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A Additional empirical and simulation analy-
ses

The supplementary appendix consist of four parts. In Section A.1, a brief
empirical study is discussed which illustrates the robustness of our results
with respect to the manner in which the factors are extracted. Section A.2
contains a small simulation study which uses a fully specified dynamic affine
term structure model (DATSM) to show that the size and power properties of
our test similarly result when the data is simulated from a DATSM. Section
B shows how our model relates to other models in the literature while Section
C contains proofs of Theorems in the main paper.

The empirical results and simulation settings involve the data similarly
used for the baseline model of Adrian et al. (2013), specifically, the zero-
coupon yield data compiled by Giirkaynak et al.(2007). Principal components
are extracted from the yields for maturities ranging from 3 to 120 months
over the sample period 1987:01-2011:12. The risk-free rate is determined
using the one-month yield.

Because the results in Sections A.1 and A.2 are qualitatively similar to
those in the main paper, we, for expository purposes, only included them in
the Online Supplementary Appendix.

A.1 Empirical results

Crump and Gospodinov (2022) raise caution with respect to the persistence
present in bond yields. They point at the resulting difficulty of principal
component extraction from the covariance matrix due to the risk of the cross-
sectional dependence erroneously favoring a lower dimensional factor space.
Their arguments are from the perspective of the covariance matrix, while we
highlight further complications in determining whether the factors are priced
correctly and can adequately span the expected (conditional) returns.

Crump and Gospodinov (2022) define the, so-called, difference return as
the return obtained from holding a long position in a bond with maturity n
and a short one in a bond with maturity (n—1). It can similarly be expressed
as the difference in one-period (log) excess holding returns:

th+1,n =Tt+1n — Tt+1,n—1- (A-l)

Figure A.1 presents an overview of the data concerning the three involved risk
factors. Its first row shows the data from Adrian et al. (2013) with the yields,
excess returns and difference returns for maturities up to 120 months (in an-
nualized percentages) in the three different columns. The second row shows



the loadings of the different maturities for the first three principal compo-
nents. The third row shows the first three principal components themselves
while the fourth row shows the scree plot.

Figures A.2 and A.4 show the p-value plots for a single factor model when
using excess returns (Figure A.2) or difference returns (Figure A.4) for the
risk premia on the respective principal component risk factor that result from
Wald (dash-dotted, red); FAR (solid); KLM (dashed) and JKLM (dotted)
tests.

Figures A.3 and A.5 show the 90%, 95% and 99% joint confidence sets that
result for the two risk premia for a specific principal component risk factor
from the sFAR test when using two principal components as risk factors.

While the persistence and factor loadings that result for the different prin-
cipal components as risk factors shown in Figure A.1 can be rather different,
Figures A.2 and A.4 show that the 95% confidence sets of the risk premia
for the 3-rd to 5-th principal components in a single factor model become
similarly unbounded when using the weak identification robust KLM test
which indicates weak identification of their risk premia. When comparing
with Figure 3 in the main paper, weak identification seems more pronounced
for the risk factors extracted from the excess and difference returns then
when extracted from yields.

Similarly Figures A.3 and A.5 show that the joint confidence sets of the
risk premia on principal components in a two factor model can also be un-
bounded indicating weak identification. These figures are qualitatively simi-
lar to Figures 3, 7 and 8 in the main paper and show that weak identification
remains an issue when extracting principal components from other represen-
tations then yields.
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Figure A.1: Top row: yields (1-st column), excess returns (2-nd column) and
difference returns (3-rd column). Second row: loadings of the first three PCs of
yields (1-st), excess returns (2-nd) and difference returns (3-rd). Third row: the
extracted first three PCs of yields (1-st), excess returns (2-nd) and difference re-
turns (3-rd). Fourth row: scree plot of PCs extracted from yields (1-st), excess
returns (2-nd) and difference returns (3-rd).
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Figure A.2: one-minus p-value curves of Wald (dash-dotted,red); FAR(solid);
KLM(dashed); JKLM(dotted) for testing A; in a single factor model with dotted
line at 95%. The factors are the first five principal components generated using ex-
cess returns constructed with the cross-section of bond yields for maturities 3,- - -,

