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Abstract
The University of Manchester

Odaro Augustine-Ohwo
Doctor of Philosophy in Economics
Break Point Estimation In Linear Models: A GMM Approach
2015

In estimating econometric time series models, it is assumed that the parameters remain
constant over the period examined. This assumption may not always be valid when using
data which span an extended period, as the underlying relationships between the variables
in these models are exposed to various exogenous shifts. It is therefore imperative to
examine the stability of models as failure to identify any changes could result in wrong
predictions or inappropriate policy recommendations. This research proposes a method
of estimating the location of break points in linear econometric models with endogenous
regressors, estimated using Generalised Method of Moments (GMM).

The proposed estimation method is based on Wald, Lagrange Multiplier and Difference
type test statistics of parameter variation. In this study, the equation which sets out the
relationship between the endogenous regressor and the instruments is referred to as the
Jacobian Equation (JE). The thesis is presented along two main categories: Stable JE and
Unstable JE.

Under the Stable JE, models with a single and multiple breaks in the Structural Equation
(SE) are examined. The break fraction estimators obtained are shown to be consistent for
the true break fraction in the model. Additionally, using the fixed break approach, their 7'-
convergence rates are established. Monte Carlo simulations which support the asymptotic
properties are presented.

Two main types of Unstable JE models are considered: a model with a single break only in
the JE and another with a break in both the JE and SE. The asymptotic properties of the es-
timators obtained from these models are intractable under the fixed break approach, hence
the thesis provides essential steps towards establishing the properties using the shrinking
breaks approach. Nonetheless, a series of Monte Carlo simulations conducted provide
strong support for the consistency of the break fraction estimators under the Unstable JE.

A combined procedure for testing and estimating significant break points is detailed in
the thesis. This method yields a consistent estimator of the true number of breaks in the
model, as well as their locations. Lastly, an empirical application of the proposed method-
ology is presented using the New Keynesian Phillips Curve (NKPC) model for U.S. data.
A previous study has found this NKPC model is unstable, having two endogenous re-
gressors with Unstable JE. Using the combined testing and estimation approach, similar
break points were estimated at 1975:2 and 1981:1. Therefore, using the GMM estimation
approach proposed in this study, the presence of a Stable or Unstable JE does not affect
estimations of breaks in the SE. A researcher can focus directly on estimating potential
break points in the SE without having to pre-estimate the breaks in the JE, as is currently
performed using Two Stage Least Squares.
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Chapter 1
Introduction

A fundamental assumption when creating econometric models is that the parameters used
in characterising the models remain stable or constant throughout the period examined.
Such parameters are useful for economic forecasting, inference, budgeting, policy anal-
yses and other economic decision-making. However, as these models usually span over
long periods of time, the variables in these models are exposed to time-varying economic
situations and various amendments in economic policies and decisions. Such amend-
ments could be as a result of a change in government, key decision makers, technological
innovations or even changes in consumers’ preferences as they respond to modifications

in interest rates, economic growth and other economic factors.

As noted in the famous policy evaluation by Lucas (1976): “...optimal decision rules vary
systematically with changes in the structure of series relevant to the decision maker, it
follows that any change in policy will systematically alter the structure of econometric
models.” Thus, the variables are subject to individual change or their relationships and

interactions between them may change over time.

For example, Zhang et al. (2008) find changes in inflation dynamics in the United States
over the period 1968 - 2005 which they attributed to the diverse monetary policies be-
ing followed by different chairmen of the Federal Reserve, specifically, the Volcker-
Greenspan era. Additionally, within the same period, Bai (1997b) find changes in the
relationship between the response of market interest rates to changes in the discount rates

set by the Federal Reserve.

