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ABSTRACT

This article investigates two test statistics for testing structural changes and thresholds in predictive
regression models. The generalized likelihood ratio (GLR) test is proposed for the stationary predictor and
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the generalized F test is suggested for the persistent predictor. Under the null hypothesis of no structural

change and threshold, it is shown that the GLR test statistic converges to a function of a centered Gaussian
process, and the generalized F test statistic converges to a function of Brownian motions. A Bootstrap
method is proposed to obtain the critical values of test statistics. Simulation studies and a real example

are given to assess the performances of the proposed tests.

1. Introduction

The question of whether asset returns are predictable or not
is one of the most studied and contentious issues in finan-
cial economics. Predictors commonly considered for returns
include various lagged financial variables, such as log dividend-
price ratio, log earnings-price ratio, log book-to-market ratio,
dividend yield, term spread, term structure of interest rates,
and default premia. Predictive regression (PR) is a conven-
tional method to check whether some financial variables have
the explanatory power on the stock return predictability. It is
extensively used in studies of mutual fund performance, condi-
tional capital asset pricing and optimal asset allocation; see, for
example, the survey article by Liao, Cai, and Chen (2018). The
classical PR model takes the following simple form

(1)

where u; is commonly assumed to be an independent and
identically distributed (iid) innovation process with mean 0 and
variance o2 > 0 and the predictor x; is modeled as

vt = Yo + Y1xe—1 + us,

()

where v; is a zero-mean innovation process. For convenience,
we set xo = 0. Inferences in PR models are complicated due
to the joint interaction of the highly persistent nature (|p| in
(2) can be either one or very close to one) of the commonly
used predictors with endogeneity problems arising from the
correlation of u; and v;. There is growing literature aiming to
developing valid and reliable inferences for such settings, see
Campbell and Yogo (2006), Jansson and Moreira (2006), Cai
and Wang (2014), Zhu, Cai, and Peng (2014a), and Breitung and
Demetrescu (2015), Yang et al. (2020, 2021), among others. For

Xt = pXt—1 + Vi,
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more recent developments in this area, the reader is referred to
the survey article by Liao, Cai, and Chen (2018).

It is well documented that predictability may be time-varying
and the impact of predictors may be evolving over time. In a
comprehensive study on the predictability of the equity pre-
mium, Welch and Goyal (2008) found significant instabilities in
predictability as highlighted by others. The sensitivity analysis
conducted in Kostakis, Magdalinos, and Stamatogiannis (2015)
also highlighted significant variations in test conclusions which
depend on whether one considers pre- or post-50s data. There
are two common modeling tools to deal with parameter insta-
bility in PR models: structural change and threshold model.

Testing for structural changes has always been an impor-
tant issue in econometrics because a myriad of political and
economic factors can cause the relationships among economic
variables to change over time. The great depression, oil price
shocks, technical progress, and abrupt policy and regulations
changes all are such examples. The earliest references go back to
Chow (1960) and Quandt (1960). The Chow’s test assumes that
the time of structural change is known a priori, while Quandt’s
test takes the largest Chow test statistic over all possible times of
the structural change. This type of test statistics needs a normal-
ization and has a Darling-Erdos-type limit, see Horvéth (1993)
and Ling (2007). Another method is to restrict the change-point
interval (0, 1) to a closed subinterval, see Andrews (1993) and
Bai and Perron (1998). Recently, Pitarakis (2017) studied two
cumulative squared residuals-based tests and Georgiev et al.
(2018) considered the SupF and Cramér-von-Mises type statis-
tics for a change point in PR models.

As pointed by Gonzalo and Pitarakis (2012), the predictive
impact of a variable may alternate in strength across different
episodes (e.g., periods of rapid versus slow growth, periods of
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high versus low stock market valuation, periods of high versus
low consumer confidence). Ignoring such phenomena by pro-
ceeding within a linear framework may mask the forecasting
ability of a particular variable and the presence of interesting
and economically meaningful dynamics. To this end, Gonzalo
and Pitarakis (2012) investigated the threshold PR (TPR) model
as follows:

vt =Yo + Y1xi—1 + (Po + d1x—DI(q—1 < 71) +us,  (3)

where g; is a threshold (stationary) variable and r is an unknown
threshold parameter, and they found that a threshold variable
provides a trigger to predictability. Besides the previous meth-
ods, some researchers believe that parameters should smoothly
change, such as Cai, Wang, and Wang (2015) which developed
a test against smooth parameter variation in the parameters of
the PR model.

The evidence for both structural changes and threshold
effects for the predictability of stock returns has been well
documented in the literature. For example, Paye and Tim-
mermann (2006) examined evidence of instability in models
of ex post predictable components in stock returns related to
structural changes in the coeflicients of state variables such as
the lagged dividend yield, short interest rate, term spread, and
default premium. Also, Rapach and Wohar (2006) investigated
the structural stability of predictive regression models of U.S.
quarterly aggregate real stock returns over the postwar era and
found strong evidence of structural changes in S&P 500 returns.
Furthermore, Pettenuzzo and Timmermann (2011) found a
strong evidence of multiple breaks in return prediction models
based on the dividend yield or a short interest rate. Currently,
Smith and Timmermann (2021) developed a new approach
to modeling and predicting stock returns in the presence of
breaks that simultaneously affect a large cross-section of stocks
and found that out-of-sample return forecasts are significantly
more accurate than those from existing approaches. Per thresh-
old effect, McMillan (2001) found threshold effects between
stock market returns and interest rates. Recently, Gonzalo and
Pitarakis (2012, 2017), applied model (3) to the prediction of
stock returns with dividend yields and found the presence of
regimes in which predictability kicks in solely during bad eco-
nomic times, as a result, their analysis illustrated the fact that the
presence of regimes may make predictability appear as nonex-
istent when assessed within a linear model. Finally, Kili¢ (2018)
revealed presence of asymmetric regime-dependence (threshold
effects) and variability in the strength and size of predictability
across asset-related (e.g., dividend/price ratio) versus other (e.g.,
default yield spread) predictors.

Existing test statistics are just for the change of parameters
or the form of the model (i.e., threshold). The co-existence of
threshold effects and structural changes has been documented
in the literature. The spread between long- and short-term
interest rates is often used to predict recessions. Based on the
evidence in the literature that the spread predicts negative out-
put growth but is not useful when there is a boom jointly with
the evidence that the spread could have lost its predictive power
and the fact that the volatility of output growth has decreased,
Galvio (2006) found that the timing of the 2001 U.S. recession
can be anticipated correctly using the spread as the leading indi-
cator when dealing with nonlinearity and a structural change
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simultaneously. Okun’s law! refers to the empirical observa-
tion that there is an inverse relationship between output and
unemployment gaps, or between cyclical unemployment and
cyclical output. Based on the Hodrick-Prescott? and band-pass
filtered data for Canada, Huang and Chang (2005) found strong
support of structural change as well as threshold nonlinearity
when reevaluating the empirical validity of Okun’s law.

In practice, the structure of a model may be changed in terms
of both time horizon and states. For example, the threshold
AR-ARCH models were used to fit 11 nonoverlapping 2-year
period Hong Kong Hang Seng index from 1970 to 1991, but
Wong and Li (1997) found that 2 out of 11 periods should follow
the AR-ARCH models. When the form of models is changed,
the conventional likelihood ratio test for the standard change-
point problem is not locally most powerful any more. Therefore,
how to efficiently detect the change of the structural forms of
the time series models is of great interest. Indeed, Berkes et al.
(2011) and Zhu and Ling (2012) considered this kind of problem
in autoregressive models and provided several supporting real
examples.

In this article, we propose two test statistics for testing struc-
tural changes and thresholds in PR models. The generalized
likelihood ratio (GLR) test is proposed for the stationary predic-
tor and the generalized F (GF) test is suggested for the persistent
predictor. Under the null hypothesis of no structural change
and threshold, it is shown that the GLR test statistic converges
to a function of a centered Gaussian process, and the GF test
statistic converges to a function of Brownian motions. Finally, to
make the proposed tests useful in practice, a Bootstrap method
is proposed to obtain the critical values of test statistics.

