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This thesis investigates the identification robust tests in linear factor models
used in empirical financial studies. It provides novel testing procedures for the
parameters of interest in the asset pricing models, the risk premia (Chapters 3,
4), and the model specification (Chapter 2) under empirically relevant settings.
We discuss identification robust inference, which provides the correct rejec-
tion rate under the null hypothesis regardless of the identification condition.
We provide our proposed test procedures’ asymptotic/exact finite sample
behavior and run simulation exercises to verify their limited samples’ perfor-
mances. Our empirical applications document that the testing results, such

as rejection rates, confidence sets, can differ substantially from conventional
statistical tools via our proposed testing procedures.
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Chapter 1
Introduction

This thesis develops novel testing procedures used in financial models with a linear factor
structure, where some conventional testing tools may mislead due to the invalidity of their
asymptotic approach in empirically relevant cases. The focus of this thesis lies upon those
identification robust test statistics, and we provide reliable inference procedures robust to weak
identification cases.

The challenges resulting from identification issues have been brought to people’s eyes when
many factors are proposed in recent studies, and some popular ones are documented to be weak
(see, e.g., Harvey, Liu and Zhu (2016), Kleibergen, Kong and Zhan (2020)). This chapter gives
a general introduction to the identification challenges in asset pricing models and introduces the

topics discussed in later chapters.

1.1 Weak identification problems and inference challenges

related to the risk premia

Econometric models are weakly identified if varying the values of the targeted parameters barely
makes a difference, e.g., for the values of the criterion functions, due to the scarce information
within the data, and thus the conventional statistical tools may fail as a result of their usual
asymptotic approximations derived under the strong identification conditions being nowhere
near the actual ones (see e.g., Stock and Wright (2000), Kleibergen (2005), Cox et al. (2020)).
This identification challenge may happen, for example, when we encounter a relatively flat
likelihood surface across the parameter space.

Many papers (see e.g., Staiger and Stock (1997), Wang and Zivot (1998), Kleibergen
(2002), Moreira (2003), Andrews, Moreira and Stock (2006), Kleibergen (2007), Chernozhukov,
Hansen and Jansson (2009), Mikusheva (2010), Andrews (2016)) have provided discussions
and remedies concerning the classical statistical inference tools in the special case of weak
identification, the weak instrument variable regression, where the instrument variables only have

small correlations with the endogenous ones and thus provide little information for identifying



the associated slope parameters.

A similar challenge arises in factor models explored in finance, where the factor loadings
have an essential role in identifying parameters of interest. For example, if the associated factor
loading matrix f in linear asset pricing models is of (or close to) reduced rank (or small s),
then the parameters of interest, usually the risk premia, suffer from identification issues because
for varying values of A the product BA, the structure that most models employ to identify
parameters, may remain relatively invariant comparable to noises or uncertainty level (see,
e.g..Kleibergen (2009), Gospodinov, Kan and Robotti (2017), Kleibergen and Zhan (2020)). As
a direct result, the sampling errors in the estimates may not be asymptotically negligible, and
thus the common-used inference techniques can be unreliable. These are common challenges
encountered in empirical practice with financial data, such as macro factors and portfolio returns,

which have been brought under notice very recently and are the main focus of this thesis.

1.2 Contributions of this thesis

With respect to the challenges resulting from the quality of Bs as described above, there are
remedies in recent literature for both identification (e.g., Giglio and Xiu (2017), Anatolyev
and Mikusheva (2018)) and inference (e.g., Kleibergen (2009), Bryzgalova (2016)) techniques
in financial models with a linear factor structure. This thesis focuses on the latter one, the
identification robust inference procedures, and provides robust test statistics.

To provide asymptotic reasoning given the weak identification, we adopt a well-accepted
framework to describe the weak/non-identification phenomenon, which is to consider a sequence
of models indexed by the sample size with some parameters drifting to zero along with the index.
This is a framework widely-used in the weak IV literature in order to provide a better asymptotic
approximation of the distributions of targeted statistics in an empirically appealing way. Under
this framework, we analyze the potential biases of the conventional approaches and provide

reliable inference procedures. Next, we give a brief introduction to the following chapters.

M Chapter 2 explores the model specification test statistic, the Hansen-Jagannathan (HJ) distance
statistic, for linear asset pricing models.

The HI statistic is one of the most dominant measures of model misspecification. However,
the conventional HJ specification test procedure has poor finite sample performance, and Chapter
4 shows that it can be size distorted even in large samples when (proxy) factors exhibit small
correlations with asset returns. In other words, applied researchers are likely to over-reject
a model when it is correctly specified. We provide two alternatives for the HJ statistic and
two corresponding novel procedures for model specification tests, which are robust against
the presence of weak (proxy) factors, and we also offer a novel robust risk premia estimator.
The first approach for testing the model specification employs a two-step testing procedure in

order to combine a robust but less powerful statistic (Anderson-Rubin (AR) statistic or J test
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statistic) and a non-robust but powerful statistic (HJ statistic) to achieve a size-correct robust
test (Andrews (2017)). The second one uses the principal component estimator to proxy for the
omitted strong factors in the error terms, to achieve a consistent risk premia estimator based on
which we can construct size-correct robust test statistics. Our proposed tests are more powerful
than the J test in certain cases.

The empirical application in Chapter 2 documents the non-reliability of the traditional HJ
test since it may produce counter-intuitive results, when comparing nested models, by rejecting
a four-factor model but not its embedded reduced three-factor model. At the same time, our
proposed methods are practically more appealing and show support for a four-factor model for
Fama French portfolios.

The empirical results also imply that it is reasonable to consider time-varying risk prices, as
the inference results based on the rolling windows indeed suggest a time-varying factor structure,
and the performance of the test statistics with finite sample size. In Chapter 3 and Chapter 4,
we explore the impact of the limited sample size on the identification robust test statistics and

robust inference concerning the time-varying risk prices respectively.

M In practice, it is reasonable to consider the case where the number of assets is comparable to
the sample size given the richness of data in recent days. In Chapter 2, we explore the case where
the sample size, 7', is comparable to the number of asset returns, N, and N, 7T both increase to
infinity. Chapter 3 considers the limited sample size scenario and provide identification robust
tests adapted to finite samples.

Chapter 3 discusses the finite-sample performance of the identification robust tests in linear
factor models, and shows that the reliability of tests on the risk premia in linear factor models is
threatened by both limited sample sizes, which are not large enough compared with the number
of moment conditions (or the number of assets), and weak identification of risk premia frequently
encountered in applied work. Therefore, the conventional asymptotic approximations may not
properly represent the distributions of the robust test statistics in finite samples. We propose
novel tests on the risk premia that are robust to both limited sample sizes and the identification
strength of the risk premia as reflected by the quality of the risk factors. We justify our approach
by deriving the exact finite sample distributions of our proposed test statistics. These tests are
appealing for empirically relevant settings and lead to confidence sets of risk premia that can
substantially differ from conventional ones (even those result from identification robust tests), as
shown in two high-profile empirical applications. Chapter 3 also provides a finite sample upper
bound for the rank test (Kleibergen and Paap (2006)).

B Many existing papers on robust tests only discuss time-invariant risk premia, and Chapter 4
therefore considers time-varying risk prices. To incorporate time-varying risk prices, we use the
framework of dynamic affine term structure models (DATMs) proposed in Adrian, Crump and

Moench (2013). It can be easily extended to a linear asset pricing model with time-varying risk



premia being a linear functional in state variables. Chapter 4 checks the possible identification
issues arising in DATMs. It also shows that the statistical inference, which is based on their
three-stage estimator, requires knowledge of the factors’ quality, and is misleading without
full-rank ’s or with sampling errors of comparable size of the loadings. We extend the identifi-
cation robust testing procedures in Kleibergen (2009) to a general class of affine term structure
models with time-varying risk prices via Adrian, Crump and Moench (2013)’s framework. Our
proposed testing methods adapt to cases with unspanned factors and require no knowledge of
the unspanned factors. Simulation exercises verify our theoretical results, and revisiting the
empirical applications in Adrian, Crump and Moench (2013) suggests practitioners should be

cautious with the test results in the presence of small fs.



Chapter 2

Weak (proxy) factors robust

Hansen-Jagannathan distance test!

2.1 Introduction

Linear factor models have gained tremendous popularity in the empirical asset pricing
literature, see e.g., Fama and French (1993), Lettau and Ludvigson (20015), Kan and Zhou
(2004), Kan and Robotti (2008). Harvey, Liu and Zhu (2016) list hundreds of papers with various
factors that all attempt to explain the cross-section of expected returns. As so many factors
are introduced, the proposed factors are at best proxies for some unobserved common factors,
and the asset pricing models are at best approximations for asset returns. Therefore, it is more
appealing to determine whether or not the data reject a model, namely how good a model can
approximate the asset returns, than to identify important factors (or factors with significant risk
premia). Specification tests play an essential role in the assessment of model performance (such
as evaluating factors and diagnosing the model specifications), among which the HJ distance,
proposed in Hansen and Jagannathan (1997), has emerged as one of the most dominant measures
of model misspecification in the empirical asset pricing literature (e.g., Jagannathan and Wang
(1996), Kan and Zhou (2004)).

This chapter shows that the conventional HJ statistic can be unreliable. We demonstrate that
when models are weakly identified, the HJ statistic does not measure model fit satisfactorily,
and the specification test via the HJ statistic, which we refer to as the HJ specification test in the
sequel, is size distorted. When proxy factors weakly correlate with the unobserved common
factors, the HJ specification test can over-reject even in large samples. The boundary, determined
via the HJ specification test, between correct model specifications and misspecifications begins

to blur in these so-called weak identification cases. When some included (proxy)? factors are

! This chapter is based on Kong (2019).

2 Sometimes researchers consider a latent factor structure in asset returns and regard included factors in empirical
studies as proxies for priced latent common factors (e.g., Kleibergen and Zhan (2015), Giglio and Xiu (2017)),
sometimes factors are assumed to be directly observed and priced weak common factors lead to problems (e.g.,



weak, the strong cross-sectional dependence in the error term, which results from the omitted
strong factors, can further exaggerate all sorts of distortions (Kleibergen and Zhan (2015)). One
of the reasons for these failures is that sampling errors are no longer negligible asymptotically in
the presence of weak (proxy) factors. Therefore, the conventional asymptotic justification may
fail in empirically relevant settings, as weak (proxy) factors are commonly observed in many
recent studies (e.g., Kleibergen (2009), Anatolyev and Mikusheva (2018)).

This chapter provides two novel easy-to-implement specification test procedures to remedy
the size distortion of the HJ test resulting from weak (proxy) factors that are minorly correlated
with asset returns. The first proposed test procedure (we refer to as the HIS test in later
sections) is a two-step Bonferroni-type method (Andrews (2017)), and it is robust against
identification issues when the number of asset returns is limited. This method takes into account
the identification strength via a first-step confidence set, and we verify that it improves power
compared with the 7 test. The second approach (we refer to as the HIN test in later sections)
relies on a novel four-pass estimator, which achieves consistency with a large number of assets,
and the test procedure provides valid inference results in an asymptotic framework where the
number of assets is comparable to the number of the observation periods.

We compare the performance of the HJ test and our proposed approaches via simulation
exercises, and show that our approaches correct the size distortion while maintain a proper power.
Our empirical application also documents the strange behavior of the HJ test in finite samples.
Counter-intuitively, it can reject a four-factor model but not the corresponding three-factor model
nested within the four-factor model. We attribute this behavior to the additional fourth factor
being a weak proxy factor, which leads to an undesirably high rejection rate of the HJ test. Our
proposed procedures correct this problem and reflect the factor structure in asset returns in a

more informative way.

This chapter is related to several active fields. First, Kleibergen and Zhan (2015) shows
that the second pass R? is a misleading gauge of model fit in the presence of the lack of model
identification, and this chapter shows that the HJ statistic suffers from the identification issue
similarly. Second, our proposed four-pass estimator adopts a similar framework as in Anatolyev
and Mikusheva (2018) and directly leads to a novel identification robust risk premia estimator,
and thus we also contribute to the literature on the robust estimator of risk premia in the presence
of weak (proxy) factors and omitted factors. For linear asset pricing models, the conventional
approach for estimating risk premia is known as the Fama-Macbeth (FM) two-pass estimation
procedure (Fama and MacBeth (1973)), where risk premia estimates result from regressing
average asset returns on first-pass estimated risk exposures (factor loadings 3’s). The two-pass
procedure is easy to implement but can result in spuriously significant risk premia when some

included factors are not strongly correlated with asset returns such that their risk exposures do not

Kleibergen (2009), Anatolyev and Mikusheva (2018)). We mostly adopt the former idea, but our discussions and
methods are also valid in the latter case, and we emphasize this by enclose the term proxy in brackets.



dominate corresponding sampling errors (Kleibergen (2009), Bryzgalova (2016), Anatolyev and
Mikusheva (2018)), which resembles the failure of the 2SLS estimator in instrumental variable
regression when instruments are weak. Besides, Anatolyev and Mikusheva (2018) show that
the missing factor structure exacerbates the weak (proxy) factor problem. Recent papers have
developed different estimation techniques to incorporate some of these issues above. Bryzgalova
(2016) provides an estimation approach using a shrinkage-based estimation technique, which
excludes weak/useless (proxy) factors. Anatolyev and Mikusheva (2018) propose an estimation
procedure based on split-sample instrumental variables regression with proxies for the missing
factor structure. Giglio and Xiu (2017) propose a three-pass estimation procedure and bypass
the omitted factors bias by projecting risk premia of observed factors on those of strong factors
extracted via principal components analysis (PCA). These studies mainly focus on identifying
the risk premia, while our study focuses on the specification tests. Therefore, thirdly, this chapter
also relates to the literature on the robust inference in linear asset pricing models. Many studies
discuss identification robust test statistics to correct for the overly optimistic statistical inference
of the risk premia (e.g. Kleibergen (2009), Kleibergen and Zhan (2020), Kleibergen, Kong and
Zhan (2020)), which involve constructing novel test statistics without identifying the risk premia.
Gospodinov, Kan and Robotti (2017) discuss the potential power loss of the 7 specification test
when spurious/useless factors, which are completely uncorrelated with asset returns, are present.
The case Gospodinov, Kan and Robotti (2017)

The chapter is organized as follows: Section 2.2 reviews the basic model setting and shows the
drawbacks of the HJ statistic; Section 2.3 and 2.4 introduce our proposed model specification
test procedures, where Section 2.3 discusses our two-step Bonferroni-like method and Section
2.4 considers an approach that is valid with a double-asymptotic framework; Section 2.5 presents
results of our empirical application.

This chapter uses the following notation: Py stands for X (X’X)~'X’ for a full column rank
matrix X, My for I —Px, X 2 for the upper triangular matrix from the Cholesky decomposition
of the positive definite matrix X such that X = (X %)’X 3. We use drifting to zero sequences
to model the weak (proxy) factors and thus the parameter values may change according to
the sample dimensions. Therefore, the notation would be more precise with N,T such as

Brw, dg TN, ¥.T, 0 N,T, but we ignore these subscripts when there can be no misunderstanding.

2.2 Models and Problems

This section introduces linear asset pricing models, the HJ distance and illustrates the
potential problems of the conventional approach in the presence of weak identification issues.
We use the term HJ statistic to denote the conventional squared HJ distance estimator, and to
distinguish it from the other two estimators, our so-called HIN and HJS statistics, proposed

in Sections 2.3 and 2.4. We start by introducing our baseline model setting. We next derive
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asymptotic properties of the HJ statistic in the presence of weak (proxy) factors to clarify the

problems we focus on.

2.2.1 Baseline model setting

We work with the linear asset pricing model because of its popularity in empirical studies. It
imposes that all asset returns share common risk factors described by a small set of proposed
factors. We regard the proposed factors in empirical studies as proxies for latent ones in the
form as suggested in (Kleibergen and Zhan (2015)). Assumption 2.2.1 summarizes the baseline

model setting:

Assumption 2.2.1. For the N X 1 vector of asset gross returns ry, we assume that
r=c+pBfr+u, 2.1

with B an N x K matrix of factor loadings, f; a K x 1 vector of (possibly) unobserved zero-mean

factors, u; an N x 1 vector of idiosyncratic components, and with a K X 1 vector of proxy factors

8t
Jr =dg (8 — Ug) + 1, (2.2)

where U, = IEg;, g; is uncorrelated with u;, v, dg is of full rank and g, v;,u; are stationary with

finite fourth moments. Furthermore,
c= lN)L{)-I—B)Lf, 2.3)

where Ay # 0 is the zero-beta return, 1y is an N x 1 vector with all entries equal to one, Ay is a

K x 1 vector of risk premia, and the parameter space of Ay, Ay is compact.

Assumption 2.2.1 describes the beta representation of linear asset pricing models, and the
DGP is similar to the one employed in Kleibergen and Zhan (2015). The moment conditions (or
in other words the structural assumptions imposed on the constant term), ¢ = tyAg + Blf, are
commonly used in linear asset pricing model (e.g. Cochrane (2009)). If f; is observed, then we
would have d, = Ix, v; = 0. Therefore, this model setting also embeds the model specification
used in e.g. Kleibergen (2009), Anatolyev and Mikusheva (2018) where factors f; are assumed

to be observed. Using the observed factors g;, model (2.1) can be rewritten as
1r = c+ Be&s + gy, (2.4)

with B = Bdg, 8 = 81— 8,8 =Y. &1/ T,tigs = g+ B (§ — Ug) ttg s = By +uy. The estimation
of the risk premia A, is usually accomplished by the FM two-pass estimator (Fama and MacBeth
(1973), Shanken (1992)). In the first pass, the risk exposures B, are estimated by regressing
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asset returns r; on a constant and factors g;, and in the second pass the FM estimator /ig results
from regressing average asset returns 7 = Z,T:I r;/T on an N X 1 unity vector 1y and the risk
exposure estimates ﬁg.

Another well-known representation of asset pricing models is the stochastic discount factor
(SDF) representation, based on which the HJ distance is defined. Cochrane (2009) shows that
for linear asset pricing models, there is a corresponding SDF my; that is linearly spanned by the

latent factors
m(0) =F/9, (2.5)

with F; = (1, f/)’, and re-scaled risk premia 6 = (1/q, —Vf_f1 Ar/2). The moment conditions

(2.3) are then equivalent to the following ones
B (m; (60)r:) = . (2.6)

The population pricing errors which are the deviations from the moment conditions (2.6) are
denoted by

e(0)=ww—E(m(6)r), 2.7

With a linear SDF (2.5) ¢(0) = v — g0, for ¢ = E (r,F}) a full column rank N x K matrix.
Hansen and Jagannathan (1997) propose the minimum distance between the SDF of an asset
pricing model and a set of correct SDFs as a measure of model misspecification. It also serves
as a measure of goodness-of-fit. A smaller value of the HJ distance indicates a better model fit,
and this is used for model selection. The squared population HJ distance, 82, has an explicit

expression,
8% = ilelfe(e)’Qr_le(G), (2.8)

with @, =E (r;r}) a full column rank N x N matrix. With a linear SDF, after some simple algebra,
we can write the squared HJ distance explicitly as 1 (Q,’1 -0 'q(d Q,’lq)71 q Qr’l) Iy,
which is also numerically equal to 1,(Q; ' — O, 'B(B'Q;'B)~'B'Q; )1y with B = (¢, B), and
it is zero if and only if moment conditions (2.6) hold. Given the observed proxy factors g;, the
sample counterpart of the squared HJ distance, the HJ statistic, is

52 :igcfeg,r(GG)/éfleg;(GG» 2.9)

In a linear asset pricing model, the sample pricing errors e, 7(06) = Y. e.(06)/T =
lN_CIG,TGG eg.t(eG) = lN—rzG;QG: qG,1 = Z;T:1 rtG;/T7 0= Zthl rﬂ”{/T’ G = (l,g;)’, and



the estimator resulting from this quadratic optimization problem is

~ ~ -1 ~
66 = (4610 "q67)  d6r0; . 2.10)

Jagannathan and Wang (1996) propose the HJ specification test by testing the moment
conditions (2.6) via the HJ statistic. Under the null hypothesis that the moment conditions (2.6)
hold, Jagannathan and Wang (1996) show that the asymptotic distribution of the HJ statistic
follows a weighted sum of (1) random variables, which is because of the weighting matrix
used in the HJ statistic. If the weighting matrix is the long-run covariance matrix of the sample
pricing errors, we would have a regular chi-square-type limiting distribution. However, since
the HIJ statistic uses the second moment of asset returns as the weighting matrix, each of these
x%(1) random variables has a weight different from one. Therefore, the critical values for the

HJ statistic are obtained from the weighted sum of (1) random variables

N-K—1
Y p @.11)
i=1
with x; being independent (1) distributed random variables, and p; being the positive eigen-

values of the matrix
G lo-l_p-1 I A1 s o
§2 Qr - Qr q4G,T (qG,TQr QG,T) QG,TQr ST )

with § = ST(§G) and S7(6¢) a consistent estimator of the long-run variance matrix of the sample
pricing errors ey 7(6) (for example, one may simple choose S7(66) = + L1 e (06)eq(66)',
eg.1(06) = v — G, 6 provided that Assumptions 2.2.1-2.2.3 hold).

2.2.2 Problems and asymptotic properties

Our interest lies in the performance of the HJ statistic in the presence of weak identification
issues, in particular, when observed proxies g; are only weakly correlated with asset returns. Ahn
and Gadarowski (2004) document the poor finite sample performance of the HJ specification
test, and they argue that the size distortion is due to the critical value of the test which requires
the estimation of the covariance matrix of ¢;(6) that performs badly with a limited number of
observation periods. This is also consistent with the findings in Kleibergen and Zhan (2020),
Kleibergen, Kong and Zhan (2020). In later parts, we show that not only in finite samples but
also in large samples, the HJ specification test can be severely size distorted in the presence of
weak identification issues. We focus on two issues that can cause the potential deficiency of the
HJ statistic.

1. Weak (proxy) factors. The HJ statistic depends on the estimator §G. This is a GMM

estimator based on the moment conditions (2.6) with weighting matrix Qr. Similar to the FM risk

10



premia estimator, this estimator can be constructed in two steps. In the first step the regressor

in the SDF, qg, is estimated via the estimator qG T, and in the second step 9(; results from

regressing Q, 2 Ly on the first stage estimates Qr qc,r- This close link with the FM estimator
raises concern for the quality of the 65 estimator.

The FM estimator is unreliable under weak identification (e.g., Kan and Zhang (1999b),
Kleibergen (2009), Kleibergen and Zhan (2015), Kleibergen and Zhan (2020), Kleibergen,
Kong and Zhan (2020), Anatolyev and Mikusheva (2018)). For linear asset pricing models, the
identification strength is reflected by the rank of B, = (c, B,) (e.g. Kleibergen and Zhan (2020)).
The weak identification issues result from the empirical observation that the matrix Bg might
be of reduced rank or near reduced rank. For example, this can happen when some (proxy)
factors used in the estimation are weakly correlated with the asset returns. One way of modeling
these weak (proxy) factors is to consider a sequence of models (or a sequence of parameter
values) such that along the sequence, factor loadings are smaller and thus less informative for
identifying risk premia. For example, suppose the 3, matrix is small, modeled by a drifting to
zero sequence of order O(1/+/T), then the sampling errors in the first stage estimator Eg, which
are of the same order, are no longer negligible. These non-negligible sampling errors lead to the
asymptotic invalidity of the FM estimator under weak (proxy) factors.

Following the same reasoning, the asymptotic justification for the estimator §G fails when
qg is small and comparable to its sampling error (see Theorem 2.B.2). Since g, = ,V, with
V, = Eg:g,, we model weak (proxy) factors using drifting to zero risk exposures (see Assumption
2.2.3) to mimic the behavior of a small g,, which is in line with the literature on weak factors
(e.g. Kleibergen (2009)).

2. The missing factor structure. Omitted factors have received attention in recent studies
(e.g., Kleibergen and Zhan (2015), Giglio and Xiu (2017), Anatolyev and Mikusheva (2018)).
When we work with observed factors g; in a latent factor setting, equation (2.4) suggests that the
omitted factors v; contribute to the error term ug,, and we also allow that unobserved factors
explain most of the cross-sectional dependence in ug,. Similar to the discussion of the FM
two-pass risk premia estimator in Anatolyev and Mikusheva (2018) , the missing factor structure
could exacerbate the problem caused by the weak (proxy) factors and enlarge the bias in the
estimator §g (see Theorem 2.B.2), as the presence of an unobserved (missing) factor structure in
the error terms creates the classical omitted-variables problem in the second step regression of
the @A estimator when some (proxy) factors are weak.

Therefore, the HJ statistic may use an estimate that is potentially far away from the true
value, and thus selection and inference based on the HJ statistic can be misleading. Before we

continue to verify this, we make two assumptions.

Assumption 2.2.2. Suppose u; can be decomposed into two parts: a missing factor structure

with a K; x 1 (K; > 0) vector of unobserved strong factors z; and weakly cross-sectional
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correlated noise e;;
ur =Y e, (2.12)

where (i) e; (with mean zero and bounded fourth moment sup; Ee;‘t < L < ) is independent
from es,s #t and gy, Nt'; (ii) denote Q, = Eese;, then limy rir(Q.)/N=a>0and 0 <1<
liminfy 7 Amin (Q¢) < limsupy 7 Amax (Qe) < L < o0 with Ayin(X) the smallest eigenvalues of

4
matrix X and Amax (X) the largest eigenvalues of matrix X; (iii) E ’ﬁ YN, (31'21 —Eej)| <L<

oo,

Assumption 2.2.3. Denote Q, = Er,r} the second moment of r,, N = (ntﬁ) with Np, =
(c, nﬁg) Mg, = (ﬁg‘l,ﬁﬁ&z) Bei = Bdgi,i = 1,2 being of dimension N x Kg ;,i=1,2 (Kg 1+
Ky» =K,K; 2 > 0) and full column rank matrices. (i) for fixed N, we assume n'n is a (1+K +
K,) x (14K + K;) positive definite matrix; (ii) as N, T approach to infinity, N~'n'n converges
toa (1+K+K;) x (14+ K+ K;) positive definite matrix.

Our framework involves the observed factors g;, and the omitted ones v;,z;. They have factor
loadings B, B,y respectively. Assumption 2.2.3 specifies the strengths of these factors. The
loadings, B, 2, of the K, » proxy factors g», are modeled as drifting to zero sequences, so we
call g» ; weak proxy factors. We do not restrict the strength of the priced latent factors f;, and
allow for weak priced latent factors. This assumption resembles the factor loading assumption
in Anatolyev and Mikusheva (2018), but our risk exposure matrix (B, B,7) is of reduced rank.

Assumption 2.2.2, which is similar to assumptions in Onatski (2012) and Anatolyev and
Mikusheva (2018), does not fully rule out the cross-sectional dependence in the idiosyncratic
error term ¢;. This assumption allows the explanatory power of the cross-sectional variation in
¢; to be comparable to the weak proxy factors when N, T increase proportionally, and the weak
identification issue appears when the explanatory power of the proxy factors are roughly of the
same order as e¢;. When the cross sectional size N is fixed, Assumptions 2.2.2.(ii)-(iii) imposed
on the noise term e; hold naturally as long as Assumption 2.2.2.(i) holds and we can not really
distinguish weak and strong factors. In later parts of this chapter when N is fixed, we do not
make use of the assumptions imposed on e; but only the independence assumption (Assumption
2.2.2.(1)). We assume that ¢, is independent across periods which is consistent with the efficient
market hypothesis, and since empirical studies mostly use monthly or even less frequent data,

this is not an unrealistic assumption.

Lemma 2.2.1. Suppose Assumptions 2.2.1 and 2.B.1 hold, let T increase to infinity then
By =a (¢,Be) + ¥, /T,

where I/B\g = chéél’QG =Y" GG)T, Yp, = (l{/c, VB, ‘/’ﬁg‘z) and vec(yp,) being zero-
mean normal random vectors.
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Proof: See Appendix 2.B.

Theorem 2.2.2. Suppose Assumptions 2.B.1 and 2.2.1-2.2.3 hold, let T increase to infinity with
fixed N, then the behavior of the HJ statistic is characterized by

T(S; —>d fl}égM 1 . ipBg7
02 (nag+<0 : V/ﬁg]))
with l[~13g = WBgQGGG-

Proof: See Appendix 2.B.

Theorem 2.2.2 is derived assuming that the linear model is correctly specified, and it suggests
that with strong factors, K, » = 0, the weighted sum of x2’s provides a reasonable approximation
(Corollary 2.2.1).

Corollary 2.2.1. Suppose Assumption 2.B.2 and the assumptions in Theorem 2.2.2 hold with
K,> =0, then
~ N—-K-1
TS; —a Y, pixi,
i=1

with x; being independently y*(1) distributed random variables and p; being the positive eigen-

~1!

~ ~ —~ ~ —1 —~
values of the matrix §3 (Q;l -0/ 961 (q’G.TQ;qu,T) q’G,TQ;1> sz

Proof: This is a direct result of Theorem 2.2.2.

However, the conventional specification test procedure can be unreliable and suffer from
severe size distortion even in large samples due to the irregular distribution of the HJ statistic
(Corollary 2.2.2).

Corollary 2.2.2. Suppose the assumptions in Corollary 2.2.1 hold with 0 < K, » <K,
limsuplimsup P (ng > El,a) =1,
N T
where €| _q is the conventional critical value derived from the distribution (2.11).

Proof: See Appendix 2.B.

Corollary 2.2.2 shows that under certain conditions the conventional specification test rejects
the model specification with probability converging to one even when the moment conditions
hold. Thus the conventional specification testing procedure based on the HJ statistic may mistake
the ”weak identification” resulting from the weak (proxy) factors for model misspecification,

and leads to over-rejection when models are correctly specified.
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2.2.3 Simulation exercises

We conduct simulation exercises to show that the HJ distance statistic as a model selection
criterion might favor the presence of useless factors, and the HJ specification test suffers from
severe size distortions.

In the first simulation exercise (Figures 2.2.1, 2.2.2), we calibrate the data generating process
to match the data set of monthly gross asset returns on 25 size and book to market sorted
portfolios from 1963 to 1998 and the three Fama French (FF) factors used by Lettau and
Ludvigson (2001b). The data is simulated in the following way: we simulate three proxy
factors g, ~ NID(0,VF), three omitted factors v, ~ NID(0.99Vy) and three strong factors are
then generated by f; = 0.1 * g; +v;,. V is calibrated to the sample covariance of the FF factors.
We also generate three completely useless factors w; ~ NID(0,Vr). We then generate returns
viar, = iy + BA + Bfi +uw, u ~ NID(0,V,), where we set A to be the sample risk premia
estimated via the FM two-pass estimator, 3 is the sample slope parameter between the assets
returns and FF factors, and V, is the sample covariance of the residuals resulting from regressing
asset returns on a constant and FF factors from the data.

Figure 2.2.1 compares the density functions of the simulated HJ statistics evaluated with
various combinations of the factors g;, f;,w;. For example, the black solid curve is drawn using
three strong factors f;, the black dashed curve is drawn with two strong factors f,, f>;. Ideally,
the black solid curve should be the most left, since the model with three strong factors should be
most likely to be selected by the HJ statistic. However, comparing the red solid and black solid
curves shows that adding additional useless factors leads to a shift of the distribution to the left,
so it reduces the HJ statistic and leads to a "preferred model”. The blue sold curve illustrates the
density function of the HJ statistic of the model with three weak proxy factors. By construction,
the moment conditions (2.6) are satisfied by the three weak proxy factors, and this model is
correctly specified. If we compare the blue solid curve with the blacked dashed one which is
constructed with only two strong factors, then the misspecified model with two strong factors
is more likely to be selected. These observations imply that the HJ statistic is not a satisfying
model selection tool.

The observations in Figure 2.2.1 show that values of the HJ statistic can not properly
distinguish between weakly identified models and misspecified models. This is what motivates
us to look further into the HJ specification test. Figure 2.2.2 compares two different approaches
for approximating the distribution of the HJ statistic: one uses the conventional weighted sum of
)(2’5, from which the critical values of the HJ statistic result, and another one uses the infeasible
distribution from Theorem 2.2.2. The left-hand side panels of Figure 2.2.2 use three strong
factors, while the right-hand side panels use three weak ones.

The upper panels of Figure 2.2.2 show that both approximations for the distribution of the
HJ statistic (the conventional weighted sum of x2(1)s and the infeasible one from Theorem

2.2.2) are bad when T is small, and shift to the left compared with the density function of the
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Figure 2.2.1: Density functions of the HJ statistic: (1) black solid: three strong factors; (2) black
dashed: two strong factors; (3) black dotted: one strong factors; (4) blue solid: three weak proxy
factors; (5) red solid: three strong factors and one useless factor; (6) red dashed: two strong
factors and one useless factor; (7) red dotted: one strong factors and one useless factor; (8) red
dash-dotted:one strong factors and two useless factors

HJ statistic. This observation is consistent with the one in Ahn and Gadarowski (2004) that
the HJ specification test over-rejects correct model specifications in small samples. With a
limited number of observation periods, not only sampling errors in the g estimators need to
be taken into account but also those of other estimators such as the covariance estimator § (e.g.
Kleibergen and Zhan (2020), Kleibergen, Kong and Zhan (2020)). The infeasible distribution
improves slightly by taking into account the sampling errors in the g estimators. When T is
large, the randomness in the covariance estimators becomes small, but the sampling errors in
qc.r still matter when proxy factors are weak. As shown in the lower panels of Figure 2.2.2,
with a larger sample size the conventional approximation works fine when factors are strong but
not when weak proxy factors are present. With weak proxy factors, the distribution of the HJ
statistic is not properly approximated by the weighted sum of x2’s even in large samples, and
the HJ specification test is still likely to over-reject models when moment conditions do hold
(Corollary 2.2.2).

Our second simulation exercise considers a simple single factor model in order to further
illustrate the size distortion of the HJ specification test. We calibrated parameters to the data
set from Kroencke (2017). We simulate the proxy factor g; ~ NID(0,Vy/4), the omitted factor
vy ~NID(O,V ff —dgx (V/4)* dg), the latent factor f; = dyg; + v, and thus the variance of the
Jf: remain unchanged to different values of the d,. We calibrate V to match the sample variance
of the consumption growth factor from the data. The factor proposed in Kroencke (2017) has
been shown to be weak (e.g. Kleibergen and Zhan (2020)). Therefore, we choose 3 equal to

IOE with E the sample regression parameter from Kroencke (2017), and thus r; is generated
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Figure 2.2.2: Density functions of the HJ statistic (red solid curve), weighted sum of y*’s
approximation (blue solid curves), asymptotic distribution based on Theory 2.2.2 (dot-dashed
curve). Top left-hand side panel: N = 25, T = 100, three strong factors f;; top right-hand side
panel: N =25,T = 100, three weak factors g;; bottom left-hand side panel: N = 25,7 = 1000,
three strong factors f;; bottom right-hand side panel: N = 25,7 = 1000, three weak factors g;.

with one single strong factor f; via r; = v+ BA + B f; +us, us ~ NID(0,V,,), where we match
A to the estimated risk premium from Kroencke (2017). We arbitrarily choose d, = 1.9;0.9 to
mimic a strong and weak proxy factor.

Figure 2.2.2 plots simulation results with 25 asset returns (N = 25), while suggested by
Corollary 2.2.2 larger number of asset returns may exaggerate the size distortion. Table 2.2.1
shows that the HJ specification tests have poor finite sample performances, size distortions
increase with the number of assets and with relative weak proxy factors the distortion is more

severe.

N=5 N=10 N=15 N=3l1

B

T=100, d, = 1.9 0.5032  0.8824 0.9711 0.9992
T=10000,d, =1.9 0.1210 0.1486 0.2298 0.2238
T
T

=100, d, = 0.9 0.7132  0.9330 0.9814 1
=10000, d, = 0.9 0.5174 0.8906 0.8834 0.9978

Table 2.2.1: Rejection frequency table under the null (at 0.05 significance level) via the HJ
specification test with critical values calculated from the weighted sum of y>’s
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2.3 Specification test with limited N: HJS

As in previous discussions, the HJ specification test can not provide valid inference when
weak (proxy) factors are present, and this is because the HJ specification test procedure ignores
some non-negligible sampling errors in the estimates of parameters that can not be properly
identified in the presence of weak identification issues. In this section, we suggest a numerically
simple and identification robust test procedure which replaces the estimates of these parameters
with potential identification issues by those lying in a robust confidence set. This approach is
related to the widely studied weak instrument problem, where confidence sets with asymptoti-
cally correct coverage can be constructed for parameters with potential identification issues (e.g.
Kleibergen (2005), Mikusheva (2010)).

2.3.1 HJS specification test

Our proposed HIS specification test procedure is conducted in three steps:
Step (1): Construct an identification robust confidence set, CS,q,, for 6 by inverting an
Anderson-Rubin (AR) type test statistic (e.g., Kleibergen (2009), Gospodinov, Kan and Robotti
(2017)):

CSray ={0 €O:AR(6) <c|_o}; AR(0)=Ter(0)S;'(0)er(6). (2.13)

with ¢|_g, the 100(1 — 0 )% percentile of the x?(N) distribution.
Step (2): Compute the HJS statistic:

5 = eelcnsfml 8,.7(0), (2.14)

with 87 = (G)egAT(Gg)/Q,’IegAT(Gg). To complete the definition of the HJS statistic we set

0, = oo when the confidence set CS,. 4, is empty.

Step (3): This test would then reject the null hypothesis that moment conditions (2.6) hold if
T3, > cl_g;

and the critical value is:

Cl_q= Sup Ccj_q,(0), (2.15)
8ECS 0

where ¢}_,(0) is the 100(1 — o1 )% percentile of the welghted sum of N (1) random variables

with weights being the non-zero eigenvalues of SZ( )Q, 152 (0), ay, o are chosen such that
o) >0, >0and (1 —a;) (1 —0p) =1— a with « the overall significance level.

Our HJS specification test procedure combines a less powerful but robust statistic (AR) with
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a non-robust one (HJ) to incorporate the model identification strength in our testing procedure,
and in later discussion we show that this test improves performance in size (compared with the
HI test) and power (compared with the 7 test).