Structural changes are not limited only to economic variables, but also cut across a wide

range of sectors. For example, in Medical Sciences, Erdman and Emerson (2008) and

17
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Zhang and Siegmund (2007) detect changes in regions of DNA alteration which is impor-
tant in cancer research. In the field of technology, Chernoff and Zacks (1964) examine
the change point problem in means of independent and normally distributed random vari-
ables of a radar tracking system while Barry and Hartigan (1993) study the means of
circular hollows cut by a milling machine. In Finance, Andreou and Ghysels (2002) de-
tect multiple changes in the foreign exchange markets in Asia and Russia while Loschi
et al. (2005) estimate a number of change points in the series of returns of stock indexes

in Latin America.

The importance of detecting a change in economics cannot be over emphasised as fail-
ure to do so can be very costly, resulting in wrong predictions and inappropriate policy
recommendations. Furthermore, if the timing of these parameter changes is identified, it
can be taken into consideration when constructing models. This could also be useful in
determining the causes for changes as well as analysing the effects of policy changes or

other economic and exogenous shifts.

Thus, in developing econometric models, it is now commonplace to test models for sta-
bility, either of the model itself or of the parameters. In literature, this problem is com-
monly called the ’change-point’ or ’structural break’ problem and the location at which
the change occurs is known as the ’change point’ or ’break point’. The location of the
break point may be known or unknown beforehand. It may also be considered to be within
a specified time range in the sample. The problem is more specifically related to time se-
ries models whose observations are ordered by time. Models which have break points in

them are referred to as unstable models, while those without are termed stable.

The main issues associated with a model that exhibits break points have been summarised
in Bai (1997a). These are: (i) The determination of the number of breaks (ii) The estima-
tion of the break points given this number and (ii1) The statistical analysis of the resulting
break point estimators. This research studies all three issues extensively, though more

focus is placed on the latter two.

The determination of the number of breaks is conducted through hypothesis testing. This
form of hypothesis test examines the null hypothesis of no break point or no structural
change against an alternative of one or more break points. Various structural and param-
eter stability tests have been proposed in literature, notable amongst these are those for
testing a single break in the model, for example Quandt (1958), Chow (1960), Andrews
and Fair (1988) and Andrews (1993); and those developed for testing the presence of mul-
tiple breaks, for example, Bai and Perron (1998), Hall et al. (2012) and Hall et al. (2015).

We discuss a variety of these tests in Chapter 6.
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The hypothesis tests provide vital information about the stability of the model. Specifi-
cally, a model is termed unstable if the test statistic obtained is greater than the associated
critical value. That is, a significant test statistic indicates the model changes at some point
during the period under review but beyond that, it gives no other information. However,
researchers interests may surpass merely ascertaining whether or not a model is unstable.
They may also, perhaps more importantly, be interested in knowing the specific point in
time the breaks occur. These could be vital inputs in economic policy analyses. This leads

to the second issue associated with unstable models highlighted above.

The literature on estimating the locations of break points covers various methods of es-
timation. For example, from a Bayesian point of view, see Chernoff and Zacks (1964),
Yao (1988), Barry and Hartigan (1993), Zhang and Siegmund (2007) and Erdman and
Emerson (2008); for a maximum likelihood approach, see Hinkley and Hinkley (1970)
and Bhattacharya (1987); for least squares, see Bai (1994a), Bai (1994b), Bai (1997a),
Bai (1997b), Bai and Perron (1998), Chong (2001), Perron and Qu (2006) and Perron and
Yamamoto (2015); for Two Stage Least Squares, see Hall et al. (2012) and Boldea et al.
(2012); and for Generalised Method of Moments, see Li and Miiller (2009) and Hall et al.
(2012).

The instability in models can be caused by a single break point or by multiple break
points. Bai (1994b) provides a method of estimating a single break point in the mean
of a linear process within the context of Ordinary Least Squares (OLS). Also using least
squares, Bai (1994a) proposes a method of estimating a break point in the regression
parameters based on the Wald-type test statistic. The location of these break points need
not be known beforehand. The asymptotic properties of the break point estimators were

also established.

In estimating multiple break points on the other hand, two methods are generally used
in literature - the Sequential and Simultaneous Estimation Methods. In the Sequential
Estimation Method as proposed by Bai (1997a) and Chong (2001), the individual break
points are estimated one at a time until all the break points are obtained, while in the
Simultaneous Estimation Method, all break points are concurrently estimated alongside

the regression parameters as laid out in Bai and Perron (1998).