This article is organized as follows. Section 2 presents the test
statistics and their limiting distributions. Section 3 discusses a
Bootstrap method to obtain the critical values of test statistics.
Simulation studies and a real example are given to assess the
finite sample performances of the proposed tests in Sections 4
and 5, respectively. Section 6 concludes the article. All detailed
proofs are given in Appendix.

2. Test Statistics and Main Results

To establish our setting, let {(y,x:,q:),t = 1,...,n} be a
sequence of observations from the following model
Yo+ Yixi—1 + ur t=1,...,k
ye=19 Yo+ Vixi—1+ (¢o + d1x:-1)
Iy <r)+u, t=k+1,...,n,
4)

where x; is defined as in (2). We consider the null and alternative

hypotheses as follows:
Ho:k=n versus H;:k=k'and¢ #0, (5)

where 0 < k* < nand ¢ = (¢, 1) ". The model in (4) is a PR
model under Hy and it changes to a TPR model after the time k*

'In economics, Okun’s law is an empirically observed relationship between
unemployment and losses in a country’s production.

2The Hodrick-Prescott filter (also known as Hodrick-Prescott decomposition)
is a mathematical tool used in macroeconomics, especially in real business
cycle theory, to remove the cyclical component of a time series from raw
data.
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under H;. Under Hy, no change has occurred and no threshold
effect exists, while under Hy, a change has occurred at time k*
(if k* > 0) and a threshold effect exists. When r = oo, (5) is
for testing the parameter change in the PR model, which was
studied recently by Pitarakis (2017) and Georgiev et al. (2018).
When k = 0, (5) is for testing the threshold in the TPR model
investigated by Gonzalo and Pitarakis (2012, 2017). Therefore,
under Hy, both k* and r are absent, which is the main difficulty
in our setting.

Let ¥ = (yl,...,yn)T,X, = (l,xt_l)T,X =
Xy X)) u = (uesun) Ty = (Yo,91) T, and 0 =
e, Denote Xy, = diag{l(gi-1 < _ri > k),i =
1,...,n}X and X}, = (X, Xy,). Here, X and X}, are n x 2 and
n x 4, respectively. Under Hy, clearly, the model in (4) becomes
to Y = Xy + u, while under Hy, it reduces to Y = X0 + u.
Therefore, the least-squares based estimates of o> under Hy and
H; are given by

1 1
62 = ;[YTY - XXX = ~RSSy  (6)
and
. 1 ~ e o~ 1
6(kr) = ;[YTY— (Y T X)) O Xir) ™M XL Y] = ~RSS;, (7)

respectively, where RSSy and RSS; are the residual sum of
squares (RSS) under Hy and Hj, respectively.

2.1. Stationary Predictor

This section is devoted to the case when the predictor x; is
stationary. That is, |p| < 1, where p is given in (2). Let the
filtration F; be the o-field generated by {(u;,vi,qi) : 1 < i <
t} and F(-) be the distribution function of q;. We impose the
following assumptions.

Assumption 1. The process {(X;us, qi—1)} is a stationary o-
mixing process with geometric rate, and |p| < 1, where X; =
(1,x¢—1) " and p is given in (2).

Assumption 2. x, is stationary and ergodic, and E(u|F;—1) = 0
and 0 < E[|| X;u¢||>*%] < oo for some 8 > 0, where || - || denotes
the Euclidean norm.

Assumption 3. F(-) is continuous and strictly increasing and the
corresponding density function is bounded away from zero and
oo over each bounded set.

Assumption 1 implies that {y;} is a stationary «¢-mixing pro-
cess with geometric rate and Assumption 2 allows that u; is a
martingale difference sequence (MDS), and it permits correla-
tion between innovations u; and v;. The moment restriction in
Assumption 2 is more relaxed than the usual 4 + § moment
restriction in the literature.

For fixed k and r, the GLR-type statistic for testing (5) is
given by

GLR,(k,r) = n(In 62 —InG(k, n), (8)

which is the exact likelihood ratio if the distribution of u; is
N(0,52); see, for example, Berkes et al. (2011) and Zhu and Ling

(2012) for details. Note that GLR,, (k, r) in (8) can be expressed as

RSSy — RSS; RSSp — RSS;
———— +1l) e ——— ),
RSSI RSSI

and by Taylor expansion, it can be approximated by the F-type
test statistic, termed as generalized F-test (GF) in Cai and Tiwari
(2000) and Cai et al. (2019); see (10). Therefore, the GLR test is
asymptotically equivalent to the GF test. Since the exact values
of k and r are unknown under Hy, it is natural to construct our
test by using the maxima of GLR,(k, r) on the ranges of k and r.
That is, our test statistic is defined as
GLR, = sup sup GLR,(k, 1),

0<k<k, rn=<r<n

GLR,(k,r) =nln (

where —00 < 1] < 1, < 00, k; = |nm] with0 < 7y < 1, and
|nm; | denotes the integer part of n.

Let I} | = I(gi—1 < r). Then, I} | = I(F(q—1) <
F(r)) = I(Uy—1 < A), where A = F(r) and U is the uniformly
distributed random variable on [0, 1]. Define A; = F(r;) and
Az = F(ry). Then, A € [A1,A2]. Note that the range of 7 is
[0, 71]. The following theorem gives the limiting distribution of
GLR,.

Theorem 1. If Assumptions 1-3 hold, then under Hy, it follows
that

d _
GLR, — sup sup EJ)LM”;E”,\ as n — oo,
0<m<m M <A<Ay

d T .
where —> denotes convergence in distribution, M) = X —
Zn S S T = EXGX]), Ta = (1 — mEIE X X[1), &
is a Gaussian process with mean zero and covariance kernel

COV(%'JT)L,E”*)\*) = Z:max(rr,7'[*),min()\,)h*) - EnAE_IEH*A*-

If x; and g; are independent, then X, = a3 X with ay, =
(1 — m)A. Thus, My, = ar;3(1 — az;)X and the covariance
kernel Ofgnk is [amax(n,n*),min(k,k*) — Agadr*x] 2.

Corollary 1. Under the assumption of Theorem 1, if x; and ¢,
are independent, then

d Exrbm
GLR, — sup sup ——"—
0<m<m hy<i<i, Gra(l = dxz)
as n — 00, where &%, is a Gaussian process with mean zero
and covariance kernel cov(£),,&%.,.) = [amax(r,7*)min(u,r*) —
Ar )+ ],

Remark 1. Since Ay < 1, ag, is always less than 1 such that
the range of w can be [0, 1]. If we allows A = A, = 1(i.e,, the
pure structural change case), we need to cut the range of 7 as
[0, 1] with 0 < mg < 71. In this case, the limiting distribution
is identical to the one in Theorem 3 (c¢) in Andrews (1993),
that is, a quadratic form in normalized Brownian bridges:
SUP 7 <7 <1y gx1&* /[m(1 — )], where &, is a standard bivari-
ate Brownian bridge. If # = 0 (i.e., the pure threshold case),
then the limiting distribution is sup, ; ;, ETEE ML = M),
where &7, is a standard bivariate Brownian bridge, and this
distribution is identical to the one in Equation (4) in Gonzalo
and Pitarakis (2012), but the difference is that they considered a
Wald type test statistic when the persistent predictor p = p, =
1 — ¢/n for some ¢ > 0, which will be discussed in the next
section.



2.2. Persistent Predictor

This section considers the test statistic for (5) when x; is per-
sistent, that is, unit root (or integrated or p = 1) and near-
integrated (or local-to-unity or p = p, = 1 — ¢/n for some
¢ > 0) predictor. Let w; = (uy, v) " and the filtration F; =
o (Ws, gs|s < t). We impose the following maintained conditions
on the model.