120 months.
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Figure A.3: joint confidence sets from the sFAR test for the two risk pre-
mia of the first of the two listed factors (extracted from excess returns) in a two
factor model. (yellow 90%, light green 95%, light blue 99%, dark blue area con-
tains the remaining values). Excess returns on bonds with maturities 3, 30, 60, 120
months are used. [p-value] of Kleibergen-Paap rank statistic testing Hy:rank(3)=1
in square brackets.
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Figure A.4: one-minus p-value curves of Wald (dash-dotted,red); FAR(solid);
KLM(dashed); JKLM(dotted) for testing A; in a single factor model with dotted
line at 95%. The factors are the first five principal components generated using

difference returns constructed with the cross-section of bond yields for maturities
3, - -+, 120 months.
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Figure A.5: joint confidence sets from the SFAR test for the two risk premia

of the first of the two listed factors (extracted from difference returns) in a two
factor model. (yellow 90%, light green 95%, light blue 99%, dark blue area con-
tains the remaining values). Excess returns on bonds with maturities 3, 30, 60, 120
months are used. [p-value] of Kleibergen-Paap rank statistic testing Hy:rank(/5)=1
in square brackets.

A.2 Simulation exercises

Our additional simulation design primarily focuses on the cross-sectional
structure in the DGP and takes into account the extraction of the princi-
pal components as risk factors.

To capture the cross-sectional restrictions, we utilize cross-sectional recur-
sive restrictions to calibrate the parameters, as outlined in equations (25)-(28)
in Adrian et al. (2013):

1
Ap=An 1+ B (n—X)+ 5 (BjFlZBn,l + 0—2) — o,



B =B [ (®—X\)-0,, A;=0, B,=0, " =B'.

We use these recursively defined parameters to obtain bond prices, yields and
excess returns as described in Adrian et al. (2013) so the (log-)price vectors
can be constructed as

P = Ay + B X, +uf”,

(

-1
and the excess return ra\"; "

is set equal to Pt(fi — P — pW 5o

T[L’gizl) = An—l + B;L71Xt+1 - An — B;Xt + Al + BllXt + Ugi;l)
Our simulation design is then:

1. Calibrate the parameters to reflect the cross-sectional structure.

2. For each iteration:

(a) Simulate for large values of the number of times 7" and maturities
N, a price vector to construct yields and excess returns. We use
T = 1000, N = 700 in our simulation exercise.

(b) Construct the principal components from the bond yields.

(c) Use a selected number of generated returns/factors (of smaller
N, T -dimensions) as the testing sample to obtain the test sta-
tistics. This step resembles the procedure utilized in Adrian et
al. (2013) because they use large cross-sectional data to generate
principal component factors and select a smaller sample of returns
for testing.

The simulation design incorporates the extraction of the principal com-
ponents during the simulation stage. At the same time, the cross-sectional
structure is preserved by the recursive restrictions over the calibrated para-
meters, where B,, are the factor loadings. We show that the factor structure
is retained by depicting the principal component factor loadings of the yields
and the estimates of Bn resulting from regressing the generated excess returns
on the generated values of ;.

Below, we briefly discuss the simulation results. We use a single-factor DGP
to illustrate the performance of the joint tests, and a two-factor DGP to
depict the performance of the subset tests.
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Figure A.6: (a), ® = 0.9 and A = 0.001; (b), ® = 0.9, AY = 0.89, and
§ = 0.1% 6, where 4 is the estimate used in column (a). The remaining parameters
are calibrated to estimates from the first PCA factor and excess returns from Table
2. The first row displays recursive pricing parameters B,, for the two single-factor
DGPs for maturities up to 120 months. The second row shows the first PCA fac-
tor loadings based on the empirical covariance matrix constructed with simulated
yields. The third row plots regression coefficients B by regressing simulated ex-
cess returns on the first PCA factor extracted from simulated yields for N = 700
and T' = 1000. The last row shows rejection frequencies of 5% significance Wald
(dash-dotted, red), FAR (solid), KLM (dashed), and JKLM (dotted) tests of Hy :
A1 = 1 in a single factor model. The dotted vertical lines mark the position of the
tested value. The first PCA factor extracted from simulated yields is used as the
risk factor. Testing assets are simulated excess returns corresponding to maturities
6,12,24,---,120 months, N = 11, and T' = 300.
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Figure A.6 shows the performance of the FAR, KLM, JKLM and Wald
tests for testing the risk premia in a single factor model. Rows 1-3 of Figure
A.6 show the dependence structure in the generated data imposed by the
model. Row 1 shows the imposed B,, parameters while row 2 shows the load-
ings of the principal components. These two rows show the clear difference
between the strong factor structure setting in column 1 and the weak factor
structure in column 2. Row 3 shows that the estimated 3,’s well represent
the structure of the B,,’s both under a strong and weak factor. Row 4 shows
the rejection frequencies of the different tests at the 5% significance level.
It shows that the Wald test is size correct under a strong factor but size
distorted under a weak factor while the FAR, KLM, and JKLM tests are size
correct in both columns.

