can be proved in a similar way. |

Proof of Corollary 1. It is sufficient to prove that sup, ¢

exp (MT(”’ g )

m1,72] 2

—exp (MZ’FH‘Q)’ = 0p(1). By the mean value theorem, there exists a sequence of
cz € [0, 1] such that

(Wr(n,ﬁ))_ (WT(n',FHO))‘
exp B — exp —

sup
nelry,m2]
1 . Wr(x, F 1 — ¢ )Wr(z, FH,
— sup f[WT(n',F)—WT(n',FHO):Iexp cxWr(@, F) | (A =co)Wr(z, FHo)
nelny,ms] 2 2 2
1 . Wr(z, F)  Wr(z, FH,
< sup fI:WT(n,F)—WT(n',FHO)] sup  |exp r(® )—i— r(® 0
mwe[ny, 2] 2 welry,ma] 2 2
=0p(1)’

where the last equality follows from the fact that both sup,eiz, .., Wr(x, F) and
SUPz (7, ,7,] W (7, F Hp) are Op(1) by Theorem 3 and Assumption 9(b). u

B. Proofs of the Results in Section 2.5

We present Lemma 10 and then prove Theorem 4. The proof of Proposition 1 is provided
in the working paper version (Han and Inoue, 2014).
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LEMMA 10. Under Assumptions 1-6, 8(a), and 10,

O T2 1 =8l = 0p(6y7)-
(i) For any | and 7y that satisfy 0 < w1 < 7w <1,

1 =Tl |
7 / /
sup zT) z (1 —=J'gN& | = Op(52),

melry,m2] =1 NT
1 a 1
sup T 12T z (fi=J'g)e; ZOp(z)-
wetmml | T 1T 77 OnT
Proof of Theorem 4. (i) We have
1 [7*T | 1 T
£ P Y
w1 2 e 2 A
=1 t=|7*T|+1
1 |7*T| 1 T
— J/ /]—7 J/ /J
T > g T > Jag
=1 t=|7*T]+1

|7*T| T

+ﬁ Z (ftf}’—f/gzgﬂ)—ﬁ Z (ﬁft/—J’gtg;J)~

t=1 t=|7*T|+1
Note that
[7*T]
Z (ftfz/ - J’g,g;J)
t=1
1 [z*T]

= 7] Z [(f;—f’gz)géf+(f;—1/g;) (ft/_g;‘])_{"]/gl (ft/_g;‘])jl

t=1

1
()
2
éNT

by Lemma 10. Similarly, ”_7;*” ZszLn*Tj+1 (fAth;/ - J/gtg;J) = 01U(51T12T)~
Under the type 1 break, recall Dy, D;, and C are defined by (2.19), so we have

lz*T ]

[7*T | T

1 1
- J/ /1_7 J/ /J
T > e T > Jas
t=1 t=|z*T]+1
0,0 0,1 0,0 0,1
, 200 501 g %0 o 30
g0 w1t 5= 0 o o -
- J() ZF ZF 0 . . Jo=C
o 0 0 0 o zb
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by Assumption 8(b) and the definitions of J and Jy. Matrix C contains nonzero entries

because D| — D, is not zero due to the positive definiteness of 211;1 and the fact that Jj is
a nonsingular matrix.
Under the type 2 break, recall D1, D;, and C defined by (2.20) , so we have

1 |7*T) 1 T
/ / /
T > 8181~ T a7 > e |
t

=1 t=|7*T +1

P 0gox g0 2(1)51(1(11—2/)

= 0,1 <l 11, |T0=¢
Uy —2D)Zp EZp —2Tp Z

by Assumption 8(b) and the definitions of J and Jy. Matrix C contains nonzero entries

because Z};l -7 E}; 17" is not zero by Assumption 10(b) and the fact that Ji is a nonsin-
gular matrix.

(ii) First, note that Assumption 10(c) is the analog of Assumption 7. Hence, Theorem 2
still holds for the equivalent models under the alternative and we have ||§(7r*, GJy) —
S*, F)ll = 0p(1) and IS(z*, G Jg) — S(z*, F)I| = 0p(1). Second, we will show that
I1S(*, GJo)™ =S@*, F)~'|l = 0p(1) and |S(z*, GJo)~™" = Sx*, F)~1| = op(1).
Let pmax(A) and py,i,(A) denote the largest and smallest eigenvalue of a matrix A,
respectively. Hall (2000) shows that if the HAC estimates are not correctly demeaned,
then the HAC estimator is asymptotically equivalent to the sum of two matrices:
one of these matrices is positive definite and O(1); the other is positive semidefi-
nite and diverges at the rate of the bandwidth parameter. Using these results, we can

see that plimy_, (pmin[g(n*,GJO)]) > 0 and plimy_ o (pmm[g(n*,G]o)]) > 0.

This implies that both ||§(7r*,GJO)_1|| and ||§(7r*,G]0)_1|| are Op(1) because
~ ~ ~ —1
18G*,GJo) ™M < MpnaxlS(x*, GJp) ™1 = M (pminlSx*,GJ)l) = Op(1) for

some positive constant M < oo (see Hall, 2000, eqn. (16), p. 1525). Since Theorem 2
implies that |S(z*, GJy) —S(z*, F)|| = 0p(1) and [|S(z*, GJy) —S(z*, F)|| = 0p(1),

it follows that plimy_ (pm,-n[g(n*,l:")]) > 0 and plimy_, (pmm[g(n*,ﬁ)]) >

0, which also implies that both [[S(z*, F)~!|| and [|S(z*, F)~!|| are O,(1). Now,
we have

I8(*, GJo)™ =S *, By~
< 18*, GIo) IS *, F) =S@*, GIp ISz *, F)~!|
= 0,(1)op(1)0p(1). (B.1)

We can show ||S(x*, GJO)_1 —S(z*, ﬁ)_l | = o0p(1) using a similar argument. Finally,

. T 1 >
Wr(z*, F) = —=A ﬂ*»F’]
r( ) max(S|z+7), ST—|z*T]) [ﬁ ( )

. . 1 . -
XI:maX(SUr*TJ,ST—Ln*Tj)S(ﬂ'*’F) 1] [ﬁA(ﬂ ,F)/}
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T
= vech(C) 40, (1
maX(SLn*Tj’ST—Ln*TJ)[ S +op(]

x [max(SU,*TJ,ST_L,T*TJ)[S(E*,GJO)_I +op(1)]} [Vech(C) + 0, (1)]

— 00

by Assumption 11, part (i) of Theorem 4, and (B.1). Also, it can be proved
that LMr(z*,F) — oo using a similar argument. SUpge[r, .z, Wr (7, F) and
SUPz ez, 7, LMT (7, 13) are also consistent tests due to the consistency of Wy (7™, 13)
and LM (z*, F). |
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