Assumption 4. E(wy|Fi—1) = O,E(wtwﬂ}}_l) > 0, SL;p Eu‘t1 <

oo and sup Ev} < oo.
t

Assumption 5. The threshold variable g; is strictly stationary,

ergodic, and strong mixing with mixing coefficients oy, satisfy-
1/2-1/k

ing Y o1 am < oo fork > 2.

Again, w; in Assumption 4 is a MDS, so that it can be used to
establish the weak convergence result of the empirical process

ttflJ If ,u; as in Caner and Hansen (2001). It can be replaced
by the following two assumptions: (i) {u;, F;} is a stationary
and ergodic MDS with E(u%|.7-}_1) = 02, E(u) = 0, and
Eu?) < oo. (i) XV wi//n = (Bu(5),B,(s)) T as n — o0,
where (B,(s), B,(s)) is a vector of Brownian motions with a
positive definite long-run covariance matrix and “=" repre-
sents weak convergence. Similar assumptions were imposed by
Chen (2015) by studying the robust estimation and inference
of threshold models with integrated regressors. Assumption 5
is very conventional in the literature of threshold models. As
pointed out by Gonzalo and Pitarakis (2012), Assumption 4
implies that a functional central limit theorem holds for the
joint process wy, that is, ZthlJ wi//n = (By(s), By(s)) |, with
the long-run variance of the bivariate Brownian motion being
givenby Y 70 E(WOWZ—). Similar to Theorem 1 of Caner and
Hansen (2001), we can show that

Lns] Lns]

% ; Vi, % ;mlut = [By(s),0 W(s,A)] in D?[0,1],
©)
where W(s, 1) is a two-parameter standard Brownian motion
on (s,A) € [0, 1]? and D[0, 1] denotes the Skorohod space. The
two-parameter Brownian motion is a special tool to derive the
limiting distribution in threshold models.
We define the generalized F-type statistic as follows:

GF, = sup sup GF,(k,r), where
0<k<k; r=r=rz
RSSy — RSS;
GF,(k,r) = _, 10
n(k, 1) ”( RSS; > (10)

from which, we can see that this statistic is equivalent to
GLR,(k,r) in (8) in Section 2.1 if x; is stationary. Assume that
X is persistent, that is,

(11)

We also make use of the diffusion process K.(s) =
Jo €7 dB, (u) with Kc(s) such that dK.(s) = cKc(s) + dB,(s)
and K.(0) = 0. Note that we can also write

Xt = PpXt—1+ Ve, pn =1—c¢/n, ¢ > 0.

K.(s) = B,(s) + c/ e~ B (u)du.
0
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It is obvious that when ¢ = 0, K.(s) becomes to B, (s) given in
(9). More properties about K.(s) can be found in Section 3 of
Phillips (1988). Under our assumptions, it follows directly from
Lemma 3.1 in Phillips (1988) that x|,,s//7 = Kc(s). The
following theorem establishes the asymptotic behavior of GF,
when x; is a persistent process.

Theorem 2. If Assumptions 3-5 hold and x; is given by (11),
then under Hy, we have
d —
GF, — sup  sup ;‘;Lm{{n,\
0<m<m A <A=<Ay

as n —> o0, where Ly = ABy — A2Er By En, Caa

[IK()dW(s,2) — ABx By [) Ke(s)dW (s, 1), and Er =

JERR, (9)ds, Re(s) = (1L, Ke(s) T

The following corollary gives a special case of Theorem 2,
that is, ¢ = 0 and x; is a unit root process.

Corollary 2. When ¢ = 0, that is, x; is a unit root
process, then the limiting distribution in Theorem 2

reduces to  sup sup n;AN;)} Nxr> Where Ny =AQ, —
0<m<m M <A=<Ay

W2 Qrs r = [ Bu()AW(s,2) — 2222 [ Buls)
dW(s,1),and Qx = [ By(s)B, (9)ds, By(s) = (1, B,(5)) .

Remark 2. When w = 0, Theorem 2 includes Proposition 1 in
Gonzalo and Pitarakis (2012) as a special case because we have
the same null hypothesis (no threshold and structural change)
although the alternative hypothesis is different. Note that the
formulation of our model (4) is different from model (1) in
Gonzalo and Pitarakis (2012). Unlike the case with stationary
predictor, E(I7 | X;X,") cannot be simplified to AX when x;
and g; are independent. A similar discussion about PR model
without structural change was given by Gonzalo and Pitarakis
(2012, p. 232).

3. Bootstrapped Critical Values

We have seen in the previous section that structural change or
nonstationarity affects the asymptotic distributions of the test
statistics in complicated ways. Under the null, the test statistic
has a limiting distribution given by a functional of a zero-mean
Gaussian process whose covariance function depends on the
data generating process (DGP). The asymptotic critical values
thus depend on the DGP and cannot be tabulated. In this
section, we use a Bootstrap method to obtain the critical value
for our tests, see Hansen (1996) and Zhu, Yu, and Li (2014b) in
different settings.

We first give some notations. Let z;(k,r) = (XtT (g <
rt > k)XtT)T and u; (6, k,7) = yr — z;'—(k, r)6. Then,

n
0,(k, ) = argmin, g Z uf 0,k 1) = (X,j;y(k,)fl)?;Y,
t=1
where Xi, = (X, Xi) = (z1(k,1),...,z0(k,)T and © is a
compact parameter space of . Assume that {&;};_, isa sequence
of iid N(0,1) random variables. Let &# = (fi161,. .., tn&n) ',
where #t; = y; — 2/ (k, )0 (k, r). By using {i1;}, we will construct
our Bootstrap statistics in this section.
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3.1. Stationary Predictor

Denote T}, = n~'/2[X; — X X(X"X)~1X " ]ii. For each (k, ),
we define the Bootstrap GLR test statistic as follows:

GLR,(k, 7)

T T Ty~ yT -1
_pT {X o X XX (X X) X Xkr} 52
= Tk kr!/®n-:

n n n

Note that T,:r can also be written as
XIx xTx\7' - R
(-k—’ <—> I | Z,(k, ) with Z,, (k, )
Lgrs

n n
1 n
kr Z Zt(k, r)ﬁtst.
\/_ I’l t=1

Our Bootstrap GLR test statistic is defined as follows:

sup  sup Gﬁ{n(k, r).

0<k<k; r=r=rz

C/iﬁ{nz sup sup éﬁl:(n,k)z

0<m<m M <A<Ay

(12)

Before stating our result, we mention the concept “weak
convergence in probability,” which generalizes convergence in
distribution to allow for conditional (i.e., random) distribu-
tion functions. The asymptotic theory of GLR, is stated in
the following theorem, which says that the conditional limiting
distribution is the same as the null distribution as in Theorem 1.

Theorem 3. If Assumptions 1-3 hold, then under Hy, it follows
that

sup  sup &, Mo En,

0<m<m A1 <A<y

— d
GLR,|w],...,w) —

in probability as n — oo, where w} = (yp, %1, q1),t =1,...,n

From Theorem 3, conditional on the data sample
{w],...,w:}, our Bootstrap procedure to obtain the critical
value at significance level « is as follows:

i. generateiid N(0, 1) samples {¢;};_; and calculate C?i\Rn via
(12);

ii. repeat step (i) J times to get {GL\RS,I) GLRU)}
iii. choose c{,,a as the o-th wupper percentile of

(GIRY,...,GIRV}.

The critical value for the GLR test is c{w. The following corollary
guarantees that our Bootstrapped critical value ¢}, is asymp-
totically valid, which is called unconditional Bootstrap validity
and its proof is similar to that for Corollary 2 in Zhu, Yu, and Li
(2014b) and hence is omitted.

Corollary 3. If Assumptions 1-3 hold, under Hy, we have
lim lim P(GLR, > ¢, ) = a.

n -
n—00 J—00 e

3.2. Persistent Predictor

It is well known that standard Bootstrap techniques fail in the
context of nonstationary AR models. One has to employ the
subsample Bootstrap method which faces the difficult issue of

choosing the subsample size. When testing for structural change
in conditional models, the asymptotic distributions of some
statistics are not invariant to structural change in the regressors.
To solve the size problem, Hansen (2000) proposed the fixed
regressor Bootstrap method to achieve the first-order asymptotic
distribution and it possess reasonable size properties in small
samples. 2018; 2019 established the validity of this Bootstrap
method for test statistics for the parameter instability in predic-
tive regression models.