Figure A.7 shows the rejection frequencies of the sFAR and Wald tests
in weakly and strongly identified settings in case of two factors. The first
row again displays the calibrated B, used in the subset testing simulation
DGPs. It demonstrates the cross-sectional structure through the recursive
conditions. The first column of Figure A.7 is calibrated to the first two
principal components in Table 2 which therefore represents a strong factor
structure while the second column is calibrated to the first and fifth principal
component to illustrate a weak factor setting. Similar to Figure A.6, the
second and third rows of Figure A.7 show that the simulated data maintains
the cross-sectional patterns. The fifth row indicates that the sFAR test is
size-correct regardless of the strength of the factors, while the fourth row
reveals that the Wald test can be size-distorted when the factors exhibit small
correlations. Since the extracted principal components may differ from the
original factors in the DGP up to a rotational matrix, the null hypothesis we
test is based on the transformed A; using the rotational matrix estimated by
regressing the extracted principal components on the X; used in the DGPs.
The risk factors used for these tests are the first two principal components
extracted from the simulated yields. The excess returns used for the tests
have maturities of 6, 30, and 120 months with a sample size of T = 300.
Figure A.8 shows the contour-line at 0.05 of the power plots from Figure A.7.
It further shows the size correctness of the sFAR test since the contour line
coincides with the tested parameter value for the strongly identified setting
while covering the whole area for the weakly identified case. For the strongly
identified case, the contour lines are either wide for the strongly identified
case or not present because of size distortion for the weakly identified case.
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Figure A.7: The first column (a) displays the strong factor case, while the
second column (b) shows the weak factor case. The first column is for a DGP
calibrated to the first two PCA factors and excess returns from Table 2. The sec-
ond column uses the first and fifth PCA factors. The first row has the recursive
pricing parameters B, for maturities up to 120 months. The second row displays
the first two PCA factor loadings based on the empirical covariance matrix con-
structed with the simulated yields. The third row plots regression coefficients B
of regressing the simulated excess returns on the first two PCA factors extracted
from the simulated yield, N = 700,7 = 1000. The fourth row displays the power
surface of 5% significance Wald tests with respect to the two risk premia of the
first factor in a two-factor model. The fifth row presents the power surfaces of
the 5% significance sFAR tests. The dotted lines mark the positions of the tested
value of the risk premia.
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B Allignment with other term structure mod-
els

The framework we use is comparable to other models, and our proposed tests
can be easily adapted to these models. We provide several examples.

B.1 Linear asset pricing models

With extra restrictions that ® = 0, \; = 0 and ¢g"~V(-) is a constant function,
the first two equations in Assumption 2.1 are equivalent to the linear asset
pricing model from Kleibergen et al. (2022):

Xt = + Ut,
Tt11n—1 = Co + BNy + gl Vig1 + €1n—1-

With non-zero A, the latter equation would be
Fesino1 = o+ B8 o+ M X)) + 8" Vo + erpn,
which indicates our approach can be used for linear asset pricing models with

time-varying risk premia, A\g + Ay X;.