Before we proceed to show the size and power performances of the HJS specification test
(Theory 2.3.2 and Theory 2.3.3 ), we first discuss the properties of the robust confidence set
CS,.«. Kleibergen and Zhan (2020) study a similar robust risk premia confidence set using the
GRS-FAR statistic. They show that this kind of set can be unbounded in certain cases. Therefore,
for practical reason, we restrict the parameter space ® to be a compact set (Assumption 2.2.1),
of which the robust confidence set is a subset. By construction, when the model is strongly
identified we would expect the confidence set to shrink to a point as sample size grows, and when
the model is weakly identified or even unidentified the diameter of this set can be arbitrarily

large.

Lemma 2.3.1. Suppose the assumptions in Corollary 2.2.1 hold, then
limTianP’(GG €CSra)>1—q.

Proof: See Appendix 2.B.

Lemma 2.3.1 implies that the confidence set covers the true value with the requested
probability asymptotically even in the presence of weak (proxy) factors, which is essential for
the correct size performance of the HJS test. This result holds under more general cases, for
example it holds even when the model is not identified, and this correct coverage probability
of the confidence set directly results from the correct size of the identification robust AR test

statistic.

Theorem 2.3.2. Suppose the assumptions in Lemma 2.3.1 hold,

limsupP (Tg; > cT_a) <.
T

Proof: See Appendix 2.B.

Theorem 2.3.2 shows that ¢]_,, provides a upper bound for the HJS statistic, which is
also a upper bound for the HJ statistic as the HJ statistic is smaller than the HJS statistic by
construction, and that the HJS specification test is size correct in the presence of weak (proxy)
factors. The proof of it implies that the size property of the HJS specification test is a direct
result of Lemma 2.3.1, and given that the lemma holds for more general conditions, we know
that the HJS specification test can be extended to more general cases as well. Theorem 2.3.2 also
implies that the HJS specification test is conservative, which is understandable as we use the
infimum to construct the HJS statistic instead of the supremum. However given the diameter of
the robust confidence set can be arbitrarily large, using the supremum can lead to size distortion
(see Example 2.B.1).
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Even though it is conservative, the HJS specification test has better power performance
compared with another well-know specification test, the [J specification test. The J specification

test statistic is also constructed based on the AR statistic such that
J = ingR(G).

Gospodinov, Kan and Robotti (2017) show that the 7 specification test is size correct in the
presence of spurious/useless factors, which means ¢ is of reduced rank and the model is not
identified, but it has a complete power loss in such cases. We extend their results to weakly
identified models. Theory 2.3.3 shows that in both unidentified and weakly identified models,
the J specification test suffers from power loss, while our HJS test still maintains proper power

performance.

Theorem 2.3.3. Suppose Assumptions 2.B.1, 2.2.1, 2.2.2 hold, but instead of the correct proxy
W —qg0z|| >a>0,v6;€©
with q5 = E(r,é{),é, = (1,g) and the model is misspecified. In addition, assume that the
YB,, when we replace G, with G,, in Lemma 2.2.1 satisfies that Y, ~ N (O,Qa ®X) with

factors g, proxy factors g; are used such that g; is a K x 1 vector;

0s= (G/G,) and X the covariance matrix of tig;. Let H = (v,495)-

(i) (Gospodinov, Kan and Robotti (2017), Theorem 2, unidentified model under misspecifica-
tion) Suppose H has a column rank K + 1 — k for an integer k > 1, then we have

T = Wi,

where wy ; is the smallest eigenvalue of Wy ~ Wy (N — K — 1 +k,Iy) and Wy (N — K — 1 +k, I
denotes the Wishart distribution with N — K — 1 +k degrees of freedom and a scaling

matrix Iy. Furthermore,
limsgpP (j > cxsz{,lfa) <a,
liminfP (TS; > c’;_a) —1,
with € pl—a the 1 — o quantile ofxf,fk.

(ii) (weakly identified model under misspecification) Suppose (HQ,) * (HQ,) with Q, =
diag(Ig 11—, VT Iy) converges to a positive definite matrix, then we have

T —rd Wi,

where wy j; is the smallest eigenvalue of Wy ~ Wy (U,N — K — 1 +k,It) and Wy (U,N — K — 1 +k, I
denotes the non-central Wishart distribution with N — K — 1 + k degrees of freedom and a
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scaling matrix Iy, a location parameter | (U is specified in the proof). Furthermore,

liminfP (7 >c,p (o) <1,

limil%f]P’ (TS; > CT_a) =1,
with ¢y | o the 1 —a quantile of Xk

Proof: See Appendix 2.B.

2.3.2 Simulation exercises

In this section, we conduct a simple simulation exercise with a single-factor model to
evaluate the empirical rejection rates (the size and power performance) of our proposed HIS
specification test. We calibrate the data generating process in our simulations to match the
data set from Kroencke (2017). We simulate the factor f; ~ i.i.d. N(0,Vy), where we set V; to
match the sample variance of the consumption growth factor. 7, is generated with one factor f;
viar; =+ BA+Brd+ Bdyfi +us, u; ~ NID(0,V,), where we match A to the estimated risk
premium, 3 is the sample slope parameter between the assets returns and consumption growth
factor, and V,, is the sample covariance of the residuals resulting from regressing asset returns
on a constant and the consumption growth factor. 3, is a vector which is orthogonal to 1y, 8
and H VTB. H = 1. We set T = 100. We use d, to tune the identification strength of the factors
in our simulation exercise where a larger d, means a stronger factor, and d to tune the model
misspecification level where a lager d means a larger deviation from the moment conditions
(2.6) for our simulated data.

For the size performance comparison, we set d = 0 and thus moment conditions (2.6) hold
for our simulated data. Figure 2.3.1 shows that the HJ specification test is highly size distorted
and the distortion only drops down slightly when we increase the identification strength of the
factor, while the HJS specification test has a better finite sample behavior and remains size
correct.

For the power performance comparison, we set d, = 0 which means f; only serves as a
spurious factor. Figure 2.3.2 shows that the rejection frequency of the HIS specification test
increases much faster compared with the one of the 7 specification test when the level of model
misspecification (d) increases. The rejection frequency of the J specification test remains
relatively small even when the HJS specification test rejection frequency is close to one, and this
implies the HJS specification test has better power performance.

These observations support our theory and show that the HJS specification test has good

performance in both size and power.
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21



2.4 Specification testing with large N: HJN

In the previous section, we construct the HJS statistic using a robust confidence set of O
since it is only weakly identified with a limited number of asset returns. The HJS specification
testing procedure involves optimization steps, which is commonly done in practice through a
grid search procedure. In this section, we provide another novel valid specification test statistic,
the HIN statistic, which does not involve any time consuming optimization procedure. The
construction of the HJN statistic uses a consistent 6 estimator, and thus we first introduce our

6 estimator and then the HIN statistic.

2.4.1 Four-pass estimator

When we work within a double-asymptotic framework such that both the number of time
periods and the number of asset returns grow, weak (proxy) factors do not necessarily lead to a
weak identification problem (Anatolyev and Mikusheva (2018)), which is similar to the case
of many weak instruments that information about some parameters though limited, aggregates
slowly. Even though 5@ is not consistent (Theory 2.B.2), another consistent estimator for g
can be constructed. With an extended number of asset returns, we can estimate 6 consistently
by removing the missing factor structure via PCA and using an I'V-type technique to correct for
the remaining issues. The consistent estimator gives another way to construct a statistic for the
HJ distance, based on which we propose a novel specification test statistic, our HIN statistic. In
the following, we first introduce our four-pass 6 estimator with the extended number of asset
returns, and thereafter provide the motivation for this four-pass procedure.

We propose the following steps to estimate 6 with N base portfolios of gross returns r;:
Step (1): Estimate ¢, Eg in the linear observed-(proxy)-factor model (2.4) via OLS with N base
portfolios of returns.

Step (2): Determine the omitted factor structure using the following two steps:

(2.1) Determine the number of factors, K, in iy, = r; — ¢ — Beg; by

K,. = argogirgnliélvaax (N'T14; (wgit,) + jo(N,T)) — 1,
where A;(A) is the j-th largest eigenvalue of a given matrix A, iy is 7 x N matrix stacked with
the OLS residuals #g;, Kz max is an arbitrary upper bound for K, and ¢(N,T) is a penalty
function with the properties ¢ (N,T) — 0,9 (N, T)/(N’% + T’%) — oo (e.g., in later simulation
exercise and empirical application we simply choose ¢(N,T) =N —i4 T_%);

(2.2): Estimate the T x N common component matrix cc = xb’ stacked with the common
components cc;, ¢ = 555 such that x'is equal to /T times the eigenvector associated with the

I?VZ largest eigenvalues of the matrix ﬁg%, and b = X'tiy /T corresponds with the OLS estimator
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regressing i, on X:

(fv\, Z) =arg min Y (i — bﬁx,)2 )

bix; s.t. ZLw,x{/T:IEW it

Step (3): Split the sample into two non-overlapping subsamples along the time index and remove
the missing factor structure from the regressors in the SDF of both subsamples
dor =467 —gri=1.2

where

—_
—

T
= rtGm CIGT rth
T T-%],

! =l3)+1
% 1 T
/ -~ U
ccGT —T Z G, ccGT T T Z cc;G,.
Lf =1 _szt:L%J+l

Step (4): We then use IV regression to derive two estimators, 58 ) ,i=1,2, where we use ?I(G})T

as instrument for 21(G2 >T and vice versa. Thereafter, our proposed four-pass estimator is derived by

taking the average of both estimators:
~ 2 ~(F
b=y 872,
i=1

—1 -1
. ~ 1 1 1) N 2 2 2)!
it 80) = (@7 ) dhre wand 8 = (@ a2 ) apa
dr 7 4G dgr " dgr

Our estimation approach for 6 resolves the problems of the missing factor structure and
the weak (proxy) factors simultaneously. We make use of the results from Bai and Ng (2002),
Bai (2003) and Giglio and Xiu (2017) in step (2) to recover the common components in the
error terms using principal component analysis, and we use the instrumental variable idea
applied for the factor models, which is used in Anatolyev and Mikusheva (2018), in step (4) to
solve potential endogeneity issues. Compared with the estimator proposed in Anatolyev and
Mikusheva (2018), our proposed estimator relaxes the restrictions on the number of omitted
factors and the restrictions on the rank of the loadings of all the factors present in the model.

To illustrate why our proposed procedure is robust against weak (proxy) factors and a missing
factor structure, we start by comparing it with the conventional 65 estimator. To do so, we first

rewrite equation (2.6) (iy = Eg 76g) as

v = g6,796 — €406,
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with &, = (qG,T — IEqG.T) which is correlated with g 7. The term &, vanishes asymptotically,
and so it is dominated by g r when all proxy factors are strong. The conventional estimator,
which results from regressing iy on gg 7, is then valid in large samples, since &;, becomes
negligible. However, if some (proxy) factors are weak, some columns of g, are of the same
order as &, then there would be a classic endogeneity problem if we simply regress ty on gg,7.

To solve the endogeneity problem, a valid instrument can be constructed in our framework
with a split-sample technique and this idea is also employed in Anatolyev and Mikusheva (2018).

Given the independence of the ¢; from non-overlapping sub-samples, qg? can serve as an

instrument for q(GZ)T and vice versa when there is no missing factor structure (K,;, = 0) and this is
the starting point of our proposed procedure. When there is a missing factor structure with factors

that might be correlated across time, ‘18)7 is no longer a valid instrument for qg )T Therefore, we

~(i)

use qé’T, i = 1,2 which results from removing the missing factor structure from q(Gl?T,i =1,2.

~1) (2)

By doing so, ‘Ic;.r is asymptotically uncorrelated with Eq(z; , and is a valid instrument.

As shown in Theorem 2.4.1, our estimation procedure provides min{+/7’,+/N }-consistent
results for O, of which a non-linear transformation leads to a consistent risk premia estimator
(Corollary 2.4.1).

Theorem 2.4.1. Suppose Assumptions 2.2.1 - 2.2.3, 2.C.1 - 2.C.9 hold, and N/T — c.
VNTQ;!1 (86— 66) = 0,(1),
with Qp, v = diag(l 1k,,, VT 1k,,)->

Proof: See Appendix 2.C .

Corollary 2.4.1. Suppose the assumptions in Theorem 2.4.1 hold, then
VNTQ; " (Ag *lg) — 0p(1),
with Ig = 7ngl‘ag(0K><1,][()§G/§G’1.

Proof: This is a direct result of Theorem 2.4.1.

2.4.2 HJN specification test

Kleibergen and Zhan (2018) study risk premia on mimicking portfolios by projecting non-
traded factors on traded base portfolios, and then carry out identification robust tests using a set

of testing portfolios. We use a similar idea to construct the HIN specification test:

3 With some additional regular assumptions, we can construct i@G such that féﬁ 2 (§g - 6(;) —4 N(0,1). See
Appendix 2.C.
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Step (1) Estimate ¢ from a set of N base portfolios r; of asset returns using our proposed
four-pass estimator 5(;

Step (2) Estimate g from a set of testing portfolios R; of n asset returns and » is fixed such that
46 =1L RG]

Step (3) The HIN statistic is

S2_ o Al
58 =erQp er,

with sample pricing errors e7 = 1, — c?c;gg, QR = %ZZTZI RR).
Step (4) This test would reject the null hypothesis that moment conditions (2.6) hold if
ng > gl_a,

where ¢]_ is the 1 — & quantile of the weighted sum of N x2(1) random variables with weights
being the positive eigenvalues of the matrix 3 (QR)’@% with S a consistent estimator of the

long-run variance matrix of the sample pricing errors ez z(0g) = 1, — 4 66-
Remark: the HIN specification test does not require the base portfolios and testing portfolios to
be non-overlapping.

Corollary 2.4.2. Suppose the assumptions in Theorem 2.4.1 hold, then the limiting distribution
of T5g2 is the same as the one of Y.i_| pix; with x; being independently xz(l) distributed random
variables and p; being the positive eigenvalues of the matrix 53 (QR)_1§% with S a consistent
estimator of the long-run variance matrix of the sample pricing errors et g(0g) (for example,

one may simple choose S = %Z,T:I egﬁt,R(ég)ng’R(gg)’,egA,,’R(Gg) =1y —RG}Hy).

Proof: See Appendix 2.C.

Theorem 2.4.2 shows that our HJN specification test is size correct even with weak (proxy)

factors.

Theorem 2.4.2. Suppose the assumptions in Theorem 2.4.1 hold,
limsupP (ng > 'cvl,a) =
T

with ¢|_q the 1 — o quantile of the weighted sum of N xz(l) random variables with being the
positive eigenvalues of the matrix 52 (QR)’IE%I with S a consistent estimator of the long-run
variance matrix of the sample pricing errors er g(0g) (for example, one may simple choose
§= ]TZthl eg-,t-,R(gG)eg,t,R(gG)/veg-,t-,R(eg) =1y —RiG;6y).

Proof: This is a direct result from Corollary 2.4.2.
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2.4.3 Simulation exercise and empirical application

Similar to section 2.3.2, we again evaluate the empirical rejection rates of our HJS specifica-
tion test via simulation exercises.

We calibrate to the data set used in Anatolyev and Mikusheva (2018): the monthly returns on
100 Fama-French portfolios sorted by size and book-to-market and three Fama-French factors
(g:). From the portfolio returns we obtain the first four principal components (PC), and we
regard the first three PCs as priced latent common factors, f;, and the fourth one as the omitted
factor, z;. With normalization (f,z) (f,z) /T = I4, we set the variance of these factors to be 1.
We regress demeaned returns on f;, z; for their risk exposures, and calculate the sample mean
Ugy and the sample variance Vg, of the risk exposures. We compute the sample variance oIy
of the residuals after regressing returns on f;,z;. To maintain the relation between observed
factors g, and PCs f;, we regress f; on the three Fama French factors to obtain the slope dg and
residual covariance matrix V,, and d, captures the quality of the proxy factors.

We then simulate our data in the following way. In the first step we simulate observed
factors from NID(0,15) and latent factors f; are generated by Adgg; + v, with v; simulated as i.i.d
N (0,(I—A)dgdy(I—A)+V,). Ais a diagonal matrix which we use to adjust the strengths of
our (proxy) factors, and we set A = diag(l»,d) in our simulations with d, tuning the strength of
the simulated factors. As for the corresponding risk exposures, we use (B;,%)’ ~ NID(ug,, Vgy).
Then in the end, we generate 7, = ty + B.d + BA + Bf; + vz +er, e, ~ NID(0,621y), where we
match A to the estimated risk premia resulting from the data. 3, is a vector which is orthogonal
to 1y, and ||, || = 1. Similar to the previous simulation setting in Figure 2.3.2 we use d to
tune the model misspecification level and d = 0 when we simulate size curves.

In our simulations, we fix N = 100. For the HIN specification test we use all the simulate
100 asset gross returns to form the base portfolios and the first 25 to form the testing portfolios,
and we use the testing portfolios for the conventional HJ specification test.

Figure 2.4.1 compares the size curves of the HJ specification test and of the HIN specification
test. It shows that the HJ specification test is highly size distorted even when d, is large (left
hand side panel of Figure 2.4.1) and the size distortion increases when proxy factors become
weaker (smaller dy), while the HIN specification test roughly remains size correct. Even with
relatively large number of time periods, the conventional HJ specification test still over-reject.
Observations from Figure 2.4.1 also seem to imply that our HIN specification test tends to
under-reject in finite samples, and to show it performs well when the model is misspecified we
also simulate power curves in Figure 2.4.2.

Figure 2.4.2 shows power curves of the HJ specification test and the HJN specification test
respectively. The left hand side panel of Figure 2.4.2 uses dy = 0.5 to mimic one weak proxy
factor, while all proxy factors in the right hand side panel are strong with a larger value of d,.
Figure 2.4.2 shows that the HIN specification test has proper power performance regardless of

the presence of weak (proxy) factors, and rejection frequency increases faster when the proxy
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Figure 2.4.1: Size against strength of the factor (dy): rejection frequency of the HJ specification
test (red) and rejection frequency of the HIN specification test (black). Left-hand side panel:
T=300; right-hand side panel: T=1000

factor is stronger.

2.5 Empirical application

We apply our proposed test procedures on the data set of monthly returns on 100 Fama-
French portfolios sorted by size and book-to-market, the three Fama-French factors and the
momentum factor*.

An intuitive measure for the factor structure in asset returns is total variation of the asset
returns explained by the principal components® (Kleibergen and Zhan (2015)). We construct the
spectral decomposition of the sample covariance matrix of the 100 portfolio returns, and denote
A1 > Ay > -+ the characteristic roots (or eigenvalues of the PCs of asset returns) in descending
order. We use the characteristic roots ratios (CRRs) A;/ (Z j lj) ,i=1,2,3,4, which represent

the total variation of the portfolio returns explained by the first four PCs respectively, to check

4 Data are from https://mba.tuck.dartmouth.edu/pages/faculty/ken.french/data_library.html.
5 This corresponds with the nuclear norm of the demeaned asset returns
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of the HJ specification test (red) and rejection frequency of the HJS specification test (black).
Left-hand side panel: with one weak proxy factor dy = 0.5; Right-hand side panel: with strong
factors dg = V/10.

the factor structure of portfolio returns (see Figures 2.5.1 and 2.5.3).

Figures 2.5.1 and 2.5.3 also report the p-values of specification tests (HJ and HIN) with
respect to a three-FF-factor model and a four-factor (adding the momentum) model from 1963-
09 to 2019-08 using rolling windows of 240 and 120 months respectively®. For the HIN
specification test we use all the 100 asset returns to form the base portfolios and the first 25 to
form the testing portfolios, and we use the testing portfolios for the conventional HJ specification
test. They also report measures for the presence of a factor structure in the asset returns:
the fraction of the total variation of the portfolio returns that is explained by their principal
components.

Figures 2.5.1 shows that when comparing nested models, the HJ test can produce counter-
intuitive results by rejecting a four-factor model but not the reduced three-factor model (see
points near the coordinate *2015-01°). This is an unfortunate outcome since the four-factor

model apparently embeds the three-factor model and if the four-factor model is rejected we

6 We first choose the window size of 240 months in Figure 2.5.1, because our simulations suggest sample size
around 300 seems to be enough for carrying out our tests properly.
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would expect the three-factor model to be rejected as well. We attribute this strange behavior to
the momentum factor having only weak correlation with the returns and thus inducing a larger
rejection rate of the HJ test, while our HIN specification test does not have such problem.

The HIN specification test also captures changes in the factor structure of asset returns in a
more sensible way compared with the HJ test. As shown in Figure 2.5.1, when CRRs vary in
different time periods (e.g., the total variation of the portfolio returns is mostly explained by the
first PC for points near the coordinate *2000-01" while the other PCs only account for a much
lower percentage of the variation), the HIN specification tests reflect the changes in the factor
structure of asset returns with variations in p-values of tests of a four-factor model, while the HJ
specification tests reject both three-factor and four-factor models for most time periods and is
not informative for the factor structure of asset returns.

Both of the HJ and the HIN tests in Figure 2.5.1 seem to have larger p values near the
coordinate *2015-01" while the patterns of characteristic roots ((a) and (b)) seem to be rather
stable. This is because a 240-month window size is a bit too long, and some changes in the
factor structure might be averaged out and thus not detected by CRRs. We choose a smaller
rolling window size (120 months) in Figure 2.5.3, and it shows the change in the factor structure
(Figure 2.5.3.(a)) after the coordinate 2010-01°. Similar to what we observe in Figure 2.5.1,
Figure 2.5.3 also shows our HIN specification test respond to the factor structure in the asset
returns in a more informative way, while the HJ tests only report small p values for most time

periods for both three- and four-factor models.
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Figure 2.5.1: The time series of estimates from 1963-09 to 2019-08 with rolling windows of size T = 240 (20 years) and the number of increments between successive
rolling windows being 12 (1 year) (x-axis is labeled with the ending period of each rolling window, for example, the first rolling window uses data from 1963-09 to 1983-08, so
x-axis should label the first point with *1983-08’). (a) The fraction of the total variation of the portfolio returns that is explained by their four largest principal components
respectively (CRRs) (A;/( w\l Aj),i=1,---,4); (b) The fraction of the total variation of the portfolio returns that is explained by the sum of the four largest principal components
OUwH_ Ai/ Cuwl A;)); (c) p-values of the HJ specification test of the three-FF-factor model (blue), p-values of the HJ specification test of the four-factor (three FF and momentum
factors) model (red);(d) p-values of the HIN specification test of the three-FF-factor model (blue), p-values of the HIN specification test of the four-factor model (red).
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Figure 2.5.3: The time series of estimates from 1963-09 to 2019-08 with rolling windows of size T = 240 (20 years) and the number of increments between successive rolling
windows being 12 (1 year) (x-axis is labeled with the ending period of each rolling window). (a) The fraction of the total variation of the portfolio returns that is explained by their
four largest principal components respectively (CRRs) (4;/( wn_ Aj),i=1,---,4); (b) The fraction of the total variation of the portfolio returns that is explained by the sum of the
four largest principal components AMM.H_ Ai/( w\u 14j)); (c) p-values of the HJ specification test of the three-FF-factor model (blue), p-values of the HJ specification test of the
four-factor (three FF and momentum factors) model (red);(d) p-values of the HIN specification test of the three-FF-factor model (blue), p-values of the HIN specification test of
the four-factor model (red).
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We observe in Figures 2.5.1 and 2.5.3 that the HIN specification tests in some rolling win-
dows do not reject a four-factor model. To further study this observation, Table 2.5.1 reports
results based on the data from 1977-08 to 2019-08. We see in Table 2.5.1 that both the HJ
and HJN specification tests reject the three-factor model, and while the HJ specification test
rejects the four-factor model, the HIN specification test does not reject it. Our HJS specification
test seems to be a bit conservative and does not reject both models in this application. The
estimates for the four-factor model using our proposed approach indicate a larger change in
values corresponding to the momentum factor, and this might result from the momentum factor
being weak. Our specification tests support a four-factor model for Fama French portfolios, and
observations show that the momentum factor might only serve as a weak proxy factor which can
explain the difference between the HJ and the HJN specification test results and the differences

in estimated parameter values.

HJ(p-val) HIN(p-val) HJS(rejected)

n=25
Three factor 0.000 0.000 No
Four factor 0.000 0.0694 No

Table 2.5.1: Tests of specification using monthly returns on 100 portfolios sorted by size and
book-to-market and the three Fama-French factors and the momentum factor from 1977-08 to
2019-08

2.6 Conclusions

We show that the HIJ statistic is not a valid model selection tool and model specification test
statistic when weak (proxy) factors are present. We propose two novel approaches that provide
size-correct model specification tests, alongside with which we also propose novel weak (proxy)
factors robust risk premia estimators. Our empirical application supports a four factor structure

for Fama French portfolios despite that the momentum factor is a weak proxy factor.
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Appendix 2.A  Additional figures and tables

This section provides additional figures and tables. Mainly, we provide more results for our empirical
application in Section 2.5, and further illustrate how the conventional tests may fail in some empirically relevant
settings.

Figure 2.A.1 illustrates the density function of the HJS statistic under same settings as in Figure 2.2.1. We use
our previous simulation experiment calibrated to data from Lettau and Ludvigson (20015) to illustrate properties
of the HJS statistic. The black dotted curve in Figure 2.A.1 suggests the value of the HJS statistic could be small
when the model is not correctly specified. These smaller values are due to much smaller confidence sets C'S, when
model is not correctly specified. Therefore, using the HJS statistic as a model selection tool may not be a good idea
even though it provides size correct specification test.

Figures 2.A.2 and 2.A.3 follow the same settings as in Figures 2.5.1 and 2.5.3, and they provide additional
results by adding the p-values of the rank test (Kleibergen and Paap (2006)) of g¢ (the rank of g¢ reflects the
identification strength of the model, e.g., Kleibergen and Zhan (2020), Kleibergen, Kong and Zhan (2020), as it
shows whether the sample pricing errors vary enough as a function of 8), and the p-values of the J specification
test.

Figures 2.A.2 and 2.A.3 show that the J specification tests tend to give larger p-values, and thus it is less
informative. When we use 10-year window size (Figure 2.A.3) instead of the 20-year window size (Figure 2.A.2),
the p-values of the rank test increase and the lack of identification strength also increases the p-values of the J test.
For points near the coordinate *1990-01" in Figure 2.A.3, the rank test can not reject that the g is of reduced rank
(lack of identification strength), and the corresponding 7-test p-values increase while the HJ tests tend to have
larger p-values for testing the reduced three-factor model than the four-factor model. In short, in the presence of
weak (proxy) factors, both well-know test statistics can not provide satisfying inference results.

Tables 2.A.2 and 2.A.1 follow the same settings as in Table 2.5.1 and reports additional results: tests with
different value of n and parameter estimates. If n is getting too large, the HIN test also suffers from finite sample
issues and tends to have smaller p-values, as its validity requires n/N — 0. We leave the construction of a

high-dimensional robust test statistic for further study.

HJ(p-val) HIN(p-val) HIJS(rejected)

n=30
Three factor 0.000 0.000 No
Four factor 0.000 0.054 No
n=35
Three factor 0.000 0.000 No
Four factor 0.000 0.027 No
n=40
Three factor 0.000 0.000 No
Four factor 0.000 0.026 No

Table 2.A.1: Tests of specification using monthly returns on 100 portfolios sorted by size and book-to-market
and the three Fama-French factors and the momentum factor from 1977-08 to 2019-08
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Market  SMB HML MOM

6 0.0480 -0.0013 -0.0127 —
0 0.3081 -0.1296 0.1370 —
A;  -52108 0.4037 -0.0347 -
A, -5.4740 0.3250 -0.2261 —

6 00472 00174 -0.0172 0.0240
6 0.1146 -04108 0.2233 -0.8945
ig -3.7893  0.6822 -0.3995 1.5882
ig -2.8368 09104 -0.6567 3.6223

Table 2.A.2: Estimates with Fama-French factors and the momentum factor using monthly returns on 100
portfolios sorted by size and book-to-market from 1977-08 to 2019-08

Figure 2.A.1: Densities of the HJS statistic: (1) black solid: three strong factors; (2) black dashed: two strong
factors; (3) black dotted: one strong factors; (4) blue solid: three weak proxy factors; (5) red solid: three strong
factors and one useless factor; (6) red dashed: two strong factors and one useless factor; (7) red dotted: one strong
factors and one useless factor; (8) red dash-dotted:one strong factors and two useless factors
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WJWCH@ 2.A.2: The time series of estimates from 1963-09 to 2019-08 with rolling windows of size T = 240 (20 years) and the number of increments between successive rolling windows being 12 (1 year) (x-axis is
labeled with the ending period of each rolling window, for example, the first rolling window uses data from 1963-09 to 1983-08, so x-axis should label the first point with *1983-08"). (a) The fraction of the total variation
of the portfolio returns that is explained by their four largest principal components respectively (CRRs) (4;/( QH_ Aj),i=1,---,4); the black curve is the fraction of the total variation of the portfolio returns that is
explained by the sum of the four largest principal components (sum of the first four CRRs, Mwu_ Aif CUQH_ A;)); (b) p-values of the rank test (Kleibergen and Paap (2006)) of g¢ using the estimator g7 with G constructed
by the three FF factors (blue), and the four factors (three FF and momentum factors) (red) respectively; (c) p-values of the HJ specification test of the three-FF-factor model (blue), p-values of the HJ specification test of
the four-factor (three FF and momentum factors) model (red); (d) p-values of the 7 specification test of the three-FF-factor model (blue), p-values of the HIN specification test of the four-factor (three FF and momentum
factors) model (red); (e) p-values of the HIN specification test of the three-FF-factor model (blue), p-values of the HIN specification test of the four-factor (three FF and momentum factors) model (red).
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Appendix 2.B  Proofs related to sections 2.2 and 2.3

Appendices 2.B and 2.C use A;(A) to denote the jth largest eigenvalue of a given matrix A, Amin(A), Amax (A)
the minimum and the maximum eigenvalues. With A = (a;;), multiple matrix norms are denoted as ||A|| =

VAmax (A'A), [|A]l} = max; ¥ |aij |, [|All.. = max; ¥ |aij |, |All p = /tr(A’A), [|A]| oy = maxi,j|aij]-

Assumption 2.B.1. The following asymptotic distributions hold jointly: (Ee1,Ege1.bv6.7,6:67,6cGT,) —a
(§g7 '};V: 'J-vay ézG: geG)’ where ég,T = # (Ztrzl 8t — Iig) s égg,T = \%T ):;TZI §t§;7 va.T = \#ZL] VtG:7§zG.T = #ZL] ZIG;7
Eer = # Y. eG,, and &, vec(&vG),vec(Eg), vec(Eog) are zero-mean normal random vectors, &y is a Gaus-

sian random matrix.

Assumption 2.B.1 is a central limit theorem for the different components in equation (2.4) interacted with a
constant and the proxy factors. Some of the statements such as &, 7 —4 &, would hold if proxy factors are stationary
with finite fourth moments and satisfy some strong mixing conditions (see e.g. Peligrad, Utev et al. (2006)). We
specify a relatively strong assumption here instead of dealing with heavy technical details, but our results can be

extended to general cases.

Proof of Lemma 2.2.1. Assumption 2.2.1 implies r; = ¢+ Bgg; + Bg (§ — 1) + Bvi + 1, then
-1

T T -1
Z(C"'ﬁggt""ﬁg (g_ﬂg)""ﬁ"t"'”t)G; (ZTGtG;> .

1

T T
B, =Y rG; (): G,G;>
i=1 t=1

1 1 ~ 1 ~
=(c,Be) + NG (Bg&e.r,0)+ NG (B,7)é610g + ﬁéeG.TQG
The conclusion is then a direct result from Assumption 2.B.1.
|
Proof of Theorem 2.2.2. Assumption 2.2.1 and 2.B.1 imply that
0,=0,+0,(1/VT), (2.16)
v = B;056G. (2.17)
Rewrite ngz as
~ ' ~
ﬁ(lN—BgQgec> Wﬁ(lN—BgQgeg), (2.18)
where
W= "~ Q;1B\gQB,J,T(QBK.TZ;\;Q\IIB\gQBy.T)ilQBK.TB\;Q\;I)y
QBg.T = diag (IH'KgJ s \/le(g_2> .
Lemma 2.2.1 and equation (2.17) imply that
\/T(l]v —§che(;) —d IPPBgA (2.19)
Lemma 2.2.1 and Assumption 2.2.3 imply the following equation holds jointly with equation (2.19)
ByOp, 1 —a M, + <0 : w,}&2> . (2.20)
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Plug equations (2.16)(2.19)(2.20) in equation (2.18), then we would derive the conclusion.
O

Lemma 2.B.1. Suppose Assumption 2.B.1 and 2.2.1-2.2.3 hold, let N, T increase and then the restrictions on e;
1 1
from Assumption 2.2.2 (i)(ii)(iii) also hold for &; with &; = Q, > e, with Q, > = AA~TA’ such that 0, = AAA" with
1

A'A = Iy and we assume Q, ? is a row diagonally-dominant matrix’.

Proof of Lemma 2.B.1.

et =1,---,T are i.i.d. mean zero random vectors with finite fourth moments by construction. Next we show
sup; E€% is bounded. Assumption 2.2.1 implies Q, = c'c+ BV B’ + WY + Q. and thus we have the following
results by eigenvalue inequalities (see e.g. 7.3.P16 of Horn, Horn and Johnson (2013)):

Aonax (Qr) = Amax (/¢ + BV + VY + Q) < Amax ('c+ BV + V.Y ) + L, 221
Amin (Qr) = Amin (Clc+ ﬁvfﬁ/ + sz}/ + Qe) > Amin (c,c+ ﬁvfﬁ/ + sz’}/) +1=1 (2.22)

_1 _1
Then by the assumption that Q, ? is a row diagonally-dominant matrix we know any row sums of Q, > would be

upper bounded by 2072 and thus sup,-Eeft < L implies that sup; Eéﬁ is bounded. Therefore, Assumption 2.2.2 (i)
holds.

The term ¢'c+ BV B’ +-yV.Y in Q; is a positive semi-definite matrix and we can rewrite that term as Ag, Ag,Af,
such that Ag, is a diagonal matrix containing all positive eigenvalues of ¢'c+ BVB' + Y.y and Ay, are the
corresponding eigenvectors. Therefore, Q, = AQrAQrA/Q, + Q. and thus

-1
Q;l = Q;l _ Q;lAQr (Aérl +A'QI_Q;1AQ’_> A’Qrgtjl, (2.23)

which then implies that

1/2

ir (]EQ; e,e;Q;1/2> /N =tr (QEQ;I) /N=1 —tr((A(:)r] +A’QVQ;1AQV)*') /N.

From the fact that the eigenvalues of Ag, explode by Assumption 2.2.3 and the eigenvalues of Q. are bounded by
—1

Assumption 2.2.2 , Courant-Fischer minimax principle implies tr <(Aé,l +AIQ,Q;1 AQ:-) ) /N — 0. Furthermore,

Assumption 2.2.2 and 2.2.3 imply that liminfy 7 Apin (Q:I/z) and limsupy 7 Amin (Q;]ﬂ) are bounded, and thus

we also have

0 < 1 < liminf Apin (Q;‘/ZQEQ;I/Z) < 1im Sup Amax (Q,TI/ZQE) 0, <L <o
N,T N.T

Therefore, Assumption 2.2.2 (ii) holds for ¢;. As for Assumption 2.2.2 (iii), inequalities for the trace of matrix
product (e.g. Fang, Loparo and Feng (1994)) suggest

Amin (Q;l) r (ete;) — Amax (Q;l) r (IE (ete;))
<ir (0" (ere) —E (ere}))) < Amax (Q; 1) 1r(eref) = Amin (1) 17 (E (ese]))

4

which implies that E ’ \LFN ):ﬁvzl (exeis — Eeyeys)| < L < oo given all eigenvalues of Q;"' are bounded.

O

_1
7 In the proof of this lemma we need that Q, 2 has bounded absolute row sum. This is not a wild assumption if
we consider the Gershgoring-type eigenvalue inclusion theorem and all eigenvalues of Q;l/ ? are bounded.
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Theorem 2.B.2 illustrates how the weak (proxy) factors can affect the asymptotic properties of the estimator
éa. This theorem resembles Theorem one from Anatolyev and Mikusheva (2018), and indeed we observe that the
asymptotic behavior of the estimator §G is similar to the one of the two-pass FM risk premia analyzed in Anatolyev
and Mikusheva (2018).

Theorem 2.B.2.
Case (1): Suppose Assumption 2.B.1 and 2.2.1-2.2.3 hold, N is fixed and T increases to infinity:

VT05!1 (06 (8 — 66) — bias. — biasy ) = 0,(1),
where
. 75123\ 5 513 A
bias. =~ (B,0;'Be) B0, BeeQcbs.
~ ~ g~ ~ I~ N o~
bias, = — (B;Q;lBg) (Bg +Bg,,,,) 07" Bym0cbs,

5o L

Bg.e = 7‘:eG,TQ\El; gg,m \/T

JT (B,7) ész,Téal; Op,,r = diag <1|+Kg_, } \/ﬂkg_2> ,

and

\/Tbiase‘l s

bias,»

ﬁQf;;,Tbiasm = <\/Tbiasm,1) —q W ((1161(3) +EQ33> n’QZ'nEQGGG,

biasy,»

e () ) o o) i) )

Case (2): Suppose Assumption 2.B.1 and 2.2.1-2.2.3 hold, let N, T increases to infinity N/T — ¢ and Q, is a known
row diagonally-dominant matrix such that 7' Q;'n /N — D:

VTQp! rbias, = ( ) —a W05,¢'0;'¢0: 60,

-1

VNT Q5! (06 (86— 8c.r) — bias. — bias,) = 0,(1),
where
b =06+ Q' (£,0,'8,) B0, (46 (05"~ 05") - = (Bi&er.0) ) Gt
ﬁQEgleQG (8. — 66) = O,(1),
VT Q! pbias, = (\ﬁ biase,i

bias,

\/?QE;,Tbiasm = (ﬁbi(lst) —a W <<Il BK3> + EQBg) 5EQGGG-,

biasy >

, -1
()l ) ) )

Proof of Theorem 2.B.2. Case (1): After simple algebra, we can express the term QG (§G - 9) — bias, — bias,, in

) —4 W0p, 20660,
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the following way

QG (6(, — 9) — bias, — bias,, = (ﬁ;@;'ﬁg) - {l?;,@;l (‘]G (Q -0 ) - L (ﬁg&g T ))

T
1 =\ aa 1 ~ o-
- ﬁ (ﬁg&gﬁTvo) +Bgz Qr Bg.m - Bg + ﬁ (ﬁggg,Tvo) +Bg,m (2~24)
From the proofs of Lemma 2.2.1 and Theorem 2.2.2 we have
-~ 1 -~ ~
By =B+ Wi (Bg&e,r,0) + By + Bge, (2.25)
BoOn,r = (¢ 0,0V Tm,) + (o +—ndr ) Qar. 2.26)
0 0
~ . —1 ~ _ ~ ~ T~ ~
where & =\/TBg = <deﬁg) 0 5sz.TQ517 er=+TBy, = éeG,Tle br—a&er —qe, QBg.T/\/T%
0 I,

Op, = diag (OHKg_l ,IKg_2> and E,Eare Gaussian random matrices. Equation (2.26) implies that

- I _
ByOp, 7 —a 1 << 'BKg> + 5ng) +20s,. 2.27)

With the above intermediate results, we prove our statement for the term bias, and the rests follow the same steps.
Assumption 2.B.1 implies that the above asymptotic results hold jointly and thus if we plug these into the equation

below we would derive the asymptotic distribution of the term bias,
~ ~ ~ -1 < ~ ~ ~
VT Q! rbias. = — ((BgQBg‘r)’Q:‘ (BgQBg,r)) (BgeQs,7)'Q; ' (VTBye) Q6. (2.28)
Case (2): Next we discuss the case where N,T both grows to infinity. We first show the following two results:

(2.1) T Q;'er /N =, ., (2.29)
(2.2) VT&.0,'n/N —,0. (2.30)

To prove statement (2.1), let e; = Q, e, and p(s,t) = \F):l | €, €is. By construction, Ep?(s,t) = 7tr(Q;Qg) <
(Q) with Qz = Ee;¢, and thus Lemma 2.B.1 implies that Ep?(s,t) is bounded. Assumption 2.2.1 (finite fourth
moments of proxy factors), Assumption 2.2.2 (i) and the bounded IEpz(sJ) deliver the following inequality

1 N T T 2
El— GimGen€yeig
T\/N; tzzlé tmYsnCiCis

(£ ) (7 (£ Lo

1 T
=E (TZ (ZZ G2 G2 +Gtmevath)pz(svt)>> < L’ (231)

t=1s#t

2’2

‘max

which with Chebyshev’s inequality gives

L
T

lMZ
HM\!