Using a similar idea as that in Section 3.1, we construct the
Bootstrap GF test as follows:

GF, = sup  sup Tkr kr/az(k 1),
0<k<k) n=r=ry
where Tf, = D,X!i& — D,X] XD,(D,X"XD,)"'D,X il

and Ry, is given in the proof of Theorem 2, that is,
Ry = DX XiyDy — DypX| XDy(DyX " XDyy) ™' DX T Xie Dy
and D, =diag{1/+/n,1/n}. To formulate a useful asymptotic
result, a weaker convergence mode is required, that is, the
terminology of weak convergence of random measures, which is
weaker than weak convergence in probability. It reduces to the
latter when the limit distribution is nonrandom. For the defi-
nition of this terminology and its application to Bootstrap, we
refer to the article by Cavaliere and Georgiev (2020). Following
Georgiev et al. (2019), we need to strengthen Assumption 4 as
follows:

Assumption 6. Assumption 4 holds together with the following
conditions: (a) w; is drawn from a doubly infinite strictly sta-
tionary and ergodic sequence {w;};>__, which is a MDS with
respect to its own past. (b) {u:}72_ ., is a MDS also with respect
to g} \% gf, where Qtl and Qtz are the o -algebras generated by
(v} _ o and {u}2_ ., respectively, and G} Vv G? denotes the
smallest o -algebra containing both G} and G?2.

The asymptotic theory of our Bootstrapped statistic GE, is
given as follows, which is different from Theorem 3.

Theorem 4. If Assumptions 3-6 hold and x; is given by (11),
then under Hy, it follows that

GE, Wi, ..., W}, sup  sup &gy Lo n|By

0<m<m A1 <A=ZAy

—

as n — 0o, where w;
in (9).

= (V6 X, qt),t = 1,...,nand B, is given

Similar to the Bootstrap procedure in Section 3.1, we first
obtain the Bootstrap sample {W,sl), ces I/AV,SJ )} and then use its
a-th upper percentile d{,,a as the approximating critical value
of the GF test statistic GF,,. The following corollary guarantees
that our Bootstrapped critical value dﬁ,a is asymptotically valid,
which is called conditional Bootstrap validity and its proof is
similar to that for Corollary 1 in Georgiev et al. (2019) and hence
is omitted.

Corollary 4. 1f Assumptions 3-6 hold, under Hj, then

lim lim P(GF, >d alWls . wy) =a.
l’l—)OO —)



4. Simulation Studies

In this section, we report the performances of GLR, and GF,,
for both stationary and unit root cases in the finite sample,
respectively.

We first study the size of two tests at the nominal &« = 1%
and 5% level, respectively. The data are generated from the null
model (4) with (Y9, ¥1) = (0.1,0.2) and k = n, where the
predictor x; is modeled as x; = px;—; + v¢ with p = 0.2, 0.9,
and 1 and v ~ N(0, 1), and the threshold variable g; ~ N(0, 1).
Based on the Bootstrapped critical values, we consider rejection
frequencies from 5000 replications with the sample sizes 200,
500, and 1000. The results are presented in Table 1. We find that
the sizes of the tests are acceptable no matter in stationary or
unit root cases. Additionally, both GLR,, and GF,, perform better
when the sample size is not less than 500.

Next, in the stationary cases with p = 0.2 and 0.9, we
explore the power of the GLR,, test against different alternative
models, where ¢y and ¢, take values in {—2, —1, —0.6, 0.6, 1, 2}.
In the nonstationary cases with p = 1, the power of GF,
test against different alternative models is considered, where ¢
and ¢; take values in {—1,—0.6,—0.2,0.2,0.6, 1}. At the same
time, we consider whether our tests will be affected by the time
of change k* and the true threshold r in the stationary and

Table 1. Sizes (in percentage) of GLR,, and GFp, under the null model (4).

o = 0.01 o = 0.05
n 200 500 1000 200 500 1000
Stationary case (GLR,) p =02 117 090 1.05 523 512 503
p=09 082 108 1.04 481 492 501
Unit root case (GFp) p=1 122 107 099 520 49 5.01
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nonstationary cases, that is, (k*,r) = (100,0),(150,0), and
(150, 0.2). The results of the stationary and unit root cases are
summarized in Tables 2 and 3, respectively. The first point we
should pay attention is that the farther (¢y, ¢1) away from (0,
0), the stronger the power. But the power is seriously affected by
¢1. This is reasonable since the predictor x; plays an important
in the PR model. The second is that different k* and r do not
cause huge differences in power, which implies that our test is
applicable and credible when the time of change and threshold
are unknown.

It is interesting to study the local power properties of the
proposed tests, for example, how is power affected if there exists
a break and no thresholds or vice-versa. We consider two case:
a structural change with no thresholds, a threshold with no
structural changes, and other settings are given in Tables 4
and 5, respectively. If the data are generated by a structural
change model, then the proposed test has some powers when
¢o = 1 or 2; while if the data are generated by a threshold
model, then the powers of the proposed test are small, so the
proposed test can detect breaks not thresholds well. A similar
conclusion was made be Carrasco (2002), who showed that
tests designed for a threshold alternative have power against
parameter instability originating from structural change mod-
els, but tests for structural change have no power if the data are
generated by a threshold model. In other words, testing only for
a structural change might be very misleading and might result in
adopting a linear model while the data are generated by another
nonlinear model, but the stability test based on a misspecified
threshold autoregressive model can detect parameter instability
originating from structural change models, which suggest that
the structural change model is easy to distinguish from the
threshold model.

Table 2. Powers (in percentage) against model (4) with (¥g, ¥1) = (0.1,0.2) and x¢ = 0.9x¢—1 + vt.
o = 0.01 o =005

k* =100,r =0 k* =100,r =0
¢1° —2.0 —-1.0 —0.6 0.6 1.0 2.0 ¢1° —2.0 —-1.0 —0.6 0.6 1.0 2.0
—2.0 574 56.3 545 546 56.7 56.9 —20 80.5 79.0 78.1 776 79.4 79.9
210 239 204 17.8 16.9 19.7 24.0 210 46.0 386 36.9 379 3838 457
—0.6 8.4 5.0 47 43 48 8.7 —06 17.1 143 13.7 135 14.1 16.9
0.6 8.6 49 45 42 46 83 0.6 17.0 14.1 13.8 13.7 14.2 17.2
1.0 236 20.1 16.9 17.6 20.2 24.0 1.0 46.2 387 373 372 389 46.5
20 57.2 56.2 540 543 56.7 57.0 20 80.2 79.1 78.0 77.8 793 80.0

k* =150,r =0 K* =150,r =0
¢1° —-20 —1.0 —0.6 0.6 1.0 2.0 ¢1° —2.0 —-1.0 —0.6 0.6 1.0 2.0
—20 57.2 56.2 54.1 545 56.8 573 —20 80.5 787 784 779 79.2 80.4
=10 242 19.7 17.6 17.4 206 244 -10 459 38.8 372 38.0 392 46.3
06 8.5 48 47 44 47 8.5 06 17.2 14.2 13.6 13.8 13.9 17.3
0.6 8.3 48 45 43 45 8.7 0.6 17.1 14.0 135 136 143 17.2
1.0 24.0 203 16.7 17.9 204 238 10 46.2 389 374 374 393 46.0
2.0 57.0 56.4 543 544 56.7 57.1 20 803 79.0 783 774 79.1 79.8

k* = 150,r = 0.2 K* = 150,r = 0.2
¢1° —2.0 —1.0 —0.6 0.6 1.0 2.0 ¢1° —2.0 —-1.0 —0.6 0.6 1.0 2.0
—2.0 56.5 56.0 539 537 558 56.3 —20 79.2 77.8 772 769 78.0 789
210 232 19.0 16.7 15.7 186 235 210 448 374 3438 357 3738 449
—06 7.9 48 44 43 46 7.8 —06 16.0 133 12.4 125 13.8 16.2
0.6 8.0 45 41 40 44 7.9 0.6 16.2 134 12.7 12.8 13.7 16.1
1.0 23.0 19.1 15.8 15.6 19.4 23.1 10 453 372 354 356 374 452
20 56.3 56.1 54.0 537 56.0 56.4 2.0 793 77.6 77.0 76.8 782 79.0
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Table 3. Powers (in percentage) against model (4) with (g, ¥1) = (0.1,0.2) and Xt = X¢—1 + vt.