These methods are effective in estimating the location of the break points in models; how-
ever, since they are all established within the OLS framework, they are based on the as-
sumption that the independent variables in the regression models are exogenous. In other
words, the regressors are assumed to be uncorrelated with the errors in the model. How-

ever, if these regressors are actually correlated with the errors, that is, if the regressors are
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endogenous, then biased and inconsistent OLS parameter estimators would be obtained
if OLS estimation is carried out on such a model. This problem of endogenous regres-
sors, known as the ’endogeneity problem’, is frequently encountered in research and the
three usual causes' have been identified as: omitted variables, measurement errors and

simultaneity.

One of the earliest and classical examples frequently used to illustrate the endogeneity
problem is given in Wright (1928) who was interested in estimating the elasticities of
demand and supply curves for the agricultural product, flaxseed. We present the system

of equations as,

d; = ap, + uf (1.1)
s¢ = Bipy + Boxy + uy,

where d; and s; represent demand and supply quantities in year ¢ respectively, p; is the
price of the commodity in year ¢, x; is a vector containing factors relating to supply.
The market is assumed to clear in year ¢ and hence, d; = s; and p; is the equilibrium
price. The difficulty lies in obtaining the elasticity of demand, that is, how to obtain an
estimator of o in (1.1) when d; and p; are known. p, is endogenous because producers
change their price in response to demand and consumers change their demand in response
to price. Hence, since the quantity demanded and price are simultaneously determined,
then the OLS estimates are biased and Instrumental Variables (IV) are commonly used in

literature to address this endogeneity problem.

These IV, which we denote as z; have two main properties: (i) they are correlated with

the endogenous variable, price p; and (ii) they are uncorrelated with the error term u¢ in

(1.1). Thus, the endogenous variable p; can be formed as,
Pe = + vz +uy, (1.2)

where v # 0, E[zud] = 0, E[ud,u}] = Q, Q has Var[uf] and Var[u}] as its main
diagonal elements and C'ov[ud, u?] on its off-diagonal elements with Cov[ud, ut] # 0. As

such, multiplying through by z;, (1.1) now becomes,
Elzd)] =aE[zp] + Elzul],

where E[zud] = 0. Using yield per acre as an instrument, a consistent estimator of «,

'See Wooldridge (2009) and Verbeek (2008).
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denoted & is obtained as
. since E[zul] = 0.

In econometrics, there are two main approaches to IV estimation, notably the Two Stage
Least Squares (2SLS) and the Generalised Method of Moments (GMM). Using 2SLS,
Hall et al. (2012) obtained consistent estimators of break points by minimising the residual
sum of squares (RSS) in the second step of the 2SLS estimation process. Prior to this
second step however, the reduced form for the endogenous regressor in the first step of
the 2SLS procedure (as given in equation (1.2)) needs to be estimated and any breaks
therein identified using the procedure in Bai and Perron (1998). The limiting distribution

of these break fraction estimators are established in Boldea et al. (2012).

On the other hand, applying a similar minimisation procedure to the sums of partial GMM
estimators over all partitions of the sample, Hall et al. (2012) obtained inconsistent break
fraction estimators. They attribute this behaviour to the inherent structure of the GMM
objective function®. Since the GMM minimand is the square of sums, then it is possible
that the effect of any misspecification due to the estimation of a wrong break date is offset
within these squares of sums. Consequently, this prevents the break points from being
identified.

Li and Miiller (2009) propose another GMM method which focuses on obtaining infer-
ence on only the stable subset of parameters in a partially stable GMM model with mod-
erate magnitude of shift. Other GMM approaches focus on testing rather than estimating

the break points. These are discussed later on in Chapter 6.