B.2 Dynamic affine term structure Models
B.2.1 Adrian et al. (2013)

This section discusses the basic framework of Adrian et al. (2013). Consider
a K x 1 vector of state variables X; (VAR(1)):

Xt+1 = U + q)Xt + (O (BZ)

The pricing kernel is assumed to be exponential affine in innovation factors
vy ~iia N(0,%,) such that

My = exp <—7"t - %/\2/\15 - /\22171/271“1) )
where the market price of risk \; is also an affine function in X,

A= 30 (o + Mw). (B.3)

Adrian et al. (2013) employ, instead of yields, one-period excess holding
returns Ryt = Rit1.-, (Rit1,r, denotes the log excess holding return of a
bond maturing in 7, periods) for analysis:

Rt+1,7n =1In Pt+1,r,,, —1In Pt,Tn+1 — T,

14



where r, = In P,; represents the continuously compounded risk-free rate.
The property of the pricing kernel such that P, ; 1 = EM; 1P, implies
that

E, exp (RHIM — 1N — A, I/ZUHI) ~1. (B.4)

From the moment generating function of a normal distribution and the as-
sumption that {R;i1,v,41} are jointly normal,’ we know from (B.4) that

Et (Rt-i-l,T) = Et <%>\;)\t + /\22;1/21)#'_1) - lVar (Rt+1 T )\/Z_l/zvt+1>
’
- %A;)\t - %Var (Riy1,r) — 1Var (XZ Ut+1) + Cov (Rt+1 ™ </\/E_1/2Ut+1) )

— Cov (R,f+1 U ‘”%) — War (Riys,)

— 6( )/211)/2/\15 — %Var (Rt+1,7—)
= 5(7) (/\0 + /\1Xt) - % Var (Rt—I—l,T) :

We can decompose unexplained returns into two parts: one explained by the
innovation shock (v;41), the other by errors i.i.d eﬁi}l) orthogonal to v
with variance o2 such that

Rii: — Ey (R r) = %gT) Vit1 + €417y (B.5)

1/2

from which we know Cov (Rt+1 7> Vg1 20 > = Cov <7§ RRTE Corrm Uy Yo 1/2> _

vg '$5Y2 and thus fyg = Cov (Rt+1 - thE_I/z) I ﬁt , and then

Var (R, 1.,) = Var (’yt ™ Vip1 + et+1,7’> = ﬂt Ev ET) + 2. The above results

imply that from (B.5) we have,

Rt+1,TI: Ey(Riy1-) + %ET) Vig1 + €rg1,r ,
=B (Ao + M Xy) — % Var (Ri1,7) + B Vir1 + €y 7

=BT Mo + M Xy) — 3 (51@ 2,80 + a?) + B w1 + err,

which coresponds to the second equation in Assumption 2.1.

B.2.2 Adrian et al. (2015)

Adrian et al. (2015) consider a less restricted model setting with a different
pricing kernel specification. The model closely resembles affine term structure

lp (et’(X+Y)) — et’ux+y+%t'ZX+Yt

15



models, and it takes into account the unspanned factors. Unspanned factors
refer to factors that are not correlated with the contemporaneous excess
returns but contribute to the forecasts of excess returns. Though usually,
factors are either significant factors for the cross section or significant for
forecasts, this model takes into account the possibility that factors act in
both dimensions.

The state variables (X;) satisfy equation (B.2), Xy = pu+ X} + vy41,
and fall into three categories: X;, € R*, Xy, € R* X;, € R  where
Ko x 1 vector Cy = (X{’t, Xé’t), is for the cross section, whose innovations
have significant non-zero §’s in (B.6), Kr x 1 vector F; = (Xé,thé,t)/ for
forecasts and uy = (v}, vé’t), denotes innovations in the C} factors. The new
pricing kernel M;,; in Adrian et al. (2015) satisfies

By (M1 Ripq1) = B (M1 Riga| F) =0,

My —B(Myya|Fe)
B(Mi41|Ft)

_1
—\pvar (w1 | F) 2 upgrs

where R; ;41 denotes holding period return in excess of the risk free rate of
asset i. As a consequence,

B (Rigii|F) = —Gltleatl®) — g0 (0 + M),

where 3, , = var (ut+1|.7-'t)_1 cov (tugs1, Rit+1|F:). Therefore, we can write
Rity1 = B;t (Ao + ALFy) + ﬁ;tum + €it+1, (B.6)

the structure of which implies that our proposed tests are applicable when
we assume time-constant (’s in this framework.