o = 0.01 o = 0.05
k* =100,r =0 k* =100,r=0
> 0 —-1.0 —0.6 —0.2 02 0.6 1.0 ¢1° —-1.0 —0.6 0.2 02 0.6 1.0
-1.0 85.8 84.9 84.7 84.1 84.6 86.2 -1.0 99.1 97.8 97.3 97.2 98.0 99.4
—0.6 53.7 519 50.4 50.1 51.6 54.0 —0.6 73.2 723 72.6 71.7 725 73.1
—0.2 49 39 25 2.7 3.8 4.7 —0.2 10.4 9.6 8.5 8.9 9.5 10.7
0.2 5.0 44 24 2.8 3.6 4.9 0.2 10.8 9.7 84 87 9.6 10.5
0.6 53.8 52.6 514 50.6 52.8 534 0.6 73.6 724 719 71.6 724 73.0
1.0 85.6 84.2 84.4 84.6 84.2 86.8 1.0 99.3 98.5 97.2 97.4 98.9 99.6
k*:150,r:0 k*=150,l’=0
h 0 —-1.0 —0.6 —0.2 02 0.6 1.0 > 0 -1.0 —0.6 —0.2 0.2 0.6 1.0
—1.0 85.7 85.0 84.5 843 84.8 86.9 —1.0 99.2 98.7 97.4 97.3 98.8 99.6
—0.6 53.0 52.6 519 51.2 52.0 54.6 —0.6 734 725 71.8 714 72.6 73.0
—0.2 5.0 3.8 2.8 26 42 4.9 —0.2 10.7 9.4 8.7 8.8 9.7 10.6
0.2 5.1 4.0 29 2.8 3.9 49 0.2 10.5 9.7 8.6 8.7 9.6 10.8
0.6 53.9 52.5 50.2 50.3 524 54.2 0.6 73.6 72.1 724 71.6 72.8 739
1.0 85.7 85.6 84.3 84.5 84.8 86.4 1.0 99.1 98.9 97.3 97.2 98.8 99.7
k* =150,r = 0.2 k* =150,r =0.2
> 0 —-1.0 —0.6 —0.2 0.2 0.6 1.0 > 0 —1.0 —0.6 —0.2 02 0.6 1.0
-1.0 83.7 826 81.1 80.9 824 83.6 -1.0 97.1 96.7 96.4 96.0 96.5 97.1
—0.6 513 50.5 49.4 48.7 50.6 514 —0.6 72.0 70.2 69.7 69.4 69.8 721
—0.2 41 3.0 2.0 1.9 29 3.8 —0.2 9.3 8.7 74 7.8 8.5 9.2
0.2 4.1 3.5 2.1 22 3.0 3.8 0.2 9.5 8.6 7.2 74 8.8 9.3
0.6 51.8 503 48.2 48.4 50.2 51.6 0.6 72.0 69.8 69.8 69.6 70.2 719
1.0 83.9 82.6 80.9 80.8 823 83.8 1.0 97.1 96.5 95.6 96.2 96.4 97.0
Table 4. Powers (in percentage) against model (2.1) with (g, ¥1) = (0.1,0.2) and xt = 0.9x¢—1 + vt.
o = 0.01 o = 0.05
k* =150,r = oo k* =150,r = oo
A structural change and no thresholds qb(fo 0.6 1.0 20 \¢K 0.6 1.0 20
0.6 3.8 11.7 37.3 0.6 10.6 29.0 61.9
1 24 13.4 38.2 1 9.4 305 62.4
k*=0,r=0 k¥*=0,r=0
A threshold and no structural changes ¢(f0 0.6 1.0 20 o 0 0.6 1.0 20
0.6 1.2 4.6 129 0.6 5.6 12.8 30.1
1.0 3.2 4.7 11.6 1.0 8.0 14.0 28.1
Table 5. Powers (in percentage) against model (2.1) with (g, ¥1) = (0.1,0.2) and xt = X¢—1 + vr.
o = 0.01 o = 0.05
k* =150,r = co k* =150,r = 00
A structural change and no thresholds P 0 0.6 1.0 2.0 d;fo 0.6 1.0 2.0
0.6 5.0 221 357 0.6 25.6 47.2 799
1.0 7.0 16.6 40.7 1.0 24.6 422 734
k*=0,r=0 k¥*=0,r=0
A threshold and no structural changes qfo 0.6 1.0 20 1 0 0.6 1.0 20
0.6 0.0 0.5 2.0 0.6 0.5 4.0 4.1
1.0 0.0 0.6 1.5 1.0 25 35 5.0

5. A Real Example

In this section, GLR,, and GF,, are applied to test whether com-
monly used financial variables have threshold effects and change
points with respect to excess stock market returns. We consider
the datasets analyzed in Welch and Goyal (2008) and Kostakis,
Magdalinos, and Stamatogiannis (2015), but the period of data

is 1927-2019, which is updated by Amit Goyal’s Web. Following
the setting in Welch and Goyal (2008), S&P 500 value-weighted
log excess returns are used as excess market returns. We con-
sider the following six variables as predictors: book-to-market
value ratio (b/m), T-bill rate (tbl), net equity expansion (ntis),
inflation rate (inf), long-term return (ltr), stock variance (svar),
which are quarterly. Each dataset {x;} contains 372 observations



Table 6. GLRj, and GF, tests for six predictive regressors.
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p-value for GLR;; or GFp, * k* Regime
unit root test* a =001 a = 0.05 t < k* t > k*
Ge—1 > r* g1 <r*
b/m 0.0281 1 1 0.7934 119 119 33 220
thl 0.5293 1 1 0.0552 43 43 78 251
ntis < 0.01 0 1 0.0283 74 74 57 241
infl < 0.01 1 1 0.0147 74 74 67 231
Itr < 0.01 0 1 0.0429 74 74 75 223
svar < 0.01 0 1 0.0084 74 74 44 254

NOTE: Alternative hypothesis: stationary. “1” means reject the null hypothesis in (5).

and the candidates for the threshold are {x(;)}>%g, where {x(s}
is an ascending rearrangement of {x;}.

To determine if we should use GLR,, or GF,,, we first perform
unit root tests for these six predictors and the corresponding p-
values are presented in Table 6. From Table 6, one can find that
only the T-bill rate is a unit root process at the significance level
0.05. Thus, we use GF,, to test the null in (5) when x; is the T-bill
rate, and use GLR,, to test for the null in (5) when x; is other five
predictors. The results are reported in Table 6, from which, one
can observe the following findings:

i. GF, rejects the null in (5) at the levels 0.01 and 0.05 when x;
is T-bill rate data. When the prediction variable x; is book-
to-market value ratio or stock variance, GLR, test rejects
the null in (5) at both levels 0.01 and 0.05. When x; is
inflation rate or long-term return or net equity expansion,
GLR, rejects the null at the level 0.05 but cannot reject
the null at level 0.01. These findings illustrate that there is
indeed a new regime jointly determined by a threshold and
a change point in each dataset, and our test can be used for
testing the change-point and threshold effect in PR model
simultaneously.

ii. There exist the same change-point estimates (k* = 74)
when the prediction variable x; is inflation rate, long-term
return, net equity expansion or stock variance. Looking back
at history, t = 75 corresponds to the second quarter of 1945,
the end of World War I1, which is indeed an important point
for financial markets.