T
Z G,iéi,a-s) =0p(1). (2.32)
15t

41



Finally we arrive at (2.1):
~ N> N1 1 & S~ A1 $
TerQer/N=0," | o= Y GiéeG, | 0;' +0,(1/VN) =E.+0,(1/VN), (2.33)
t=1

where the first equality is due to equation (2.32) and the last equality is guaranteed by Lemma 2.B.1.

Next, we prove the statement (2.2). We first look at the second moment

2 /
L& | Ryt
E <E<tr <\/th‘iG,eth TI/\/N) <\/th;GterQr TI/\/N> )

1 T
’\/T ZGteﬁQIIU/W
=1

= izr (B (Gao: nn'e; PaGl) N) < Lir (0:0; i 0; 2 IN) < Lamus (92) [0 2 (B /).
=

where the first inequality is because factors g; have finite fourth moments. The proof of Lemma 2.B.1 shows that
2
Amax (Qz) and HQ;I/ZHI are bounded, Assumption 2.2.3 implies that |1 H% /N is bounded. Therefore, we know

2

T
Y G0, 'n/VN|| | <L<, (2.34)
=1

1
Elll—
’ VT
and thus (2.2) holds since \/T&,Q;'n /N = ﬁQ;l (\# Yo, G,e;Qr’ln/\/ﬁ) =0,(1/V/N). Inthe end, n'Q; ' /N —
D and the result (2.2) imply the following term is of order 0,(1) when N/T — ¢,

TJ;QB&T {— (% (BeSer,0) +

o' (ﬁgég.TvO)‘F%éT) Q:I\%TET} =0,(1).

e (o
O

Assumption 2.B.2. Let ez ,(6g) = v — 1:G,0c, and the restrictions on e, from Assumption 2.2.2 (i)(ii)(iii) also
hold for eg((6g).

Proof of Corollary 2.2.2.
Theorem 2.2.2 suggest for given N, T6g2 —qgdiny withd) y = lT/,’,gM '

. ) Vs, ¥, ~ N(0,Sg,)
0?2 (UBg*(O:‘Vﬁgyz))

and Sg, = plimSg, 7,Sp, 1 = % Z,T:1 €0.1(06)eg,(0)". From the construction of the ¢} 4, we know it is drawn from
the distribution of the dyy = W4M | _ s with ys ~N(0,5),S = plimS,S= L Y7 e,,(06)eq:(66)e4r =
0 ? <nsg+(01w;3g2))
y—rG, 8c and s independent from ¥, - The proof of Theorem 2.B.2 suggest that I[N/l/;gP ] ) Vg, =

02 N5, +(01, )

O,(1) for any given N, and the same for the term ygP |

ys. Now we look at the difference
0,2 (ntJr(O:Wﬁg:z))

42



SB,,r —ST-
S = X (1w 161 (B 6+ 06) ) (161 (86 00+ )
St + 1 X (61 (30 06)) (467 (8- o))
- %;; (rrGi (§G - 96)) Cor— %éeg., (rzGi (§c - Gc)),. (2.35)

Assumption 2.B.2 and proofs of Theorem 2.B.2 then suggest the last two terms be negligibl? in large samples, and
thus for fixed N when 7 is large Sy ~ Sp, 7 + + X7, <r,G; (50 - ec)> (rtG; (50 - ec)> . This then lead to the
conclusion.

|
Proof of Lemma 2.3.1. Assumption 2.B.2 implies that for 65, AR(6) —4 x*(N) which then implies the result.

|
Proof of Theorem 2.3.2. Notice if 6 € CS,.o, then ng < Teg,T(Gg)’Qr’leg,T(Og) and ¢|_g, (0) < ¢]_y- As-
sumption 2.B.2 implies in large samples

liminf P (Teg7(86)' Oy 'eq1(86) < c1-ay(66)) = 1 — 0.

The Lemma 2.3.1 and (1 —a;)(1 — o) = 1 — ¢ lead to conclusion.
O
Proof of Theorem 2.3.3. We first provide the proof related with the 7 statistic, which essentially results from the
proof of Theorem 2 in Gospodinov, Kan and Robotti (2017).
Denote W = TL’E;,PI (PIZP,) " PIB,L, where P; is an N x (N — 1) orthogonal matrix whose columns are
orthogonal to 1y such that P{P; = Iy_1,P1P — 1" = My,; L is an lower triangular matrix such that O = LL' and £
is the covariance matrix. Define Z = (P/{ZP;)~"/2P/B,L and M = (P/ZP;)~'/2P|B,L, and then

VTvee(Z—M) =4 N(O,Iiy_1)k)-
From the assumption on H, we know there exists K X k and K x K —k matrices C;,C, where (C1,C3) isa K X K

orthogonal matrix and M; = MC;, M, = MC; are of orders O(1/+/T),0(1) respectively. Let /TM; — [i, then in
case (1) [l = 0 and in case (2) [ is bounded. Let Z = (Z),Z,) = (ZCy,ZC,) we would have

JF vec (ZZ ) LN ((vec()(ﬁ)) 7 I(NI)K) .

vec (Zz — M2

The proof of theorem 2 in Gospodinov, Kan and Robotti (2017) shows that: (i) the asymptotic distribution of the J

statistic is the same as the one of the largest eigenvalue, wy, of W1 with
s s
W =TZM; 7, (2.36)
and thus (ii) in case (1) where H is of reduced rank and fi = 0, w —g Wk (N—K—14k,1I) and
P(wi <a) <P(xe<a), X~ Ay i

In case (2), where [i # 0, W follows a non-central Wishart distribution Wi (N — K — 1 +k, I, it) with yt =
u'm 1\712/]7 |||l € L < o asymptotically, which then implies the inconsistency of the 7 test. The consistency of the
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HIS test is obvious since ||1N — qg%“ >a > 0,05 € O implies that HlN —q5T65H = 0,,(ﬁ),V65 € 0.

O

Example 2.B.1. We use an specific example, where we suppose Assumptions 2.2.1, - 2.2.3 hold with Qz = E(G,G)),
K > Kg» > 1, to show that over the supreme, TS“Peecsna] 0,,7(0), is not properly bounded by c;_, in the sense
that there would be o > 0 such that

liminfP | (7 sup &,7(0) | >c] o | > a.
r 0€CSyq

We prove this by discussing elements in the confidence set. We group 0s in CS,.q, into two classes: (1) Os with entries
corresponding to strong proxy factors deviating from their true values; (2) 0s with entries corresponding to weak
proxy factors deviating from their true values. Notice for any 0s belong to class (1), T 8, 7(0) is of order O,(T),
while for 8s belong to class (2) we have T8, 7(8) = T8, 7(86) + 0,(1), and S(8) = S (6g) + 0, (1/VT).

Now we only need to show that the confidence set in the presence of weak proxy factors contains some 0s in
class-(2) with positive probability 0 > 1 > 0 in large samples, which then leads to the conclusion. The proof of
Theorem 1 in Gospodinov, Kan and Robotti (2017) implies that

(S ()" (w —46.10))’ 1
. 057(6) Ty +0,( 77

J(0)=CD(0)+T )

where CD(0) = T0'qq 1P ((9/®Pf)‘7 (VTvee(qer)) (8 ®Pl)) P{qGr0. Notice infgCD(0) is a rank test
(Kleibergen and Paap (2006)), and in the presence of weak factors CD (6 + (Okx1, 1)) converges to a non-central

chi-square distribution which would then implies our claim.
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Appendix 2.C Consistency of the 6 estimator

Proofs related to section 2.4 relies heavily on the properties of our four-pass estimator, and thus we first discuss
our four-pass estimator before we provide proofs. This section contains the following results: (1) the number of
the strong factors can be estimated consistently; (2) the common component can be estimated consistently when
V/N/T — 0; (3) finally, we show that our proposed estimator consistently estimates 6 even in the presence of weak

identification issues and we also derive its asymptotic distribution.

Assumption 2.C.1. [|(B;Y)il| = [|epyil| < L. Qpiy) = lim (Bs7)'(Bs7)/N with Qp.y) @ Kz x K positive definite
matrix with 0 < [ < Zkg (Q(ﬁly)) <M (Q(B:Y)) < L < oo, (Assumption 2.2.3 implies this assumption via the

Ostrowski theorem and some extra mild assumptions on Q,.) such that
—1
HN cbycm— QﬁyH =0p(1).

Assumption 2.C.2. Let y(1,t') =E (N -1 Zf-\; L e,-,e,v,r), there exists a positive constant L such that

T T
MT'Y Y I < Lymax |w (1) <L,

t=11=1

T T N N 2
(2) T’ZZ Z E (Z eiey — B (Z e[leit’>>
i=1 i=1

Il

3
M-
1=

2
N
E Ze[,e,-,/ —NZYN(I,Z‘/)Z <LN.
=17=1 i=1
Assumption 2.C.2 is implied by Assumption 2.2.2.

4
Assumption 2.C.3. E ‘ X (eneis —Beqeis)| <L <o

Assumption 2.C.4. This is implied by Assumptions 2.2.1 and 2.2.2 (Weak dependence between proxy factors and
Idiosyncratic Errors from Bai and Ng (2002))

1N 1 I 2

(l) NFZ] ﬁt;g,e,, < L’

. 1 K T 2

(i) E X, & —Tr;g,ulz,r <L
1& 1 Z 2

(iii) E N,; —T;ume,., <L

T N 2
E(Y Y cgyijei | <LNT. (2.37)

Assumption 2.C.6.

-1/
HT Utz = Lz ||y =

with ¥, a positive definite matrix.
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Assumption 2.C.7.
4
SupE |y, || < L.
t

This is identical to one imposed on factors (Assumption A) in Bai and Ng (2002) and Anatolyev and Mikusheva
(2018) impose a slightly stronger assumption.

Assumption 2.C.8.
T
DY (sl <L,
t
N
2)Y |t ) <L,
i=1

with Beyej = 7 (i, j), | % (i, 7)| < [t(i, 7).

Assumption 2.C.9.

(i)
2
<L

Z Z Uyzs (eiseir — E(eisei))

s=1n=

(ii) For each t, as N — oo

1 N
ﬁ ; CBy,i€ti —*d N(O, H,),
with T, = lim vy el CpyiChy jBeiiej. And forall j=1,--- N,

1

\/t Cﬁ%,- (erierj —Eegie j) = 0p(1).

M=
HMﬂ

(iii)
2

<M.
F

1

NT

1=
™=

/
Uyz1CRy i€it

li=1

Assumption 2.C.9 is identical to Assumption F in Bai (2003).

Step (1): the number of the strong factors can be estimated consistently

In this step we prove that we can estimate the number of the strong factors in the ug, consistently. Here we
only provide one way to estimate the number, the estimation approach is not unique. Bai and Ng (2002) propose
multiple consistent estimators for the number of strong factors with different penalty functions. Here we use the
one employed in Giglio and Xiu (2017). Under Assumption 2.2.1, we know

rn=c+ ﬁdggt +Ugyr, (2.38)
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with ug, = Bv; + vz, +e/,¢ = c+ Bdg (g — ). v; is assumed to be of a K, x 1 vector, but the dimension of z; is
unknown. We estimate the number K, of the omitted strong factors by

EVZ:argK min  (N7'TT'A (d@it)) + jo(N. T)) — 1, (2.39)

¢ <J<Kyzmax

where 71, is T x N matrix stacked with the residuals ity ;, K, max is an arbitrary upper bound for K, and ¢(N,T) is
a penalty function with the properties ¢ (N,T) — 0,¢(N,T)/(N “i4 T’%) — co. Now we show this estimator is
consistent.

Theorem 2.C.1. Suppose Assumptions 2.2.1, 2.C.1 - 2.C.6 hold, let N,T increase then

Ky —p K.

Z

Proof of Theorem 2.C.1. We basically follow the steps in Giglio and Xiu (2017) with small changes in the middle.
(1) We first prove the claim such that for 1 < j <K,

N (@it) = A ((Qpip) B (i) ) | = 0p(1), (2.40)
with Q) = lim (B37)'(B:7)/N.
For convenience, in this proof, denote cg, = (B;7),u; = (v;2).
(1.1) Notice
iy — Mty Clg Cpyttl, MG = Mgyl M+ Mgecpyit, Mg + Mgee' Mg,
with ity = Mgr. We show in the following steps that the three terms on the right is negligible when divided by NT'.
For the term Mgee' Mg, we have
|Mgee'Mg —nT,|| < ||e€’ —nTu| . +2||Pgee’|| - + || Poee' P | - (2.41)

Assumption 2.C.2.(1) implies that

Elle|z =EY ) ¢i <LNT, (2.42)

i=lt=1

T T T T
ey =NT 2 w(t, )| <LNT™'. (2.43)
[ (1)

1t=1¢=1 t=11'=1

Ellel} =77E,

N
i=

Assumption 2.C.2.(2) implies that

5 T T N N 2
Elled —nl|, =Y Y E (Z eieiy —E <Ze,-,e,~,r>> < LNT?. (2.44)
1 i=1 i=1

t=1¢=

Assumption 2.C.4 implies that

LI
E||Ge||}. = NTE — i 2.4
|G|, =NT N;:l \/T,Z:IG’e" < LNT, (2.45)

2
F
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|Ge]|, = 0p(v2T2);

(o, ng/)/eHF = 0,(N1T?),

A1 4 =1/ o 1.1
IGell < [|Gell o+ ]| (0.8 e, = 0pvETH),
and
1Pgelly <TGl || (G'G/T) | 1G] = 0p ).
Then the following holds

[Mgee'Mg —nTu|| <|lee’ —nTul . +2||Pgee’|| . + || Pgee P
=0,(N*T)+0,(NT*)+0,(N).

From assumption 2.C.4 (1) we would have

T T
E|Cuz =EY. Y Iw(.1)| < LT,

t=1¢=1

and
1 1
[Mgee'Mg||,. < ||Mgee'Mg —nT||, + [InLullz = Op(N2T) + O,(NT?).
For the term Mgun,.cy, €' Mg, we have

o], <

uvzcbye/HF + HPGM"ZCEV"’/HF + M,,Zc’ﬁye’PGHF + HPguvzckye’P@HF

<(2(Ky: + 1))

/ /
Uy Cpye |-

Assumption 2.C.5 implies that

N

Ke T 2
Sllepl -2 X E (Eeproe ) <om

i=1

— 1
el < KT || T~ e o = Op(T2),

1
Hclﬁye’ = O,(N2T),

u‘,zc;;ye'H < ||uy;
and

o 1
HM@MVZcﬁye M@H <0,(NIT).

Therefore,

N7 Mj(ﬁg’;;;) - Aj(M(';usz;;yCﬁyu{szG” =op(1).
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(2.46)

2.47)

(2.48)

(2.49)

(2.50)

(2.51)

(2.52)

(2.53)

(2.54)

(2.55)

(2.56)



(1.2) To finish the proof of part (1) we only need to show that
(12.1) N7 lj(1‘4(';uvzc;syCﬁy”LzA/[G) - Tﬁllj(MG”sz,By”LzMé)‘ =o,(1),
. 1 1
(1.2.2) |77 (Mguy Qp ;- Mg) — A ((Q(p;y)) L) (Qpiy))? ) [ = op(1).
Equation (2.57) is a direct result of Assumption 2.C.1 and Weyl’s inequality such that
IN“IT12, (Mg Cycpytl ;M) — T 2 (Mguy:Qp iy Mg)|

<r-! HNfleycﬁyfgﬁ‘/H Mgy = op(1).

Equation (2.57) is a direct result of Assumption 2.C.6 and Weyl’s inequality such that

1T 24 (M 0yt Mg) = 33 ((Qpey) P Eue (Qipip) )|

1
<L||T™ "ttty — Toz|| = Op(T™2).

Therefore, for 1 < j <K, we have

1

g ~ 1 1
N (gid) — A <(Q(ﬁ;y)) X (Q(ﬂ;y))2> | =0p(1).
(2) We finish the proof of the consistency I?VZ by showing the following statement

li 'f]P(ﬁK. D<FE(),j=1,--, ):1.
im ot P (FKe+ 1) SFG)j= 1, N) = 1.

(2.57)
(2.58)

(2.59)

(2.60)

(2.61)

(2.62)

with F(j) = NTIT71) (ﬁgﬁ;) + jo(N,T). Notice a direct result from step (1) is that for 1 < j < K,,, we can
find I > 0 such that F(j) > [ +o0,(1), while for K,; +1 < j, F(j) = 0,(1). Then we only need to show that for

j> K.+ 1, F(j) > F(K,; + 1) with probability approaching to one. Notice for j > K,. +1,

A5 (@it,) < ||ee!|| = O,(TN"2 +T72N),

(2.63)

and this implies F(j) > F(K,. + 1) with probability approaching to one as (N%T%)(j — Ky, —1)¢(N,T) >

(N—% T‘%) (Aot (ﬁgﬁg) —A; (ﬁgﬁ;)) with probability approaching to one.

Step (2): the common component can be estimated consistently when /N /T — 0

Denote my7 = min{N,T'}.

Lemma 2.C.2. Suppose Assumptions 2.2.1 - 2.2.2, 2.C.1 - 2.C.6 hold, let N,T increase then

2
F— OP(1)7

15 ,
mNT? Z Huvz.l —-H Uyzt
1=1

with H = (becﬁ}'/N) (4}, tiy/T) Vir and Vg being the K. x K,,; diagonal matrix of A; (ﬁgﬁ;/NT) =1,

7KVZ~

Proof of Lemma 2.C.2. This proof resembles the proof of Theorem 1 in Bai and Ng (2002). Due to the normalization
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’Z}zizvz/T = [sz’ we know

AZV:OP(T)'

T
~ 12 ~
N2ty |7 = Z |2

t=1

From Assumptions 2.C.1, 2.C.6 and the above equation we know

e < ||y, litane /T ite/ 7] = 0

From equations (2.80) and (2.40), we know

~ ’
||uvz‘t —-H Uyz t

6
|12v < LZ“:‘%I’
i=1

with

r 2
a%,, =772 Z Uy sIN(5,1)

s=1

)

F
T 2
a%,t =772 Z ﬁvz,s ;ee,st B
s=1 F
2

ﬁvz,s gue,:t

N
W
Il
3
L3}
™=
oS

S}
£
[
|
)
01~

Uyzs Ceu,xr 5

i
5

1 2
2 ~ !
as, = ||—u, Pru.u
5.t HNT vzt G*g%gt )
1 2
2
et = || v wMo”g (g —ugy)
NT F

Next, we analyze each a2 term.

From equation (2.64) and Assumption 2.C.2 (i),

) (r

T T T [T 2\ ?
;a%t S < Z H“vL Y|F> Tﬁz; ; (z:l CEE.SLtgt’(’,Mf) = Op(T/N)7

M'ﬂ
1=

[yl

‘l%tﬁ ( ZHMH7 }’N(Svl)2> =0,(1).

1s

1
From equation (2.64) and Assumption 2.2.2,

1

and from equation (2.52)

Les (Z“W'/NH ) ( |um|F> (w 7

and similarly Y_ a3, < O,(T/N).
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2) = OP(T/N)-,

(2.64)

(2.65)

(2.66)

2.67)

(2.68)

(2.69)

(2.70)



From Assumption 2.2.2, we know

Isuell, <7161 | €6/7) ' 16l = 0p(), e

T
a%.t < <T1 Z [|2,
1 s=1

and thus

™=

Uyz,s

T
%) (Nil HPG”gHi) (NITI ; H”g,t”i) = 0p(1). (2.72)

From equations (2.40) and (2.63), we know

[Mgug|3 = 0,(NT), (2.73)

and from /T (ﬁ ﬁg> 0, (1) we know

¥ e < [VT (Bo-8)| Jerv], < 0,m. 74

Therefore,

1=

t=1 s=1

T T
dg, < (T] Y Il |§> (NilT?] HMG”g”JZF) (N] 21 (7. —”g«,/|12r> < 0p(1). (2.75)

Finally, all the above imply the result

~

|7 = 0,(1/N)+0,(1/T). (2.76)

1
T Z ||uvz.t *Hluvz.t

O

Given the discussion in the last subsection, it would be safe to assume that we know the value of K, namely the
number of the strong omitted factors are known. In this section, we show the asymptotic properties of the common
component estimator. Essentially, this section is a building block for the consistent 6, estimator as introduced in
the next section.

The method of principal components gives the following estimators

(Cpy»iy;) = arg min Z (gie — cgu,)z. 2.77)

Ciyliy S.t. ):,T:] l‘r“f/TZIKV; it

The estimator 7, is equal to the v/7 times eigenvector associated with the K, largest eigenvalues of the matrix
ugu and cg, = i, ity /T corresponds to the OLS estimator regressing i, over ii,z. Specially we are interested in
the common component estimator ¢ = uvz(cm,) , which would serve as a proxy for the common component in u, in

our proposed estimator.

Theorem 2.C.3. Suppose Assumptions 2.2.1 - 2.2.2, 2.C.1 - 2.C.6, 2.C.7, 2.C.9 hold, and /N /T — 0, then
T
VN (lhyey — H'ityzy) = *T‘ Z e sitly, ;) \F Zc y.icin +0p(1), (2.78)

and when liminf\/ITJ/T —1>0,

T (ﬁvz.t *H/uvz,t) = Op(l) (2.79)
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Proof of Theorem 2.C.3. We make use the equation t,; = 5z Mgl M(;ﬁvzvﬁrl» = ( 'bycBV/N> (Uit /T) Vi
and that fact that Vyr is the K,; X K,,; diagonal matrix of A; (ugu /NT) i=1,-- K,

ﬁvz.t - H,uvz,x
1 ~
NT VNT1 17 (M(-;ugug,, — Uy (%y%v) um,)
1 -
=NT VNT u,, (ugug,, — Uy, (‘%7057) Uyzy — Pgligiig +Mgitg (g, — ug‘,)>

Lo i / / ~
=7 VT i, ((uvzcﬁy-i-e) (Cﬁyum, +e,) — Uy, (CBVCBY) Uy — Pgugiig s +Mgug (g, — ug_,,))

(1 & 1 & 1 & 1 &
:VNTI T Z UyzsIN (S7t) + T Z Uyz,s Cce.st + T Z Uyzs Cue,st + T Z Uyz,s Ceu.st
s=1 s=1 s=1 s=1

_ 1 1 .
+Vyt ( NT M, Petgltg, + NT ity Mg (i, — ”gJ)) ) (2.80)
with
Ceest =€ier /N —W(s,1), (2.81)
Cue.st =ty 5Cper/N, (2.82)
Ceust =ty 1Cges/N. (2.83)
BY

Now we analyze the terms on the left hand of equation (2.80).
(1) Assumption 2.C.7 and Assumption 2.C.2 imply that
1 T
T Z u»'z.SYN(svt) = Op(l/T)' (2.84)
s=1

Lemma 2.C.2 and Assumption 2.C.2 imply that

Ll | | T 12 /4 1/2
T ~v7_s'_ vZ,$ )t <—7=| = ~vzs_ VZ,$ ; N :
7 |1 s ) s Fﬁ(TSZI'” |F> (;lms >>
=0,(1/(v/Tmyr)), (2.85)
and thus
1 X T
? ZMMAYN(S t ZMV”'}/N (s,1) Z $)W(s,1) < Op(1/(\/Tmyr)). (2.86)
(2) Assumption 2.C.9 implies that
1 T
?Z Uyz5Ceest = Op(1/V/NT). (2.87)

Assumption 2.2.2 implies that

2

T Z |Cee st| *?N T (eixeit - E(eiseit» = Op(l/(N))- (2.88)

\|M~1
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Lemma 2.C.2 and equation (2.88) imply that

1/2 T 1/2
2 2
) (50

T
Z MW s ;ee st

1 T
> ? Z Huvz,s — Uyzs ‘
s=1

=0,(1/(v/Nmyr)), (2.89)
and thus
1L 1z 1L
? Z Uyzs Cee,st :? Z Uyzs Cee,st + ? Z (uvz,s - uvz,s) Cee‘st < Op(l/( V NmNT))- (290)
s=1 s=1 s=1

(3) Assumption 2.C.9 implies that

1 & 1
? Z vz.sCucst = < Z uvﬂruw r) T ( Zcﬁy,ett> = Op(l/\/ﬁ), (291)

and

1L 1 & 2
7 X G =5 X (heschyen/N ) < lell /T ||tV /N = 0,1/, 2.92)
s=1 s=1

1/2
2)

Lemma 2.C.2 and equation (2.92) imply that

1/2
S : iHN Hz / ]i
Uyz, Uy
= Ts] VZ,s VZ,s T,

™=

(’Zfz.s - uvz,:) Cue.:r

T s=1
=0,(1/(v/Nmr)), (2.93)
and thus
1 T
T Z *z;Cue.st Z uvz,sgue st + = Z uv@ s Cue st — p(l/\/ﬁ) (294)

(4) Lemma 2.C.2 and Assumption 2.C.9 imply that

1

1 1 (1 N\ (1 Ul }
= X (e~ tzs) vepy/Nies | S | 2o Y s = weslf ) | X || ebemn/ V)l
T ; vZ,8 VZ.§ s ’y V. F \/N T ; vZ,§s vZ,§ F T ; s ’V F Vv F
=0,(1/y/Nmyr). (2.95)
Assumption 2.C.9 implies
1 1 i g 0p(—=) (2.96)
— | —= ) u, e Uy = —), .
VNT \ VNT &= 0By e = 2r e NT
and the above two (in)qualities show that
T 1 I 1 I
? Z Uyz,sCuest = Z (Uyzs — Unzs) e;cl;y/Nuw,, + T Z uvz,sechy/Nuvz’, < 0p(1/+/Nmyr). 2.97)
S—l s=1
(5) Similar to the derivation of equation (2.47), we have
|Gug| = Op(N3T2); || Gure| = 0p(T2), (2.98)
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which imply that

G
< (3 Emesett) S (Jorm@am |, ) (a1 ) oo,

t=1

=0,(1/v/Tmnr), (2.99)

and
1 I A (A A /
o7 G (66)! Glugd,
1 - 1 =~ e —1 1 -
<(Grlal ) 7 (@6 |,) (i Il ) s v,
=0,(1/T). (2.100)
Therefore,
L / e 'A A A YA [
ﬁuvaG*ugug‘, =NT (th; —u,,) G (G'G) ™ Gluguy, + ﬁu%G (G'G)™ Glugul,
<0,(1/+/Tmyr). (2.101)
(6)
1 _ 1 VTep, (g — gs) 1
NT ‘ “/vz“sz;;y(ug,z*Mg,z) e S\/ﬁ !u/vzul’l/THF - N . = Op(ﬁ), (2.102)
1 - 1 VT (s —tgs) 1
7 e e = el < 5 e/ VAT, ‘W = 0,(3), (2.103)
and thus

~ 1 1

1 1 N 1 —~
NT [l M| - Sﬁ Nl putg (g — g ) || + NT || Pgug (g.s — ug.)|| o = Op(ﬁ) +0p(?)‘ (2.104)

From the above discussion, when /N /T — 0, only the third term in equation (2.80) matters in the asymptotic

behavior and thus

1 & 1
VN (g —H'tyey) =Vt = Y (st ) —= Y cpyiei +0,(1). (2.105)
( Vot v ,r) NTTZ( vZ,s vw,s) \/Nz; By,i€it T Op

s=1

Furthermore, when liminf /N /T — T >0, we have

T (thyey — H'ttyey) = 0p(1). (2.106)

Theorem 2.C.4. Suppose Assumptions 2.2.1 - 2.2.2, 2.C.1 - 2.C.9 hold, and \/'T /N — 0

~ _ 1
\/T(cﬁy‘ifH 'cﬁy‘,-) :H’ﬁu/vze,-qLop(l).
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Proof of Theorem 2.C.4.

~ — ! T
CBy.i _?uvzug-,l

(1gi —ug,)

1 ~ ~ 1
=, ((tvH ™"+~ H ") cpyitei) — TIZ/Z

T vz
_ 1 1 JUR 1 .
=H lcm,‘l- + ?H/u/vzei + ?ﬁl (uvz — iy H 1) Cpyit T (ﬁ;z 7H/u(,z) e;i— T e (g — g i) - (2.107)

We show the last three terms are at most O,(1/myr).
(1) For the term % (i, — uy,H)' e;, equation (2.80) implies that

1 1 L& 1
T (T, — uneH) €; = Vi <T Z Z Uz sV (s, 1)eir + re

t=1s=1 t

M'ﬂ
=

1s=1 t=1s5=1

- 1 L&
Uyz,sCee se€it + 72 Z Z Uyzs Cue.sren)
. T T 1 . 1L
FVar (73 X Y e Geuseis — NT? Z i Pugig i + voms Y W Maug (g, — ugy) e
=1 t=1

=Var Y aj. (2.108)
There are six terms on the left hand side of the above equation, and we analyze each of aj, j=1,--- ,6 to determine
the order of% (thyy — uy.H) €.

Assumption 2.2.2 and Lemma 1(i) in Bai and Ng (2002) imply that

ﬁtz,s - H/uvz,s) W (57 t)eit

3=
=
™=

t=1s=1 F
1 1 T , 2 T T T ) % 1
Sﬁ (T ; Huvz,x —H'uy, ¢ |F> ( tZ“ZI Y (s,1) ? Ze-,) < 0,,( TmNT). (2.109)

Assumptions 2.2.2, 2.C.7 and Lemma 1(i) in Bai and Ng (2002) imply that

1 L E 1 L& 2 3 l 1
E|l=Y Z west(sen| <25 Y Y ( ) W5, (Ee})d = O(). 2.110)
=1s=1 F t=1s=1
Therefore,
1 L 1
= Z Z (v — H'thyrs) W (s, )i + = 72 Z ZH Uy YN (8,1)eir < Op(—=—). (2.111)
=1s=1 =1s=1 Tmyy
Assumption 2.2.2 implies that
lic 7Lli Li( i —E (eisei)) 70(L) (2.112)
Tt:] ece,st€it = \/NTtZI N & Cis€Ci €isCit eir = Up \/N . .

Equation (2.112) and Lemma 2.C.2 imply that

=

1

2

==
1M1=
RS

(ﬁvzﬁs - H/uvz,x) Ceesteit

1=
™=

t=1s=1

1
< (LY s a2 )
F_ TY:I VZ,§ VZ.8 F E T ee stCit

)- (2.113)
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Assumption 2.C.9 implies that

| T 1 I | I N
= u et =—— | = — iy s (eiseir — E (ejse; e;
T2 ;; uxCeen it \/— (T ; \/ﬁ;; vm( is€it ( is zt)) it
1
§0p(7ﬁNT)\, (2.114)
and thus
1 L& 1
a = ﬁ,;“:zl (uvz.s um s) gLe st€it T =5 T2 ,Z“Z]H Uz, vCee st€it < Op( Ning ) (2.115)
Assumption 2.C.9 implies that
liC 1 li 1): 0(1) (2.116)
— ey =——U,, — ) cpyieir e | = —), .
thl ue,st €it f Uy s [:1 \/N,‘ZI By.i€it it 14 \/N

and from Theorem 2.C.3, we know

1
2

1 T 1 I ) ; 1L /1X 2
= (”vz‘s - H,”vz,s) Cue,steit <| = Uyzs — H,”vz,s F - - gue,steit
T2 T T T
t=1s5=1 F s=1 s=1 t=1
1
<0p(—). 2.117
Assumptions 2.C.8 and 2.C.1 imply that
1 L X 1Y 1
NT & X llprati- )l <Ly X 1906 Dl = 05 2.118)

Assumption 2.C.9 implies that 3 ¥ 1):,! 1 Cy.i (ejeei — 7 (i, j) = p(ﬁ) and thus from equation (2.118)

we know

LYY LYY (i) +5(0.7)
— Cyi€jt€it = <o cpyi(ejein — (i, j) + % (i, j
NT =1 j=1 e NTt:I]:I P
1 1
<O,(——=)+0,(=). 2.119
<O Ty .119)
Therefore,
1 T T ~ , 1 T T , 1
a3 =7 Z Z (MVZ»S —H u\sz,S) Cue,steir + -3 Z ZH tyz,sCue,steir < Op(——). (2.120)
Lo o Loy o mNT
Assumption 2.C.9 implies that
T T 1 N 1
; eu,st €it *T ?Z n‘”wr ﬁjglcﬁy,jejs :Op(ﬁ)v (2121)
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and thus from Theorem 2.C.3 we know

1
! 2

| T 1 I N 141 & 2
T2 Z Z (”vz,.s - H/uvz,s) Ceu,xteit < T Z H”vz,x - H,”vz‘.s |F T Z T Z Cue,steit
t=1s=1 F s=1 s=1 t=1
1
<0 (2.122)
o( N
Assumption 2.C.9 implies that
1 L& 1 1 & , 1 & 1
72 ; ; Uz s Ceustit = N7\ UnT FZE uzsescpy | | 7 r; Uy e | = Op(—NT ). (2.123)
Therefore,
1 T T _ , 1 T T , 1
asg = ﬁ Z] 2‘1 (uvz?x —-H uvz,.r) gm,x/eh ﬁ Zl Z]H uvz“vgeu,steil < OP(FM") (2124)
1=1s= i=1s5=
Similar to the derivation of equation (2.100),
1, 1 &, VN I 1
—— ¥ U, Psugug e — N U, Poug|| —=|——== ) ugreir|| =0,(=), (2.125)
NT ;nggflfF NTEIVNGgF\ﬁ\/ﬁt:ZIg}nF PAT
and thus
1 & 1
a5 = —N73 5 Y i, Pougitg ey < Op()- (2.126)
=1
Equation (2.104) implies that
: i Mgug (i, e < Op(——) (2.127)
ag = —— Meug (g —Ugy) € < —). .
6= NT vz GYg \Mg.t g.t) €it P T

=1
(2) Now we analyze the term %IZZ (uvZ — ﬁvzH’l) Cpy,i- Similar to the analysis of the term % (thy; — u,.H) e;,
equation (2.80) implies that

1

T (e — wyH) 1y,

1=

t
a1
=Vnr T2

+Vyt

1=

1 T
Uy it IN(S,1) 77 Y
1 t=ls

M‘*!

T 1 T T

Z Uyzs ”(rz,f Ceevrt F Z uvz,su{r;,; Cue‘st
=1

1

1 t=1s=1

1
~ ’ ~
Uyz,sUyz 1 Coust — 73 2 W Paugug, t”u T
‘ NT? = NT?

..
o
Il

~N -
Il

=
=

2 iz’ Mgu (MA'J ugt) wt)

HM‘*}

t

6
=Vt Y a;. (2.128)
j=1

K

/

Following the same proof as the one for ay in the term (u - uVZH)/ei, Assumption 2.C.6 and Lemma 1(i) in
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Bai and Ng (2002) imply that

1
T2

HM\!
™=

(ﬁvz,x - H/ ) YN(S t) Uyt

s

F
: !
1

< 1i|~ AN 1ii (zzli’ <o
,ﬁ ?S:l‘uvz,s Uyzs !F ?t:u:lyN S, ) ?tZIMVZ‘tuvz,t = p( TmN

and Assumption 2.C.7 and Lemma 1(i) in Bai and Ng (2002) imply that

), (2.129)

| I T N -~ 1
= 21 Yt <mLY (Ellussl)” w2 E lua})? = 0(5),  @.130)
t 5= t=1s=
and thus
< 0p( ! ) (2.131)
a . .
RN v
Assumption 2.C.9 and Lemma 2.C.2 imply that
1 1
LIz s N (141 T 2\ 2
ﬁ Z Z (uvz,s - Hluvz‘s) Cee‘.ytu(;;,; < ? Z Huvz‘s - H/uvz‘s |p ? Z ? Z Cc'e,st”;z,z
t=1s=1 F s=1 s=1 t=1 F
1
<Op(——). @.132)
VNTmy
Assumption 2.C.9 implies that
1 I T 1 1| I N 1
T2 Z Z uvz,su;z.t Ceest = \/7 Z Uyzs JNT Z Z (eieis — Eeireis) um = Ol’(ﬁ)’ (2.133)
s=1t=1 t=1i=1
and thus
1 rr , ) 1L ) 1
a = =5 Z Z (uvz.s —H uvzs) Uy, Cee,xt + -3 Z ZH uvz?suvz.ICee.sr < 017(7) (2.134)
=1s5=1 " == MNT
Assumption 2.C.9 implies that
o NPT — G ) Op( ) 2.135)
= fUy,  =——==U,. s | ——= Cy it = —_—), .
T = ue,styz t \/[W VZ,8 \/ﬁt:hzl By.i€ittyz ¢ P \/]W
and thus
LYy %) Lyy :
— Uz sCuestllly, , = ——=— Uygstly, o | ——= Cpyi€illy,; | =0p(—=). (2.136)
T::‘3’4€~\LZ FT::‘SlA NTt:lz:lﬁy'”‘t p\/ﬁ

From Lemma 2.C.2 we know

ST

1 T T 1 T 2 {7 1 T 1 T 2
T2 Z Z (ﬁvz.s - Hluvz,s) Cue.stuvz.r S (T Z ||’7vz,s - H/uvz.s F> ? Z (T Z Cu&,stuvz‘,t)
t=1s5=1 F s=1 s=1 t=1
1
SO/:(\/W)- (2.137)
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Therefore,

1
g

).

az =

™=
M’ﬂ

1
s —H'u Cuestllh, ; + H'u,, ¢, ,uL <Op(——
1( 7,8 VZA) ue sty ¢ thZ“Z vz,s Sue,stUyz ¢ \/IW

t=ls:

Assumption 2.C.9 implies that

N G
] vz,s Seu,stUyz ¢ \/7 NT

—_

1
72

M'ﬂ
=
=
™=

T
1
U,z sClo € — Y up i, | =0,(——=
| vz,sCBy.i IS) (T ; vzt V@I) p(\/ﬁ

t 5

I
[

and

1 & N 1 & 1
?/; Coustihvzs = T ( ; ﬁ}',ie”> (thi uvz,,uf,z,, = 01,(ﬁ).