More recently, Perron and Yamamoto (2015) propose a method of estimation in the pres-
ence of endogenous variables still using OLS. Their approach involves reformulation of
the model with the probability limits of the OLS parameter estimates in such a way as
to make the regressors and errors contemporaneously uncorrelated. If this process is effi-
ciently carried out, then the usual break point estimation method in Bai and Perron (1998)
can be used to identify the breaks. They found this approach to yield consistent estimators
of the break dates in the New Keynesian Hybrid Phillips Curve. To the best of our knowl-
edge, no further research has been carried out within the GMM framework to estimate

consistent break points. Although Zhang et al. (2008) provide a good reference for an

>The Monte Carlo simulations carried out also revealed these break point estimators are relatively dis-
persed over all the possible partitions in a manner similar to the estimators obtained from a model with no
break point.
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empirical application of our proposed methodology when they estimate the break point in
the New Keynesian Philips Curve (NKPC), they however do not provide any theoretical

justification for their results.

Estimation within the GMM framework, as introduced by Hansen (1982), is hinged on a
population moment condition (pmc), E[z;ué(ag)] = 0, which is assumed to hold through-
out the sample. The GMM objective function (or GMM minimand) is based on a quadratic
form of the sample counterparts of this pmc. Based on the GMM minimand, the J — test,
which is actually a test of the overidentifying restrictions®, is frequently used as a diag-
nostic test for model specification within the GMM literature. However, Hall and Sen
(1999) note that the pmc is actually made up of two orthogonal parts: the identifying re-
strictions which represent the part of the pmc that are used up during estimations of the
parameters and the overidentifying restrictions which are essentially a measure of how far
the restrictions are from zero and are thus, associated with the structural stability of the
model. Therefore, the J —test may not be effective in detecting a break in the parameters.
This was the case when Ghysels and Hall (1990) find the asset pricing models of Hansen
and Singleton (1982) and Dunn and Singleton (1986) which were structurally stable when
the J — test was used, actually exhibited parameter instability when subjected to other
predictive and Likelihood Ratio tests. Thus, Ghysels and Hall (1990) conclude that the
J — test had no power against local alternatives that had a break in the parameters and
consequently, parameter instability can still be undetected when using the J — test. This
leaves a gap in the literature for an alternative GMM-based approach to estimating break

points in linear models that exhibit endogeneity.

In this study, we propose a different statistic to that used in Hall et al. (2012). Our ap-
proach focuses on test statistics which have power to detect parameter variation. The
statistics are based on sequences of the Wald, Difference and Lagrange Multiplier (LM)
type tests. These tests are described in more detail in Chapter 6. Due to the complexity
of the variance-covariance matrix used in the computation of the Wald and LM test statis-
tics, the theoretical analysis and proofs of the asymptotic properties of the break fraction
estimators cover only the Difference-type tests. However, these three tests statistics per-
form comparably in finite samples as seen in the Monte Carlo simulations in Chapter 5.
Using our approach, the break fraction estimators are shown to be T-consistent which is
coherent with existing OLS literature, as given in Bai (1994a), Bai (1997a), Bai (1997b),
Bai and Perron (1998), Hall et al. (2012) and Boldea et al. (2012).

This research is broadly divided into two groups which are dependent on the endogenous

3See page 46 in Hall (2005).
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regressors. First, within the GMM context as presented in this research, we refer to the
reduced form equation in (1.2) as the Jacobian Equation (JE). This is motivated by the
linear model used in this research. The Jacobian - which is the first derivative of the
moment condition - is simply the relationship between the endogenous regressors and
the instruments. We focus on the stability of this relationship between the endogenous
regressor and the instrument. If the relationship is constant as in (1.2), we refer to it as
the Stable Jacobian; otherwise, we refer to it as the Unstable Jacobian. We consider only

the case of a single break Unstable Jacobian, that is,

P =" +712 +ul  beforethe break
= + Yz +ul after the break.