B.2.3 Hamilton and Wu (2012)

Hamilton and Wu (2012) analyze the yield, and they assume that equation
(B.2)-(B.3) hold’, and the risk free one-period yield yt(}r), the yield of a n-
period bond, y™, satisfies

) = 60+ 0.X0, y™ = an + VX, + g,

where
e = — Ao,
PR =P — )\,
by = (I + @9 + -+ (®9)" 1) 61 /n,
an =00+ (V) + 205+ -+ 4+ (n— 1), _1) u%/n
— (B150b1 + (2b2)'5,(2b2) + -+ - + (n — 1)V, _; S ((n — 1)by1)) /(2n).

20ur notations are slightly from the original ones in Hamilton and Wu (2012) to be
consistent from previous discussions.
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If we consider the data transformation: r™ = ng\™ — (n + 1)y"T" + yﬁ)lyr,

the above equations imply that
Tt(n) =™ + B(n)l/\lXt—l + 5(n)lvt + e,
with

"' = na, — (n+ D)an1 + 0o = ﬂ(n),)\o + (5(n)l2v5(n)/2 - 5(n)lﬂ)>
5(71)/ =nb! )
er = Mgy — (N + 1)1 041,

which then indicates our tests are valid with proper restrictions on e;. The
constant term ¢ has different structure than the one indicated in Adrian
et al. (2013) (or Assumption 2.1.(b)), but this can be resolved by minor
adaptions.
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C Additional discussions concerning the es-

timation strategies in Adrian et al. (2013)
Proof of Proposition 3.1

In the following,  is an N x K matrix, which is the transpose of the factor
loading matrix we use in the main context, and we denote f = (p,d), U5 as a

stack form of ¢4, the asymptotic distribution of VTvec ([5’/ — B'), such that

v i = . , and denote IC,; the commutation matrix
( 6)1<i<KZ’{<j<N (¢ﬁ)(2_1)N+J b

such that /C, pvec(A) = vec(A’) with A a a x b matrix.

The statement (a) is a direct result following Adrian et al.(2013). Here
we only list the specifications of Vg, Cx g, Va.

Vs =X, '@y,

VWW=1+C+ '

+0* (vz£ ® (88) 1) +o* (MDA @ (88) )

+0? (o ((BB)1BALI & ) A58'(B5) )

+1 (o (BH) 18 (BY) (ke + k) (S0 @ £) BT B (B) )

x5 (0@ (35)78) ity (00 B3 ).

Cap = —KE+1,K (UQ((BB/)_W ® A'E;1)> + o2 (g’ ® ((BB/)‘l ﬁAg)) ,

where 1 = v,, @ %,
A Al A~ !
O == (Mo @8)18) (*S © Dy (¢ © ((B8) 18451 05))
and Ag is a NK x K matrix Ay = @Y, 5% | where © denotes the matrix

direct sum, such that A& B = (151 g)

We discuss two special cases to show the statement (b). We first introduce
some new notation, given the three-stage estimator as in the form in Adrian
et al. (2013):

VTR = VT((BH) B (re + § (Brvee(Sh) + 6% ) ) My, ZL (2 My, 2
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where \/Tf\ is the summation of

1

T =T (BB’)_l/} (rz + L (B*vec(S,) + 0%y) i) Mg 2" (Z_Mg.2") ",
= VT (B8) B (Brvee(S,) - Brvee(s.))
=T (B5) 5 (6"~ %) s
and 7; can be decomposed as summation of 7; ; :
Ti1 = VTA,
Too = VIVMy, 2! (Z_My 2') ",
Tis = ((B8) ' BVT (= f) +0,(1),
Tia=—((BB) BVT (B - 5) A
Tis = VT((BE) 8 (= #) VM 22 (2- My 20)
T = (B5) 1341 @ S)vee (VT (B = 5) ) 0+ 0,(1),
= L(BB) 1B (BT (vee (- = %0)) ) 0+ 0(1),
T =338 B (VT (2552 — 0*) ) o+ 0,(1).

vec (Tr,1) = VTA,

vee (T75°) = (1 ® I) vec [o VX' VT ] +0,(1)

vee () = (72! @ I) vee (VZL/VT ) + 0,(1),

vee (Tig) = (1@ ((BH)15) vee (VT (f = £)) + 0p(D),

vee (Tiq4) = — (A ® (33,)‘13) KK, N VeC (\/_ (6 B )) + 0p(1),

vec (T15) = 0p(1),

vee (To1) = (¢ ® ((BB) BT ,))) vee (VT (B 8)) +0,(1),

vec (T52) = (0 ® %(35) 13 (B*)) vec (VT (vec (U5 — VGC(ZU))) + 0,(1),
vec (T3) = <Q’ ® %(BB,)”B) LN (\/T (% -0 )) + 0p(1).