6. Conclusion and Discussion

In this article, two tests, termed as GLR and GE are proposed
to test structural changes and thresholds in linear predictive
regression models. The former is for the case that regressor is
stationary and the latter is for the situation that regressor is
nonstationary such as unit root process or nearly integrated pro-
cess. The limiting distribution of the proposed test statistics are
derived under the null hypotheses. It turns out that the limiting
distributions are functionals of some Gaussian processes with
complicated covariance structures and depend heavily on the
characteristics of regress, in the sense that regressor is stationary
or nonstationary. Due to the complexity of the limiting distri-
butions of the proposed test statistics, a Bootstrap approach is
suggested for computing the critical values of the proposed tests.

Finally, we note several possible extensions of the present
study. First, based on the unified tests in Chen, Deo, and Yi
(2013), Li, Li, and Peng (2017), Liu et al. (2019), and Yang

et al. (2021), it may be of interest to have some unified testing
procedures free of the characteristics of regressor (regardless of
the persistence of regressor). Second, it might allow regressor to
have structural changes or thresholds too. Last, there exists the
model imbalance or model inconsistency issue in the linear pre-
dictive regression when stock returns are predicted with a pure
unit root predictor. To this end, Cai and Gao (2017) proposed
a nonlinear predictive model to compress the strong signal of
the unit root process involved, and Ren, Tu, and Yi (2019)
proposed a balanced predictive regression by augmenting it with
an additional lag of the predictors. Therefore, the results can
be generalized to these settings. We leave such extensions as
possible future research topics.

Appendix: Mathematical Proofs

Before giving the proof of Theorem 1, we first state the following
Lemma 1, which is Theorem 8 in Li, Ling, and Zhang (2016) and is
about the weak convergence of a general marked empirical process.
Let F; be the o-field. Assume Z; and &,t = 0,+£1,..., are F¢-
measurable p x 1 random vectors and univariate random variables,
respectively. We consider the general marked empirical process

Lnt]

Walor) = —= D L g <%, (x7) € [—00,00] x [0,1],
t=1

where d is a positive integer.

Lemma 1. Let Ky = E(ZtZtTI(St_d < x)). Assume (i) {(Zt,&;_g)}
is an o-mixing process with geometric rate; (ii) E(Z¢|F;—1) = 0 and
0 < E(1Z¢)1*|In || Zs]|]°) < oo (iii) Ky and Ky — Ky are positive
definite for any x,y € R with x > y. Then, W,(x,7) = G(x,7)
in D([—o0,00] x [0,1]), where {G(x,T) : (x,T) € [—00,00] X
[0,1]} is a Gaussian process with mean zero and covariance kernel
cov(G(x, 71), G(x,72)) = (71 A 72)Kynys; almost all paths of G(x, 7)
are continuous in x and 7.

The following lemma gives the relation between the moments
assumptions in Assumption 2 and Lemma 1.

Lemma 2. If E|Xsus]?T® <
ElN|Xue || In || Xpue || 1°] < 00

oo for some § > 0, then

Proof of Lemma 2: In fact, if a random variable X > 0 with EX? < oo
for some 8, then for any m > 1, we have

E[ln(1 + X)]™
= e "E[In(1 + X)¢1™ < O(1)E[In(1 + X)]" < EX™¢ < oo,
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by taking € smaller so that em < min{é, 1}. Thus,
E( Xeue | A0 | Xeue ) I Xeue | > 13) = E(| Xeue |2 [In(1 + bp)1%)

248, 2« 5248) 8
< {EIXrue |77} 2 {E[In(1 + by)] 5 } 24 < o0, (A1)

where by = {|| Xpue||® — 1{||Xsue]] > 1}. Note that, when x € (0,1),
x2|lnx|5 < x*(Inx)® — 0as x — 0. Thus, for any constant ¢ > 0,
there exists a constant xg > 0 such that x%|Inx|° < casx € (0, xp).
Thus,
E(|Xeue || 10 | Xeue| PT{ Xpusel] < 1)
= E(I1Xeue | In [ Xeue | PIU Xeue ]| < x0})
+ E(IXeue 121 In | Xpuell P Hxo < [ Xpuell < 1)

< c+ B(In | X¢ue || PHxo < IIX¢uell < 1) < ¢+ [Inxy ' < oo

(A2)
By (A.1) and (A.2), the conclusion holds.
Proof of Theorem 1: Using a two-term Taylor expansion, we have
Sn(k, S2(k,
GLR, (k) = 17y Sallr) (A3)

62 2ng2(k,r)’

where S, (k,r) = n(&% - A%(k, r)) and E%(k, r) is between 63 and
6,% (k,7). By (6) and (7), we can show that (see, e.g., Example 7.1 in
Schott (2017))

—1
X X, XX (xTx\  xTx
Suk,r) = T | TR Tk T,
n n n n
(A4)
where Ty, = n 12X — X X(XTX)71XT]Y. Note that Ty, =
n_l/z[XkTr — XkTrX(XTX)_lXT]u if Hp holds. Rescale the time axis

by setting k = |nm | with 7 € [0, 1], and denote Xz*m = X|nx|,r and
Ty = Tinr

Using arguments similar to (iv) of Lemma 2.1 in Chan (1990), we
show that My, is invertible for every (w,1) € [0,7m1] x [A1,A2] as
follows. It is easy to know that X,%¥,;, and ¥ — X, are positive
definite, then exit orthogonal matrix Q and diagonal matrix D =
diag(di, d2) such that Q€Q " = diag(d}, d3) and QX,; Q" = D, and
0 < d; <df,i =1,2.Hence, My) = Xy — T Z 1S, is also
positive definite.

By the ergodic theorem, we know that

1 1 1
;XTX -3, ;X;}:X — S ;X;;IX;;A — T as.

as n — 00. Then using results in Kaczor and Nowak (2001, p.85), we
know that

xxTx
sup sup L =0p(1), and
0<w<m AM=<A<Ay| M
* T vk
X
sup sup | —EATA oy = 0p(1).
0<m<mi A <A<y n
Thus, we have
* Ty *T T 1T g !
sup  sup X Xm XX (X'X) X X7,
0<m<m A <A<y n n n n
— M} =o0p(1), (A5

and
* —1 1 % N T
sup sup (T, — (=Zqa X7 L 0R)—=X0,) u| =
0<m<m A1 <A=ZA “/ﬁ
1 14T -
sup sup  |Th, + —=Zma S X u— —=X5; u| = 0p(1),
O<m<m M<i<ip| N N 4

where I is an identity matrix with order 2.

Let Ky = E(u%XtX;'— I(qt—1 < x)), then it is obvious that Ky and
Ky — K} are positive definite for any x, y with x > y. Now, under Hy,
based on Assumptions 1-3 and Lemma 2, applying Lemma 1 with 7 =
1,Z; = Xut, &g = qt—1, we know that {T;;)L} converges weakly to
{o&z2} in ([0, 1] x [—00, 00]), where ID(A) is the space of real-valued
functions on the set A, which are right continuous and have left-hand
limits and it is equipped with the Skorohod topology.

We use the method in Zhu and Ling (2012) to finish the proof. From

the convergence of T}, , we know that ~ sup sup T, = Op(1).
0=m<m M =A<k
Combing it with (A.5), it follows that

Tar—1
sup Ty M3 T, +o0p(1).
0<m<m A1 <A=ZA

sup  sup Su(k,r) = sup
0<k<k) r=r=nz
(A.6)

Similar to Theorem 2.3 in Chan (1990), define functional L
x(:) — sup sup x(n,A)TM;ix(rr,)»). Note that My

0<m<m A1 <A=ZA
is a continuous matrix function over [0,71] X [A1,A2], and
sup sup |x(w,A)| < oo, thus L is a continuous functional, so
0<m<m A1<A=<A

L(T;A) converge weakly to L(c&x ). Then, by (A.6),

d
sup  sup Sp(k,r) —> 02 sup
0<k<k, "n=r=ry

T ap—1
sup &, M &xas
0<m=m A1 <A=<Az
(A7)

which shows that sup  sup Su(k,r) = Op(l). Then we have

0<k<k, "n=r=r

sup  sup |6,%(k,r) — 5n2| = o0p(1). Note that S%(k,r) is
0<k<k; "=r=r;

2 a.s., so we have

between 63 and ?7,%(k, r) and &,21 converges to o
sup  sup

3 = Op(1), then if follows that
0<k<k; ri<r<ry §q(k,7)

1 S2(k, )
>- sup sup — =
2n 0<k<k Nn=r=r Sn (k: 1’)

op(1). (A8)

This theorem follows from (A.3), (A.7), and (A.8). This completes
the proof. O

The following lemma is Lemma 1 in Gonzalo and Pitarakis (2012),
which is used for proving Theorem 2 and stated here for convenience.