Therefore, from Lemma 2.C.2 we know

1

1T 2
ﬁ Z Z (uvz,s - Hluvz.,x) gue.sruvz,t S ( Z ||MW s H Mw § ‘ ) ? Z
t=1s5=1
1
o )
<0p(Z—)
and finally,

aziii(iﬁ —H'tye ) Soustllysy + — ZZH'M Cousttth,, < Op( ! )

4 T2 = VZ,§ vz,s ) Seu,stUyz ¢ th = vz,s Seusthyzr = Yp Nmyt ’
Similar to the derivation of equation (2.126),

= ~ / 1
as =~y Z{ 0, Pougig u,. . < Op(f>7
=
and similar to the derivation of equation (2.127),
b Mgty (s — )iy < Op( )
ag=——= Y U, Mzu, (i u < —).
Tzr:l vz g \Ugy — Ugp) Uy P myr

Therefore,

1 1, , 1, o~ 1

T (dy; — wyH) iy = T (thy; — uyH) uyH + T (thy; — uyH) (ty; —uy H) < Op(m—NT).
(3) We analyze the term %17‘,2 (igi — ug ;). Firstly,

1
1

1
H T (thy — “vzH),PG”gei <
F

T 2
(5 et ) gl <

!

myrt

Secondly, similar to the derivation of equation (2.100) we know

1
< Op(5
F

T)7

/
uvaG_ug,i

lF
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and thus

1, 1

Uy (it\g-" - ug-f) :T

. 1
T (e — v H) Pgug i+ ?u(,zpéug,,-. (2.148)

Theorem 2.C.5. Suppose Assumptions 2.2.1 - 2.2.2, 2.C.1 - 2.C.9 hold, when N,T are large then

1
1 mir

L. 1 ¥
My (Cie —Cir) = \fcﬁw (cﬁycﬁv/N) N Zl Cpy.jeit
=
l

+ ﬂu{”, (u‘,zu,,,/T)71

VT

1

/ Ei+0p(\/>7
NT

1
ﬁuvz )

Proof of Theorem 2.C.5.

Cit — Cir —uwttﬁy, —u‘,,,cﬁy, (uvz, —H th) H’chy_,~+u'VZ‘,H (’gﬁw —Hflcﬁy‘,v)
+ (”vm *H“vm) (cﬁw‘*l'r Cﬁw‘)

_ _ _ _ 1
= (thyes — H'tte) H™ gy + il H Sy — H 'epyi) + Ol )- (2.149)

Theorem 2.C.3 implies that

1

1 Py Z o1 & N
mI%ITCQiy,iH o (e —H'ttyzy) = \/1\1% ;37, War T Z vz std ) T Z cpy,eir +0p(1)
s=1 =1
3 N
_"Myt 4 Jo b )
= i (cﬁycgy//\/) v/ ;%we,, +op(1), (2.150)

and Theorem 2.C.4 implies that

1
~ —1
ml?lT”('z,tH (("ﬁ%i —H cﬁ}"l) - \;V% (" HH \/Tu:/zef'i_ol’(])

1

1

m2 1
:%”Qz.t (u(zzuvl/T) ﬁu(zzef+op(l)> (2.151)
where the last equality is due to
- 1
HH' = (u,;u,:/T) I+0p(7mNT)- (2.152)

Finally,

1
1

3~ Wlzr -1 1 N
myr (G =ci) :ﬁcbw (C,ﬁycﬁv/N) N Ziclsy,,-eir
i=
1

myr -1
+ \/T u:’z.l (u:/ZuVZ/T)

1 1
\ﬁu/vze,-JrOp(m—NT). (2.153)
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Step (3): 6 can be consistently estimated

Proof of Theorem 2.4.1. Rewrite moment conditions as
I =G0+, (2.154)
~ —~ ~ ! !
wit 8= 0+ (0. (-7 @ ). (7% e 1)) ) )
We consider the following difference:
1
~(1 1y 1
66 = (;,«G;pﬁ qg;) ahp o B, @.155)
where

~, _ ! - /=
Gy =(c.B) 05 + (@ —ce) G /1Ty |+ G /T |
1 (1 (1
=Xy + Ko+ XL, (2.156)

For the three terms in equation (2.156), we have

7
#lg =05 (cinBr)s (2.157)
A(l) _ 1 (c~c _
cei T it — Ccit) G;
e 1Tyl 16;(1)

1 1, , -1 1 ¥ -
= —=cgy i lcgepy/N) —= ) cpyeiG
ml)‘te;l) /N ﬁw( By“Br ) ﬁNj; Br.j€jrSt

1 1 S R 1
+— —u uy, /T —u,,eG +0,(—
‘7?1)‘ IE;(I) VT ut( e/ ) VT ! p(mNT)

1 1

1
=7 i C /N c lelG
N\7E1|ﬁY(ﬁYﬁy ) \/Iﬁre;zmltt
u -1 1
uwuv”/T uvz,.'ei.v""o ( )
T|T<1) \/ﬁrﬁ ; S " myr
7)
myr| Tl

1 1 3
0 v (2.159)

g.e,i Z ity
NAUDIRVAUOISTD!

In the following, we suppose \7’1)\ = \7—2 =7 without losing generality. Next we discuss the properties of

the following three terms: (1) QOg,, TqG TqG TQB;,' 7,(2) qc, Téf)r and (3) Z]{é);g(]).

Sop

(2.158)

Term (1) Note that

)s (2.160)
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and

7QBg gfﬁ Xfﬁ QBS T ‘ﬁ)Qg”c,B,,Qg‘ (2.161)
Equation (2.31) implies that
N
e2G'Gr = pE 560, (2.162)
N|7El ;e’r(] [d ] P=GGw
and

! ! iZZGG 0(1) (2.163)

—— = i Gejs p(—= .

\/N\/Nlﬁl)‘ i=11€T(y) s#t l ' \/N

Then we know

™=

7@ 7@ 7@z 1
NXg Z

!
1 - 1 _
Y G | | — ¥ &G
(\/ﬁz)f”@) ) (\/T(z)leTm

e ge_Nz:l getgel_ﬁl:]
1 ¥ A
= Y €GiGew+——— Z Y Y eiGiGeis =) Zogy (2.164)
N7 i=11€7 5 N|TZ)‘ i=11€T ) st ' w

T Y /
% Y 0,82 3

xgcﬁgt g.cc,i

Z (Q(I)QBQ Cuﬁé,i),> (C;?V.i (cbycﬁy/jv)q \/Nli y ﬁCﬁy,iei/Gz>

N\7’<2)| [T2)| 16T i=1
i
1 \[ 2) Y 1 ~ T
+ Q¢ 08,1 (Chﬁg,i) Z Gtuvni Z (u uvz/T) Uyz s€is
VI N ,:1< } ) o)l T VTS
1 1
+0,(—) <0, s 2.165
p(mNT) <0)( mNT) ( )

!
Vi, v 0 VIS (50 ! ) o]
WQBA,,T i:leglﬁA eei ™ W ; (QG QBQ Cuﬁg:) ) W: Z erGr | = Op(ﬁ)v (2.166)

€7(2)

!
T Y 1 , -1 N - 1 -
VL By (Byepy/N Y Y eprieiGi| | ¢ Y ey
NS N|T) ! ( ! ) \/NIT )| €70 =1 |ﬁ2)\reTm

iy ! Gl ¥ (e T) e+ O =)
AT e tuuz, = uv Uyz M\”aem
=AW AT TN A =R T
!
1 - 1
x| = ¥ G| =0,(—). (2.167)
‘ﬁz)ltET(z) T



Therefore,

1 2) (2
NQBg,T(?(G#)TZI‘(G}QBg,T = ZQBg Txg,xg, QBg

_ 72 ~<2) ~2) \ (+2) ~2)
7ZIQBRT( 8,cPBg i gccl+xggz> ( g(,ﬁgl—i—xg(:c[ ge:) QBg

— ~(2 \/— T ~2) )
*QBg g(ﬁg, g(ﬁg, OB, 7 +08,7/VT NZ oceiX gcc,

i=

)ngr/\f

N
T 2) ~(2)
+0p.1/V7 <N 2‘1?‘22, ve ,> QOs,7/VT+ OP(T)
i—
1
=0eMep, Qo+ Wi W+ Op( ), (2.168)
with W, = lim Qp, 7/+/7.
T—oo 87
Term (2) From the previous discussion, we have
1 ~
~ Q8. Xy s X On.r = Qe Qe (2.169)
Ty 0 o ] (2.170)
N ;x&cz:,ixg,cc.i = P(ﬁ)’ :

!
1 _
i i (] i- - Z e,G;
=1 =1 [Tl seTay )(\/Iﬁz)lmﬁz)

y - 1
:*Z Z Y ei’G;GSeiSZOP(iN)v (2.171)

T .
VT Y 05, 7). 72

g(ﬁg, g.cci

1

!
VIS (50 C -1
= 050 ci, By gyl Cgycpy/N —— cgy.i€irG
NIl N Z( G ¥BgT ( 3, )) B, ( BY“By > /7N|T2)‘l6;2)lz Br,i€it Gt

i=1

+ 1 £ ﬁ]: (QG)QBg (C“ﬁg 1) ) ; Z G_tu: Na— ZT: (”Lzuvz/T)il uvz,xﬁr)
T[T V= Tl €T VT 5
1 1
=0 ; 2.172
+0P(W) p(\/m), ( )

) VT A / 1 . 1
QBg Z gcﬁg ti’gt N Z{ (QG O, 1 (Ci’Bé,i) ) (I,ﬁz)l te; G | = Op(7N)~ (2.173)
= @
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and

T 1 1 N - 1 A\
=— I—— ; e /N iejitG P e G,
N?%(JN@ b (Shremn /). ,/Nm |te; ; i ') ('ﬁz)re;%z) ' [)
i
i=1 \/T|T1) \/\Tl f€7—<l

—1 1
(u/vz”vz/T) Uyz s€is + Op(mT))

lM‘!

1 1
—~0p(—=)+0p( =) @.174)
Therefore,
1 / 1Y /
NQB,,,Té{G]T)TZ]g%“QB,,,T =N ;ng,rfgi)fﬁ) Os,T

)(42) IO Rc) )lQby,

gcﬁ i gc(z Xge,i

,7ZQBA (“(1 +70 4D

gc,B T Xgcei TXgei

1 N '
=087 (,Z Teop, Aot ) On,r+ 0y 1) = 051, O+ 0y 7). 2.175)

i=1

Term (3) Note that

El(l) (A(gle) i + A;{g'lc)c 1) 5 (2176)
Equations (2.171)-(2.174) imply that
VT, X2 (A Y
fQBk ng,t ( gct+ gccl)
N /
~YE 0 X (W 7 (1) = 0,0 1)
which provided that ||6¢|| < L leads to
T
\/ 32 1dapED = 0,(1). (2.178)
Finally,
) 30
Vst (- a)
—1
1 (1) o ! ~2)/ ~(2) 1 ~2)' (1)
= NQBg 796,196, TQBg NQBg‘TqG 146, TQBg NQBg,TqG.TqG"TQBg‘T
1 "
Qgg 144746108, (NQBg,Técch),QBg ) ,/ s, rie M) = 0,(1), (2.179)

which then leads to the final result \/NTQgglﬁT (5(; - 6(;) — 0p(1).
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Next we propose the following fgc to complete the discussion concerning the footnote in Theorem 2.4.1,

where X5 is a consistent estimator for the variance of 6 and

-1 N / 1
~ ' =(1) / =(1)
= (dhmg i) (E((wrmg,) 37) ((sbhmg ) 27 ) (#hmgy i)
i=1 > i i >
50 _ (72, 2 RS (e 200 ([ NN (0, ) )
Ly = PGI ) dgr/N Z qGTP~<G‘?I_ € qGTP~(‘) € qGTP"'(G‘}[_qG.T/N
i=1 > i i >

The validity of our proposed covariance estimator relies on some additional regular assumptions:

Assumption 2.C.10. We assume the following holds:

(1)
VT eG), Eiir &
L3 vEded) | n & G &
N Z () =y —d ’
N5 g NZ| mar m
~£/1) M2,iT mn

i 5(J) ~J) _ _1 A AJ) 1
witheg; = ‘7— ‘ ZIET e Gl g = 7,1 ZzeTm uyz i Gy i = 7] ZzeTm Uyz,ir€;-
!
(2) &,&,,jj+, are independent from 1y, M2, and %Zf’:l Eirlr —p Le with& = (él/,i,Tv‘gzl,jj*,i‘T) .
Assumption 2.C.10 can be relaxed if we assume for example v/7 /N — 0, as under such case certain sampling

errors would be negligible. Now we briefly discuss the validity of our proposed covariance estimator. From
equations (2.168) and (2.174), we know

-, -1
< Os,, TqG)TZIg)rQBg,T < Os,, TqG)T?I{GZ)TQBg‘,T> QB,’ TqG)T‘A]{Gl)TQB,’,.T>

1 2 (2 -
X NQB,;‘T‘A]{GI.)T‘AI{GA)TQBKJ ( Os,, TqG)Té(G)TQBg,T> —p 01, (2.180)

/e
with @) a deterministic positive definite matrix. Then we only need to look at the term \/% QngTq(G%)T £, Follow
the previous discussion, denote

o) ~(2) ’ 1 1 _
Ry opi = 0% (ciByy)', 22, = Y, G (2.181)
)

VTl /Tl €T
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Equation (2.149) implies that

Gt — cit = (lhvey — H'ttyry) H gy +ud, H (Cpyi— H 'cpy)
!
1 1 1,1, 1
v, - —H il e —
+<m NTTZ(“’“' fz"”’e”> (7 ) #on)

= (e — H'wey) H eyl H (G —H ' epy)

1 / ! 1 Y -1 1 N 1
+ (Tuvzei> (\/NHH <cﬁycm/N) ﬁ;cﬁy’jeﬁ +op(m—NT)
= (s — HI”"«’v’),HichV-i + . H (Cpyi— Hﬁl"ﬁw’)
L, ' 1 ’ -1( -1 1 X 1
+ <?Mvzet) (\/N (uvzuvZ/T) (cﬁyc;;y/N) ﬁj;cﬁ”eﬁ +0p(WTVT)

a1,

1 1
:ﬁcb%i (chcﬁY/N) \F Z Cpy.jeit+ \/T”vz,t (tyzu02/T) ﬁ”vzei

1 "1 4 i 1
+(?u(,,e,~> (\/N(u/vzuvz/T) (cpyesn/N) m;cﬁy_,e_,-,>+o,7(nw), (2.182)

72 ! ) (c c /N) H }Nc eiiG
. i€jt Ut
g.cc,i |7-2 ‘tET /* ﬁ’)’l By“By /*N =] By,j€J

1 1, 1, 4
u uy Uy /T —=u,.eG
| ‘[67’ ( / ) \/T 4 t
1 ! , S/, -1 X - 1
g, (7)) (o) 75 LmmsehenGe)
1 1 y , , -1 -
= | — cgyilCgycpy/N)  cpyejtG
N|Tyl \ /NIl J ; ;> o ( b ) P

1 1

1
R ¥ Gy | (/1) (i)
Tl \ 1T 47 VT
1 (1, )’ 1, i/, -1 X 1 -
+—— | zupei | —= (ulu,,/T) gy cpy/N —Zc‘ﬁ,- — Z e;1G;
Tl NI VN (o) 5 By ol T

)+ 0p() + Op( ) +op(-), 2.183)

Fop(-) = 0y —
o,,N p\/i VNT myrt

which then implies that Fcf‘)” is of higher order. From equations (2.176), (2.181) and (2.183), it is clear that

T I
\/ NQBg,T@{G%)TS(]) —a HM)E,

with H(.) a deterministic function (the limiting distribution is a mixed Gaussian distribution). The rests follow
Assumption 2.C.10 and the proof of Theorem 3 in Anatolyev and Mikusheva (2018).

O
Proof of Corollary 2.4.2. By the construction of the HJN statistic, VT qe.TR (56 — Bg) would be of the order

0 ( (S ) when N/T — ¢, and thus these sampling errors would be negligible. Therefore, the asymptotic distribution
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of the HIN statistic is determined by the distribution of the sample pricing errors er g(6g). The consistency of
S=LYT e, r(6G)eqs(0G) is implied by Theorem 2.4.1 and Assumptions 2.2.1 - 2.2.3.
|
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Chapter 3

Identification robust testing of risk premia

in finite samples '

3.1 Introduction

Over the past decades, it has become common practice to assess risk premia using the
classic Fama-MacBeth (FM) two-pass approach, see e.g. Fama and MacBeth (1973) and
Shanken (1992). It is based on the, so-called, linear beta representation of expected asset returns
(Cochrane (2001)) and is one of the default approaches to evaluate asset pricing models in the
financial economics literature, see e.g. Fama and French (1992). The large variety of risk factors
that this literature has proposed (see e.g. Lettau and Ludvigson (2001a), Kroencke (2017)) has,
however, led to a growing concern that the reliability of the two-pass approach is at risk for many
of them. This concern results from two common issues that threaten the two-pass approach: (i)
the absence of large correlations between risk factors and asset returns needed to identify the
risk premia; and (ii) the rather small number of time-series observations relative to the number
of assets.

A strand of the literature shows a failure in identifying risk premia when the quality of risk
factors specified for the two-pass approach is unsatisfactory. Kan and Zhang (1999), for instance,
show that if risk factors are useless (so betas are zero), their risk premia are unidentified and the
commonly used FM ¢-statistic on risk premia tends to be spuriously significant. Many observed
risk factors are, however, not completely useless but just minorly correlated with asset returns.
For these factors, Kleibergen (2009) similarly warns that their risk premia are only weakly
identified, which also makes the FM ¢-statistic unreliable. These findings lead to the emergence
of the so-called identification robust tests on risk premia, which, unlike the FM t-test, remain
trustworthy regardless of the quality of risk factors. In the ideal scenario where risk factors of
good quality are used for the FM two-pass approach, identification robust tests and the FM -test

both provide valid and comparable inference on risk premia. In contrast, in empirical studies

! This chapter is based on Kleibergen, Kong and Zhan (2020).
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where the quality of risk factors is questionable, identification robust tests are more trustworthy
than the FM ¢-test. See, e.g., Kleibergen (2009), Beaulieu, Dufour and Khalaf (2013), Khalaf
and Schaller (2016), Kleibergen and Zhan (2018).

Another strand of literature is concerned with the challenges that result from the limited
sample sizes in empirical studies. Macroeconomic risk factors, in particular, are commonly
measured at quarterly or annual frequencies, so their number of time-series observations 7 is
usually not much larger than the number of test assets N. Take Kroencke (2017), for example,
the yearly consumption growth series from 1960-2014 has fifty-five time-series observations,
T =55, while thirty portfolios, sorted by size, value and investment alongside the market
portfolio, are used as test assets, so N = 31. This limited T vs. large N setting jeopardizes
asymptotic tests on the risk premia, whose validity typically relies on a much larger value of T
compared to N (Newey and Windmeijer (2009)). To conduct valid inference for limited sample
sizes, researchers have therefore developed various finite-sample robust methods. Gibbons,
Ross and Shanken (GRS) (1989), for example, propose the GRS test for portfolio efficiency,
which circumvents the limit sample size problem by making distributional assumptions. Similar
assumptions are made in Kan and Zhou (2004) for deriving the exact distribution of the Hansen-
Jagannathan statistic. More recently, Kleibergen and Zhan (2020) extend the GRS test to develop
a finite-sample robust test on the risk premia.

Both strands of literature above are empirically relevant, since sample sizes in empirical
studies are often not sufficiently large to validate asymptotic tests, such as the FM ¢-test, while
it has been well documented that a large number of risk factors are of questionable quality
(Kleibergen and Zhan (2015)). Despite the fact that the above two strands of literature are
well established, tests on risk premia that account for both the limited sample size and the
questionable quality of risk factors are lacking.

In light of the above, we propose novel tests on the risk premia, which are designed to be
robust to both the sample size and the quality of risk factors. We do so by providing the exact
finite-sample distributions of several identification robust test statistics, including those in, e.g.,
Kleibergen (2009) and Beaulieu, Dufour and Khalaf (2013). Put differently, while identification
robust tests are asymptotically valid regardless of the quality of risk factors, we extend these
tests to finite-sample settings by constructing finite-sample distributions of their test statistics.
In line with Gibbons, Ross and Shanken (1989), Kleibergen and Zhan (2020) and many others,
these finite-sample distributions result from the (normality) assumptions of the error term in a
linear factor model for asset returns.

We show that our proposed tests on risk premia work favorably in a simulation experiment
calibrated to real data. As expected, these tests are found particularly appealing in simulation
settings where the time-series dimension 7 is close to the cross-section dimension N. In such
settings, the proposed tests lead to correct sizes for testing hypotheses on risk premia, while
their asymptotic counterparts, i.e., the asymptotically valid tests, can suffer from size distortion.

On the other hand, when T is much larger than N, the proposed tests become identical to the
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asymptotically valid identification robust tests, all of which are trustworthy regardless of the
quality of risk factors. These numerical findings for the proposed tests are all in line with our
theoretical results.

To illustrate the practical relevance of our proposed tests, we revisit the empirical studies on
the consumption Capital Asset Pricing Model (CAPM) and the conditional consumption CAPM
in Kroencke (2017) and Lettau and Ludvigson (2001), respectively.2 Kroencke (2017) focuses
on the classic consumption CAPM, where consumption growth is the single risk factor. The
involved data set has 7 = 55 while N = 31 as aforementioned. Instead of the single factor model,
Lettau and Ludvigson (2001a) propose a multi-factor conditional consumption CAPM. We use
their quarterly data from 1963Q3-1998Q3 with 7 = 141 and N = 25 Fama-French portfolios
sorted by size and book-to-market as test assets. In both applications, we find that inverting the
proposed tests leads to 95% confidence sets of risk premia that are substantially different from
those based on existing asymptotic tests. This should not be surprising, since both in Lettau
and Ludvigson (2001) and Kroencke (2017), the limited T relative to N is unlikely to validate
asymptotic tests. Moreover, the 95% confidence sets resulting from the proposed tests are found
to be unbounded, reflecting that little information on risk premia is contained in the studied data
sets. These empirical results thus cast doubt on the pricing performance of the proposed risk
factors in Lettau and Ludvigson (2001a) and Kroencke (2017).

Overall, our findings indicate that robustness to the quality of risk factors and robustness to
the sample size should both be accounted for in asset pricing studies. Traditional asset pricing
tests that are not robust to the strength of identification reflected by the quality of risk factors
can lead to erroneous conclusions. Similarly, asymptotically valid tests that do not account for
limited sample sizes can also induce spurious empirical findings. We simultaneously address

these two empirically relevant issues.

The rest of the chapter is organized as follows. Section 3.2 discusses the two issues that
threaten reliable inference on risk premia: lack of identification due to poor quality risk factors
and the limited sample size. It also introduces the two data sets from Kroencke (2017) and
Lettau and Ludvigson (2001a) that we use to emphasize the empirical relevance of our results.
Section 3.3 presents the proposed test statistics and constructs their finite-sample distributions.
Section 3.4 contains a simulation study as well as applications using the data from Lettau and
Ludvigson (2001a) and Kroencke (2017). Section 3.5 concludes the chapter. Technical details
are relegated to the appendices.

2 We thank these authors for providing their data.
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3.2 Preliminaries

3.2.1 Linear beta representation and the two-pass approach

Premia on risk factors are identified by the linear beta representation of expected asset returns
(Cochrane (2001)):

E(R;) = wvAo+ BAr = (v, B) (i’;) , 3.1

with R, an N x 1 vector of asset returns, 1y the N x 1 vector of ones, § an N x K matrix of factor
loadings, Ay the zero-beta return, and Ar the K x 1 vector of risk premia.

The  matrix of factor loadings in (3.1) is related to a linear factor model for asset returns:
Ri=c+BF+uw, t=1,..T, (3.2)

with F; a K x 1 vector of risk factors, ¢ an N x 1 vector of constant terms, and u, an N x 1 vector
of errors.

A large portion of the asset pricing literature is centered around inference on the risk premia
Ar based on (3.1)-(3.2). The conventional two-pass procedure estimates f3 in the first pass using

the time-series regression in (3.2), so

R T r O\
= (Z RF) (Z FF) ) (3.3)
=1

t=1

withR, =R, —R.R = %ZZTII R, FF=F —F F= %):thl F,; in the second pass, the risk premia
are estimated using a cross-sectional regression of the average asset returns R on 1y and 3

estimated in the first pass:

1

(1) [ (wB)] ()2 3

3.2.2 Lack of identification and identification robust tests

The (1y, B) matrix plays a crucial role for inference on risk premia (Kleibergen and Zhan
(2020)). If (v, ) has a full rank value, then Ap is well defined by (3.1), and its estimator
ip is consistent and asymptotically normally distributed under standard regularity conditions
(Shanken (1992)). It validates the common usage of the ¢-test on the risk premia. The full rank
condition of (v, ) is, however, plausibly violated in many empirical settings.

The pioneering study of Kan and Zhang (1999), for example, focuses on the useless factor
setting with § = 0. If B = 0, then Ar is unidentified in (3.1), and Kan and Zhang (1999) show
that the FM ¢-test on risk premia becomes unreliable, i.e., its test statistic tends to be significant,

which thus spuriously supports useless risk factors. Kleibergen (2009) further considers a
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so-called weak factor setting with B ~ 0, since many risk factors proposed in the literature
exhibit just minor correlation with asset returns. Similar to the useless factor setting, Kleibergen
(2009) finds that risk premia on weak factors are not well identified, which further induces
a malfunction of the FM ¢-test. In addition, Kleibergen and Zhan (2020) show that ’s are
often close to be constant over the different assets so there is little cross-sectional variation in
them. Kleibergen and Zhan (2020) warn that identification of the risk premia is then similarly
jeopardized, so the FM ¢-test also breaks down. All these studies boil down to the full rank
condition of (1y, ), which is jeopardized if § =0, B =~ 0 or B o< 1y.

To provide empirical evidence that the full rank condition is plausibly violated, we use data
from Kroencke (2017) and Lettau and Ludvigson (2001a). The resulting estimates of 3 are
presented in Table 3.2.1 and Table 3.2.2, respectively.

Re-produced from Kleibergen and Zhan (2020), Table 3.2.1 presents the estimated f3’s
using the thirty-one test assets from Kroencke (2017) and five different consumption growth
measures (“Reported”, “P-J”, “Q4-Q4”, “Garbage”, “Unfiltered”, see the notes to Table 3.2.1)
from the asset pricing literature. Kroencke (2017) proposes “Unfiltered” consumption growth
as a risk factor, which appears to outperform the other four consumption growth measures for
consumption-based asset pricing.

Table 3.2.1, however, suggests that the 3’s for all five consumption growth measures are
problematic. For example, the estimated f3-vector for “Reported” consumption growth is not
statistically different from zero. On the other hand, although the f’s for the “Garbage”and
“Unfiltered” consumption growth measures all appear sizeable, they exhibit little cross-sectional
variation so they are almost constant and proportional to a vector of ones. Kleibergen and Zhan
(2020) further conduct a rank test on (1y,3) and find evidence that its full rank condition is
likely violated under each of the five consumption growth measures. The reported estimates of
the B’s in Table 3.2.1 thus cast doubt on the empirical findings in Kroencke (2017).

Similar to Table 3.2.1, Table 3.2.2 reports the estimated ’s using the twenty-five Fama-
French portfolios sorted by size and book-to-market for three risk factors (the quarterly con-
sumption growth Ac, the lagged consumption-wealth ratio cay and their interaction Ac¢ x cay)
taken from Lettau and Ludvigson (2001a). It is rather obvious in Table 3.2.2 that the last column
of the B-matrix, which corresponds to the Ac X cay risk factor, is not statistically significant at
the 5% level. We therefore can not rule out that a column of the -matrix for this multi-factor
model equals zero, so the (1y, B) matrix does not have a full rank value. This is also consistent
with the rank test results reported in Kleibergen and Zhan (2020). Consequently, Table 3.2.2
raises doubts on the credibility of the empirical findings based on the FM -test in Lettau and
Ludvigson (2001a).

The f3’s of questionable quality, such as those reported in Tables 3.2.1-3.2.2, have motivated
Kan and Zhang (1999), Kleibergen (2009) and thereafter Kleibergen and Zhan (2015, 2018,
2020), to analyze their impact on the risk premia. It is now well acknowledged that inference on

the risk premia is sensitive to the strength of identification, as reflected by the full rank condition
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Table 3.2.1: B with thirty-one portfolio returns

Reported P-J Q4-Q4 Garbage  Unfiltered
B tstat | B t-stat| [ t-stat | S f-stat | B f-stat
() | -1.30  -041 | 1.19 093 | 418 1.51 454 333 | 540 3.81
2) |-023 -0.09 | 1.14 1.06 | 442 193 406 352 | 470 398
3) 0.14 0.06 | 099 1.06 | 4.15 2.09 374 386 | 3.80 3.64
“4) |-052 -025]073 086 |346 192 3.66 430 | 333 350
(5) | 023 -0.11|073 085 [374 206 | 362 430 |333 344
6) | -0.84 -043 | 058 0.72 | 3.01 1.75 342 439 | 310 343
(7) | -085 -044 | 049 063 | 273 1.63 3.51 490 | 295 332
@ [-059 -0331]039 053 |269 1.69 | 3.06 455 | 285 341
@ |-0.12 -0.07 | 0.30 043 | 275 1.87 2.61 398 | 248 3.16
(10) | 0.34 0.20 | 0.64 092 | 297 201 3.14 453 | 260 3.29
(11) | -095 -046 | 021 025 | 225 122 358 429 | 285 291
(12) | 044 -025 | 060 081 [277 177 | 3.15 422 |259 3.09
(13) | -0.63 -038 | 052 0.78 | 249 173 295 438 | 222 284
(14) | -0.56  -0.31 | 0.07 0.10 | 226 1.39 2.51 3.10 | 2.04 2.28
(15) | 0.88 0.53 | 046 0.67 | 3.14 2.19 2.75 3.89 | 225 285
(16) | 0.73 045 | 0.58 0.88 | 3.04 2.19 2.86 449 | 262 3.56
17) | 0.96 0.56 | 0.71 1.03 | 3.50 240 293 453 | 281 3.6l
(18) | 121 065 | 1.05 140 | 427 272 | 317 435 |333 4.02
(19) | 1.23 0.67 | 1.09 147 | 397 256 2.86 365 | 296 3.53
20) | 1.77 084 | 1.32 1.56 | 5.22 298 2.93 326 | 421 4.67
(21) | -0.50 -0.22 | 0.58 0.61 | 3.57 1.78 385 430 | 388 373
(22) | -0.09 -0.05 | 0.66 0.88 | 3.14 198 3.00 410 | 3.15 3.82
23) | 0.37 023 | 054 081 | 284 202 294 449 | 227 296
24) | 044 031 | 054 092 | 296 240 2.84 530 | 225 338
(25) | -0.50 -0.32 | 031 049 | 2.11 1.57 269 505 | 222 3.10
(26) | 1.04 0.62 | 0.79 1.16 | 3.70 2.60 3.09 444 | 254 325
27) 1.10 0.66 | 098 146 | 3.71 2.63 290 413 | 274 3.60
(28) | 0.03 0.01 | 071 098 | 3.18 2.07 3.15 432 | 307 383
(29) | -0.89 -041 | 0.17 0.19 | 244 126 354 382 | 270 259
(30) | -1.40 -0.58 | 0.03 0.03 | 2.10 0.97 392 395 | 292 252
31 | 023 0.13 | 072 1.00 | 3.32 221 3.21 474 | 295 372

Notes: The thirty-one test assets are taken from Kroencke (2017), i.e., the thirty portfolios sorted by size,
value and investment, plus the market portfolio in 1960-2014 (yearly data). “Reported”, “P-J”, “Q4-Q4”,
“Garbage”and “Unfiltered” correspond to five consumption measures: (i) the consumption expenditure on
nondurable goods and services reported by National Income and Product Accounts (NIPA) (“Reported”);
(ii) the three-year consumption measure from Parker and Julliard (2005) (“P-J”); (iii) the fourth-quarter
to fourth-quarter consumption measure from Jagannathan and Wang (2007) (“Q4-Q4”7); (iv) the garbage
measure in Savov (2011) (“Garbage”); (v) the unfiltered NIPA consumption measure in Kroencke (2017)
(“Unfiltered”). Each of the five consumption growth rates is used as the single risk factor for asset returns
to estimate f3.
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Table 3.2.2: B with twenty-five portfolio returns

Ac cay Ac X cay
Bi  t-stat | B, t-stat B3 t-stat
() | 635 232 | 425 296 | -456 -0.22
2) | 630 2.61 3.66 2.90 2.25 0.12
3) | 5.11 2.28 322 275 3.22 0.19
4) | 550 2.58 | 296 2.65 5.12 0.32
S) | 579 253 | 265 221 11.36 0.65
6) | 4.38 176 | 455 349 | -1582 -0.84
(7) | 3.63 1.65 | 325 283 0.02 0.00
@®) | 3.92 1.97 | 3.07 295 -1.08  -0.07
) | 3.52 1.91 2.66 276 6.93 0.50
(10) | 4.83 241 2.16  2.06 8.48 0.56
(11 | 270 1.21 453 388 | -2220 -1.31
(12) | 276 147 | 3.64 3.69 -3.35  -0.23
(13) | 2.92 1.69 | 2.63 2091 4.40 0.34
(14) | 258 157 | 273 318 | 002  0.00
(15) | 3.71 198 | 2.15 2.19 4.78 0.34
(16) | 1.97 1.02 | 422 420 | -20.28 -1.39
(17) | 262 149 | 328 358 | -10.24 -0.77
(18) | 1.94 1.21 2.57 3.06 -498  -0.41
(19) | 250 1.56 | 232 276 0.60 0.05
(20) | 3.78 205 | 226 234 3.28 0.23
(21) | 1.61 1.01 2.77 3.33 -21.22 -1.76
22) | 1.16  0.80 | 253 3.33 -420  -0.38
(23) | 2.32 1.88 | 246 3.80 -8.27  -0.88
24) | 1.24 094 | 224 325 | -1049 -1.05
25) | 3.07 2.13 1.59  2.11 -1.25  -0.11

Notes: The twenty-five Fama-French portfolios sorted by size and book-to-market in 1963Q3-1998Q3
(quarterly data) are used as test assets. The three risk factors taken from Lettau and Ludvigson (2001a)
are the quarterly consumption growth Ac, the (lagged) consumption-wealth ratio cay and their interaction
Ac x cay. The 25 x 3 dimensional § matrix is thus B = (B, B2, B3), where B;, i = 1,2, 3, corresponds to
the i-th factor.
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of (1, B) or put differently, the quality of the risk factors that yield the factor loadings in f3.
This has led to the so-called identification robust tests on the risk premia, whose validity does
not depend on the rank of (1y, 8), i.e., these tests remain trustworthy regardless of the quality of
the risk factors. An example of such a test is the factor Anderson-Rubin (FAR) test proposed by
Kleibergen (2009), which is an extension of the robust Anderson and Rubin (1949) test in the
instrumental variables regression literature, see also the Hotelling type test in Beaulieu, Dufour
and Khalaf (2013). Other examples of identification robust tests include the Lagrange multiplier
(LM) and likelihood ratio (LR) tests.

One potential drawback of these identification robust tests is, however, that many of them
are established using asymptotic arguments, so the validity of these tests often relies on a large
sample size, see, e.g., the FAR test in Kleibergen (2009). It is thus questionable whether these

tests perform well in finite-sample applications, which we discuss next.

3.2.3 Limited 7 vs. large N and finite-sample robust tests

Other than lack of identification due to the quality of risk factors, limited sample sizes also
impose challenges for inference on risk premia. The latter should come out naturally, since
validity of asymptotic tests, such as the FM z-test and the FAR test, requires a large number of
time-series observations 7 relative to the number of assets N. If T is small while N is large, it
becomes doubtful whether we can still approximate the distributions of the FM ¢-statistic and
the FAR statistic by normal and chi-squared distributions, respectively. The large number of
assets N or in other words, many moment conditions, resembles the many instruments issue in
instrumental variables regression (Bekker and Kleibergen (2003), Bekker (1994), Newey and
Windmeijer (2009)).

The limited 7 vs. large N scenario is commonly encountered in empirical asset pricing
studies. For instance, Savov (2011) uses the annual garbage growth series from 1960-2006,
while the twenty-five Fama-French portfolios augmented by the ten industry portfolios, as
suggested by Lewellen, Nagel and Shanken (2010), are used as test assets. The resulting limited
T = 47 and relatively large N = 35 thus cast doubt on the FM ¢-test used in Savov (2011).
Similarly, the Kroencke (2017) data used for Table 3.2.1 uses the yearly unfiltered consumption
growth series for the time period 1960-2014, so T = 55, and thirty portfolios sorted by size,
value and investment alongside the market portfolio are used as test assets, so N = 31. The
simulation experiment in Kleibergen and Zhan (2020), however, shows that neither the FM ¢-test
nor the FAR test is size-correct under the limited 7 vs. large N setting calibrated to Kroencke
(2017). Given that many risk factors, like the garbage growth in Savov (2011) and consumption
growth in Kroencke (2017), are only available at low frequencies and/or within short time
periods, the limited 7' vs. large N problem similarly affects many other empirical studies.