where the term 775 depends on whether or not we impose the assumption
that ;= 0. Next we would like to look for a non-full rank case of 5 and de-
scribe the asymptotic properties of A under those cases. In the following, we
abuse the equal sign a bit where we may directly ignore the asymptotically
negligible terms.
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Denote

vee (F)_ (vee(f) Y
vee (3 a (vec (ﬁ)) " \/LT (¢;> o (\/LT) 7
and thus
3264‘%@54-017(%).

~ AN\ —1 4 7N\ — _
It =0, then (35') 5= (3@\?) Y5 — VT (Up0)) " Wy, We can look

at the asymptotic properties of A by looking at 7; ; ’s. For convenience in the
following sections otherwise well mentioned, we denote 7; ; as the previous

7;; divided by v/T such that: T = Eaiatl

vT

vec (T1,1) =
el - i ()
o) = o0 (37 )
vec (71,3) = (I ® (BB/)_13> vec (\/T ( f — f)) + 0, <\/LT)
- Ef © (Us0) " 0y) vee (VT (F - f))
= (I ® (Ws0)) " Ws) vy,

) :

vec (Ti4) = — (A’ ® (BB )—13) vec ((B/ — ﬁ’)) + 0, (\/LT)

N'@ (W) ™ Ws) ko ntis,

( B) B (5 - 8) My, 2 (2 My, 20)

s (7 M3, 2) ™ 1)

T > 0p(1) = 0,(1),

vec ( 751 = ( ( )LBA! (I®Ev))>vec<(3— 5))—1—0,,(%)
(¢o (n) ot 05) s

vec (Ta2) = ( ® % )13 (B*)) vec ((vec (V) — vec(S,))) + op(\/%f)7

vee (T) = (¢ © 3(38)18) (M52 = o) + ()

B op(1)

Based on the above derivations, we can see that 775, 755 converge to zero
in probability but not the rest terms, and thus given § = 0, which implies
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that the estimated parameter A does not converge to A in probability but
converges to A + € with € having a non-standard distribution.

Ifpg= \%, where B is full rank, then

(BB B =VT (B+¥s) (B+Ts)) " (B+Tp).

Again, we consider those decomposed terms (we only show those terms that
do not converge to zero in probability):

13)we (7)) 4o ()

b
B—i—\Ifﬁ)')_l (B + Ug) ) vec (\/T(f—f»
B
(

!

+0,)) (B4 ) ¢y,

vec (Ti4) = < '® BB,)_IB> vec ((ﬁ 5 )) + 0p < )

== (M@ ((B+95) (B+s)) " (B+95)) kot

vec (Tzq) = ( ® ((BB/)_lﬁA’ I®X ))) vec (( )) +0p( 7=

= (¢ ((B+us) (B+3:)) " (B+ ) 44T ©%,))) B+\Ifﬁ

vec (739) ( (BB/) 13 (B*)) vee ((vec () — vec(S,))) + op(%)

vec (T3) = ( @138 5) (tr P g ) +0p(77),

which imply that A does not converge to A in probability but again converges
to A + € with € having a non-standard distribution.
O

We only analyze one out of two approaches (without knowledge of unspanned
factors) proposed by Adrian et al. (2013) since these two appraoches are
equivalent when all factors are treared as if they are spanned factors, as
suggested by the following proposition.

Proposition C.1. Under Assumptions 2.1, estimation results via the fol-
lowing two three-stage procedures proposed in Adrian et al. (2013), I and II,
are numerically identical:

L (1) the first step is to obtain estimates of p, ® via linear regression us-
ing the first equation in Assumption 2.1;
(2) the second step is to obtain estimates of ™~V d"=V 3} (=" 5, by
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regressing excess returns on a constant, the lagged and the contempo-

raneous factors according to

roii1 -1 = a" D + DX, +@

Xt—',—l + €it1n-1,

(8) the final step is to obtain the estimates of Ao, A1 :

Ao =3 (Z BIm

A=Y, (z BB

D~

(m—1)

m—1)’

x (@045

II.