Lemma 3. Recall I} = I(qt < r) = I(Us < A). Under Assumptions 4
and 5, when x; is persistent given by (11), we have

1 1 1 1 1
2 ZI;* 20, =7 Zx, = / Kc(s)ds, — fo = / K2 (s)ds,
n n 0 n 0
1 1 1 1
mZx,It* = A/ K(s)ds, — > o5 = A/ K2(s)ds,
0 0

1 1
- > xiau = a/ K(s)dW s, 1),
0

L] 1
1 1
— E uldf = oW(m,A), — E xe—udf | = cr/ K.(s)dW(s, 1),
t=1 n 0

N

where K.(s) and W(s, A) are defined in Section 2.2.



Proof of Theorem 2: As shown in (A.4), we have Sy(k,r) = n(&,% —
62(k,r)) = T R, Ty, with

T4y = DpX; tt — DX XDp(DpX " XDy) "' DX ",
Riy = DX} XirDp — DuX}) XD(DnX ' XDy) ' DuX " X, D,

where D, =diag{1/+/n, 1/n}. Rescale the time axis by settingk = | nr |
with 7w € [0, 1], and note that A = F(r). Using Lemma 3, we have

(I—-m)

T T
Dy X, Xy Dy = DpX, XDy = A
n& e ikrn ni e Aln ( f; Ko(s)ds

fj% K (s)ds
fn Kc2 (s)ds

L
= A/ Kc(5)K, (s)ds = LBy,
T
where K.(s) = (1, Kc(s)) | Similarly, we have
e
DX XD, = f Kc(s)K, (s)ds = Eo.
0

It now follows from the continuous mapping theorem that Ry, —
Ly;.. Using Lemma 3, we have

WA —m, )

.
DpXju = o ( [YRe()dW (s, 2)

1
) :a/ Kc(s)dW (s, A),
T

and

W(1,1)

.
DuX"u :“7( JEK (AW s 1)

1
) = o/ Ke(s)dW(s, 1).
0

Thus, we have Ty, = 0yy. This establishes that Sy(k,r) =
GZCHT AL;)lL Cra- It follows from that

= o

1 1
=—ulu— fuTX(XTX)_lXTu
n n

1 1
“u"u— ~{u"XDp(DuX "XDy) DX T ul. (A.9)
n n

Using a similar argument as for the weak convergence of T, we know
that the second term in (A.9) converges to 0. Furthermore, since ulu /n
converges to o2 a.s., we know that 67 converges to % a.s. Note that
6,% (k,r) = 65 — Su(k,r)/n and Sy (k, r) weakly converges to a limit.

We know that 62(k,r) converges to o> a.s. The theorem follows by
standard manipulations. O

Although the proof for Corollary 2 can be derived from Theorem 2,
here we give a detailed one for completeness.
Proof of Corollary 2: First, we focus on Sy (k, ) = n(&% - A,%(k, r)). As
shown in (A.4), we have Sy (k,r) = T;;Rk;1 Ty, with

Thy = DpX, Y — DX XDp(DnX ' XDp) ' DuX Y,
Riy = DX} XjrDp — DX} XDp(DnX ' XDp) ' DuX " X, D,

where D, =diag{1/+/n, 1/n}. If Hy holds, we have
Tjy = DuX; u — DpX; XDy (DpX " XDy) "' DpX "1,

Rescale the time axis by setting k = [nx | with 7 € [0, 1], and note
that A = F(r). Following Assumption 4 and Theorem 3 in Caner and
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Hansen (2001), we have
DyX; X}, Dn = DuX; XDy,

1 n
*
. Z Iy

n
1 k
a2 e

_ t=k+1 t=k+1
B R 1 <&
* * 2
1372 Z iy -3 Z Ly
t=k+1 t=k+1

n
P
"o

1 n
*
2372 pBEE
t=1
k k
1 1
ST
3/2 t—1
n t=1 n t=1
1 k 1 k
2
Pyl hIR ) hIR T
t=1 t=1
1
Jo Bv(s)ds )

1
A
= (fOIBV(s)ds fOIB%(s)ds

s g fon By, (s)ds
I Bu(s)ds [y B2(s)ds
(1—7) LB, (s)ds

B (/;Bv(s)ds jB%(s)ds

1 n
*k
32 X:It—le*1
n t=1

1 n
* 2
3 Do
=1

= A/ By(s)B, (s)ds = AQy,
s

where By, (s) = ( 1,Bv(s))T. Theorem 3 in Caner and Hansen (2001)
directly implies that

1 n
! 2372 pRE
t=1
1 < 1 o
2
msz nfzsz
t=1 t=1

1 [ Bu(s)ds
= ( J) Bu(s)ds [y B2(s)ds )

DX XD, =

1
= / By(9)B, (s)ds = Q.
0

It now follows from the continuous mapping theorem that Ry, —
Ni).. Using Theorems 1 and 2 in Caner and Hansen (2001), we have

1 <& 1 &
—= D I — D I ur
v ﬁt:l

T t=k+1 _
D”Xkru_ L& = 1
- Z I x—1u ;Zlf_lxt_lut
t=k+1 t=1

1 k
= th*—lut
vz t=1

k
1 k
- E Iy xt—1ut
n
t=1

_ W(1,%) o W(r, %)
7\ JEBy(9)dW (s, ) 7\ T Bu)dW (s, 1)

— Wl —m,A) B 1§ e
_a< SEBy()dW (s, %) )—"/H (AW (s, 1),
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w(,1
DnXTLl: . " t=1 :>O'( ( ) >

3 By(8)dW (s, 1)

1
=a/ By (s)dW(s, 1).
0

Thus, we have Ty, == ony). This establishes that S,(k,r) —
o2 n;—AN . )} Ny ;.- It follows from that

21T

1
0, = ;u u— ;uTX(XTX)_IXTu

(A.10)

%u—ru - %{uTXDn (DX ' XDy) DX ).
Using a similar argument as for the weak convergence of Tk,, we know
that the second term in (A.10) converges to 0. Furthermore, since
uTu/n to 02 a.s., we know that 63 converges to o2 a.s. Note that
6n2 (k,r) = 63 — Su(k,r)/n and Sy (k, r) weakly converges to a limit.
We know that 62(k, ) converges to o2 a.s. The theorem follows by
standard manipulations. O

Proof of Theorem 3: We use the method as the proof of Theorem 2 in
Hansen (1996), also see Theorem 3 in Zhu, Yu, and Li (2014b). Rescale
the time axis and denote z} (,1) = z:(k,1),6;:(w,1) = 0,(k,r) and

n
N 1
Zi(m,h) = \/, Z zZ; * (7w, \)iisey. First, let W denote the set of samples

w for which
nleoo — ;iuf llz; (r, )\)||ut < 00 (A.11)
and
1 n
lim su st 25, 02T (o, V) u?
n_)oon)\ng)u* nt_zlt( )t ( )[

- azE(z;k (ﬂ,k)z;‘T(n*,A*))" — 0as. (A.12)

Since sup,; llzf (m, M) < V2|1 X¢| and E(||Xt||u%) < 00 due to
Assumption 2, by the ergodic theorem we have

lim stup Ief Gr, 2l < lim_ £Z||X,||ut < oas,

n—oo
t=1 Th t=1

that is, (A.11) holds. By Assumptions 1-3 and similar arguments for
Theorem 1, it is not hard to see that (A.12) holds. Thus, P(W) =
Take any w € W. For the remainder of the proof, all operations are
conditionally on w, and hence all of the randomness appears in the iid
N(0, 1) variables {&;}.