As stated earlier, when estimating break points within the 2SLS context, Hall et al. (2012)
first of all estimate the break points in the reduced form given in (1.2) because ignoring
any break points here would lead to inconsistent estimators of the break points in the
structural equation (SE) in (1.1). Within GMM context using our proposed approach,
we estimate break points in the SE directly as we prove in this research that a stable or
unstable Jacobian has no effect on estimating a consistent break point in the SE. Thus,
a break in the relationship between the endogenous regressor and instruments anywhere
in the sample does not have any negative impact on the estimated break fractions in the
SE. This finding is vital as it reduces the break point estimation process within the IV

framework for models characterised by endogeneity.

The asymptotic properties of the break fraction estimators obtained from Stable Jacobian
models are established based on the assumption that the parameter change is of fixed
magnitude. For the Unstable Jacobian on the other hand, we consider the case where
the magnitude of change of the JE parameters shrink with the sample size. Although
the proofs for the Unstable Jacobian are not easily tractable, it is interesting to note that
the results of the Monte Carlo simulations strongly indicate a break in the JE does not

confound the estimations of a true break point in the SE.

We apply our proposed GMM method to the NKPC adopted in Hall et al. (2012). Using
2SLS, they establish two break points in the reduced form equation of the output gap and
one break point in the reduced form of the expected inflation. The location of these break
points in the reduced form was obtained first before estimating the current inflation in the
main NKPC structural equation. Using the fixed break point tests, they find no evidence

of an additional break point in the SE. Hence, they conclude the model has only two



CHAPTER 1. INTRODUCTION 24

break points. We show that applying our estimation method directly to the main SE of the
NKPC yields the same two true break points in the model as identified in Hall et al. (2012).
Thus, our approach potentially saves computational time and also allows researchers to
focus on the main SE, as they no longer have to estimate the reduced form equation first.
Furthermore, using 2SLS presupposes the reduced form equation is correctly specified, a
requirement not necessary for GMM estimations and moreso, any instrument used in the

2SLS estimations is naturally a potential instrument for GMM estimations.

Besides these, the GMM estimation technique is appealing because it offers a way to han-
dle a broader class of models, compared to OLS, which is limited to linear regression
models only, or Nonlinear least squares* which is confined to nonlinear regression mod-
els. Thus, in the presence of an unstable relationship between the endogenous regressors
and the instruments, the researcher does not have to check for stability in the two stages
(reduced and structural form equations), but rather, estimates break points only in the
main SE of interest. Consequently, instabilities in the JE can be ignored and consistent

break point estimators of the SE can still be obtained.

Throughout this paper, = denotes weak convergence, — denotes convergence in proba-
bility, % denotes convergence in distribution, 0,(1) denotes a sequence of random vari-
ables converging to zero in probability and O, (1) denotes a sequence that is stochastically
bounded. Also, for a sequence of matrices, Vi is O,(1) if each of its elements is O,(1),
see White (2001).

The remaining part of this research is organised into seven chapters as follows. The first
two chapters examine models where the JE is stable. Chapter 2 deals with a model which
has a single break in the SE alone. This is a relatively simple model used to introduce our
proposed estimation procedure. Detailed proofs of the asymptotic properties of the break
fraction estimator obtained from the single break models are presented and shown to be

consistent with those existing in the literature.

Chapter 3 considers a model with multiple breaks in the SE alone. The asymptotic prop-
erties of the break fraction estimators obtained are also established and shown to be con-
sistent with those in Bai (1997a).

Chapter 4 investigates models with an unstable JE. Two main types of models with an un-
stable JE are studied. In the first, the model has one break point in the JE only, while in the
second, the model has a break point in both the JE and the SE. The asymptotic behaviour

of the break fraction estimators obtained from the unstable JE models are analysed using

“Boldea and Hall (2013) extend Bai and Perron’s (1998) method for estimating unknown multiple break
dates to nonlinear least squares estimation method.
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the shrinking break approach.

Chapter 5 provides detailed results from the Monte Carlo simulations carried out to ob-
serve the finite sample behaviour of the break fraction estimators obtained from the mod-
els used in Chapters 2 to 4. These results support the theoretical analysis carried out in
the previous chapters.