)
x (aﬁH) 3 (B, S Be) + B

)

L (n-1)

51

-1’
i),

1)

(1) the first step is to obtain estimates of innovations v; via linear re-

gression using the first equation in Assumption 2.1;

(2) the second step is to obtain estimates of b"~1) c(” 1) B(n V5. by
regressing excess returns on a constant, the lagged and the contempora-
neous innovation factors (v, is replaced by estimates vy, in practice)

according to

TTiin—1 = pn=1) 1 C(nfl)Xt + 6%—1

)/
Vit1 + €441 ,n—1,

which is derived by plugging viy1 = Xip1 — o — ®Xy into the second

equation in Assumption 2.1.

(8) the final step is to obtain the estimates of Mg, A1:

m

>\on =D (Z ﬁn
% (b(nq) +A(n 1y (8,

m

A=Y, <Z Bir

Proof of Proposztwn C.1

1)
B
T %)

1)~(m—1)’

ﬁ[]

(m—1)’

)

) B

Here we only show that Xl 1= Xl 11, and the

I

A(n—l)

equality )\0 1= )\0 T follows the same argument. By the Frisch-Waugh-Lovell

Theorem, 5 ;= BH
XMy , and let

Denote &,

— 7 N
780"

§) R,
:i)_lngla
)R

mﬁ
Iy

d

B @) &y )
7823
i)
Iy

I
e

= X_M

M, X)) TUX_M, X
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Notice the following two equations hold

M, o0 X (X' M, 50X )70 = M, X' (X' M, X")7,

(LTv‘/}/) (er,s
(€L = My X (X M, X")~". (C.7)
My XX Mo X1) ™ = €585 @+ €™ (C.8)

which directly leads to the equality ¢ = d+®p. The equality (C.7) is obvious
due to the orthogonality {5 X’ = 0. Therefore, we only need to show the
equation (C.8).

E(EsEH) T + Eh(at) ™!

= £4(€460) '

HX_ (Mo = Paryxe)) (X= (Mg = Pagp))(Xo (Mo — Pty x))')
= €4(€,60) ¥

+(X_(M,, _iDM,‘TX’))I (X_M,, X" — X_PM,,TXfX’,)_
= £4(€,60) ¥

(X (Mey = Page)) | (X- My X0) ™ o (XM, X0) ™ X Pag o X(64€0) 7

= £(€Eh) TP + L(E.L) I+

__PMLTX’X/— (XfMLTX,_)_l + (X (M, — Par, . x1)) (X—MLTXI_)_I X—PMLTX'X/_(fdfld)_l]
= £(€EH) IO + L(E.L) T+

—Pa, o X (X M, X0) 7 4 M, X (XM, X)X Py, o X! (g@)—l}

|~ Puy 0 X0 (XM X)X Py, X (€460

— My X' (XMyz X') P XM, X1 (XM, X0) 7+ €680

+ [_PMLTX’X,_ (XfMLTX,—)_I + Py, xt Par, x X (84607

=Py, x Py, x P, x0 X2 (gdgi)il}

= (607

where the last equality is due to the facts such that (I —Py, x' Py, x )A =0,
Pag, x/(I=Pas, x0 )A = 0 with A = M,, X' (XM X') "' XM, X' (X_M, X") "'~

-1

1
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Py, x X2 (£,6) 7", and hence

-1

My X' (XM, X')" XM, X' (X_M, X")
_ (MLT - PMLTXL> X/

x ((XMLTX')*1 + (XM, X') " <XPMLTXLX’> (XMZ_X')”) XM, X' (X_M,X")
= Pa, X" (X_Mp X)) = Py xo Pag o X0 (XCM,X0)

+ (MLT - PMLTXL) X' (XM, X")"! (XPMLTXLX’) (XMz X" XM, X" (X_M,, X")
= Pay, X! (X_Mp X)) = Pay s Pag, xr X (€460) 7

+Py,, xt Par, x0 X (X_M, X)) (X_Pag,, 0 X") (€460 7"

(M = Pape ) XXMy, X7 (X Pagxr X') (XM XT) T XM, XY (XM, X))
= Pag, 0 X! (XM X)) ™ = Pag e Pagyxo X (6460) ™" + Pagyx Pasxr Py X1 (€460) 7

-1

-1

-1

g
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