Second, define

1 n
Z:(ﬂ,}») = ZZ?(n,k)utst.
ﬁ t=1

Then, using the same argument for Lemma 1, we have Z}(7,1) =
0 Gy as.asn — 00, where Gy is a Gaussian process with zero-mean
function and covariance kernel E(z} (7, 1)z} T(*, A*)). Note that

sup 125w, 1) — Zk (e, M|
A
< sup sz (m, 1)z} (n,k)st sup [|[v/n(@) (w, 1) — 001,
A

where 69 is the true value of . Using the same argument for Z (1, 1),
we have

1 n

— sz(n,)\)zf—r(n,k)st = 0a.s.as 1 — 00.

n t=1
Next, we show that sup || \/E(H;f (7, 1) —90) I = Op(l) using arguments

A

similar to Lemma A.6 in Zhu, Yu, and Li (2014b). Rescale the time
axis and denote u(0,7,1) = ut(0,k,r), then uf(0,7,1) = yr —
z*T (7, 1)0. For any (7, A), by Taylor’s expansion we have

Z[u O (T, 0), 1) — uf2 (0%, 7, 0)]

=—@ @0 —60T (Z 2u;*(0°,n,x)z;‘(n,x))

t=1

n

+ 0,0 —0%T (Z zf(n,x)z;”(n,x)) 6, 0) — 6%
t=1

+0p(10) (T, 1) — 6°12).

Define G};(,1) = f Zut (0%, 7, 1)Zf (7w, 1). Similar to Z% (7, ),

we have that G};(wr,1) =

eigenvalue of E(zf (7, 1)z} T(r,1)). Then, for any n > 0, there exists a
M(n) > 0 such that

P (sup V|6, x) —

A

Op(l). Let Amin > 0 be the minimum

0°| > M(n))
< P(ﬁlei(n,k) — 0% > M(n), Y _[uf? 05 (r, 0, 7, )
t=1
?z(eo,n,}»)] < 0 for some (JT,)»))

— 0°)1G}y (T, W)
—6%2)

< P(Vn|0j(r, 1) — 0°] > M(n), —2/nl0;s (, 3)
+ 16y (r, 1) = 0° P [Amin + 0p (D] + 0p (1055 (. 2)
< 0 for some (7, 1))

< P(M(1) < /116 (7w, 1) = 6°] < [Amin + 0p(D] ™ [2Gi(r, 1)
+ op(le;f (m,A) — 90|/ﬁ)] for some (77, 1))

< P(|G}i(w,M)| > M) [Amin + 0p(1)1/2 + 0p(1) for some (77, 1))

=n

so sup [|[v/n@F(w, 1) — 90)|| = Op(1) holds. Then, it follows that
A
Z,’E (7w, 1) — Z}(7w,1) = 0 in probability as n — oo. Thus, we have
Z%(7, ) = 0 Gy, in probability as n — oc.
Now, we consider the functional

L:z(,-) € D([0,71] x [A1,A2])

1
— — sup sup z(n,A)TK,,;Lz(n,)L),

0% 0<m<m M<A<Ay

where Kz = (=271 574, L) M} (=25, 271, B). Clearly, L(-) is
a continuous functional. By the continuous mapping theory, it follows
that L(Z’; (w,1)) = L(0Gy,) in probability as n — oc. Using the
facts that 6 converges to o2 a.s. and

_ T _ -1
XX XX\ N XpXe XX (XX XX
n n ’ n n n n
< X7 X (XTX>_1 )
SRS (22) g
n n




converges to K uniformly in (7, A), we have that

sup  sup  GLRy(w,2) = L(Zi(w, ) + 0p(L).

0<m <m A\ <A=A
Based on above discussions, we have

d _
wh —>  sup sup G;TFAKH)}G”;L

0<m<m A <AZA

GLRaW, ...,

in probability as n — oo. Note that the covariance kernel of
(=Zm 27 D) Gy is

(=S 2L DEE (1,07 T (0 W) (=T D) T
) P _E_lzn*k*
L

= (-T2 LI
( TA 2)( En)\

2:max(r[,r[*),min()»,)\")
= max(ratmin0at) — S B Zres.
Thus, the conclusion holds. O

The following lemma is a special case of Theorem 3 in Georgiev
et al. (2019), which is used for proving Theorem 4 and stated here for
convenience.

Lemma 4. Let ey (t = 1,...,n) be scalar measurable functions of
" m2(s)ds for

¥i»%i»qi(i = 1,...,n) and such that + Z[”q e, 2 I
r € [0,1], where m(-) is a square- 1ntegrable real function on [0, 1].
Introduce &, = éper(t = 1,...,n), and B*(r) = for m(s)dBj (s),
where B} is a standard Brownian motion independent of (By, By).
Under Assumption 6, the following converge jointly as

[nr] [nr] n t—1
Z e = Z% DD v
t 1s=1

— (Bu(r)>Bv(r)>/ Bu(s)dBv(3)> By,
0

r € [0,1], in the sense of weak convergence of random measures on
D? x R, and

[nr] [nr] n t—1

Z vt —= Z tb’ Z Vs€tb

tlsl

— (Bv(r),B*(r),/ Bv(s)dB*(s)> B,
0

for r € [0, 1], in the sense of weak convergence of random measures
on D? x R, where Dk = Dy[0,1] is the space of right continuous
with left limit functions from [0, 1] to R¥, equipped with the Skorokhod
topology, and D := D1

Proof of Theorem 4: First we focus on Sy, (k,7) = T]:T R]:rl T]:r Rescale
the time axis by setting k = [nx ] with = € [0, 1], and note that > =
F(r). Since n 3230 1 xp) => fol B, (s)ds by Assumption 4 and
the continuous mapping theorem, we have

1
DX} Xpy Dy = DX} XDyy = 2 / By(5)B, (s)ds = A%,

s
where By (s) = (1, By(s)) | . And similarly,
7
D.X'"XD, = / By(s)B, (s)ds = .
0

It now follows from the continuous mapping theorem again that
Riy = Ny

JOURNAL OF BUSINESS & ECONOMIC STATISTICS . 239

Next, it follows from Lemma 1 with &,; = u; that

[nr] [nr] n t—1
Vi, —= i, — I yxe—1ii
[ Z [ Z t—1 tzl ; t—1

— (Bv(r),UW(r,l),o/ Bv(s)dW(s,1)> B,
0

where 11 Zgﬂ I a2
azvar(W(r, 1) =
Lemma 4. Then,

= o2W23(r,1) and var(cW(r,1)) =
o 2E(W(r, 1)) satisfying the framework of

n
1 -
f Z Iy TZIfﬂW
D.xTs — 1=kt _ i
nip b = - 1 n
Z I;k_lxt_lilt ;ZI?—lxt—lﬁf
t=k+1 t=1

1 k

AR
t—14%t

ﬁt:l

k
1 .
- Zlf_lx[_lut
t=1

W(L, %) ) 5

=0 ( JEBy(£)dW (s, 1)
W —7,2)
=0 1
( [ By()dW (s, 1) )

and

W(m, )
By—o ( T By(s)dW(s, 1) )

1
By,=0¢ / By (s)dW (s, 1)|By,
m

DX it =

W, 1) >

17
=0 ( fol By(s)dW(s, 1) By, = 0/0 By(s)dW(s,1)|By

Hence, T,:r\wi‘,...,wf, == J)?;T)L|Bv. Thus, S, (k, Nw, ..., wj =
o? n;kN . )% Nra }Bv. Thus, (a) holds by standard manipulations. Finally,
using Theorem 2 and a similar argument, we can show that (b) holds.

O
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