In view of the above, we aim to develop tests on risk premia that are immune to the limited

T vs. large N problem, and we label these tests as finite-sample robust tests. Meanwhile,
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we also want these tests to remain trustworthy when the quality of risk factors is potentially
unsatisfactory. We therefore have a two-fold goal, i.e., providing tests that are reliable when
using risk factors of questionable quality as well as for limited sample sizes.

Kleibergen and Zhan (2020) develop two tests to meet this two-fold goal. First, they construct
a finite-sample version of the rank test from Kleibergen and Paap (2006) so it can be used to
test for a reduced rank value of (1y, B), implicating that the risk premia are not identified, when
N is large compared to 7. Second, they extend the GRS test statistic from Gibbons, Ross and
Shanken (1989) so that it can be used for testing hypotheses on the risk premia. They refer to it
as the GRS-FAR statistic, to reflect that it also results from the FAR statistic in Kleibergen (2009)
with an adjustment for the finite-sample setting. As in Gibbons, Ross and Shanken (1989),
Kleibergen and Zhan (2020) also assume that the error term in the linear factor model (3.2) is
normally distributed, in order to derive the finite-sample F-distribution of the GRS-FAR statistic.
Since this F-distribution does not depend on the quality of the risk factors, the finite-sample
robust GRS-FAR test is also robust to the strength of identification.

In the next section, we propose several other tests, which, like the GRS-FAR test, are robust
to both the sample size and the strength of identification reflected by the quality of the risk
factors. Later on, we also show that these tests have comparable or even better power than the
GRS-FAR test. To facilitate comparison and understanding, we also discuss the GRS-FAR test.

3.3 Analytical results

3.3.1 Null hypothesis and assumptions

Our interest lies in testing the hypothesis on the risk premia: Ho : Ar = A£, with Ag the
hypothesized value of Ar. We therefore delete Ag in (3.1) by removing the N-th asset and taking
all other asset returns in deviation from the return on the N-th asset. The moment condition (3.1)

and the linear factor model (3.2) now become

E(R,) = Bar, (3.5
R, = C+BFE+U, 3.6)

where R; = JyR;,C = Jyc, B= JNﬁ, U; = Iyus with Jy = (IN,I, 711\/,1), In_q is the (N* 1) X
(N — 1) identity matrix, and ty_ is the (N — 1)-dimensional vector of ones.

Remark 1. Our proposed test statistics are invariant to which asset return is to be subtracted.
Put differently, the choice of the N-th asset does not affect the resulting values of our statistics.
See the Internet Appendix of Kleibergen and Zhan (2020).

Remark 2. In tests with excess returns, Ay = 0 is sometimes imposed. See, e.g., Savov
(2011). With this zero-restriction, we do not have to remove the N-th asset, and (3.5)-(3.6) are al-
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most identical to (3.1)-(3.2) except for notation. Our tests can thus be extended straightforwardly
to incorporate the A9 = 0 restriction.

Remark 3. The full rank condition of (1x, ), which we discussed previously for identifying
risk premia, is equivalent to the full rank condition of B. Since we allow for risk factors of
questionable quality, we do not need to assume that 3 has a full rank value.

We make the following two assumptions for the linear factor model, both of which have

been used in the previous literature. Further explanations are provided under each assumption.
Assumption 3.3.1. U, is i.i.d. normally distributed with covariance ¥.

The normality assumption gives rise to the finite-sample distributions of the test statistics
proposed later on. This assumption is commonly adopted in the existing literature to facilitate
finite-sample analysis, see, e.g., Gibbons, Ross and Shanken (1989), Kan and Zhou (2004).
In addition, there also exists empirical evidence that distributions of some asset returns could
be approximated by the normal distribution (e.g., Kleibergen and Zhan (2020)). We can as
well replace normality with other distributional assumptions, and if we do so, the finite-sample

distributions of our proposed statistics can be derived in a similar fashion or using simulation.

Assumption 3.3.2. Let F be the T x K matrix whose t-th row is E/, and we assume that (17, F)

is a deterministic matrix of full rank.

The full rank condition of (17, F), where 17 is the T-dimensional vector of ones, rules out
multi-collinearity of risk factors, so f and thus B are estimable using time-series regression.
Here we assume that risk factors are fixed, instead of imposing restrictions on their limiting
behaviors, in order to facilitate the finite-sample analysis of test statistics. The assumption of
fixed factors can be similarly found in, e.g., Gibbons, Ross and Shanken (1989). We could allow
for randomness of risk factors by regarding the proposed test statistics as conditional random

variables given the risk factors.

3.3.2 Test statistics and their finite-sample distributions

Under the null hypothesis Hy : Ar = Ar and the moment condition (3.5), we have E(R,) =
BAr,, so the average returns R= %):,T: 1 R: should be centered around BAr,. In order to test
Hy : Ar = Ar, we can examine whether R — BAr is centered around zero. This motivates the
test statistics we present next.

Put differently, our proposed test statistics do not rely on an estimator of Ag. Instead, we just
examine whether the factor pricing condition (3.5) holds at the hypothesized risk premia Ap . A
rejection of Hy : Ax = Ap could result if (3.5) holds at a value other than Ar, or if (3.5) does

not hold at any value of the risk premia, i.e., there exists model mis-specification.? Since our

3IfHp: Ap = Ar is rejected for every hypothesized Ar, then it signals that the adopted risk factors are
mis-specified for the factor pricing condition (3.5). In this case, mis-specification robust inference methods can be
adopted (see, e.g., Kan, Robotti and Shanken (2013)).
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test statistics do not involve risk premia estimation, they remain trustworthy regardless of the
strength of risk premia identification, as reflected by the quality of risk factors or B.
For later use, we distinguish the following two estimators for B: a restricted least squares

estimator under the null,

T T -
= (ZRz(EvL/IF,o)/) (Z (F+ Ar) (Fz+lFo)> :

t=1

and an unrestricted least squares estimator,

R ro r O\
B=|YRF || LEF)
= =

where R; = R, — R , F, is the demeaned factor similarly defined under (3.3).

Since R — ghp_’() and R — B\QLRO are natural choices to help examine whether E(R;) = BArg
holds, we use them to construct test statistics. Under Hy : Ar = A,F’() imposed on factor pricing
and Assumptions 3.3.1-3.3.2, R — BAro and R — BAg are both normally distributed (N — 1)-
dimensional vectors, and the distribution of one of these two vectors is just a scaled version of
the distribution of the other:*

VT (7_3 - glF,o) ~N (0, (1 - AIIV,O@FF()“F,O)il)LF,O) ®Z) ; (3.7

VT (7‘2—@7@0) ~N (0, (1 +/l},0@*1/lf,0) ®z), (3.8)
where QFF(AFO) T Ly T (F+Ar, 0)(Fi +Arp), 0= %):,Tzl FF/, and X is the covariance of
the error U in (3.6).

FAR and Hotelling (H) statistics

The FAR statistic in Kleibergen (2009) is based on the normal approximation of the R —
BV/IF,O vector. Similarly, the Hotelling (H) type test statistic (see Beaulieu, Dufour and Khalaf
(2013)) is based on the normal approximation of R — I/S’\lpp. Both statistics can then be viewed

as the standardized lengths of these vectors, which explains their ¥ limiting distributions,

FAR(Ar) = - /1;70@;(7&,0)7&,0 (R - E)LF.O)/E*I (R - EAF’O) , (3.9)
(o) = — o (R Birg) £ (R~ Biry) (3.10)

14 )LI/T,O Q 1Ak

4 See Lemmas 3.A.1 and 3.A.2 in the Appendix. For ease of exposition, all proofs are provided in the Appendix,
so we can focus on our prime results in the main text.
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with £ a consistent estimator for the covariance matrix . Unless specified otherwise, we use
S— 'y (R—BR)(R—BR)
ek (5 89) (v )
T—K—1 t:ZI t t t t

as the covariance matrix estimator of X for the proposed test statistics.

Theorem 3.3.1. If the same covariance estimator Y is used for the FAR and Hotelling statistics,
then FAR(Apo) = H(App). Under Hy : Ap = Ag and Assumptions 3.3.1-3.3.2, the FAR and H

statistics converge to a Xz%l—l distributed random variable, as T — oo while N is fixed.

Proof- See Appendix 3.A.%

Kleibergen and Zhan (2020) provide another interpretation of the FAR statistic by relating
it to the well-known GRS statistic. They show that R — gl[?’() can be viewed as an estimator
of the constant terms (alphas) in a set of appropriately specified regressions of asset returns on
risk factors. While alphas are zero under the null, the FAR statistic, like the GRS statistic, just
tests whether alphas are zero. Therefore, we could also label the FAR statistic as the GRS-FAR
statistic, as in Kleibergen and Zhan (2020).

The asymptotic result in Theorem 3.3.1, however, is at risk in a finite-sample setting where
the time-series dimension 7T may not be much larger than the cross-section dimension N. We
therefore adjust the FAR statistic (or equivalently, the H statistic) and derive its finite-sample

distribution, which is provided in Theorem 3.3.2.
Theorem 3.3.2. Under Hy : Ar = Ar and Assumptions 3.3.1-3.3.2,

T—K—N+1
T—K-D(N—1)

X FAR(Arp) ~ FN_1,T-K-N+1, (3.1
where Fy_1 7_k—n+1 is the F-distribution with N — 1, T — K — N + 1 degrees of freedom.

Proof. See Appendix 3.A.

The finite-sample F-distribution in Theorem 3.3.2 indicates the importance of the time-series
dimension T relative to the cross-section dimension N. If 7 is much larger than N, then it
is straightforward to verify that the finite-sample result in Theorem 3.3.2 is equivalent to the
asymptotic result in Theorem 3.3.1. On the other hand, if T is close to N, which is not uncommon
in practice, then inference on risk premia based on Theorem 3.3.2 is expected to be substantially
different from that based on Theorem 3.3.1. The related simulation evidence can be found in
Kleibergen and Zhan (2020).

3 Theorem 3.3.1, as well as other asymptotic results presented later on, also holds under weaker conditions, see
Kleibergen (2009).
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GLS-LM and JGLS statistics

As stated in Theorem 3.3.1, asymptotically the FAR statistic has a y? distribution with N — 1
degrees of freedom. Therefore, when we use a large number of test assets, so the degrees of
freedom increases, the FAR test becomes less powerful. This issue has been similarly discussed
for the Anderson and Rubin (1949) statistic in the instrumental variables regression literature
(Kleibergen (2002)).

To reduce the degrees of freedom and thus improve the power of tests on the risk premia,
Kleibergen (2009) decomposes the FAR statistic into two parts, the GLS-LM statistic and the
JGLS statistic, both can be used for testing Ho : Ar = Ar:

FAR()LFT()) = GLS-LM(AF,()) +JGLS(AFY()).

The GLS-LM statistic results from projecting 2 (7_2—[37130) on the column space
spanned by f’%g N

GLS-LM(Ar)

- 1 }’IITOQ\IZI;V ()vF,(J))vp’() (ﬁ—g)LF,O)IE_%/Pii%gA_% (ﬁ_gAF,O)
:1 2 éj (Aro)Aro (nglﬂo)’)/jflg(g/fﬂg)*lB/ (R B)vFO) (3.12)
T AR O FF\MF0)AF,

~ PO UN =l o~ ~ 1/~
where Pf*%é -3 18 (B’Z’IB) By% Lyl = o It Moreover, the GLS-LM statistic
can also be viewed as a quadratic form of the derivative of the FAR statistic (Kleibergen (2009)).
Similarly, the JGLS statistic results from projecting T2 (7_2 — EAF‘()) on the space orthogo-

nal to the one spanned by S8, soit equals FAR(Ar) — GLS-LM(Ar):

JGLS(Arp)
T

1= 476Qrk (Ar0) Ak

(R—EARO) S (Iy_ P )8 (R-Bhrg) 1Y)

By decomposing the FAR statistic as described above, the distributions of the resulting
GLS-LM and JGLS statistics have fewer degrees of freedom, as shown in Theorem 3.3.3.

Theorem 3.3.3. Under Hy : Ar = Ar and Assumptions 3.3.1-3.3.2, the GLS-LM and JGLS
statistics converge to independent X12< and X}%/_ k1 distributed random variables, respectively,

as T — oo while N is fixed.

Proof: See Appendix 3.A.
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To make GLS-LM and JGLS tests applicable for the limited 7" vs. large N setting, we
similarly derive the finite-sample distributions of their (re-scaled) statistics. These are provided
in Theorem 3.3.4.

Theorem 3.3.4. Under Hy : Ar = Ar and Assumptions 3.3.1-3.3.2,

GLS-LM(Aro) ~ YW 'y —y/'C(C'WC) ™' C'y, (3.14)
T-N+1
(T—-K-—)(N—-K—1)

X JGLS(Arp0) ~ FN—K—1,T-N+1, (3.15)

where W ~ N (0,Iy_1), W ~ W (scaled Wishart distribution) independent of v,

and C is an arbitrary (N — 1) x (N — K — 1) matrix of full rank.

Proof: See Appendix 3.A.

The finite-sample distribution of the GLS-LM statistic is non-standard, but, since it is
invariant to the specificaton of C, it does not depend on any further nuisance parameters so its
critical values can easily be obtained by simulation.® The F-distribution of the JGLS statistic
has degrees of freedom different from those for the finite-sample FAR statistic, although both

statistics take the limited T vs. large N problem into account.

FM-LM and JFM statistics

Next, we decompose the FAR statistic in an alternative manner, which is similar to the above
decomposition resulting in the GLS-LM and JGLS statistics. This decomposition leads to yet
two other test statistics, denoted by FM-LM and JFM respectively in Kleibergen (2009). As
shown later, it yields a test whose finite-sample distribution does not depend on N.

In particular, we project o (7? — g?um) on the column space spanned by $25 and the
associated orthogonal space, to construct the FM-LM and JFM statistics, respectively. These

6 To get the finite-sample critical values for GLS-LM, we can independently simulate y, YV from normal and
Wishart distributions, respectively, and use an (N — 1) x (N — K — 1) full rank matrix for C. The quantiles resulting
from the simulated values of the GLS-LM statistic provide the critical values.
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two statistics can thus be written as:

FM-LM (AF,O)
T _ o~ ~ ~
= =~ R*Bl]{o Y2 P DY i ’R B)vFO
1- ;L;f’,OQI?Il«“ (AF,0)AF0 ( ) 2B ( )
_ T (
1= At Qb (Ar0)Aro
JFM(AF’O)

=FAR(Aro) — FM-LM (Ar)
T - DY, ~ 1/ o~
- _ R—Bhio) &3 (Iy_ 1 =P )53 (R—BAro), (.17
1*/157095}(11?,0)11?,0 ( F,o) (In—1 Z%B) ( F,o) (3.17)

7‘2—5&,;0)' N( ) (R B)LFO) (3.16)

1oy ~
B'Xz2,

™
I
2
e

with P,y =S¥ B(BEB)
Y28
Theorems 3.3.5 and 3.3.6 provide the asymptotic and finite-sample distributions for these

statistics, respectively.

Theorem 3.3.5. Under Hy : Ar = Apo and Assumptions 3.3.1-3.3.2, the FM-LM and JFM
statistics converge to independent %12< and XI%F k1 distributed random variables, respectively,
as T — oo while N is fixed.

Proof: See Appendix 3.A.

Theorem 3.3.6. Under Hy : Ar = Ar and Assumptions 3.3.1-3.3.2,

T —-2K
T-K-1K " FM-LM(Arp) ~ Fx, 12k, (3.18)
JFM(Aro) ~ YWy —y/'C(CWE) ' Cly, (3.19)

where y, W are as in Theorem 3.3.4, while C is an arbitrary (N — 1) x K matrix of full rank.

Proof: See Appendix 3.A.

It is worth noting that the finite-sample F-distribution of the FM-LM statistic in Theorem
3.3.6 has a nice feature: its degrees of freedom do not depend on the number of assets N. This
statistic can thus be used to overcome the deficiency due to the presence of many assets, for

which we provide simulation evidence later on.

Split-sample CLR (sCLR) statistic

The conditional likelihood ratio (CLR) test for Hp : A = Ap resembles the CLR test in

Moreira (2003) for linear instrumental variables regression. In the single factor case, the CLR
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statistic has a closed form expression:

CLR(Arp)

:% {FAR(/IF,O) —r(Aro) + \/(FAR()LF.O) +r(Aro))* — 4r(lF,o)JGLS(lF,0)} . (320)

where r(Apg) = @Fp(lao)g’f_lg corresponds to a rank test statistic for testing rank(58) =0
provided Ar = A, and it measures the strength of the risk premia identification. When r(Ar)
equals zero, so there is no identification, the CLR statistic is identical to the FAR statistic. On
the other hand, for large values of r(Ar), the CLR statistic is close to the GLS-LM statistic.
Therefore, the CLR statistic can also be regarded as a data-dependent weighted average of the
FAR and GLS-LM statistics.

Asymptotically, r(Ar) is independent of FAR(Af) and JGLS(Ar), so the conditional lim-
iting distribution of the CLR statistic given the realized value of r(Ar o) results from combining
the independent limiting distributions of the GLS-LM and JGLS statistics whose sum makes up
the FAR statistic. The conditional critical values of the CLR statistic can then straightforwardly
be simulated for any given value of r(Ar () in the manner of Moreira (2003), see also Kleibergen
(2009). In the finite-sample setting, however, FAR(Ar) and JGLS(Af) are no longer inde-
pendently distributed of r(Ar), which complicates the derivation of conditional finite-sample
critical values for the CLR statistic. To address this issue, we propose to conduct a CLR test by
usage of the split-sample CLR (sCLR) statistic.

Specifically, the full sample with ¢t = 1,---, T, is divided into two parts: t = 1,--- T} for
the first sub-sample, while t = 71+ 1,--- , T for the second. We use the first sub-sample to
estimate X, which is only used for calculating r(Arp). All the other parts of the CLR statistic
are computed using the second sub-sample. The resulting CLR statistic is labeled: the sCLR
statistic. The r(Ar ) statistic used for the sSCLR statistic is then independent of the FAR(Ar)
and JGLS(Arp) statistics. We can thus provide the finite-sample distribution of the sCLR

statistic, as in the next theorem.

Theorem 3.3.7. Under Hy : Ar = Ar and Assumptions 3.3.1-3.3.2 with K = 1, the sSCLR(Ar)

statistic conditional on the rank statistic r has the distribution:

% (w’W" v—r+ \/(W’W*‘ v+r)’ —4ry'c(cwWe) ! C’l/f) ,

where W, W, C are as in Theorem 3.3.4, except that T — T replaces T for the (second) sample

size, and r is the rank statistic whose ¥ results from the first sample witht = 1,--- | T.

Proof: See Appendix 3.A.

The split-sample CLR test is, however, not always feasible. If T is too close to N, the two

split-sample sizes, 71 and T — T, may not exceed N. Yet we require the time-series dimension
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to at least exceed the cross-section dimension for our proposed tests. For example, the degrees
of freedom in Theorem 3.3.2 implicitly implies that we need T — K — N 41 > 0. In the single
factor model with K =1, T —K —N+1 > 0 reduces to T > N. For the split-sample CLR
statistic, both 7} and T' — T thus have to exceed N so T has to exceed 2N. For this reason, we
focus on the FAR test and its components, the GLS-LM, JGLS, FM-LM and JFM tests, rather
than the CLR test.

3.3.3 Subset FAR statistic

So far we have focused on testing a joint hypothesis specified on all risk premia: Hy : Ap =
7Lp70. To construct a confidence set of each individual risk premium in multi-factor models,
we can just project out the joint confidence set which can be computed using tests of the joint
hypothesis specified on all risk premia. Alternatively, Kleibergen (2009) and Kleibergen and
Zhan (2020) use a subset FAR (sFAR) statistic. We provide the asymptotic and finite-sample
behaviors of the sSFAR statistic in Theorems 3.3.8 and 3.3.9, respectively. We refrain from
constructing the asymptotic and finite-sample behaviors of the other statistics since these, unlike
for the SFAR statistic, need the risk premia left unrestricted by the hypothesis of interest to be
well identified.

For the K x 1 dimensional vector of risk premia Ar = (Ar1,Ar2,...,Ar k), consider its
partition such that Ar = (Af, 1,2,;)’ with A2 = (Ap2,...,Ark)’. Our objective is to test the null
hypothesis Hy : Ar,; = 12‘1.7 The corresponding sFAR statistic, denoted by SFAR(A2 ), results
from minimizing the FAR statistic under the hypothesized XFOJ,

SFAR(A{,) = minFAR ((AFO 1 ,12’)’) .
: R )
Consider the following characteristic polynomial:

-~ I A-1
‘IJ <1+)~€11QFF7111F,1 7)‘121QFF,12 =0

—Qpfo AR Ortm ) B (Q_EMF’“Z%)E_I (7?—@111?,1,@2>

3.21)

A-1 A-1

with Qp} = (%;?11 %2@12) ,B= (BI,BZ). The sFAR(A,) statistic equals T times the
Qrral QFF,zz '

smallest root of the characteristic polynomial (3.21), which shows that the sFAR(lg 1) statistic

is also a rank test testing the null hypothesis that the rank of (ER, — B; A1 ,BB2) is smaller than

K — 1 (Kleibergen and Paap (2006)).

7 Our results can easily extend to cases where A is a vector instead of a scalar, and for simplicity and for the
fact that scalar tests are popular common among empirical studies, we focus on the scalar case.
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Proposition 3.3.1. The sFAR statistic is bounded according to

SFAR(AL ) < JGLS ((/121 1,2,?’)’) , (3.22)

with JGLS ((20,,29)') = FAR (A2, 28)') — GLS-LM (A2, A8')') where GLS-LM ((28,,29Y)

only uses the score with respect to the 2.

Proof: See Appendix 3.A.

Proposition 3.3.1 directly implies that the distribution of a JGLS statistic can serve as a upper
bound for the one of the associated SFAR statistic (see Theorems 3.3.8 and 3.3.9).

Theorem 3.3.8. Under Hy : Ap; = 12_] and Assumptions 3.3.1-3.3.2, as T — oo while N is fixed,
the limiting distribution of the sFAR(?L,(;)‘l) statistic is bounded by the X3 distribution, i.e.,

SFAR(AL1) = XN «- (3.23)

Proof: See Appendix 3.A.

Theorem 3.3.8 is consistent with the sharp asymptotic sSFAR upper bound provided by
Guggenberger et al. (2012), and we derive the result via a different approach. We derive the
upper bound by showing that the sFAR statistic is bounded by a JGLS statistic (Proposition
3.3.1). Theorem 3.3.4 provides an exact finite sample distribution of the JGLS statistic, similarly
we can derive the exact finite sample distribution of the JGLS ((/lgl , lg’)’ ) statistic, and thus
provide a finite sample upper bound for the sFAR statistic (Theorerﬁ 3.3.9).

Theorem 3.3.9. Under Hy : Ar,| = )LFO \» Assumptions 3.3.1-3.3.2, the scaled sFAR(?LFO_l) statistic,
%sFAR(?L&), is in finite samples bounded by the Fy_k r— distribution, i.e.,

T—N
(T—-K—1)(N—K)

x SFAR(AL|) = Fy—k.1—N- (3.24)

Proof: See Appendix 3.A.

Theorem 3.3.9 is also consistent with the asymptotic x2-upper bound from Theorem 3.3.8
as the scaled F-distribution will converge to the same x2-limit as T increases to infinity. The
sFAR statistic, as previously discussed, is also a rank test. Theorem 3.3.10 extends the finite
sample bound of the sFAR statistic to the generalized reduced rank test statistic (Kleibergen and
Paap (2006)) with a Kronecker structure, which coincides with the canonical correlation rank
statistic of Anderson (1951).

Theorem 3.3.10. Under Assumptions 3.3.1-3.3.2, the canonical correlation rank test which
S Neirm
tests for a lower rank value of B (from equation (3.6)), rk = miny, T%, is in finite
FF
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samples bounded by the Fy_k 7_n distribution, i.e.,

T—N
T—-K-1)(N—K)

rkx < FNfK,T7N~ (3.25)

Proof: See Appendix 3.A.

Theorem 3.3.10 provides a finite sample upper bound for the canonical correlation rank
test of B, which commonly serves as a pre-test testing the identification strength of linear
asset pricing models. Provided that equation (3.6) is simply a linear model, Theorem 3.3.10
easily extends to the canonical correlation rank test of slope coefficients in linear models with
independent Gaussian noise, and thus provides an exact finite sample critical value for the rank

test with a Kronecker structure (Kleibergen and Paap (2006)).

3.4 Numerical and empirical results

3.4.1 Simulation evidence

To illustrate the performance of our proposed tests, we conduct a simple simulation study.

For the data generating process (DGP), we consider a single factor model:
R = c+BF +u;, with F; ~NID(0,Vy), u; ~NID(0,Q),

where ¢, B, V¢ and Q are calibrated to data from Kroencke (2017). We set ¢ = iyA9 + BAr, so

the moment condition (3.1) holds.

Size

Using the simulated data of F; and R, from the DGP, we test Hy : A = 2 at the 5% significance
level for generating the sizes presented in Figure 3.4.1. In particular, we fix the time-series
sample size at 7 = 55 to mimic the Kroencke (2017) study, while we consider a sequence of
values for the number of test assets N, up to N = 31. The FAR, GLS-LM, JGLS, FM-LM
and JFM tests described in the last section are implemented, using both their finite-sample and
asymptotic critical values. The simulated sizes result from 1000 Monte Carlo replications.

Figure 3.4.1 shows that all finite-sample robust tests (dashed curves) have actual sizes close
to the nominal 5%, regardless of the value of N. This is in sharp contrast with the asymptotically
valid tests (solid curves), whose sizes tend to exceed the nominal 5% as N increases. When N
is small, so it is far below T, we observe in Figure 3.4.1 that asymptotic tests are close to be
size-correct. On the other hand, when N is large, so the limited T vs. large N problem becomes
severe, asymptotic tests (except FM-LM) exhibit size distortion while finite-sample robust tests

remain trustworthy. All these findings are in line with our earlier analysis.
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Figure 3.4.1: Simulated sizes as a function of the number of test assets N with T = 55. Dashed
curves for finite-sample robust tests: FAR, dashed black; GLS-LM, dashed blue; JGLS, dashed
magenta; FM-LM, dashed red; JFM, dashed green. Solid curves for asymptotically valid tests:
FAR, solid black; GLS-LM, solid blue; JGLS, solid magenta; FM-LM, solid red; JFEM, solid
green. The null hypothesis is Hy : Az = 2 in a single factor CAPM calibrated to Kroencke (2017).
The significance level is 5%.
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Figure 3.4.2: This figure is generated in the same manner as Figure 3.4.1 above, except that we
fix T at T = 500.
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It is worth emphasizing that the FM-LM test performs well using either finite-sample (dashed
red) or asymptotic (solid red) critical values. This is explained by Theorem 3.3.6, where N does
not appear in the degrees of freedom of the finite-sample distribution of the FM-LM statistic.
Put differently, while the limited T vs. large N problem affects many asymptotically valid tests,
it is less so for the FM-LM test. This feature makes the FM-LM test more appealing than the
FAR, GLS-LM, JGLS and JEM tests for limited 7" vs. large N.

Figure 3.4.1 is to be compared with Figure 3.4.2, for which we increase T from 55 to 500.
Under the large T = 500, Figure 3.4.2 shows that both the asymptotically valid tests (solid)
and finite-sample robust tests (dashed) have actual sizes near the nominal 5%. This further
demonstrates the importance of the T vs. N issue. If researchers adopt a large number of test
assets, such as N = 31 assets in Kroencke (2017), or N = 35 as in Savov (2011), then a much
larger T is generally needed to validate asymptotic tests. This argument also applies to the
identification robust FAR, GLS-LM, JGLS and JFM tests when using asymptotic critical values.
Kleibergen and Zhan (2020) provide similar simulation evidence for the FM ¢-test, whose size
not only suffers from the limited 7" vs. large N problem, but also relies on risk factors of

satisfactory quality.

Power

Next, we briefly analyze the power performance of our proposed tests. To do so, we vary
Ar imposed in the DGP described above and keep testing Hy : Ar = 2, which is close to the
point estimate of the consumption risk premium reported in Kroencke (2017). To facilitate
comparison, we consider two scenarios: (i) N =31 and T = 55, as in Kroencke (2017); (ii)
N =31 and T = 500. The simulated power curves for these two scenarios are presented in
Figures 3.4.3 and 3.4.4, respectively.

The left hand side panel of Figure 3.4.3 shows that finite-sample robust tests are all size-
correct in our simulation study calibrated to Kroencke (2017), and these tests have good power.
The power curves of the GLS-LM and FM-LM tests show a sudden decline in power which
results since they are (functions of) quadratic forms of the derivative of the FAR statistic with
respect to the risk premium. The power decline therefore occurs from this derivative not
only being zero at the minimizer of the FAR statistic. Andrews, Moreira and Stock (2006)
show that the CLR statistic is optimal for testing in the homoskedastic linear instrumental
variables regression model with one structural parameter, since it optimally combines the GLS-
LM and JGLS statistic using the conditioning statistic. Since the conditioning statistic is not
independently distributed from the GLS-LM and JGLS statistics, we can not use it here.

In contrast, the right hand side panel of Figure 3.4.3 shows that among the examined
asymptotically valid tests, only the FM-LM test appears to be size-correct for the N = 31 and
T = 55 setting. This is consistent with Figure 3.4.1 as well as Theorem 3.3.6.

Figure 3.4.3 is to be compared with Figure 3.4.4, for which we consider T = 500. The two
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panels of Figure 3.4.4 now appear similar to each other, since both the finite-sample robust tests
and the asymptotic tests are expected to be valid when T is sufficiently large. Similar to the left
hand side panel of Figure 3.4.3, Figure 3.4.4 also suggests that the power performances of the

examined tests are comparable to each other.

1 — ; e 1 ‘ —_—
™ W0 L N/
\ . P
A Vo ro /
. L =ha oo
, '
X P M
0.8[ W A th 0.8|
> k! ! L R >
[5) | R [ [5)
\ :
g Vo 5
S N [ S
50.6 o L 0.6
@ EIPENE L o
B Vo ot
(I ¥ . L [
= N S =
o no L o
5041 AR 04
/
Ko} L e Ko
[0} Vo [0}
‘
ve R ve
/
0.2} IRy . 0.2
IR n;‘ .
/
AL )
Nt
0 : 0
-6 -2 2 6 10 -6 -2 2 6 10
A A
F

Figure 3.4.3: Simulated power curves with N = 31 and T = 55. Dashed curves for finite-sample
robust tests in the left panel: FAR, dashed black; GLS-LM, dashed blue; JGLS, dashed magenta;
FM-LM, dashed red; JFM, dashed green. Solid curves for asymptotically valid tests in the right
panel: FAR, solid black; GLS-LM, solid blue; JGLS, solid magenta; FM-LM, solid red; JFM,
solid green. The null hypothesis is Hy : Ax = 2 in a single factor CAPM calibrated to Kroencke

(2017). The significance level is 5%.

Kleibergen (2009) discusses how the power decline of GLS-LM and FM-LM tests, as
shown in Figure 3.4.3, can be avoided by sequentially testing the risk premia using either the
independent GLS-LM and JGLS tests or the FM-LM and JFM tests. For illustration, here we
consider a combination such that a 96% critical value is applied to GLS-LM and a 99% critical
value to JGLS, so the overall size equals 5%. Similarly, we also consider the combined test
using FM-LM (96%) and JFM (99%).

Figure 3.4.5 presents the power curves of the GLS-LM and JGLS combined test and the
FM-LM and JFM combined test in the N = 31 and T = 55 setting. For comparison, we also
present the power curves of the FAR test and the FM z-test with the Shanken (1992) correction.

The left hand side panel of Figure 3.4.5 shows that the power decline in Figure 3.4.3 is no
longer in place, once we combine tests in the manner suggested by Kleibergen (2009). Moreover,
the GLS-LM and JGLS combined test (dashed blue) appears more powerful than the FM-LM
and JFM combined test (dashed red) and the FAR test (dashed black). On the other hand, the
FM r-test (dotted brown) exhibits size distortion, since it over-rejects Hy : Ap = 2. The right
hand side panel of Figure 3.4.5 again shows that the asymptotic counterparts of these tests do
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Figure 3.4.4: This figure is generated in the same manner as Figure 3.4.3 above, except that we

fix T at T = 500.
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Figure 3.4.5: Simulated power curves with N = 31 and T = 55. Dashed curves for finite-sample
robust tests in the left panel: FAR, dashed black; a combined test of GLS-LM (96%) and JGLS
(99%), dashed blue; a combined test of FM-LM (96%) and JFM (99%), dashed red. Solid
curves for asymptotically valid tests in the right panel: FAR, solid black; a combination of JGLS
and GLS-LM, solid blue; a combination of JFM and FM-LM, solid red. In both panels, the
dotted brown power curve is for the FM z-test with the Shanken (1992) correction, using critical
values from the normal distribution. The null hypothesis is Hy : A = 2 in a single factor CAPM

calibrated to Kroencke (2017). The significance level is 5%.
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Figure 3.4.6: This figure is generated in the same manner as Figure 3.4.5 above, except that we
fix T at T = 500.

not function well in the N = 31 and T = 55 setting.

Figure 3.4.5 is to be compared with Figure 3.4.6, where T is increased to 500. Under this
large value of T, the two panels in Figure 3.4.6 are, as expected, almost indistinguishable. Figure
3.4.6 also shows that the FM ¢-test starts to perform well under the large 7'(= 500). However,

its power curve lies below those of robust tests, i.e., it appears to be less powerful.

3.4.2 Risk premia in the consumption CAPM

We use our proposed tests to analyze risk premia in the consumption CAPM and conditional
consumption CAPM. The data sets from Kroencke (2017) and Lettau and Ludvigson (2001)
are adopted to facilitate comparison. The yearly data taken from Kroencke (2017) has T = 55
and N = 31, while the quarterly data taken from Lettau and Ludvigson (2001a) has T = 141
and N = 25. The detailed description of the involved test assets and risk factors is provided for
Tables 3.2.1-3.2.2, where the estimated 3’s are reported.

For ease of exposition, we present the p-value plots resulting from testing risk premia using
our proposed tests. A p-value larger than, say, 5%, implies that we could not reject the null at
the 5% significance level. Thus if we find that the p-value curves are all above the 5% line, then
we can not reject any hypothesized value of the risk premium, i.e., the 95% confidence sets of
the risk premium is unbounded. In contrast, if the p-value curves cross the 5% line, then we can
reject those hypothesized values of the risk premium whose corresponding p-values are below
5%. Finally, if the p-value curves lie fully below the 5% line, then we reject every hypothesized
value of the risk premium.

Figure 3.4.7 provides the p-value curves resulting from testing the consumption risk premium
using the data from Kroencke (2017). We use five of our proposed tests: FAR, GLS-LM, JGLS,
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FM-LM and JEM.® Overall, the p-value curves based on the finite-sample robust tests (dashed
black) imply unbounded 95% confidence sets of the consumption risk premium. In particular,
the p-values from the finite-sample FAR, GLS-LM, JGLS and JFM tests are all above 5%, so
the resulting confidence sets are unbounded. Only the FM-LM test has some of its p-values
below 5%, for some hypothesized risk premia near zero. Therefore, only these hypothesized
values can be rejected at the 5% level, and the 95% confidence set resulting from the FM-LM
test is thus unbounded but disjoint. The unboundedness of the 95% confidence sets reflects
both the questionable quality of the consumption growth data and the limited sample size, and
casts doubt on the findings in Kroencke (2017) based on the FM ¢-test, which we re-produce in
Panel A of Table 3.4.1. Dufour (1997) and Kleibergen and Zhan (2020) provide further detailed
explanations for why confidence sets resulting from robust tests can be unbounded. In particular,
Kleibergen and Zhan (2020) show that unbounded confidence sets commonly occur, if risk
premia are unidentified due to poor quality risk factors, and/or the involved time series is short,

so little information on risk premia can be extracted from the data.

Table 3.4.1: Conventional 95% confidence intervals of risk premia

A. Kroencke (2017) B. Lettau and Ludvigson (2001a)
Ac Ac cay Acxcay
Estimate of Ag 2.04 0.02 -0.13 0.06
FM ¢ 2.18 0.20 -0.43 3.12
95% C.I. by FM ¢ (0.20, 3.88) (-0.20, 0.25) (-0.70, 0.45) (0.02, 0.09)
Shanken ¢ 1.75 0.15 -0.31 2.25
95% C.1. by Shanken ¢ (-0.24, 4.32) (-0.29,0.34) (-0.93,0.68) (0.01,0.11)

Notes: The estimate of Ar and the FM z-statistic result from the Fama-MacBeth (1973) two-pass procedure.
The z-statistic with the Shanken (1992) correction is also presented. 95% C.1.s are constructed by inverting
the ¢-tests. For the consumption CAPM, we replicate the Kroencke (2017) study: the yearly unfiltered
consumption growth in 1960-2014 is used for Ac, while thirty portfolios sorted by size, value and
investment, plus the market portfolio, are used as test assets. For the conditional consumption CAPM, we
replicate the Lettau and Ludvigson (2001a) study: the quarterly consumption growth Ac, the (lagged)
consumption-wealth ratio cay and their interaction in 1963Q3-1998Q3 are used as three risk factors,
while twenty-five Fama-French portfolios sorted by size and book-to-market are used as test assets.

Figure 3.4.7 also shows the large discrepancy between finite-sample robust tests (dashed
black) and asymptotically valid tests (solid red). Most striking is that the asymptotic FAR, JGLS
and JFM tests reject every hypothesized risk premium, while their finite-sample counterparts
do not. The FM-LM test distinguishes itself from the other tests, since its finite-sample and
asymptotic versions lead to almost identical p-values. This should not be surprising, since
Theorem 3.3.6 shows that the FM-LM test does not suffer from the limited 7 vs. large N
problem. As long as T exceeds 2K by a large enough margin, the finite-sample adjusted FM-LM

test is almost equivalent to its asymptotic counterpart.