Chapter 6 discusses the determination of the true number of break points in a model.
There is the possibility that the estimation procedure discussed in Chapters 2 and 3 can
over-estimate the number of break points if there is no rule in place to terminate the
estimation process. This chapter addresses that issue and proposes a combined method
similar to Bai (1997a) for sequentially testing the significance of a break point before

estimating its location.

Chapter 7 presents results for an empirical application. Our proposed estimation method
is applied to the New Keynesian Phillips Curve model similar to that used in Zhang et al.
(2008) and Hall et al. (2012). The break points in the reduced form have been established
in Hall et al. (2012) and we only investigate to see if our proposed estimation method also

identifies the same break points in the SE.

Chapter 8 summarises the findings of this research and sets out the conclusions. For easy

reference, the relevant appendices are placed at the end of each chapter.



Chapter 2

Stable Jacobian - Single Break Model

This chapter considers issues relating to estimation of a single break point within the con-
text of a linear model. The location of the break point to be estimated is unknown in
the sample. The estimation process is based on the Wald, Lagrange Multiplier (LM) and
Difference-type statistics which are generally used in the literature for testing parame-
ter and structural change, see Andrews and Fair (1988) and Andrews (1993). However,
for simplicity, only the Difference-type statistics are used for discussions and theoretical

analyses.

The chapter is outlined as follows. Firstly, the model used alongside the assumptions
are presented. Next, a description of the estimation process is given and the test statistic
and break fraction estimator are discussed. This break fraction estimator indexes the
break point which we want to identify. We then establish the asymptotic properties of the
test statistic and break fraction estimator. Specifically, the break fraction estimators are
shown to be T-consistent which is coherent with the existing literature; see Bai (1994a),
Bai (1997a), Bai and Perron (1998), Hall et al. (2012), Boldea et al. (2012). Lastly, the

chapter concludes with detailed proofs given in the appendix at the end of this chapter.

2.1 The Model and its Assumptions

The linear model with one break is the baseline model adopted in this research. It is a

straightforward model, similar to that in Hall et al. (2012) and is presented thus,

yt:‘r;el(]l)—i_uh t:1727"'7k07
L 2.1)
=0, +uy, t=ko+1,...,T,

26
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where ¥, is an observation on the dependent variable; x; is the p X 1 vector of endogenous
regressors; u, is the disturbance with zero mean; 9(()1), 1 = 1,2 are the p X 1 unknown
parameters to be estimated; ky = [T'A\o]; Ao € A C (0,1); [ - ] indicates the greatest
integer function of the term within the square brackets and 7" is the total sample size. kg
is defined as the true break point and A, as the true break fraction. Hence, 9(()1) and 662)
symbolize the parameters before and after the true break point respectively. It is assumed
that 9(()1) + 9(()2) and by design, the break fraction, )\, is bounded away from the end points
of the sample.

This situation is generally known in the literature as a pure structural change because all
the p parameters in the model are subject to change.

As x; is endogenous, it is correlated with the errors u, and hence Instrumental Variables
(IV) are required for the estimation. Recall these IV must be both correlated with x; and

uncorrelated with u;. The endogenous variable is now constructed simply as
T, = 2, Mo + v, (2.2)

where z; is the ¢ x 1 vector of instruments satisfying E[zu.(6p)] = 0, Ag is the g X p
coefficient matrix and g > p.
Throughout this research, we refer to the baseline model in (2.1) as the Structural Equation

(SE) and the endogenous regressor equation in (2.2) as the Jacobian Equation (JE).

We make the following assumptions:

Assumption 1. F[z2;] = E[z2,]A¢ = Q..Aq, where ||Q..|| < co and positive definite.
Also, A has rank p and || Ay]| < oc.

ko+j

. -
Assumption 2. The matrices — » ;2;" .,

1
/ ko / .. .
zzpand = Y0, ) 22 have minimum eigen-

values bounded away from zero in probability for all A € A and j > q.

Assumption 3. supycp||7 ! Zgi] 21, — AQ.. Aol 2 0.

—1/2 \~[TA]

Assumption 4. supye, ||Var|T i1 zeue| —AQ| 20, where Q is a positive definite

matrix of finite constants.