8 Since T = 55 while N = 31, we do not employ the sCLR test which needs 7 > 2N.
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Figure 3.4.7: p-values of the FAR, GLS-LM, JGLS, FM-LM and JFM tests for testing the values
of the consumption risk premium on the horizontal axis. Dashed black curves result from the
finite-sample critical values of these test statistics, while solid red curves of p-values result
from the asymptotic critical values. The test assets (thirty portfolios sorted by size, value and
investment, plus the market portfolio) and the single risk factor (unfiltered consumption growth)
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in 1960-2014 are taken from Kroencke (2017). The 5% benchmark line is also plotted.
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Identical to Figure 3.4.7, Figure 3.4.8 provides p-value plots based on the sFAR test for each
of the three risk premia in the conditional consumption CAPM in Lettau and Ludvigson (2001a).
They are used to construct the 95% confidence sets of each of the risk premia, to contrast with

the conventional ones presented in Panel B of Table 3.4.1.°

A Consumption " cay " A Consumption x cay
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Figure 3.4.8: p-values of the sFAR test for testing the values of risk premia on the horizontal
axis. Dashed black curves result from the sFAR test using the finite-sample F-critical values,
while solid red curves of p-values result from the asymptotic y2-critical values. The test assets
(twenty-five Fama-French portfolios sorted by size and book-to-market ratio) and three risk
factors (Ac, cay, Ac x cay) in 1963Q3-1998Q3 are taken from Lettau and Ludvigson (2001).
The 5% benchmark line is also plotted.

Figure 3.4.8 shows that the finite-sample adjusted sFAR test (dashed black) leads to un-
bounded 95% confidence sets of the risk premium on each of the three risk factors in the

model (Ac: consumption growth; cay: the lagged consumption-wealth ratio; Acx cay: their

9 For our other proposed tests, the 95% confidence sets for the individual risk premium result from projecting the
95% joint confidence sets of all three risk premia on the separate axes reflecting each risk premium. We therefore
refrain from using them to construct the 95% confidence sets for the individual risk premium.
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interaction). In contrast, 95% confidence sets based on the asymptotic SFAR test (solid red) are
unbounded and disjoint for Ac and cay, since only a bounded set of hypothesized risk premia
are associated with p-values below 5%. Furthermore, for the interaction term Ac¢x cay, both
the finite-sample and the asymptotic p-value curves lie above 5%, so they suggest an unbounded
95% confidence set. Lettau and Ludvigson (2001), on the other hand, report a significant FM
t-statistic on the interaction term to help establish their conditional consumption CAPM, which
we re-produce in Panel B of Table 3.4.1. In contrast with Lettau and Ludvigson (2001a), the
unbounded confidence sets implied by Figure 3.4.8 thus put the significant risk premium from
the FM t-test under doubt, see also Kleibergen (2009) and Kleibergen and Zhan (2020).
Finally, it is worth emphasizing that the unbounded confidence sets of risk premia in Figures
3.4.7-3.4.8 are in line with the corresponding 3 estimates in Tables 3.2.1-3.2.2. As indicated
by Tables 3.2.1-3.2.2, we can not rule out that the full rank condition of (1y, 8) is violated in
a statistical sense. If the full rank condition does not hold, then the risk premia Ag in (3.1)
are unidentified. Any real value can thus become possible for the unidentified Az, which

consequently leads to the unbounded confidence sets in Figures 3.4.7-3.4.8.

3.5 Conclusions

We provide finite-sample distributions for the identification robust statistics testing risk
premia in the beta representation of expected asset returns. By doing so, we make these tests
suitable for empirical settings where sample sizes are often limited and the quality of risk factors
is questionable. The size and power performances in Monte Carlo simulations show that these

tests work favorably, and their empirical usage is illustrated using two well-known applications.
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Appendix 3.A  Proofs

In this Appendix, we provide the proofs for the analytical results stated in the main text. These proofs build on
Lemmas 3.A.1 and 3.A.2 below.

Lemma 3.A.1. For any given Ar,

iy 600

7 ) (3.26)
1 1 0 1
~aro) \0 Q) \ ~Aro
R Bhrg=—— (R~ Baro), (3.27)
’ 1+ 11/:70 Qill[’,o :
where Q = (¥, EF))/T.
Proof of Lemma 3.A.1.
o= (ZEE’) /T, (3.28)
t
Orr(Arp) = <Z(E +Aro)(F, +lp_o)’> /T = O+ AroAko, (3.29)
t
where the last equality results from the fact that £ are demeaned factors. Using (A + aa’)fl =A"1- ﬁ[rlaal—l’
we have
@FFOLFOYl = (@Jr/lFM' )71 =g'- ;@qlml’ o' (3.30)
‘ B0 14 A% O Ak HIR0=
which implies
~ _ 1
1= 470 Qrr (Ar0) ™' Aro = (3.31)

1 +/l}‘oé’1/1no.

Plugging Equation (3.30) into E which can be rewritten as B = %R’ (lrl,’p’o +F> @pp (l}q())il with F =
(Fi,....Fr) and R = (Ry,...,Rr)’, we get:

Sl ~ _
B :?R’ (1Mo +F) Qrr(Aro) ™!

1 . | R . o
(e 5,000 )+ RAL G (o)
T < 1+2'1,:_OQ*IAFA’0 FO%F0 F,0 FF( F‘())
. i " o
=B BAroAig Q" + RALQrr (Aro) ™!
1+AIC",09711F.0 FOAF0 F,0 FF( F())

. i - o i 1 ) )
=B ——————BApoAigQ  + Ry | @~ 0 oA Q!
1+ 270Q  Arp FO%F0 FO 00 e rolko
. ) ~ R FhoS
=B-————————Blror Q'+ Rapy0-!

1440 o 1+ Ao Q' Ao
—Arg Q!

—B- (R - z%,o) FeTR T

(3.32)

97



which then implies the following Equations (3.33) and (3.34):

B=B (R~ Bhro) (—m) (0 @‘> <1K>

s , (3.33)
1 1 0 1
—Aro 0 g —Ar0
~ ~ o —Ab0O0  Arg
BAro = Bhpo— (R—BApg ) —2— 2 (3.34)
F0 F,0 ( Ro) 1+7L}‘OQ’17LF,0
From Equation (3.34), it results that
R—Bheg——— (R - ézlm) . (3.35)
1+ ll/;.ogfll[:’o
O
Remarks. Lemma 3.A.1 also implies
- _ B P
B~ (R~ Baro) 44Q" =B. (3.36)

If the model is correctly specified, the term (72 — B’)LFTQ) is asymptotically zero, so the two estimators Band l? are

asymptotically equivalent.

Lemma 3.A.2. Under Hy : Ap = Aro and Assumptionl 3.3.1-3.3.2,

VT (R=BAro) ~ N (0, (142400 A0 ) ©), (3.37)
VT (R - Exm) ~N (0, (1 - A«II:_VOQ\FF(AR())ilA«F)o) ®2> , (3.38)
(R~ Baro) LB, (3.39)
(R~ Baro) LB (3.40)
(R~ AFO) LT, (3.41)
(7’3 ) LT, (3.42)
o E(Re) (2 a) TS
RL 37'2 S B1EBLE. (3.44)

Proof of Lemma 3.A.2. We only need to show (3.37) (3.40) (3.41)(3.43). The proof of these results, together with
Lemma 3.A.1, implies the rest of Lemma 3.A.2.
(1) Show v/T <R - ﬁlﬁo) ~N (0, (1 + /1;‘0@*1/1,:_0) @2).
VT (R - E)Lm) =T (R —Blpo— (z? - B) /lm)
(- (B B) )
:\/T (ullr (1,’rlT)7] —-U'F (F,F)il AF,O)
=VTU'X (x'x)”" (1 4;)0)’, (3.45)
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where U = (Uy,...,Ur)", F = (Fy,...,Fr)" and X = (17, F). It then follows that

VT (R=Bara) =VTurx (%) (1 —a,)

—((1 —ap) (Xx/T) " @0y (% Y X, ®u,) , (3.46)
and we thus get (3.37) by using
1 !
ﬁ;x’ QU ~N(0,(X'X) /TRX). (347

(2) Show (7_2 - EXF,O) 1 B, where L stands for independence.

We prove the claim by showing

R — BAr, 1
N PO G (3.48)
vec (B - B) VT \ w5
where Yy L yg, and they are (N —1) x 1 and (N — 1)K X 1 normally distributed random vectors with mean zero

and covariance matrices (1 - l}’o Q;} (Aro) A,F‘()) ®X and O (lpo)71 ® X, respectively. To show it, we start
with

( R —Bhro > . (R ~Bro— (Ao @1v-1) vee (B B)) (3.49)

vec (E*B) vec (E—B)
where
R*Bl{:‘o = Z/_{ :Z/{llT (l/TlT)71 = ((1%11)71 llT ®IN71)VCC (Zx{l) s (3.50)
- 1 -
vec <B — B) = ?(Q;}; (A«F‘O) (Fl -‘rkp‘ollr) ®In_1)vec (Z/{,) . 3.51)
We therefore have
R—BA I I ) eIy
(vec s ) - (NOI 0® . >> 151 (iT T)(F ! AI,V 1/ P veC(U,)
K(N—1) T FO) +1r F,O) ®QIy-1
_1gr Y
< rir)” A’b OQFF (Ar0) (FJF lT;LF,O) ) ®In-1 vee (U/)

!/
T QFF (Arp) (F+ '-Tl},r‘()) Q1In-1

/
( lg()QFF (AFO) <F+ lTl;‘70> ) ®R1IN-1

, vee (U'). (3.52)
Ot (heo) (F+1rAfg) @1y

~

?

N ’ N N/ -
Note that (I'T ~ 200zt (ro) (F+ 172, ) ) x <Q;} (o) (F+1rao) > =0, which implies R — BAro L

B.
(3) Show (R - E/lp,o) Ls

~ _ ~ /
Note that £ = U/MxU/(T K — 1) with My = I —X(X'~'X', while (R~ BAro) =UX (XX)™" (1 ~Af)
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as shown in (3.45), the independence thus results from 'X | U’ My, since
E (Vec (Z/{/X)/VBC (Z/{/MX)) =E ((X' ®IN,1) vec (Z/{/)/ (Mx ®1Iy_1)vec (Z/{/Mx)) =0. (3.53)

(4) Show £ ~ WKLY,
S =U'MxU/(T —K —1), where My = I — X (X'~ X" is the projection matrix with rank T — K — 1,U = (U, ..., Ur)’
with U ~ N(Oy_1,X). Using Theorem 2 of Matthew and Nordstrom (1997), it follows that

E=UMU/(T —K—-1)~ Wy ((T-K—1,5)/(T—K—1). (3.54)

Proof of Theorem 3.3.1. Equivalence of FAR and H statistics results from (3.27) (3.31), which are

~ 1 .
—BA ———— (R —BArp),

o= s (R B).
1

1= A Orr(Arg) g = ——————.
FoQFF(Ar0)” Aro 42200 rg

Assumptions 3.3.1 and 3.3.2 imply that Assumption 1 in Kleibergen (2009) holds. Theorem 3.3.1 thus results
from Theorem 5 in Kleibergen (2009).

O
Proof of Theorem 3.3.2. From Lemma 3.A.2, we know
T (R - E}Lp,o) ~N(0,%), (3.55)
1= 240QrF(Aro) ™' Arp
(R B)Lm) (3.56)
N 1 = = \(5 az) Wvai(T-K-13X)
Sl = K—IZ(R’_BF') (Re—8R) ~ =y G-7)

With these results, the Fy_j 7_g_n41 distribution for the finite-sample FAR statistic results from Theorem
3.2.13 from Muirhead (2009).
|
Proof of Theorem 3.3.3.
Similar to the proof of Theorem 3.3.1, Theorem 3.3.3 results from Theorem 6 in Kleibergen (2009).
|
Proof of Theorem 3.3.4. Let B, be an arbitrary (N — 1) x (N — K — 1) matrix such that (5, B, ) is of full rank and
Blg = 0. The projection matrix Mt%g =1Iv_1 7Pi’%l§ can be written as f%,gl (glfli) B\ Xz,
The JGLS(AF) statistic can thus be written as:

JGLS(Arp)
T o~ IDURY: o
= (R=BAro) 272 (In-1—P._; )X 2 (R—BArp
1= 210 Qrr (Aro)Aro ( ) $18 ( )
T

ST T I (R~ me) L (BL3BL) ‘5, (R—Bro). (3.58)
FO=FF B K
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Conditional on g, Lemma 3.A.2 implies

T S o~
— B (R-Bpo)~N(0,B,2B,), (3.59)
\/1 — Mo Qb (Aro)Aro ( ) < * )
o Wik (T—K— 1,([3;)'2@))
5B, ~ : (3.60)
T-K-—1
358, 1B, (R - B“/IF,O) , 3.61)

since BB, only depends on B3 by construction. These results imply that % X JGLS(Ar0) ~ FN—K—1,7—N+1-

Note that GLS-LM(Ar) = FAR(Ar) —JGLS(Ar,), where FAR(A£) and JGLS(Ar), once properly scaled,
follow F-distributions with different degrees of freedom. The finite distribution of GLS-LM(Af) is thus the
difference of the finite-sample distributions of the FAR(A£,) and JGLS(Ar,) statistics. From the proof of Lemma
3.A.2, we know

R —Blr .
vr <Vec (EB)) - <WB>
H-1
Y (O, ((1 — A0 Qrr (AF0) /IF,()) ®X R 0 1 )) ’ (3.62)
0 Orr (Arp)” ®L

and £ ~ W, (7_2 — BVA.F’O) 1 ¥. Therefore, we have FAR(Arg) ~ w'W~ly, where w ~ N (0,Iy_1),

W~ % As (72 - E)LF‘O) and £ are both independent from B, , we have JGLS(Ar) ~ w'C (C'WC) ™' C'y

independent of C from (3.58).

O
Proof of Theorem 3.3.5.
Similar to the proof of Theorem 3.3.1, Theorem 3.3.5 results from Theorem 7 in Kleibergen (2009).
O
Proof of Theorem 3.3.6.
Conditional on g, Lemma 3.A.2 implies
T ~ o~ S
—~ B (R—BAro) ~N(0,B'LB), (3.63)
\/ 1= 47,0 Qrr (Ar0)Aro ( ) ( )
W (T—K— LE’ZE)
B~ .64
B'EB T_K_1 (3.64)
BSB LB (R - E/lp,o) . (3.65)
These results imply that % x FM-LM(AF ) ~ Fkx 7—2k. and this distribution does not depend on B.

Given JFM(Ar) = FAR(A£0) — FM-LM(Af), the finite distribution of JFM(Ar) is thus the difference
of the finite-sample distributions of the FAR(Ar¢) and FM—LM(Aro) statistics: JEM(Aro) ~ YW=y —
W' C(C’WC) ™' C'y. The proof is similar to that for GLS-LM in Theorem 3.3.4, except for that C is an ar-
bitrary (N — 1) x K matrix of full rank.

O
Proof of Theorem 3.3.7.

The i.i.d. condition in Assumption 3.3.1 implies that  in the SCLR statistic is independent from the other parts.

Theorem 3.3.7 thus results from Lemma 3.A.2 and Theorem 3.3.4.
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Some extra remarks before proof of Proposition 3.3.1:

_ 1+A:0"Ar IFAR(Ap

~ e 1\~ [ OFAR(AF)\’
(D GLS-LM (3) = 42 - ) (B’Z’]B) (#) . (3.66)
F F
~ !
— o ,o\\ _ 1+24,0 A JFAR(AF) o 15\~ ! [ OFAR(AF)
() GLS-LM ((QLFVI,LZ ) ) = i (622 Bz) T
T _ ~ Iyt ~ 1 _ ~
= — R—B}LF’() Y2IP Y 2(R—BAro). 3.67)
1,1&0(2;;(;%0)%0 ( ) £728, ( ' )
— 0 o ! - T 5 @ PN _ ~_ 1 5
(i 16L8 <<AF'1JQ ) > - I_AI{‘OQ\;}?(AF_O)AFO (R BAF:O) =2 Uy PA*%B})Z ’ (R BAFO)
(3.68)
Construction of (I)-(I1I)
Proposition 3.B.1 shows
JFAR(Ar) N
Son = (R - B/lF) 1B, (3.69)
and thus
1+ 24,07 1Ar OFAR(AF) /e 2\ ! [ OFAR(AF)\'
GLS-LM(Af) = Z? LS 12 ) (6/2 18) (#) . (3.70)
Similarly we have
JFAR(AF) N
S T (RfB)Lp) 15, (3.71)

—~ , ! — ; !
which then leads to the construction of GLS-LM (ZFOJ , LZO ) > , and (III) follows the difference that JGLS <<l£l , /lg ) > =
N\ —~ NG
FAR <(7LF0117L20 ) > —GLSITM <</1}3’1,7L§) ) )
Proof of Proposition 3.3.1. Denote
22 (A2,) = argminFAR ((1191,?(,2,)'> .
. " )
o~ ~) / — . /
By construction GLS-LM ( (/119,1 Ay <7L1~‘0,1)) ) = 0 and thus once we establish that JGLS <(l1-‘0,1 Ay (l,?ﬁ») )
<JGLS ((lgl,lg)’) and thus
0 G 0 4" (10 \Y (10 40y
SFAR(AL,) = JGLS ( (2214, (A2,)) ) <JGLS (a1, 49)).

Proposition 3.B.3 shows that

QJGLS . . 1 IFAR (e ot (5 O 'ApALQ!
o ()Lp)fijLS()LF)W(Ap)(BZ B) (Q aErwr=rml )
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and following similar steps, we have

2JGLS 0o 40\ _ 1 0 \9FAR o (=15 \ " v [ Aot M
AT ((AFJ,AQ)>_TJGLS(7LF)M§, @) (B '8) (@ o) ©

with C = (0iIg_1).
In practice we deal with N > K + 1 and thus without loss of generality we may safely assume that almost

__ N N
surely, zeros of 91%;275 ((12_1,2.2> > (as a function of A,) are zeros of 91’;?,1? (()L;) | }‘2) > (as a function of A,).
! ; )

2

’ ! —— / !
Given the facts that the stationary points of FAR <(7L£I %) ) and JGLS <<12‘1,12) ) (as functions of A)

— ~r !
coincide, they achieve the minimum at the same point. Therefore, the inequality JGLS <(12‘1,22 (lgl)) )
<JGLS ((12_1 ,120/)/) holds.

|

Proof of Theorem 3.3.8. This is a direct result of Proposition 3.3.1 and Theorem 3.3.3. See also Guggenberger et
al. (2012), Gospodinov et al. (2017).

|
Proof of Theorem 3.3.9. This is a direct result of Proposition 3.3.1 and the fact that
T—-N . /
VM JGLS(/IO. 0 ’)NF, .
T-K-1)(N—K) " (A1, A2 ) ) ~ Bv-x-n
which is indicated by the proof of Theorem 3.3.4.
|

Proof of Theorem 3.3.10. We know B ~ N (B, Q;}, ®X). B is of lower rank than K then the null is equivalent
to that there exists non-zero A such that BA = 0. If the first entry in A is non-zero, there exists Ay such that
B(1,4§)" = 0. Denote

ZOR

e (o) = L (BO-#)) T (B1,-4)),
(1,=29) 0 (1,—Ag)

rallo) = (1.,_15);(1,_/16)" (BO2)) £ py 5 (BO-4))

rk(2o) = rkr (Z0) — rks(2o),

()l

with Q = Q;}:,A: M
1 1

() o)

By construction, rk = miny, rk(A) < miny, rkr(Ao). Then the result follows proof of Theorem 3.3.9 by noticing
miny, rkr (o) < rkj{2o) and miny rk(A) equals T times the minimal root of the following polynomial, which is

the canonical correlation rank test

uo—-BE 1B =0.
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Here we briefly illustrate the fact that B L g( 1, —16)’.
(B(1,-4)".B) = By, (3.72)

. 1 A L
with Ay, = <—M Ieoi— MA). {AA’AOQAAO}IZ = 0 implies the result.
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Appendix 3.B  Supplementary part

Proposition 3.B.1. The GLS-LM(Ar) statistic (3.12) is a quadratic form of the derivative of FAR(AF).

Proof of Proposition 3.B.1.

— ~ PN _ ~
JFAR(AF) T J (R—BAF) r-! (7{—6/10
Ap 1+AO Ar oA
T
+ o (R-BAr) £ (R—BAr)

o (R (8 g (R B (RB)

S (7271%)/2*1 (72 Bar AFQ_
1-‘1—1}:@7111: +l/ IAF
2T N _ 3
_WOZ—BM) $1B=—_or (R—BAF) 515,
and thus
14420 "Ar JFAR(AF) /=i =\ ! / OFAR(A,
GLS-LM(Ar) = ——7—— azi ) (B2'5) (#
Proposition 3.B.2.
IGLS-LM,, . JFAR JGLS(Ar) OFAR (e i\~
o=~ e (BEB)
F F F

_(5-1_ 'm0t
where Q_ = (Q 2.0 i

Proof of Proposition 3.B.2.

iBed (@ (R Bn) Y

(@m)d<

~ (R Bar)

) (Q_ is non-singular).

1+/1;@U1F>
Ol N 1 O-1
MO ) Bap) S
1+ A0 1Ap 1+ A0 1Ap
/ R .
22401 (dAp)ALO ! (d/lp)AQ _ Bldie)
1+7L’Q 2

(1+k’ 1A )
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dvecB

1 o-1 1 O-1 1A-1 1 A-1
_vec{— (Q—EAF) (ZAFQ (d;LFMFQz B (dlp)AQ ) —l?(dl,:) ;LFQA }

(1+2014)  1HAQ A 1+ 2,0 12r
1 M;IQMF (‘mlhi(f;;? LB O '@ (R Bar) - @‘M@E) dr
T +7L;1@*‘7Lp (‘ o ?EZ@B@ He +07' @ (R-BAr) -0 A ®z§) dA
:m (0@ (R—Bar) +Q "2r® (B—28)) dar, 3.77)
F F
a(BSB) = (858) ' (a(B5B)) (BSB)
1

. 5@4@’1( aB)'B+B5 (aB)) (BEB) . (3.78)

+—
1+/’L;;Q711F
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e (7’2— JLF) $1B (B’E*B)*j Kw_1kd (vecg> +

~\ —1

R-Bir) (57'B) o (R-Bar) fflg)>dvec (Bs18) '~

R-Bi) 5B (BEB) @ (R-Bar) (2 724/2%4/@4/2)) d (vecB) +

R— Alp) g1_g-V Ps '/28271/2) ® <R—glp>/§71g<gliilg)il> K(N—I)Kd (VGCB

2(R-B2r) (£B) (gfiflg)" BS'Bdr
=2 <7_3— AAF>l§71g<l§/§71g>71 ® (ﬁ—glp), (271 _E—I/eri 1/25271/2> X
O "o (R-Bap)ALO o R _
1+;L;1Q-1;LF ( Flfzéé—liz : +Ql@@[”’“)Ql’““) dhr—

2(R-Bir) (2'B) (BE'B) ' BE'Bais

(R—Bar) £ My 1/ (R~ B

=2 = X
1+ 450~ 14r
5_ 2 V5153 (Fs13) " Afl_@717kFM@71
(R-Bar) £'B(BL'B) <Q oo )

~2(R-BAr) (27'B) (gffflg)”gffflédap,
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J6LsIM O (» B/IF)IE*IE(B SB) BT (R-BAr)
oy oA
s (R-BA) SB(B28) B (R-Br)
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WO (R Bar) S B(BS ) BT (R-Bar)+
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r 2(R-Ba)SB(BSB) L (R-Bar)
1+AL Q- 12Ap oA
_ (]j?;%)z (R—Ba)sB(BEB) BT (R-Bar) +
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Therefore, we know

JGLS-LM  JFAR 2T _ P NS
ap or (1440 127" (R-82) =5 (5% '5)

(R~ Ba) £ 2 Mg og2 2 (R Bir) -2 (R B ) V20 g8 12 (B-26)

:ang ' (1 +/1;ZQTW~)2 (R-Bar) 28 (g'iflg)fl Q'x

{ (R-BA) £2Mg gS2 (R - B

P
Q 'x

2 (R~ B2 )lf’l/zMA 512 (R BAr ) & Qo
—Ar — DAF $-1/253 — PAF Fm
_OFAR _JFAR (E’E*‘E)fl 51 QA0
aAp oA 14210 17
(7?,—B\Z,F>lifl/2./\/li,1/ggifl/2 <7?,—B\7LF>
1+l;~@7111: '
This leads to the results in Proposition 3.B.2.
Proposition 3.B.3.
dJGLS _ JGLS(Ar) OFAR [z 5\ ~!
g M) =7 i (5278) o

Proof of Proposition 3.B.3.

dJGLS dFAR JGLS-LM

oL on on
78FAR (g,/if]g)fl <@1 - QIAF%\[/J@1> x

~on 14250 1Ar
(R—Bar) B2 Mo 5172 (R~ B
1+ 40 1Ar
_IGLS(AF) IFAR (e 121 (51 Q'ArApQ!
T (5275) (@ 1440125 )

109

(3.82)

(3.83)

(3.84)






Chapter 4

Identification robust testing for affine term
structure models with time-varying risk

prices

4.1 Introduction

Dynamic affine term structure models (DATSMs) have been developed for years since
Vasicek (1977) and Cox, Ingersoll Jr and Ross (1985), and help to understand the movements of
bond yields and to analyze financial markets. They are empirically appealing for their smooth
tractability and simple characterization of how risks get priced. Cochrane and Piazzesi (2005)
apply affine term structure models to study time variation in expected excess bond returns and
spot a single powerful explanatory factor; Wu and Xia (2016) use affine models to summarize
macroeconomic effects of unconventional monetary policy; Ang and Piazzesi (2003) investigate
how macro variables affect bond prices and the dynamics of the yield curve and Buraschi and
Jiltsov (2005) study the properties of the nominal and real risk premia of the term structure of
interest rates.

Many recent studies have developed multiple approaches to estimate coefficients, most of
which involve a time-consuming numerical optimization procedure partly resulting from the
high non-linearity. The inference concerning the coefficients would suffer similar challenges.
However, another undesirable feature, as pointed out by many recent studies (e.g., Hamilton
and Wu (2012)), is that the identification can be problematic. Lack of identification, e.g., due to
unspanned factors (Adrian, Crump and Moench (2013)), and thus a relatively flat surface of the
likelihood also leads to unsatisfying inference results (e.g., Kleibergen (2009), Hamilton and
Wu (2012)).

Unspanned factors refer to those that only affect the dynamics of bonds under the historical
measure but not the pricing measure (see, e.g., Joslin, Priebsch and Singleton (2014)). The

presence of such factors has been documented in empirical studies (e.g., Ludvigson and Ng
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(2009), Adrian, Crump and Moench (2013)), and they can cause identification challenges
since varying the pricing measure parameters concerning them does not change the outputs too
much. Adrian, Crump and Moench (2013) allow for the presence of unspanned factors with the
prior knowledge of which factors are unspanned, and their proposed estimation procedures are
different between cases with and without unspanned factors.

In this chapter, we focus on robust test statistics (Factor-Anderson-Rubin (FAR-type statis-
tics), see e.g., Kleibergen (2009)) on the pricing measure parameters. We provide easy-to-
implement identification robust testing procedures (joint and subset tests) for structural parame-
ters in risk prices, which are valid even when the model is not identified due to the presence of
unspanned factors.

Our proposed testing procedures provide three main contributions: First, our tests do not
require prior knowledge of which factors are unspanned and provide robust inference results even
in the presence of unspanned factors. Second, our proposed statistics depend on a framework
(a reduced-form representation of the DATSMs) introduced in Adrian, Crump and Moench
(2013), where risk prices are modeled to be affine in the observed state variables. Risk prices
thus decompose into two parts: a time-constant part and a time-varying part which is linear in
the observed state variables. The representation has a more straightforward format that does
not require to impose a zero-coupon term structure and embeds linear asset pricing models.
Therefore, we can use a less restrictive data set including any set of fixed income securities,
and our approaches can be used to study time-varying risk prices in linear asset pricing models.
Furthermore, our joint tests are computationally fast as their construction does not involve any

time-consuming numerical optimization procedure.

The rest of the chapter is organized as follows: Section 4.2 summarizes the model settings
and Adrian, Crump and Moench (2013)’s regression-based estimation procedure. Section 4.3
discusses the asymptotic properties of the regression-based estimator and the conventional tests,
and shows that the conventional test statistics can be potentially misleading in the presence of
unspanned factors. Section 4.4 introduces our proposed testing approaches. Section 4.5 contains
simulation exercises and an empirical study.

We use the following notation throughout the paper: @ represents the Kronecker product;
vec(+) the vectorization operator; vec’(-) the transpose of the vectorization operator; K, p is
the commutation matrix such that x, ,vec(A) = vec(A’), with A a a x b matrix; Y3 is the
lower triangular Cholesky decomposition of the positive definite symmetric matrix X such that
Y= Z%Z%/; Mz :=1—P;,P;=Z(Z'Z)"'Z'; 17 is the T x 1 vector with all entries equal to one;
17, =Y,-Y_ .Y, =Y — ):thl Y;/T; and —, denotes the convergence in distribution.
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4.2 Model and estimation

This section introduces one representation of affine term structure models with observed
state variables X; from Adrian, Crump and Moench (2013). Instead of working directly with the
implied yields on an n-period bond as usually done in the term structure literature, this model

uses the excess holding return of an n-period bond.

Assumption 4.2.1. (a) Consider a K x 1 vector of state variables X;,t = 0,--- | T that follow a

stationary vector autoregression,
X1 = U+ PX; + v, 4.1

with v; the innovation shocks (or innovation factors). The log excess holding return riy1 1,
where ri41 p—1 =InFBiy 1 —InB , —InF, | with P, , the n-period-maturity bond price at time

t, of a bond maturing in n periods at time t satisfies:
reetaet = B Qo+ X)) + 807V (B2, Ze) + B vy Ferpi s, (42)

with g"=)(-) a full parametric function. Furthermore. (v, e, |)'|{X,},_o ~i.i.d N (0,diag(X,,X)).
(b) Additionally, assume that L = 621y, and the convexity adjustment term g~ (B, Z,,Z,)

satisfies

1 /
g BTz = 5 (B VE B 4 0?). “

Assumption 4.2.1 illustrates the basic model set-up, which includes the common specification
of the dynamics of factors and the relation between excess returns and factors. These restrictions
hold under mild assumptions. Adrian, Crump and Moench (2013) show that equation (4.2) can be
derived with assumptions usually postulated in DATSMs (see e.g. Duffee (2002), Adrian, Crump
and Moench (2013), Hamilton and Wu (2012)): a Gaussian framework and an exponentially
affine pricing kernel M, such that

1
M; = exp (—rt — 5)17'2,, — XI/S,H) , (4.4)

with N x 1 vector & =X, 2 (Ag+A1X;).! The term A, denotes the market prices of risk, which
is assumed to be affine in X;, and Ay, A; are the parameters of interest.
Working with the excess returns in a DATSM framework has several advantages, one among

which is a computationally fast regression-based estimation approach, as pointed out in Adrian,

1 Pricing kernels are random variables such that P; , = E, (M;41Pi+1,,—1). In Appendix 4.B.2, we show the
derivation of equation (4.2). Furthermore, if we ignore the convexity adjustment term, the equation (4.2) has a
1

same structure as linear asset pricing models (see e.g., Kleibergen (2009)) with a time-variant risk premia X7 A,
concerning the innovation factors.
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Crump and Moench (2013). Their proposed estimation approach? is a three-step procedure:
(1) the first step is to estimate equation (4.1) via linear regression and obtain estimates of u, ®;
(2) the second step is to obtain estimates of a("‘w,d(”‘l),ﬂ(”‘l)/,ie by regressing excess

returns on a constant, the lagged and the contemporaneous factors according to
—1 —1 -1y
Fetn1 = a4 d" Vx4 BN ey,

which is derived by plugging v; 1 = X; 1| — u — PX; into equation (4.2).
(3) Assumption 4.2.1 implies:

a" D =gy — gV (B2, 5) - BV i, (4.5)
d(nfl) _ ﬁ(nfl)'ll _ﬁ(nfl)/cp, (4.6)

and thus the final step is to obtain the estimates of A, A, via the above relations. After a simple

transformation, equations (4.5)(4.6) can be rewritten as

(a(n_]) +g(n_]) (ﬁvz’wz(f) +ﬁ<n_l)/u) = B(’l—l),l{h
(d<"“> +ﬁ(”“>’c1>) =BV

Thus by regressing the estimates (Ez\("’l) +g0=D (E, fv, fe) + E(”’U/ﬁ) and (dA(”’l) + ﬁ("’”,(f))

from the previous steps on the estimates of the s,

=Y (ZB(m—l)E(m—l)’) B -1 (a n=1) 4 gln=1) (B\ﬁwge) +/§(n—1)’ﬁ> ,

h=Y (Z ) I§<m71)’> B (3 4 p1').

If we denote the K x K + 1 matrix A = (49, A;), the three stage estimator can be rewritten as
(see Adrian, Crump and Moench (2013))

A=(3,0)+(BB) B (R+E(B.Tv.Ze)1h)) MxZ. (- MxZL) ™', (47
where the N x T matrix R = (Ry,--- ,Rr) with Ry = (r1 7, - ,rwN)/ stacking excess returns
of N different maturities across T time periods, the K x N matrix § = (B(1>, o BW )), the
K x T matrices X_ = (Xo, ..., X7_1) and X = (X1,....X7), Z— = (17,X") , V.= (v1,--- ,vr) ,E =
(El, ...,ET) with E;, = (etvl,...,et,N)/.

The above three-step regression-based procedure only makes use of the specification in

Assumption 4.2.1, while DATSMs also impose additional cross-maturity restrictions over the

2 Adrian, Crump and Moench (2013) propose two estimation procedures, and Proposition 4.C.1 shows that these
two procedures produce numerically identical estimates if there is no knowledge of unspanned factors.
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parameters (see e.g., equation (4.48) from Appendix 4.B.2). To incorporate these additional
restrictions into estimation procedures usually involves numerical optimizations (see, e.g., Joslin,
Singleton and Zhu (2011), Hamilton and Wu (2012)). A simpler way is to enlarge the parameter
space by dropping these extra restrictions. As shown in Adrian, Crump and Moench (2013),
this not only leads to the faster regression-based estimation procedure, but also relaxes both the
data requirements and the assumption that some bonds are perfectly priced. Besides, Adrian,
Crump and Moench (2013) argue that empirical results with and without these extra restrictions
are quite close (also see Figure 4.A.2 for a comparison between estimates and cross-section
restrictions).

The final stage of the three-step estimation regresses some estimates on the estimated
values of the 3’s. Thus there would be two main issues: sampling errors in estimates from the
previous stages and the quality of the 3’s. The former issue is negligible in estimation when
the information dominates the asymptotically vanishing sampling errors, and few modifications
are necessary when we derive the asymptotic variance for test statistics. However, when
modeling the unspanned factors, Adrian, Crump and Moench (2013) show that entries in the
B’s corresponding to the unspaned factors are zero (Assumption 4.2.2), and the presence of
such zero entries leads to identification problems (e.g., Kleibergen (2009), Kleibergen and Zhan
(2015)).

Assumption 4.2.2. Potential existence of unspanned factors: ' = (B,0) and B is of full rank
Kp < K (if equality Kp = K holds, then there are no unspanned factors).

Adrian, Crump and Moench (2013) show that Assumption 4.2.2 embeds the unspanned
factors that do not affect the dynamics of bonds under the pricing measure, and the all-zero-entry
rows of B correspond to the unspanned factors. Adrian, Crump and Moench (2013) assume
that these zero rows are known, and their three-step estimation procedure would exclude the
unspanned factors in the second step; otherwise the third step would encounter an identification
issue resulting from a classical multicollinearity problem. From equation (4.2), it is straightfor-
ward to see that zero ’s would lead to an identification problem, as in such case any values of
A’s with respect to the zero entries in 8 would lead to the same fitted values of excess returns.
Similarly, if we have small 3’s, which are of comparable sizes as the sampling errors, we would
again encounter the identification problem (e.g., Kleibergen (2009)).

The identification problem not only affects the validity of the estimators but also the inference.
Adrian, Crump and Moench (2013) assume that the positions of the zero rows in § are known
when dealing with unspanned factors, while we instead provide testing procedures which are
robust without the knowledge of the unspanned factors. Before we proceed to introduce our
proposed testing procedures, we first discuss the asymptotic properties of the conventional

Wald-type test statistic resulting from the three-stage estimator.

115



4.3 Asymptotic properties of the three-stage estimator

This section discusses the asymptotic properties of three-stage estimators, and we show that
with unknown unspanned factors the inference results based on the three-stage estimator can be

misleading.

Proposition 4.3.1. Under Assumptions 4.2.1.(a):
(1) If B is of full rank, we would have

A _pr !
JT vec (ﬁA B ) Sy N 0 7 Vg CA,B ’ 48)
vec (A—A) 0] [CAp VA
with Vg,Cx g, Va specified in Appendix 4.C.
(2) If Assumption 4.2.2 holds with Kp < K,
A—gA+e, 4.9)

where € follows a non-standard distribution, and Ano longer converges to the true A at rate \/T.

Proof: See Appendix 4.C.

Proposition 4.3.1 holds under much weaker assumptions (see Appendix 4.C), and it shows
that Ap converges to a non-normal distribution in the presence of unspanned factors. The
conventional Wald-type statistics no longer converge to chi squared distributions. Therefore, the

asymptotic invalidity of the three-stage estimator can lead to unreliable test results.

4.4 Identification robust testing procedures

We provide testing procedures that are robust against the (near) reduced rank of 3. We first
look at joint testing procedures with respect to A; and A respectively in Section 4.4.1, and then

we introduce subset testing procedures in Section 4.4.2.

4.4.1 Joint testing with FAR statistics

We test the risk premia parameters by testing the moment conditions directly via the FAR-
type test statistics (see Kleibergen (2009)). Assumption 4.2.1 implies that there exists a trans-
formation hg ,(-) with 6 being nuisance parameters and associated affine functions I5(-),I'(-)
(these functions are not unique, and Sections 4.4.1, 4.4.1 provide some specific examples) such
that

ho;({riv1,Xi}i) = B'Ti(Y) +eny, (4.10)
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with associated moment conditions

Ehg (({rit1,Xi}:) = B'T(y),

ej,; being zero-mean error term, and ¥ being the parameters of interest A (or ;).

To test ¥ we can then construct

FAR (7) = wr (V)1 4, () Wr(¥),

where we use the subscription T to denote corresponding data-dependent estimators, X7y, (y) 18

a consistent estimator for the asymptotic variance of yr(y) and

vr(y) = vec(¥r(7)),
Yr(y) =Y (hosr({risr, Xi}i) — BrTr (7)) JVT.

t

The FAR () statistic has a chi squared distribution regardless of the quality of B and thus it is

identification robust.

Testing of A,

This section gives detailed examples for robust testing A1, e.g, Hy : A = Ap, and we propose
several test statistics constructed with varying A, " functions and associated estimators.

A1 relates to the time-varying component in risk prices. As we focus on A in this section, we
consider the first difference (equation (4.11)) and the demean (equation (4.12)) transformations to
remove the constant term, and thus rewrite equation (4.2) under the null hypothesis Hy : A} = Ap
as:

7= B AR+ B+ = B (A Koy 7)) 2, .11
r—FEr=B'Ar (X1 —EX; 1)+ B'v +e;. (4.12)

with the associated moment conditions:

B (7% ) =B (WE(X%,)-x), (413)
E ((r;—Er) (X—1 —EXi—1)") = B’ (ArZx). (4.14)

The right hand side of the above moment conditions have a common structure which is a product
of the loading matrix ' and a matrix I'(Az) with I'() a linear map on Ag; the left hand of
the above moment conditions differ in that condition (4.14) depends on nuisance parameters
0= (Er,’ ,IElXt/_l)/ while condition (4.14) does not depend on any nuisance parameters. In

test statistics, the nuisance parameters are replaced by the associated estimates, which would
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introduce extra sampling errors and thus break the Kronecker structure of the covariance matrix
(see Lemma 4.4.1).

Another building component of our proposed test statistics would be one  estimator.
For the first difference transformation provided the null hypothesis Hy : A; = Ar (equation
(4.11)), we consider the following two OLS f3 estimators, one estimated as the slope parameter
associated with v, by regressing 7, on ()?,_] ,77), and another as the slope parameter associated
with (ArX,_1 + ;) (v, is approximated by the OLS residuals of equation (4.1), %;) by regressing
7oon (ApXi_| +7):

_ JUREUPN
B— (VM;V ) VMR,

B = ((xp;h?)(apﬂx:/)/)*l (A X+ VIR,

where V stacks the first-difference residuals 5, in its columns. The latter estimator is constructed
such that the estimator is asymptotically independent from the associated sample moment
condition (see Lemma 4.4.1.(b)). For the demean transformed equation (4.12), we only consider
the estimator E from the previous section, which can also be derived by regressing 74 on
(Xi—1,71).

Using different combinations of 8 estimators and I'(+) functions (thus different moment
conditions) leads to several test statistics, and for testing the null hypothesis Hy : | = Az we

consider the following three test statistics :

FAR]()LF) = TVCC/ ((’716? — B/FI,T()“F)) ‘7571{" TVCC (q~§}? — E/FI,T ()VF)) N
FAR;(Ar) = Tvec (Gzz — B'T1.r(Ar)) ‘751 _vec (Gez — BT1r(Ar)),

FAR:),()LF) = TVCC/ (i]VRX — B\IFZ,T(AF)) ‘7:1 vec (gRX — B\IFQ_VT()LF)) s
BIor
where

U17(AF) = Ardsz + Gz
o7 (AF) = Arqxx,

and R, X stack 7, X,_1 in their columns respectively, gz = Zthl 'r})?,’fl/T, dz5 = ):thl 2_12’71/T,
~ __vTI vy ~ _vT .y ~ _vT v v/ v - v
dyx = Li=1 VX /T, dgg = Eimy X[/ T o Gxx = Loy X1 Xy /T, VE,FLT’VBILT and B.ar
are the consistent estimators for the covariance matrices of the asymptotic distributions of

VTvec (6713;7 - B/Fl,r(h)), VTvec (Gzz — B'T17(Ar)) and VTvec (CYRX - 3’F2,T(1F)) re-

spectively. The constructions of VE I Ver . and are implied in the proof of Lemma

B.yr
4.4.1. Lemma 4.4.1 discusses the different asymptotic properties of the building components

of our proposed robust joint test statistics by showing the joint asymptotic distributions of the
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sample moment conditions and the associated 3 estimators.

Lemma 4.4.1. Under Assumption 4.2.1.(a) and Hy : Ay = Ap, we have
(a)

/T vec (&;ff (—E[?T;B/T)(AF)) o, (‘1"1>7 (4.15)

with' ¥y : NK x 1,'%; : NKc x 1, (¥ ,‘P’z)’ ~N <07 (v,” V12> ®Q> and vi1,vy2,v,Q spec-
Vip V22
ified in the proof.

(b)

JT (vec (b;ii (—B[?T}B/T)(AF))> N (i;i) , (4.16)

r 0
with Wy : NK x 1,%y : NKe x 1, (¥, %) ~N (0, (Vg ) ®sz> and vyy/,vay,Q spec-
Voor
ified in the proof.
(c)

vec (Zf ¢~ B'Tor(Ar ) ¥
VT we~ P (Ar) —al 7, @.17)

vec (ﬁ’ - ﬁ’) ¥,

V33 V34

with W3 : NK x 1, %4 : NKc x 1, (‘Pg,‘l’ﬁl)/ ~N (0, ( )) and all these entries in the

V43 Va4
covariance matrix specified in the proof.

Proof: See Appendix 4.C.

The proof of Lemma 4.4.1 shows that using the first difference transformation preserves
a Kronecker structure in the covariance matrix while the within transformation does not. Fur-
thermore, Lemma 4.4.1.(b) shows that gz — B’ I'1,7(Ar) and B are asymptotically independent.
These two features are essential for deriving the upper bound of the asymptotic distributions of
our proposed subset test statistics in Section 4.4.2 (See also e.g., Kleibergen, Kong and Zhan
(2020)).

Theorem 4.4.1. Under Assumption 4.2.1.(a) and Hy : A1 = A, for all values of B,

FAR;(Ap) =4 x*(NK),i=1,2,3.
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Proof: This is a direct result of Lemma 4.4.1.

Theorem 4.4.1 suggests that our proposed test statistics, unlike the Wald-type statistics in
Proposition 4.3.1, have stable asymptotic properties for all values of the ’s. As a special case,

Theorem 4.4.1 also holds under Assumption 4.2.2.

Testing of A

We provide one example of testing A, and the construction procedure is similar to the
test statistics in Section 4.4.1. The inference involving Ay requires additional assumptions
in Assumption 4.2.1.(b). To test A9 and A, jointly we first remove the 62 by removing the
N-th excess returns and using the deviations of the other excess returns from the N-th excess
returns (the choice of the N-th excess returns is arbitrary), 7; ¢, and we denote the deviations as

Ri+1,5,(= Fi+1.1, — Fr,7y)- Equations (4.2)(4.3) in Assumption 4.2.1.(b) imply that

Ryt — (BPEB7 = BREB™N) = B% (Ao + X)) + B 1 +ers1s, — €y (418)

If we assume that factors X; have zero mean, equation (4.18) implies that the following moment

conditions? hold,

E(Riiiq— (BFE.B% ~ BAEB™)) = B0, (4.19)

Cov (Ry41,5,,X;) = B A Var (X,). (4.20)
To construct one test statistic as described in the beginning of Section 4.4.1, we further transform
R; by removing this nuisance term (using estimates of f3)

7?4+1,‘rn :Rt+1,‘[n - (ﬁT"ZvBT" - ﬁTNZvﬁTN)
=B% (Ao + M X))+ Bv1 + €r+1,1, — €r+1,7y T Uz,

with ug, = (ﬁff/xzvﬁf" - ﬁTIIVZVﬁrN) - (BT'ITZV[/B\T" - ETI’VZ‘,B\TN) The sampling error uy, is at
most of the order O,(1/+/T) under mild assumption. us, breaks down the Kronecker structure

of the covariance matrix but not the validity of a FAR-type test statistic, and we consider a
FAR-type test statistic for Hy : A = Ar with A = (Ap0,Ar1),

. N » ~
FAR(Ar) =Tvec (aRF - B’FA(AF)) v, vec (qRF - BTA(AF)) , “21)

where TA(Ar) = Ardrr, Grr = Xy BF/ /T, qri = X Reci BT, Fr = (1,X!),
B= (Aﬂ?ppl\})fl AFqrr, VA, is a consistent estimator for the variance of the asymptotic

3 These moment conditions resemble these studied for linear asset pricing models in Kleibergen (2009) except
that the moment condition (4.19) includes one additional term due to the convexity adjustment. Thus our proposed
test procedures can easily adapt to linear asset pricing models.
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distribution of v/7vec (G — BTA(AF)Grr ).

Theorem 4.4.2. Under Assumption 4.2.1.(a) and Hy : A = Ap, for all values of 3,
FAR(AF) —q x> (N—=1)(K+1)).

Proof: The proof essentially follows the same arguments as the one of Theorem 4.4.1.

4.4.2 Two-stage subset FAR statistic

A challenge for carrying out subset testing is that most tests do not have a well-known
asymptotic distribution (or asymptotic upper bound) if we allow weaker identification conditions.
We solve this challenge by constructing a subset test statistic, which is based on the joint
test statistics in Section 4.4.1, with a chi squared upper bound asymptotically. We denote the
parameter of interest as ¥ (4 or A), and focus on testing selected rows (or columns) of 7.
Decompose ¥ into ¥; and y», where 9> is under test with the null hypothesis Hy : %> = ¥r and
the rest is 7;. By focusing on selected rows (or columns), we can rewrite equation (4.10) as

ho  ({rix1,Xi}i) = MU (v1) + Nl (1) + ey (4.22)

where 6 is a generic symbol to denote for nuisance parameters and may represent different

parameters case-wise, and we choose

ho ({riv1,Xi}i) = ho e ({riv1 }i)ho x «({Xi}i),
ho vy ({riv1}i) = MU () + 00w (%) + enr-

If we simply replace nuisance parameters (6, 1y) by their estimates, the Kronecker structure
of the covariance matrix, which is necessary in our proof for deriving the asymptotic upper
bound, may break as discussed in previous sections. Therefore, we use a split-sample technique
to construct a sample moment W7 which preserves the Kronecker structure of its covariance
matrix. We decompose the data set into two non-overlapping equal subsets, 71 and 75 (for
example, 7 could contain data with ¢ < |7 /2]). The two-stage subset FAR test statistic is
carried out in the following ways:

(1) in the first stage, use subset 7] to derive estimates g, 71, and construct

=/
riv = hg . {rivitien) — Ml (Ve2) 1 € Tos
(2) the second stage we derive the subset test statistic:

SFAR(Yr2) = rr%n FAR (71, ¥r2) , (4.23)
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with FAR (71, %r2) = w7 (n)'Z; L/* (mu/;(yl). We use the subscription T to denote correspond-
WY

ing data-dependent estimators, X7y (y) is a consistent estimator for the asymptotic variance of

y7(y) and

w7 (1) = vee (¥5 (1)),
Wi(n) = ¥ (riahg , (dien)) = D (g o ((Xibier))') /V/IT3)

teT

-1
M=y, (Z Fl,r,t(%)rl,r,z(%)/> Cine()rigy

teT, \i€T,

The estimator 7y is constructed to be asymptotically independent from W7 (7). By construction,

the distributions the sFAR-type statistics have chi squared upper bounds for all values of 3.

Subset testing of 1,

This section targets at testing selected rows or columns of A; via our proposed two-stage
SFAR-type test statistic. We can test whether the risk premium associated with a given innovation
factor features a time-varying component by testing if the corresponding row of A, is jointly
zero, and we can test whether a state variable contributes to the time-varying components of the
risk premia by testing if the corresponding column of A; is jointly zero.

We first provide one statistics for testing the selected rows of Ay, Hy : Apo = Yr2. We
reorganize A as (1}717)&}.2)/ where Ap; is a K; x K matrix for i = 1,2 and K| + K> = K. To
construct the test statistic: ’

(1) In the first stage, we remove the components involving yr> via the aforementioned split-

sample technique. We use the first half datar = 1,---,|T /2] to construct E , and then let
i1 = Fepr = BovraXe = Bvasrt 2 |T/2) 41, (4.24)

!/
where we decompose f into (8{,;) and v, into (V’U,v’z_’,) accordingly and v; is the OLS
residual estimated with the second half of the data;
(2) In the second stage, use (R n 1,X:),t > [T/2] +1 to construct the following FAR-type
statistic

FAR" (A-F.I:YF,Z) = (T/Z)VCC/ (Z]},}? — B{Fr(lpﬁl)) ‘_/—71 vee (Fq},)? — B{F’(AF_J)) s

B,
with T"(Ar1) = Ar1455 — 5‘71 - and the subset statistic is
SFAR,(]/FQ) = TinFARr (AF,I y }/F,Z) . (425)
F,1

To test the selected columns of A;, Hy : Apy = Y2, we follow similar steps. Let us
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decompose A; as (Ar1/,Apo) where Apy is a K x K; matrix fori = 1,2 and K; + K, = K.
(1) In the first stage, we remove the components involving yr». Weuse thedatar=1,---, [T /2|

to construct B\, and construct
Fior =T — BV Xo = BVt > |T/2) +1, (4.26)

!
where we decompose X; into (X{,.I,XQ,J) accordingly.

(2) Then in the second step, we use (R, ,Xy,),t > [T /2] +1 to construct the following

141>
FAR-type statistic
FAR® (Ap, 1) =(T/2)vec! (Gg, =BT () ) Vit vee (G, =BT (g
. C , — /NN . _ _lz\-r:~ . . .
with T°(Ag 1) = Ap) a%,%, B qVX1/ and the subset statistic is

SFARC('J/FQ) = minFAR® (AF,IH ’}/F72/> . (427)

F,1’

Theorem 4.4.3. For all values of 3,
(a) Under Assumption 4.2.1.(a) and Hy : A2 = Yr 2,

SFAR,(Yr2) Za 2°((N = K1)K). (4.28)
(b) Under Assumption 4.2.1.(a) and Hy : Apy = Yro,
SFAR.(Yr2) =a % (N = K)K1). (4.29)

Proof: See Appendix 4.C.

Theorem 4.4.3 provides a chi squared upper bound for our proposed sFAR test statistics

regardless of the quality of 3.

Subset testing of A

Similar to Section 4.4.2, we first give an example for testing the selected rows of A, Hy : Ay =
1>. We reorganize A as (A’I,A'z)' where A; is a K; x (K+ 1) matrix fori = 1,2 and K; + K, = K.
To construct the test statistic:
(1) In the first stage, use the first half of the datat = 1,---,|T /2] to construct E B by regressing
corresponding returns on the innovation factors respectively, and then let

Fers = Revtg, — (BREB™ — BRE,B™) = By (1X)) 1 2 [T/2] +1,
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where we decompose B into (B}, })" accordingly;
(2) In the second stage, use (R[,,X;), > [T /2] +1 to construct the following FAR-type

statistic

FAR (A1, 1) = (T /2)vec’ (grrr — BIT (A1) B_:rrvec (grrF — BT (A1),
whete T (A1) = At Zoa /21 (1X!) (1,X/) /(T /2), and
sFAR,(p) = rr/l\inFARr (A1, 7). (4.30)
1

To test the selected columns of A, Hy : Ay = Y5, we follow similar steps. Let us decompose
A as (Ay,Ay) where Ay is a K X K; matrix fori = 1,2 and K} + K, = K+ 1.
(1) In the first stage, use the first half of the datar =1,---,|T /2] to construct 3, B by regressing

corresponding returns on the innovation factors, and then let
. Sl -~ ~_/ -~ ~
Rivig, = Ritiz — (ﬁr’lzvﬁr" - ﬁTNZvﬁrN) —Byp Xyt > |T/2] +1

/
where we decompose (1,X/ ) into (Xl’, t’XZ/’.t) accordingly.
(2) In the second stage, use (R, |, X 174) .1 > [T /2] +1 to construct the following FAR-type

statistic

FAR® (Ay, ) =(T /2)vec' (qrex, — BT (Ay)) ‘71{1 : vec (A, 1),

T(Ag 1)
with FC(AI/) = Al/axl,xl, and
SFARC('}/RQ) = minFAR® (A'F,l’a ’}/szl) . (431)
F,1
Theorem 4.4.4. For all values of 3,
(a) Under Assumption 4.2.1 and Hy : Ay = 7,
SFAR,(2) Za %* (N — K1) (K +1)). (4.32)
(b) Under Assumption 4.2.1 and Hy : Ay = Y,
SFAR:(Yy) =4 2*((N—K—1)K1). (4.33)

Proof: The proof essentially follows the same arguments as the one of Theorem 4.4.3
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4.5 Simulation exercise and empirical study

This section provides simulation exercises to verify our results, and an empirical study of our
proposed testing approach. For the empirical application, we employ the same sample used in
Adrian, Crump and Moench (2013), i.e. the zero coupon yield data constructed by Giirkaynak,
Sack and Wright (2007). Figure 4.A.1 draws selected series from the sample. To be consistent
with the baseline factor specification of Adrian, Crump and Moench (2013), we analyse the same
cross section of yields with maturities of 6,12,18--- 60 and 84, 120 months over the sample
period 1987:01-2011:12 for the empirical study, which provides a total of 7 = 300 monthly
observations. State variables are the first five principal components (standardized to zero mean
and unit variance) of the yields for maturities 3,4, -- -, 120 months.

Table 4.A.1 shows a simple principal components analysis of the sample, and shows that
these data have a low dimensional factor structure such that the first three principal components
explain the majority of the variation in the data. Figure 4.A.2 plots the estimated ﬁ(f) (resulting
from regressing the log excess holding returns on the innovation shocks via the three-stage
procedure) as functions of maturities 7, and shows that the loadings associated with the fourth
and fifth factors are estimated with values close to zero. These small s may lead to unreliable
inference results as we discuss in Section 4.3.

Table 4.5.1 reports some test results and shows that our proposed tests provide much larger
p-values. These differences suggest we should be cautious with the inference results when there
are potential identification issues.

We run a simulation exercise to further verify our results based on a single-factor DGP such
that

X =bx;_1+ vy,

1 ~ ! ~_ [ -~ ~_
I i4+1 = E(ﬁfic\;zﬁf' +6e2)+ﬁri ().0+)»1xt) +B%iv +eg i+,

with v, ~ NID(0,62), ez, 41 ~ NID(0,62),i = 1,--- ,n. We calibrate to the data set used in
Adrian, Crump and Moench (2013), with r; the one-period excess returns corresponding to
yields with maturities of 6,12,18,---,36 months and x; the fifth factor. We set /l; Oy, B sand A
to be the estimates associated with the fifth principal component via the three-stage estimating
procedure. We tune the parameters 8 and o, to mimic the performance of the strong, and the
weak (close to spurious) factor.

Figure 4.5.1 plots the rejection frequency of the Wald statistic, and FAR statistic with
simulated data. The right-hand side panel of Figure 4.5.1 shows that the FAR statistic has
power loss under strong identification (large 3’s), while the left-hand side panel shows that with
small s the traditional Wald-statistic tends to over-reject everywhere and leads to an empty

confidence set. Under both scenario, the FAR test remains size correct.

125



Ao A A1 3.1 Al As.1 Wa, Wy, sFAR.(Ai)  sFAR.(%;)

1 -0.019 -0.003 -0.016 -0.005 0.012 0.030 | 30.367  23.705 33.206 0.007
(-2.566) (-0.443) (-2.160) (-0.648) (1.605) (3.987) | (0.000) (0.000) (0.602) (1.000)
2 0.013 0.027 -0.011 -0.003 -0.011 0.015 7.097 6.167 17.438 0.002
(0.951) (1.914)  (-0.818) (-0.213) (-0.792) (1.077) | (0.312)  (0.290) (0.996) (1.000)
3 -0.030 -0.077 -0.001 -0.093 -0.132 -0.056 | 37.170  36.277 27.618 0.003
(-0.951) (-2.466) (-0.029) (-2.987) (-4.244) (-1.783) | (0.000) (0.000) (0.841) (1.000)
4 0.042 0.064 -0.007 0.015 -0.058 -0.086 | 10.444 9.374 16.378 0.015
(1.062) (1.594)  (-0.189) (0.367)  (-1.461) (-2.147) | (0.107)  (0.095) (0.998) (1.000)
5 0.005 -0.105 0.012 -0.004 -0.073 -0.324 | 45.691  45.688 12.030 0.007
(0.097)  (-2.028) (0.243)  (-0.070)  (-1.431) (-6.287) | (0.000)  (0.000) (1.000) (1.000)
1 2 3 4 5 6
We
26.570 28.258 6.488 16.382 22.329 68.093
(0.000) (0.000) (0.371) (0.012) (0.001) (0.000)
sFAR,
0.000 0.000 0.000 0.000 0.000 0.000
(1.000) (1.000) (1.000) (1.000) (1.000) (1.000)

Table 4.5.1: The estimates for the risk price parameters A’s for the five-factor model, the associated t-test
statistics for each individual estimators testing for the null hypothesis A;; = 0, Wald-test statistics for testing the
null hypothesis that each row of A and A; would be jointly zero and for testing the null hypothesis that each column
of A would be jointly zero via the three-stage estimating procedure from Adrian, Crump and Moench (2013),
our proposed identification robust tests SFAR, for testing the null hypothesis that each row of A and A; would be
jointly zero and sFAR, for testing the null hypothesis that each column of A would jointly zero. The t-statistics are
reported in parentheses under the associated A estimates. The Wald statistics and the sFAR statistics are reported
along each row and column with the corresponding p-values in parentheses below.
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Figure 4.5.1: Rejection frequency of the Wald (black dashed curves) and FAR (red solid curves) statistics testing
the null hypothesis Hy : A = [Ag, A1] at 5% significance level with A fixed at the estimated value Ay and A; varying
along the X-axis, and the blue dash-dotted vertical lines mark the position of 4.
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4.6 Conclusions

We extend the identification robust statistic from Kleibergen (2009) to affine term structure
models. We also provide subset statistics for testing sub-rows and sub-columns of risk price
parameters. The method we introduce can be easily adapted for linear asset pricing models with
time-varying risk premia. Our empirical application and simulation exercises suggest we should
be cautious in the presence of potential identification issues.
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Appendix 4.A Additional empirical outputs
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Figure 4.A.1: Data graphs: panel A, B and C are figures of observed data of corresponding zero-coupon bonds
with various maturities (6, 12, 24, 84 and 120 months), panel D is the figure of the normalized loadings of the

extracted principal components which correspond to the five largest eigenvalues, PC1, PC2 and PC3 correspond to
what is commonly called ’level’, ’slope’ and ’curvature’.
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Figure 4.A.2: Replicated figure in Adrian, Crump and Moench (2013): estimates of the baseline five-factor
model with sample period 1987:01-2011:12: Estimated B(f) as functions of maturities T from the regression of
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log excess holding returns on the state variable innovations.
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yield rx price

(a) (b) (0) (a) (b) (0) (a) () ()

eigenvalues

1 5049012 1352022  148.9692 331.5062  2.7004 122.3366 14347 1922041  4982.3
2 16.3023 0.9075 8.7263 8.7346 0.0381 2.5905 144 0.4302 0033.2
3 0.7148 0.0510 0.1945 0.5299 0.0034 0.0912 2 0.0091 0.8

4 0.1108 0.0021 0.0612 0.0894 0.0003 0.0062 0 0.0005 0.0

5 0.0170 0.0002 0.0029 0.0112 0.0000 0.0032 0 0.0000 0.0
percentage

1 96.7153 99.2944 943115 97.2518 98.4761  97.8474 98.9862  99.7717 99.3226
2 3.1228 0.6664 5.5246 2.5624 1.3908 2.0719 0.9958 0.2233 0.6618
3 0.1369 0.0375 0.1231 0.1555 0.1226 0.0729 0.0158 0.0047 0.0151
4 0.0212 0.0016 0.0388 0.0262 0.0098 0.0049 0.0020 0.0003 0.0003
5 0.0033 0.0001 0.0018 0.0033 0.0007 0.0026 0.0002 0.0000 0.0001
FACCHECK  99.9750 99.9983 99.9592 99.9697 99.9895  99.9923 99.9978  99.9997 99.9995

Table 4.A.1: Principal component analysis with respect to the time-periods selection (a) columns use the
full sample set 120 cross-sections for Yield and 119 cross-sections for excess return with full time period; (b)
columns use a sub-session of the full sample (the first 24 different maturities); (c) columns use sub-samples with
maturities 1:12,61:73,108:119 (in month).

Appendix 4.B  Model comparability

Our proposed tests can be easily adapted to other research models. Here we give several examples.

4.B.1 Linear asset pricing models
With extra restrictions that @ = 0,4; = 0 and g("’])(~) is a constant function (= ¢y), equations (4.1) and (4.2)

in Assumption 4.2.1 are equivalent to the linear asset pricing model from Kleibergen, Kong and Zhan (2020),

Xi=p+w,
Fratnet = co+ BV 2+ BV v +ersint.

With non-zero 41, the latter equation would be
. (n—1)" A (n—1)
Tepin-1=co+ B (Ao+A1X)+B Verl +eriin-1,

which indicates our approach can be used for linear asset pricing models with time-varying risk premia, Ao + A, X;.
Furthermore, the distributional assumption on v;,e; can also be relaxed. For example, the asymptotic properties of
our proposed test statistics do not require the Gaussian assumption, and the independence restriction can be further
relaxed (e.g., one straightforward extension would be considering the m-dependent noise term). We maintain the
Gaussian distribution assumption on vy, ¢; to be consistent with the model in Adrian, Crump and Moench (2013).

4.B.2 Dynamic affine term structure Models

Section 4.B.2 is essentially covered in Adrian, Crump and Moench (2013), and we show our methods are
applicable in DATSMs using the framework from Adrian, Crump and Moench (2013). Additionally, we show that
our framework is applicable in other versions of DATSMs.
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Adrian, Crump and Moench (2013)

This section discusses the basic framework of Adrian, Crump and Moench (2013). Consider a K x 1 vector of
state variables X; (VAR(1)),

Xit1 = U+ PX; +vi41. (4.34)

The pricing kernel is assumed to be exponential affine in innovation factors v, ~;; 4 N(0,%,) such that
M, 1 =exp <7r, - %l/l, 711/2;1/2v,+1) , (4.35)
where the market price of risk 4, is also an affine function in X;,
A= A0+Av,). (4.36)

Adrian, Crump and Moench (2013) employ, instead of yields, one-period excess holding returns R; 1, :=
Ri11,7, (Ri11,7, denotes the log excess holding return of a bond maturing in 7, periods) for analysis,

Rij1q, =By g —InP g1 —1, (4.37)

where r; = InF; | represents the continuously compounded risk-free rate. The property of the pricing kernel such
that P, ¢, 11 = EM,; 1P 41 7, implies that

1 _
E, exp <Rt+1,f,, —SMA AT, I/va) =1. (4.38)

From the moment generating function of a normal distribution and the assumption that {R;+,v,+ } are jointly

normal,* we know from (4.38) that
1 _ 1 _
E; (Rr+1,1) =E (E&IL + )L;,Ev l/2Vt+1> - EVar <Rt+1,1: - MZV 1/2Vt+1)
1 1 1 —1)2 ~1/2 !
= 3 Mh = S Var (1) — 5 Var (/I,’ZV / v,ﬂ) +Cov <R,+1‘,, (A;zv / v,+1> )
_ 1

= Cov (R,H,T,V;HEV 1/2).4) - EVar(R,HJ)
! 1

=p'sl/2y, - 5 Var (Risi.c)
! 1

=B Ao+ X)) - 5 Var(Riii2). (4.39)

We may decompose unexplained returns into two parts: one explained by innovation shock (v,41), the other by

(n—1)

41~ orthogonal to v,y with variance o2 such that

errors i.i.d e,

Ritic—E (Rip17) = 7/(7) Vil T €411, (4.40)

from which we know Cov R,HTT,V;HZJI/Z) =Cov (%(T),VHI +et+l,77V;+1Z;l/2> — %(T)’):é/z’ %(f)’ — Cov (RHJ,T:V;Jr]Z;l/z) 5

ﬁt(r)’7 and then Var (R+1,¢) = Var <%(T)’Vt+l + et+1,f) = ﬁt(f)/ZVﬁt(T), + 0}2-

ap (et’(X+Y)) — o Mx iy + 5 Ixyt
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Combining equations from (3.34) to (4.40) leads to

Riyic=E (Riy10)+ ,},I(T) Vel +eriie

! 1 !
= ﬁ(r) (Ao+MX:)— Evar(RrH,r) +ﬁ<r) Vitl teryic
/ 1 ! n—1) /
=B o+ Mix) — 5 (BVEB" Y +02) + B v + e, @41

which gives equation (4.2) in Assumption 4.2.1.

Adrian, Crump and Moench (2015)

Adrian, Crump and Moench (2015) consider a less restricted model setting with a different pricing kernel
specification. The model resembles closely affine term structure models and it takes into account the unspanned
factors. Unspanned factors are referred to factors that are not correlated with contemporaneous excess returns but
contribute to forecasts of excess returns. Though usually factors are either significant factors for the cross section
or significant in forecasts, this model takes into the possibility that factors act as both.

The state variables (X;) satisfy equation (4.34), X; 1| = u+PX; + v, 1, and fall into three categories: X; ; € Rk,

!
X, € Rk, X3, € R*3, where Kc x 1 vector C; = <X1/ ,,Xé ,) is for the cross section, whose innovations have

! !
significant non-zero J’s in (4.45), Kr x 1 vector F; = (Xéj,Xg.,) for forecasts and u, = (V/L:ﬂ‘/z.r> denotes

innovations in the C; factors. The new pricing kernel M, in Adrian, Crump and Moench (2015) satisfies

E, (Mz+1RL/+l) =K (M,+1R,‘,,+1 ‘f',) =0, (4.42)
M1 —E (M1 |F) , !

Bl el A F 43

E (M| F) Afvar (up 1| F) " 2wy, (4.43)

where R; ;1 denotes holding period return in excess of the risk free rate of asset i. As a consequence,

_coV (Mrs1,Ri1|Fr)

e T

=Bi; (o +ME), (4.44)
where B, = var (u;4 | 7)Y cov (11, Ris+1|F;). Therefore, we may write

Rise1 =Bl (Ao+MF) + Bl a1 +eisyn, (4.45)

the structure of which implies that our proposed tests are applicable with time-constant f3’s.

Hamilton and Wu (2012)

Hamilton and Wu (2012) analyze the yield. They assume that equation (4.34)-(4.36) hold®, and the risk free
(1) )

one-period yield y; 7, the yield of a n-period bond, yf" , satisfy
W =&+ 81X, (4.46)
W =y DXt (4.47)

3 Our notations are slightly from the original ones in Hamilton and Wu (2012) to be consistent from previous
discussions in this chapter.
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with
ul=p—12,
=P,
b= (I + 0% 4 (@) 1) 8/,
an =8+ By +2by+ -+ (n—1)b),_) ue/n
— (BiZvb1 + (202) 20 (202) + -+ (n = 1)b 1 Zy((n—1)bu-1)) / (2n).

(n) (n) (n+1) (1)

If we consider the data transformation, r,;"" = ny,”” — (n+1)y,_| ' +y,” . the above equations imply that

r;(n) =c 4 B 0Xeoy + B v + e, (4.48)
with

' = nay — (n4 Daner + 8 = B A+ (BT, 12— B0 ),
B = b,
e =nugy — (n+ D141,
which then indicates our tests are valid with proper restrictions on e; (some restrictions on the structural parameters

are not used though). The constant term ¢ has different structure than the one indicated in Adrian, Crump and
Moench (2013) (or Assumption 4.2.1.(b)), but this can be resolved by minor modifications.

Appendix 4.C  Proofs

Proposition 4.C.1. Under Assumptions 4.2.1, estimation results via the following two three-stage procedures, I

and I, are numerically identical:

L. (1) the first step is to estimate equation (4.1) via linear regression and obtain estimates of |, ®;
IR
(2) the second step is to obtain estimates of aln=1 gn=1), ﬁ,(" R L. by regressing excess returns on a

constant, the lagged and the contemporaneous factors according to
- - —1y
Tt+1n—1 =aV 4 gt 1)Xr-i'ﬁ[(n )Xr+1 +ert1n-1;

(3) the final step is to obtain the estimates of Xy, A1,

-1
s =X (ZB VB ) B (@ g mz B R).

n

—1
AI,I = Z <Zﬁ,(m—1)ﬁl(m—l) ) ﬁl(n—l) (L’i(n—l) +ﬁl(n—l) ‘I’) .

II. (1) the first step is to estimate equation (4.1) via linear regression and obtain estimates of innovations v;;

1V
(2) the second step is to obtain estimates of b("’]),c("’]),ﬁl(;l b ,Le by regressing excess returns on a

constant, the lagged and the contemporaneous innovation factors (v;41 is replaced by estimates v, in

practice) according to
- _ —1)
Ti4ln—1= pU=1 4l ])Xt +B1(1n ) Virl Fert1n-1,
which is derived by plugging vi+1 = X;+1 — U — PX; into equation (4.2).
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(3) the final step is to obtain the estimates of Ay, A1,

n

-1
A :Z<ZB1(1WI) 19n7|)> 1(1n71)5("_])~

n m

-1
Ao,u:z@ﬁ};"‘” ,3'"‘”) D (B0 gV (B.2,%),

Proof of Proposition 4.C.1. Here we only show that Zu = 711,,,, and the equality 10,1 = 50,11 follows the same
argument. By the Frisch-Waugh-Lovell Theorem, §; = f.

Denote gc = X*M(Ln 5;;) gd :X*M(lr, X')s éﬁ = XMy _, and let

c=(8L) &R,

d= (&) "R,
B=(&&;) "R,

D= (X_-M,X')"'X_M, X'

Notice the following two equations hold,

ElEL) T =My XL (X M, X)), (4.49)
My XL (X My XL) ™ = &4 (Epp) ™ @ + E(Eala) ™", (4.50)

which directly leads to the equality ¢ = d+ &JE . The equality (4.49) is obvious due to the orthogonality éﬁXL =0.
Therefore, we only need to show the equation (4.50).

Note that (I — Py, x' Py, x' JA=0, Py, xr(I =Py, x' JA=0with A= M, X' (XMz_X') XM, X! (X M x') T -
Py, X! (£4€)) ™", and then
Mz X' (XMz X') "' XMy, X' (X_Myx") ™"
= (Myy = Pag 0 ) X (XM X) ™" (XM X') ™ (X 0 X7 ) (XM2 X)) XM XD (XM, X))
=Py XL (X My XD) ™ = Py, o Pagy xr X (X My X1) ™
(Mg = Pugy e ) X (XM X)) (XPy 0 X') (XM X') ™ XMy X (XM X))
=P xr XL (X My X0) ™ = Py Py X! (Edl) ™
By Pot X (XM X0) (X 0X! ) (8a8)

+ (er ~ Py, XL) X' (XM, X') ™" (XPMIT XLX') (xXMz X') " XM, X" (XM

lTXL)il

—1 -1 -1
=Put, X (XM X") " = Py, xr Puy X! (8a&d) ™ + PutyxrPasy xt P X (Ead)
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Therefore,

£ (Gl P 4 E(EE)) !
—Eh(EpE) B + (X (M, —Pug ) (X (M, — Pug )X (M, —Big ) )
=& (Ep&p) " + (X (Myy — Py, x1))' (X,MlTXL 7X,PMITX/X/,) -
—E5(EpE5) P+ (X (Myy — Pug ) [ (XM XL) ™" (XM XD) ™ X Py X! (Ea) ™|
&5 (8pEp) " F + EL(EED T+
{—PM[T X (XM XD) ™ (X My — Py, x0)) (XM X)X Py X! (édé,;)*‘]
=& (Eplp) @ +EL(EED T+
[ Put s XL (XM X) ™ 4 My X (XM X)X Py X ()|
[~ Put o XL (XM X)X Pug X! (8a8) ]
=My X' (XMy X') "' XMy, X (X My X)) +ENEE)!

-1 _ _
+[7PM1TX,XL (X My X)) ™+ Py 0 Pty X (8a80) ™" = Pusy x0Pag, xt Poty xr XL (EaEd) ™!

=&(&EH"
|
Lemma 4.C.1. Assumption 4.2.1 implies the following results hold jointly:
vz Z_
(1): vec T = i ®I |vecV —4N(0,Y2zQL,), 4.51)
vv' ,
(2): VTvec T =%, ) =4 N (0, Var (vec(v,v}))), (4.52)

where Var (vec(v)) = Var (v @v)) = Var (€2 92/ y)) = (€ 0 5/ (e + ) (5 0 1)) =
(IKz + KK,K)(ZV ®EV)

3): VT <% - 02) —aN(0,26%). (4.53)

Let V ,E denote residuals resulting from three-stage estimation, and f = [A D|,Z =[Z" V'],

. {mm@m
(v (3-8)

SuN (0‘62 [?’z_zl 0

:\/Tvec(EZ/(ZZl)il): ((ZTZ')>1®1 veC(%)

®1> ~ ("'f ) , (4.54)
Vs

0o x!
vy vy’ EE'  EE'
O =t (), === +op (). (4.55)

Proof of Lemma 4.C.1. (1) follows directly from Assumption 4.2.1.(a), and the joint distribution of {v;, e, } implies
(2) and (3) based on a weak law of large numbers.® (5) is due to the consistency property of the OLS estimators in

6(2)(3) are true even under weaker conditions, e.g. {v, e} is a homoscedastic vector martingale difference
sequence with respect to the filtration based on past factors, and v, e; have fourth moments.
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the first two stages, and together with Assumption 4.2.1.(a) it gives (4).
|
We use Lemma 4.C.1, which corresponds with Lemma 1 of Kleibergen (2009), to derive the properties of the
three-stage estimator. When f3 is of full rank, the three-stage risk premia estimator j,l has a normal asymptotic
distribution, and traditional tests would be valid. Kleibergen (2009) shows that the large sample distribution of the
FM and GLS two-pass risk premia estimators are non-normal when f3’s are weak, and following Proposition 4.3.1

states the same misbehaviour of the three-stage risk premia estimator.

Proof of Proposition 4.3.1 . Based on the numerical (1) If § is of full rank, we would have
0 Vs C,

saN( | [P AR, (456)
0] |Cap  Va

In the following, we denote Wg as a stack form of yj, the asymptotic distribution of VTvec (ﬁ - B ) , such that
(‘{'B)I (Wﬂ)(i—l)N+j'

vec (B/ - [3/)

VT ;
vec (A—A)

where Vﬁ,CAJ; ,Va would be specified in the proof.

ij =
<i<K1<j<N

Case (1) is a direct result in Adrian, Crump and Moench (2013). Here we only list the specifications of Vg, CAJ; s VA
from Adrian, Crump and Moench (2013).

Vg =2 @ o’ly, 4.57)
V=1 +C+C
+0* (@ (BB) ) +o” Nz Aw (BB) )
+0?(p'p e ((BB) ' BAy(I%.)) A (BB )
3 (PP (BB B (B U + )y 02 )B B (BB )
< (o (BB B) wit (p 9 B'(BE) ). (4.58)
Cap =Ko (BB BENE, ) +0” (oo ((B5) ' BAY)). (4:59)

where 1# = (ygzl ®1) (diag(0, ¥xx) ® L) (YZZI ®1) if we assume uF = 0 otherwise = Y, ®L,, and
C=E |- (W (pp) 1B vee (VT (B~ ) ) vee (VT () (o' (185 'Bap(r ) |
= (W (BB [vec (VT (B ) ) vee (VT (B~ ') ) | (57 (88 Bz
—— (N (BB B) (°E 1) ik (0 (BB AU E))) (4:60)

and Ag is a NK x K matrix

Ag =), BY, 4.61)

A 0
where @ denotes the matrix direct sum, such that A® B = (O B) .

The proof of the rest follows a similar argument as the proof of Case (1) from Adrian, Crump and Moench
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(2013). To further prove statements (2)(3)(4) we first introduce some new notation, given the three-stage estimator:

VTA=VT(BS) ' (rx+ % (B*vec(%)) + 6°w) 1’T> My Z' (Z-MyZ.)~

where /T A is the summation of

1

T =VT (;%B’)fl B <rx+ % (B*vec(Z,) + 01y) z’,) My Z (Z-MypZ )",
T :%ﬁ (ﬁﬁ'>71 B (B*vec(X,) — B*vec(Z,)) p’,
VT (BB) B (o>~ '
where 7; can then be decomposed as summation of 7; ; where we list all these terms as follows:
Tii=VTA
Tia=VTVMyuZ (Z-MyZ.) "
= (BB")'BVT (f = £) +op(1)
Tia=—(BB)'BVT (B'—B') A

Tis=VT(BB) "B (B ~B') vMyz. (2-MyZ.)”

1

B Bag ez vee (VT (B—B)) p+op(1)

(BB)'B <B*ﬁ(vec (VTV —a))) p+op(1)

~18p)p (ﬁ(ﬁwz))wpmm

Tp=

N\— N\— —

NT

where the 0, (1) terms are brought in due to the replacement of V by V, and we have

vee(Ti1) = VTA,

vec (Tl“;o) (va' ®1) vee {0 vx' /f} +op(1),

vee (T8) = ( )vee (VZL/VT) +0,(1),
vec<ﬂ3>:(1®<ﬁ”>*1ﬁ)vec(f (F=1)) +on(1).
vee(Ti.a) = — (N @ (BB) ™' B) kicavvee (VT (B'=B') ) +o,(1)
vee(7i5) = 0p(1),

vee(Tar) = (' ((BB) ' Bay@x,)) ) vee (VT (B ~B) ) +0,(1)

vee(T5a) = (o' 3 (BB B (8) ) vee (VT (vee () ~veet®)) ) +0,00),

vee(T3) = (p’® %(ﬁﬁ’)ﬂ?) " (ﬁ (“ff/) - 02)> +o,(1).

(4.62)

(4.63)

(4.64)

(4.65)

(4.66)
(4.67)
(4.68)
(4.69)

(4.70)

@71

A.72)

(4.73)

(4.74)
(4.75)
(4.76)
4.77)
(4.78)
(4.79)
(4.80)

(4.81)

(4.82)

where the term 77 » depends on whether or not we impose the assumption that ¢t = 0 in (4.1). Next we would like

to look for a non-full rank case of 8 and describe the asymptotic properties of A under those cases.
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First, We rearrange (4.54) to another formation

vee ()] _ (vee(r)), 1 (wr) , (L
{ (ﬁ)} - (vec(ﬁ))+ﬁ (wﬁ +or (7). 59
where
("’f) ~N<O,c72 {VZZI 0 ®1>~N<0. Q0 ) (4.84)
Iz 0 = 0 Qg
and thus
. 1 1
B=B+ ¥ to <—T) : (485

(2)1f B =0, then
A AN / AN
A= A+ (1@ (s5) \yﬁ> vy — (A @ (2% \P,j> K N W
-1
+ <p’® <(‘P3‘P;3) WAl (1®zv)>> 7

, <(\Pﬁ\}'b)71wﬁ3*>

+[pro L [N O U + ) (B 0 T)

1 -1 4
+ <p/® 5 (\Pﬁ\yb) \11,3> whN (0,264), (4.86)
where W would be specified in the proof.

In case (2), provided that = 0, from equation (4.83) we know

A=l A v, v\ 'y 1

’ _ B "B B _ '
(ﬁB ) B = (ﬁ ﬁ) = VT (‘Pﬁ‘PB> @ (4.87)
Then we can take a look at the asymptotic properties of A. For convenience in the following sections otherwise

old; ;
well mentioned, we denote 7; ; as the previous 7; ; divided by VT such that: 7:”]”‘ = %

vee(Ti1) = A, (4.88)

-0\  (ra'®I)vec[0 VX' /VT 1
vec (7]“2 ) = \/T +op \/T =a 01)(1)7 (4.89)

—1 !
W\ (' ®I)vec(VZ! /VT) 1Y

vee (T) = Vi +op( 7 ) =aon(); (4.90)
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vee(Tia) = (1)) vee (VT (7)) +op (1)
- (1@ ('{IB\%)*I \{fﬁ) vee (VT (7~ 1))

- (1@ (‘{f,;\y;})*1 \Pﬁ) vy, .91)

vec(Ti4) = — (A'@(BB/)_IB> vec ((ﬁ’ —B’)) ++o0, <%>

-1
= - (A/® (wsp) \Pﬁ> Kk N VB (4.92)

Tis=a (BB) B (B'—B')MpZ' (2-MyZ') " 0p(1)
1

B
lpﬁlyﬁ) ‘Pﬁ‘{’BM Z(2-MypZ") " o,(1)

o > a0p(1), (4.93)

vee(T21) =a <P'® ((ﬁﬁ/)flﬁA};(IébEv))) vee ((ﬁ 7[3)) +op(—=)

T
=a (P/® ((‘I’ﬁ‘*"ﬁyl WpAp (I ®Zv)>> g, (4.94)
1 1
vec (T22) = (P 5 ( vec > vec(Z )) +op(7T) (4.95)
( lpﬁqf lPBB
=a IKZ + Kk, K Z ®E )) (496)

vee(3) = (0 3 B8 (T0F) - ) +op( )

1 1 )
’ (p o5 (¥ps) ly,;> wh (0,26%). (4.97)

Based on the above derivations, we can see that 7} »,7; 5 converge to zero in probability but not the rest terms and

thus given 8 =0,
~ , -1 , , -1
A=sA+ <1® (‘I’,;‘PB) \{1,3> v — <A ® (\Pﬁ\yﬁ) \P,;) Kk N VB
-1
(wpw;) wpB°
’ )7t / ’ B
+ (P © <(‘Pﬁ‘l‘ﬁ) WpAp(1 ®Zv))) Yt [ p'e o [ N0 (e + Kk k) (T O L)

;o1 s\ 7! 4
+ <p ®5 (\Pﬁ\yﬁ) \Pﬁ> W (0,26%). (4.98)
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This means the estimated parameter A does not converge to A in probability but converges to A 4 € with € having
an non-standard distribution.

BAIfp= where B is full rank, then

A=, A+ (1@ (B+5) (B+¥5)) (B+\y,3)> i

-1
— (e ((B+s) (B+9p))  (B+¥p) ) ks
)

(vl
+ (p’® (((BH'ﬁ (B+‘I’5)’)7l (B+\Pﬁ)A;3(1®z‘,)>> (B+¥g)
( -

/ ((B+wp) (B+)") (B+‘Pﬁ)B*>
p'® 5

+

N(0,(Ig2 + Kk k) (Ey © L))

+ <p’®% <((B+l}fﬁ) (B+‘PI;)’)71 (B+‘P,;)>> wh (0,26%). (4.99)
Notice in case (3)
. 1
B= \F I\Pﬁ +op (ﬁ) : (4.100)

and rests would be quite close to case (2)

(ﬁﬁ')ilﬁza <(B$;’ﬁ) (BJ\F};’IB),> (B;;Jﬁ) :ﬁ<(8+wﬁ) (B+‘I’ﬁ)'>7l (B+¥).  @0n

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

B /)—1B) Vec((f*f)) +o, <%>
=4 (1® ((B+‘{lﬁ) (B+‘Yﬁ)/)_' (B+\Pﬁ)) vec (\/f(f,f))
(

- (1@ (B+l¥,3)(3+l¥,3)’)_' (B+\yﬁ))wf, (4.102)

vec(7’1‘4):—(A'®(l§A') ﬁ)vec((ﬁ ﬁ>>++o,,<f)
:a—<A’®((B+LPﬁ B+Tﬁ> B+~{lﬁ)chNwﬁ (4.103)

vee(To) = (0' @ (BB 'Bapr2x.) ) vee ((B—B)) +op( )

A 7
- (p'@ (( B+¥g) ( B+‘Pﬁ)'>7l (B+‘I’5)A25(I®ZV)>) (B+¥g), (4.104)

140



vec (T22) =a <P'® %(BB/Y]I? (B*)> vec <<vec <V¥,> fvec(Zv)>> +op(\%)

A=,A+

=a p,®

1®( B+¥p) (B+¥p) )7' (B+‘Pﬁ)) vy — (A’@ ((B+lllﬁ) (B—HFﬁ)')

(((B+‘PB)(B+‘PB)/)7 (B+W;) B*
2

vec (73)

dl
/\/‘\
N\»— N\

0388078 ) (e o) +on( )

B
@ 5(((B+) ( B+‘{JI3)/)71 (B+wﬁ)> WwN (0,20),

p’® B+'{q3 B+'¥ﬁ)’)71 (B+lpﬁ)A;3(1®2v))> (B+Wp)

((B+p) (B+‘Pﬁ)'>7l (B+\{Jﬁ)3*>
2

N0, (Ix2 + Kx &) (Zy © Ey))

(( (5+5) (B+%5)) (B+‘Pﬁ)>> W (0.26%).

(4.105)

(4.106)

> N0, (I + kex) (B, ®L,),  (4.107)

(4.108)

(B+‘1‘ﬁ)) Vs

(4.109)

A does not converge to A in probability but converges to A+ € with € having an unstandard distribution.

AHIfp= ([31 0) ,B1 =K x Ny, Ny is fixed and N/T — ¢, then

B= <Bl 0) +%‘I’B +op (%)

If %‘{—’ﬁ — 0, we would have

Notice

and thus

. 1 1
A=sA— (A’@B,*]?lyﬁ) Ko N VB + (p’® <B* TPpA (IO, ))) V.

ﬁﬁ’a((ﬁl o)+%wﬁ> ((ﬁl o)+%~yﬁ>,

1
=P B+ =By + Y,

f \/T
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(4.110)

@.111)

(4.112)

(4.113)



where W, =¥ (I, 0)".

We let

1 1 1
L 731\1';31 + ?\yﬁ\y/ , 4.114)

Bl:Blﬁf+ﬁ\Pﬁlﬁl+\/»

Then we would have

VT ((%31 o)%w,;), (4.115)
and thus
vec(Ti3) = (1® (BB/)_'B) vec ((f*f)) +op <#>
-, <1®B;' ((#Bl 0) + %w)) vec (ﬁ(f—f))
-, <1®B*l ((%Bl o) +%\Pﬁ>> vy, (4.116)
L A 1
vee (7)== (N & (B8 B) vee (=) ++0p ()

- (A’@B;I <(¢Tﬁl o) +%lyb.)> — (4.117)

vee (1) = (p'e ((BB)' By 92)) ) vee ((B =) ) +op( 72)
-, (p’@ (3;1 <(#ﬁ1 0) +%T5)Ab(1®2‘,))> Vs, (4.118)
vee (Tr2) =a <p’ ® %(ﬁﬁ/)*lﬁ (B*)) vee <<Vec <V¥/> - vec(Zv))> +op(%) .119)
- (p’@ CH(EL 20) ALY ) N0, (e + K k) (5 9 5,)) 4.120)

vee(73) =0 (038808 ) (e o) +op( )
— <p’®% <B;1 ((\#/}1 0)+ %\P,,))) wh (0,26). @.121)

Notice given fixed N, we can safely assume # P1 — 0, and then what is left would be the term %TB.

If %‘PB — 0, then from the independence condition we know all the 7; 3, 72,2, 73 would converge to zero. However,

714, T2,1 remain unclear and very likely would cause a bias term, — (A’ @ By ! %‘I’ﬁ) v+ (p’ ® (B]’1 %‘I‘ﬁA’B I® EV)>> vg.

|
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Lemma 4.C.2. Under Assumption 4.2.1.(a),

_1 F{‘Et*l ~ T s vec(‘l’pl)
) ((VMX.!> ® <r, B'AX 1 —B v,)> 4 (vec(\ypz)> , (4.122)

where va 1+ 1s to project V, to the orthogonal spaces of X,_1, vec(¥p1),vec(W o) are independent Gaussian

vectors with mean zero and covariance matrices Qy ® Q and EVM ® Q respectively, Q =V (¢). Similarly, we also
X

have
-l )?/:1 N A 1 vec(Wp1r)
T ; << 3 ) ® <r, B'AsX 1 —B v,)) Ny <Vec(\Pp2/)> , (4.123)

. . . . . . . .
where (vec(‘I’plr)’7 vec(‘PPQr)’) is a joint Gaussian vector with mean zero and covariance matrices Qx y @ Q with
N~ o~
— ! ! ! !
Ozv=E (XHth) (X,q,\/f)-

Proof of Lemma 4.C.2. This is a direct result of Assumption 4.2.1.(a). Assumption 4.2.1.(a) implies that

X, = ®X,_1 + Vi,

7 —B'A X — BV =& —PB (@—@))?,,1.

Therefore, we could rewrite the left hand side of equation (4.122) as

Pp{in) s (G (o ()

and the results follow directly once we denote

lws o
0; = phmr? Y xo.x
t

~ ~ !
1 Xi— Xi—
2‘7 :plimsz :r 1 :r 1 ’
My T\ Vg ) \Vigs

R 1 -
Q = plim; T Zeﬁt?ﬁ,r
7

The dynamic properties of )?,,E, (see e.g., Hamilton (1994)) imply that

~ ~ ’
X X

0=E b 1 b 1 ; Q=Vs,.
VMXJ VMXJ

Following the same steps, equation (4.123) also holds.

Lemma 4.C.3. Under Assumption 4.2.1.(a),

—1 T Xt—l 5 RIY Y RV Vec(\yp’)’)
T t; (( 7, )@ (R, B'AsXi 1B W)) —q <V€C(Tp4)> , (4.124)

where (vec(¥p3)', vec(‘P,,4)’)/ are independent Gaussian distributed vectors with mean zero, and their covariance
matrices are (Qxx — OixQly) ® Q+ 0x207;Qzx @ B'L,B, T, @ Q respectively
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Proof of Lemma 4.C.3. Assumption 4.2.1.(a) implies that the following statements hold jointly

(r-'vv', T"'VE', T"'EE') =, (Zvv. ZvE, ZeE) s (4.125)
!

77 — (1T X’,) (1T X’,) =, 0, (4.126)

(T*%I’TV’, T 1E T IX V', T iX_E, T’%VE’) —a (Pov, Wor, Py, Wy, Wys) “.127)

diag(X,, X, 0
and ¥ = (\Plv,vec(‘l’xv)’,‘I’lg,vec(‘l-’xg)’,vec (‘{’VE)’)/ —4 N (0, ( fag(Ty, Xe) © 0 ))

0 Y. RL,
Furthermore,

TOEFE =T % (E—T "5 ihE) (F. —T "1y, F.)
=T E'F —T 2ET "UF. —y ®er — ¥ 0, (4.128)
. ~\/ . ~ /
T3 (U-0) F=T 3B (U-0-T "uU) (F- T 'uijF.)

—T1B (UJ?)’F, =T (0 IKU) (ﬁfn) ZF

:T’%B (o Iku) vz (Z/Z)71 Z'F —4 B¥yz0 'Oz, (4.129)
T2E'T
7% (E_T—llTl,TE)/ <U+Z<H H 0 Ig, > —a4 YEU, (4.130)

T’%B<U—U>U T’7B<U 0-1- 1717U>U

=Y B((0 1) ((A-1)z)) ((0 1) ((11- n)z,+v,))’ado. (4.131)

t=1

The above would then imply the final result:

Xr—l 5 pIy oy Ry vec (\PExf\P;EQIX+ﬁ\PVZQ71QZX)
(( 7 )@(Rr B'AsXi—1— B Vf)) —rd < vec (Wev) A

=

b

t=1

|
Proof of Lemma 4.4.1. Premultiplying equation (4.122) by (V and X_ are K x T — 2 matrices stacking \7,75(;,,1 in

each columns respectively)

1 0

= =N\ | @Iy
0 (VMzV
gives

- (vec (’q“,;,;v;ﬁ(’%lpqgg,)— ﬁ"m)) . @) 7 @132)
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=~/

. —1
where & = vec(¥,1),& = <<\7M§V > ®IN> vec(W)»). Therefore,

g (17@? —B'Argzy — ﬁ%i) -, (51 - ((lﬂ?ﬁ +z7‘7y)/®lzv) éz) 7 133

e () 5

and thus vy = (Qy + (Ar Q5+ va)/zﬁix (ArQx +va)) ®Q, v = ZQN],X ®Q, vy = (ArQz+ va)/Z‘Z;X ®
Q.

Premultiplying equation (4.124) by

1 0
T o) er (4.134)
o (bzuv) )
gives
Ver — B/ Ardiov
JT VCC(QRFA/ﬁ f‘]xx) Sy & 7 (4.135)
vec ([3 7/3) &

where &3 = vec(W¥)3),& = ()5;1 ®IN> vec(Wp4).
Therefore,

o7 [ =P arie) (53 — @3 o 1) @) | Wi

vec (ﬁ’76’> &

and thus v33 = (Qxx — QuixQix) ® Q-+ 0x7051 Qzx ® BT, B+ (Oxx Ak @ Iv) vas (Ar Qxx @ In), vaa = (Qxx Af ® Iy) vaa,
v4s = X, ® Q. The building blocks of these v’s, for example Qxyx, are consistently estimated easily, and this leads
one way to construct consistent estimators for the covariance matrices.

Before the proof of Theorem 4.4.3, we first introduce the following propositions.

Proposition 4.C.2. For FAR" (Ar,1,Yr2) = (T /2)vec' (Grz — BT (Ar,1)) Vli ll_,vec (Gorg — BT (Ar,1)), we have

FAR" (A,F"],')/F‘VQ) = GLS-LM" (A,F‘l,'}’[-jz) +JGLS" (Ap1,Yr2),
with
GLS-LM” (g1, Yi2) =(T /2)vec' (Gong — BT (Ar1)) (IK ® Q7B ) x
<(1K 2 0B) Vo (e @ B{)) (108 vee (G~ BT ).

and JGLS" (Ar.1,Yr2) = FAR" (Ar1,Vr2) — GLS-LM" (Ag,1, Yr2). Under the null hypothesis Hy : Ar1 = Yr.1,AFp =

Yr2 and Assumption 4.2.1.(a), JGLS" (Yr.1,Yr2) follows a x*((N — K)K) distribution asymptotically.

Proof of Proposition 4.C.2. The result follows the facts that 1) JGLS" (¥, ¥r2) projects VI; llzrzvec (@rg — BT (Ar1))
15

to the space orthogonal to VB]I/ f“’ (IK ®Q! Bl’ ) and 2) by construction f; is asymptotically independent from
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G — B{T"(Ar1). The statement 2) can be proved follow similar arguments as in the proof of Lemma 4.4.1.

|
Proposition 4.C.3. Under Assumption 4.2.1.(a),
GLS-LM" (Af:1,Yr2) = 0,(1/T),
with Aj; = argminy,  FAR" (Ar1,Yr2)
Proof of Proposition 4.C.3. This is straightforward once we notice
JFAR(AF)/T JFAR(Ar)/T
LS-LM" (A, =T| ———-+-5—+0,(1/T) |W| ———-=—+0,(1/T) ),
GLS ( F,]v’}’Fl) ( 8vec(7Lp)’ + P( / ) 8vec(7Lp)’ + P( / ) ’
with W a weighting matrix of order Op,(1). We illustrate one derivation of such equality in Proposition 4.C.4.
|
Proposition 4.C.4. For convenience, we may abuse the notation a bit and let 71,1 =7, T = |Ta|, A1 = A
and éﬂﬁn, | contain the first stage sampling error in this proposition. Based on equation (4.2), it is easy to verify
that we can write 1,11 o in the form
Trpln—1= g (llg +5r+1) +F€Xx+1,nfh (4.137)
and
FAR(Ar) = Tvec' (qzz = B'Asdzz — B'dyz) V;,' p gvec (Gry — B'Ardzy — B'avz)
where
~ ~ 7 -1 ~
B=Y, (Z (lFXxul +17ﬂ) (AFXt’—l +3ﬂ) > (flpxl—l +17z) 71,
t t
~ ~ ~ N ~ ~ ~
Vo8 = (Gxx — (eg +vg) @5y (g + ) ) @,
~ _ ~ = = ~ 2\
with Q = (77 B’ (lFX + V)) (77 B’ (le +V>> /T. Then under Assumption 4.2.1.(a)’,
aFAR()*I‘")/T ~ Ry . R~ o-1p/ 1
avecOgy 2o Wy~ B'Adyy — Blavs) (k@Q'B") +0,(;)- (4.138)
Proof of Proposition 4.C.4. Premultiply equation (4.123) by
1 0
= ~ = ~\/ -l = ~ = N\ 7| @Iy 4.139)
(Z/’ (A'FXt’—l +vt/> (),FX,/,I +v,/) /T> Ar <er (ZFX,/,I +V,/> (lFX,/,l +v,/) >
gives
vee (Gpz — B’ (Argxx +dy /
o (vec s =P E, o wo)) (&), (4.140)
vee (B~ B') &

7 Follow a similar procedure, we can show that % is proportional to %W with W a random

matrix of full rank almost surely.
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Therefore,

T vec (5@? - E’Mﬁﬁ *3/5\7)?) o, <<§1' - ((AFKY)?)? +‘7‘7)?)/®IN) ‘52’) ) (4.141)
vec (E' - ﬁ’) S .

The following steps derive the corresponding covariance matrix. Let

Ix —q5 l —qxv Ik 0
A <O XX 5 1 il T (4.142)
K Dz v Dy

~ ~\/
where qlp)?+V Y. (AFX,/ 1 +v,/ ()LFX,LI +1?,/) /T. Notice

Aol | (% XV ga) (asly)
dyx  qvv
~ ~ N/~ ~ ~
(qxx (Ardzz +avg) quJrV()LF‘I)?X‘*'qV)?) 0 )

—1
0 q/leJrV

(4.143)

dvec (%F)?Jj) dvec (Ardggh + Ardxy + g Ay +qvv)
ovec(Ar) dvec(Ar)’

=(Ix> + Kk k) ((lﬂ?)})} +‘7\7)Z) ®IK) )

dvec(B) dvec <Zi;§+‘7 (Argx,r+ €7vr)>
dvec(Ar) dvec(Ar)

a =~ e
Foties) elti) (o)

= (@~ B (Arzy +30)) 003 55~ vk (3, 50 ey +) @)

~ ~ ~ f— ~ s
Now we denote Ax = Gzg — (Ardgg +dyg) q/l,rl)?+\7 (Ardzx +dyz)-

dvec (L?ﬁ); -B (AFZIVXX +5\7)?))
dvec (Ar)’

=—(1zz©B) - ((lﬂiﬁﬂkf)l@m) KK'N%;I?)/

— (v @ B) sk (T — B (Ardigs +a7x)) @ (Mg + 7). '5.7 )
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dvec(ty)  Ovee (g — (Mriieg +iv) @,y (e + ) )

dvec(Ar) dvec(Ar)
— (g2 + ) (g @ (Arligg +dvs) @, 'g,7)

- - ~ B dvec 9y %7
- ((AFqﬁ +ayz) ® (Ardzg + qvx)/) ,M

— (g2 + K k) (‘7@? ® (Ardgx +dv%) @5, XW)
(g + )" @ (Ardigg +dvg))
X (‘H;rl)ﬂ\? ®(7;LF1)?+\7> (I + kxx) (Ardxg +dyz) ©Ik)

— (I2 + Kx k) (Ax ® (AF(IXX +qVX),q)L X+V)

rs(a) v (- (e 47)) (P (3057)) )

dvec(Ar) dvec(Ar)’ ~

— (I + k) (( _p (lp)?Jrﬁ)) ®IN) dvec <7;Vi;(<j:;(+‘/)>
=(Iy2 + Kyn) ( —B (Ap)?+§>)®11v>

( (xop <1N® (2eX +V) ) ;J:;f;,)

)=
—(Iy2 + 1w ) (T (g — B (Ardgx +dyx)) @ B')
+ (I + ¥y N) (( (le+V))®IN>

3vec

(—KTN <IN® (l[:X +V 3VGC 7LF

—(Iy2 +xwn) (T (45 — B (Aqux +3y5)) ® /) )

dvec (ﬁ) ~ ~ N _ _
Fvec(Ar) =— Iy +xww) ((Grg — B (Ardgz +ayx)) ©B) -

Theorem 11 in Magus and Neudecker (1984) implies that

dvec (AX ® ﬁ)
dvec(Ar)’

dvec (Ay) dvec (ﬁ)

= k®0) dvec(Ar)’ +HSIN) dvec(Ar)’

with G = (K'N‘K ®IN) <1](®V6C <(~2)), H= (11( ® K'N_]() (VGC (Ax) ®IN).
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Thus,

OFAR(Ar)/T
dvec(Ar)

1 dvec (Grz — B (Ardxx +dyz))
) dvec (Ar)

=2ved (dgg — B'Asiigz — Blays) (ax 02
- (vec’ (G — B'Aszg — Blapg) (Ax 2.6) @ved G5y — BAsis — Blav) (ax20) 7|>
dvec (AX ® ﬁ)
* T oveedr)
~2ved (G — B'Asdy — Blavy) (M @)
x (* (Ax ®B') —xxy ((CYE; —B' (Ardgg +dvz)) © (Ardzg +dg) %}4;))

O L _ O
(Vec G —B'hylizg —Blayg) (M0 Q) ©vee (dpg — B'hyligg — Blavg) (M 0.9) )

-1

x {1k G) (~(tge + xix) (x @ (Arligg + %) @, 5.7 ))

+(H@Iy) (= (e +xkvn) ((dgg — B (Ardgz +dyz)) ©B8')) }
=2vec! (G — B'hsiizg — Bay) (Ax 2 8)

x (= (ax @)~ ke ((drg — B (Ardigs +apz)) © (el + o) T 50 )

_ <vec’ (G — B'Asling — Bavg) (Ax ® Q) @vee! (Gaz — By — B'avg) (M 2 Q) 71)
< { (1o (ovk o) (e ovee (8))) (~Uie + ) (Ax @ Arg +dv) T 5.5 )
)

+ ((Ik ® kv k) (vec (Ax) ® Iy) @ Iy) (— (1N2+KNN)((61§§— (lpﬁgg+§‘7;))®5'))}
=Co+A1+A2+ B+ By,

where
Co =—2vec' (Gzz — B'Asdzz — B'ayy) (AX ®§>7| (Ax 2B
~2ved! gy~ P'hying ~ Pdve) (AX @ ﬁ) e (@k}? —B' (Ardzz +dyx)) @ (Ardzg +67V2)/§Zplf+v) ’
A= <Vec/ Gy — B Ay — Blagg) (Mx 2 Q)  @ved (g — B'Adng - Bavg) (axed) ‘1>
X (IK ® ((KN,K ®1Iy) (IK ® vec <Q) ))) (AX ® (Ardzz + ng)/‘?ZF'xw)
Ay = <Vec/ (drx — B'Ardzs — B'ayy) (Ax ®§) - @ vec (Tpg — B'Ardgz — ﬁ/qvx Ax ®Q 1)
X (IK ® (Kyx ®Iy) (IK @vee (ﬁ))) KKK (AX © (Ardzz +dvz) ‘lexw)
B = <Vec/ (drx — B'Ardzz — B'ayy) (Ax ®§) - @ vec (Tpg — B'Ardgz — va Ax @Q 1)
X ((Ix ® K ) (vee (Ax) @ Iv) @ Iv) kv ((Gag — B'Ards + B'avg) ©B') »
B2 (Vec (G~ B'Asdzs — B'dvy) (AX ®§)71 ®vec' (Gpg — B'Ardgx —B’Zivx AX®Q o
x (I ® v ) (vee (Ax) @1Iv) @ In) ((7z — B'Ar gz + B'ayg) @ B')

Now we calculate the four terms A1,A3, By, B separately. Notice, Ky k = Z 1 ):/ 1€NV.K],ij @ e[N Klij , where
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e|v,k].ij denotes the N x K matrix with one in its i j-th position and zeros elsewhere.

A= (V“' (dxz — B'Ardzz — B'dyx) (AX ® ﬁ) " @ved (g — B'Aslizg - B'ig) (AX ® ﬁ) 71)
X (IK® ((KN,K ®1Iy) (IK®Vec (ﬁ)))) (Ax ® (Ardzy +a\7x) 7 Ix+v)

- (vec’ (drz — B' Mz — B'ayy) <A;1 ® (fz*‘ @vec' (Grg — By — Blavg) (Ax ®§) ”) ))

(10 (( B o)) (e @) ) o e 5

i=1j=
3 B S 5 = ~\ -1
N K N
<IK ® Z (e[N,K]J,- ®vec (Q (e[N‘K].,-j)») <AX ® (Ardzz +[7\7X) 7 1X+V)
1j=

=vec (qRX B lfq)()( ﬁ qvx)
N
x (AXI Z Z ( e, © vee' (Grg — B’ Ardyg — B "Gz) vee (e k1A% ))) x (Ax® (;LF%&JF%X) i 1X+V)
SN
=vec! (dz ~ B'dydy — B'avy) (ax @)
K
x (IK j; ( Ty — B'Ardzz — B'dyx) Ax ' elv kg u))) (Ax® (lp%}g+§ﬁ)/§;;i+v)
- -1
=vec' (Gzz — B'Ardzz — B'dvx) (AX®Q)
X (IK

=vec (qRX B qux ﬁq\/x) (AX®§)

HMz

”MZ
TM»

Ky ((171}“55 B B%ﬂ?ﬁ 73/‘7‘755) Ay (e[NJ]JleEK.lJJl)/))) (AX ® (Ardyx +dvz) ‘HF]XW)
-1

N
g ZI Zl (etvan (T — B'Asling — B'ag) Ax e ik @ e ) (8x @ (hrligg +v) B s )
i=1j=

n ~ =~ ~\ —1
—vec! (G — B'Aslizg — Bayz) (Mx 2 )
% (I @ (dgz — B'Aslizg — B'dvg) Ax') (8 @ (Arligs +37%)' T, )
_ I _ SN N _ - ) N o
=vec' (Gx ~ B'dsdzg — Bavy) (ax©Q)  x (ax® (Gag — Bhydig — Blaivy) v ey +73) 5.5

:Op(l)-,

T

Ay = (vec’ (4ix — B'Ardxx — B'dyz) (AX ® ﬁ) ! oved (daz — B'Ardig — B'dvs) ( A §> 71)
x (IK ® (kv.k @ In) (IK ® vee (ﬁ))) Kk Kk <AX ® (Ardzz +"qv‘7}?)’fqv;Fl}?+‘7>
=vec' (Gzz — B'Ardzz — B'dyg) (Ax ® fi) -
% (1 ® (G~ B'Ase — B'avg) ') wr (8x @ (Rrde +37%) 3, 5.
=vee' (e =B sdze = F'avx) <AX @ ﬁ) e ((’?ﬁf —B'Mazz — B'ayz) @ (Ardzz + %2)/%{:@9)

:OP(%)v
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Rly ~ Rl 57! e Rly ~ R~ s\ 7!
< (dax =B Ay —Bay) (M0 Q) - @ve (dgg — B'hsiigg — Blags) (ax ©2) )
X ((Ix @ Ky k) (vec (Ax) @ In) @ Iy) K n ((6,;; —B/ngﬁi +B,§V}?) ®Bl)

o _ N B o _ N
(s — B2y~ Blavg) (A 0Q) @ ved (Gg — B'hslizg — Blavg) (Ax 0.8) >

N
(ZZ(IK®6[NK]U)VGC(AX)®3[NK]u)®IN> ivy ((drg — B'Ardzs + B'dyz) ©B')

i=1j=1

— ~ ~\ —1 _ — ~\ —1
= <Vec/ (Ghx — B2 —Bavy) (M 0Q) @ ved (drg — B'hylizg —Blayg) (8x 02) >
) (

i

>

Mz

(Vec (epv.k1ij8x) ® e’[N,K],ij) ®IN> svy ((Grg —B'Ardzy +B'dyz) © B')

1j=1

H‘Mz
™=

Jj=
I - N
{Vec Gk — B'hyling —Blavg) (A 2Q)  vee (e xj6x)
1j
(rx

vec' (G — B'hsling — Bavz) (A" ©07") (el @ Iv) o (g — B Arding + Bag) ©B')
—vec' (dgz — Bz — Blavg) (&' @@ 7")
N K . ~ _ - _ ~ _ ~ _ _
(): Y s @t (el @ (G — B'Asdigs — Bavy)) ’N) kv ((Grg — B'Ardzg + B'avz) @ B')
=vec' (Gpz — B'Ardgz — B'dyz) (A;' ®§*1)
N - - -

X K (Z Y (el ® " (Grx — B'Asdgg — Bivg) e ) Iv @ ely i, ) (g — B'arlizs + Bayz) ©B)
—vec' (dgz — B'Asz — B'avg) (A" @@ 7")

x ki (I (G — B A — Bavg) @) (Ge — B Arding +B'dyg) © B)
—vec' (dgz — B'Asdz — B'avg) (85" @97 x s (G — B'Ardigs + B'Givg) @ (T — B'Asdg — B'ays) @ 'B')

1

:Op(m)v

By — (vec’ (diz — B'2rdxz — B'dyz) (Ax ®§) " oved (Gay — BArdze - Baog) (Ax ® 5) ’1>
x (I ® K ) (vee (Ax) @ Iv) @ I) (g — B'Ardzz + B'dyz) @ B')
N (Vec, (T~ B2z~ B'ays) (AX ®§) ' oved (G — B Ay — By (Ax ®Ez) 71)
x ((Ix @ kv i) (vee (Ax) @ Iy) @ I) kv v kv ((Tag — B Ardgg + B'ayg) @ B')
=vec' (qpy — B'Ardgz — B'dyx) (A;' ®£~2*1)
X KN (IN® (TR — B2z — B'ayz)’ 71) vy (G — B'Ardzs + B'ayg) @ B')
—vee' Gz = B'Asizg ~ P'dve) (A’? @0 ) x ((‘75)? —B'Asdgy — B'ayg) @ (dag — B'Ardg — B'avg) © 5')

1
:Op(m)-
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Therefore,

OFAR(Af)/T
dvec(Ar)

~ — ~\ —1 ~
= —2vec’ (Ziﬁ)? — ﬁ,lf’q}?}? — ﬁlZi%?) (Ax ®Q) (Ax ®ﬁl) +A1 —A2+ B +Bo,

Co+A1+Ay+B+B;

with Ay —Ay +B1+ B> = 0,(1/T).

|
Proof of Theorem 4.4.3. We prove statement (a) and the rest follows the same argument. It is easy to verify that
by construction Vi, rr can be expressed as Q ® Q with Q being the covariance matrix of 7, | — By <7L1)7; +vi 7,+|>.

With one consistent estimator of Vﬁl v that preserves the Kronecker structure Vﬁl = Q ®0 (e.g., see Example
4.C.4 for one case). Propositions 4.C.2-4.C.3 imply the statement (a) in the end

SFAR,(Yr2) = JLM (A7 1, ¥r2) =4 JLM (Y1, ¥r2) + Op(1/T) ~a 2*((N — K1)K), (4.144)

while the inequality follows a similar argument as in the proof of Proposition 3.3.1.
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Summary

This thesis investigates the identification robust tests in linear factor models used in empirical
financial studies. It provides novel testing procedures for (1) the parameters of interest in the
asset pricing models, the risk premia (Chapters 3, 4), (2) the model specification (Chapter 2)

under empirically relevant settings.

For chapters 2-4, we discuss identification robust inference, which provides the correct rejec-
tion rate under the null hypothesis regardless of the identification condition. We run simulation
exercises to verify our results. Our empirical applications document that the testing results (such
as rejection rates, confidence sets) via our proposed testing procedures can differ substantially

from conventional statistical tools.
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Samenvatting

I thank Nick Koning for insightful suggestions, careful revision and translation.

Dit proefschrift beschrijft identificatie-robuuste toetsen voor lineaire factormodellen die worden
toegepast in empirisch financieel onderzoek. Er worden nieuwe toetsen besproken voor: (1) de
relevante parameters in activaprijsstellingsmodellen, de risicopremies (hoofdstukken 3 en 4), en

(2) de modelspecificatie (hoofdstuk 2) in empirisch relevante situaties.

In hoofdstukken 2 tot 4 bespreken we identificatie-robuuste inferentie, die de juiste verwerp-
ingskans onder de nulhypothese heeft, onathankelijk van de identificatieconditie. We gebruiken
simulaties om onze resultaten te verifiéren. Onze empirische toepassingen laten zien dat de
toetseigenschappen (zoals de verwerpingskans en de betrouwbaarheidsverzamelingen) van onze
voorgestelde toetsen substantieel kunnen afwijken van de eigenschappen van conventionele

statistische technieken.
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