Assumption 5. The true number of breaks, my = 1.

Assumption 1 states a constant relationship exists between the endogenous regressor and
its instruments. In Chapter 4 however, we examine a model where this stability assump-

tion of the JE is relaxed. The standard rank condition necessary for identification! when

!'See Identification Condition on page 35 in Hall (2005).
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estimating using GMM is also given. Assumption 2 guarantees there are enough obser-
vations near the true break point, so it can be identified. Additionally, it assumes the
matrices are invertible and stochastically bounded uniformly in j. Assumptions 3 and
4 present the uniform convergence across all break fractions of the partial sums of the
Jacobian and variance, respectively. These are useful in establishing the asymptotic prop-
erties of the break fraction estimator. Lastly, we impose Assumption 5 in this chapter but

consider cases when my > 2 in Chapter 3 under the multiple break points scenario.

2.2 The Test Statistic

As mentioned earlier, for computational simplicity, the test statistic and other theoretical
analysis presented here are centred on the Difference-type test of parameter variation.

This test statistic is based on:

Dr(\) =T {Qr(0r(\),\) — Qr(r(\),\) }, (2.3)

where D7 () is the Difference test statistic, Q7 (A7 (\), A) and Q7 (A7()), A) are the GMM
minimands associated with the restricted and unrestricted estimations respectively. The
vector of restricted parameters, 07(\) = [0 7(\)’, 02.7(N\)']', where 6 7()\) is constrained
to be equal to §Q7T()\). On the other hand, the vector of the unrestricted parameters,
Or(\) = [01.7(N), 00(N)']', where 61 7()\) and 6, 1()\) are allowed to be different. Ap-
pendices A.1 and A.2 briefly demonstrate the minimisation process by which these pa-

rameters are obtained.

The minimands are constructed in the usual way consistent with GMM framework as,

Qr(07(N\), \) = gr(0r(\), ) Wr(N)gr(0r(N), \),
where

713 2u(01(N) e (M)

gr(0r(A), A) = -1 Zthl zeur (B2 N){1 — Zer(N)} ’

Wr(A) = diag{Wir(X), War(N)}, Wi r(X) is a g X ¢ deterministic positive semi-definite

matrix and Z; 7()) is an indicator variable that takes the value one if ¢ < k and zero
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otherwise. The partial sum GMM estimators are defined as,

~

Or(\) = argmingeoxeQr(0r(A), A),

where © C RP. Consistent with GMM estimation procedure, we make some additional

assumptions about the data:
Assumption 6. E|[zu,(6y)] = 0, for 6y = (9(()1) ’9((]2) V.

Assumption 7. supren|0;r(N) — 60 (N)|| B 0, where supaea||0¥ (V)| < oo, for i =
1,2.

Assumption 8. supyca||[Wir(\) — Wi(\)|| 2 0 fori = 1,2, where Wi (\) = A\~'C,

Wy(A) = (1 — N)"'C and C is a nonsingular constant matrix.

Assumption 6 states the identification condition which is the basis for GMM estimations.
It infers that the population moment condition holds at the true break point and at the
true parameter values. Assumption 7 imposes the uniform convergence of the estimators
for all A € A. The individual structures of their limits, Hii)(/\), are given in the relevant
sections. Assumption 8 displays the specific forms of the weighting matrices used. These

have similar structures to the weights used in Hall et al. (2012).

Under the GMM framework as proposed by Hansen (1982), the convention is to estimate
the parameters in a model using the two-step estimation procedure. In the first step, a
preliminary weighting matrix (often the identity matrix) is used to obtain the first-step
estimators. The inverses of the variances obtained from this first-step estimators are then
used as weights in the second step estimations to obtain second-step GMM parameter
estimators, which are known to be consistent and efficient. In our own estimation ap-
proach however, we consider only the first-step GMM estimators since the efficiency of
the second-step estimators are based on the first-step estimators. Hence, any break in the
model not identified by these first-step estimators would naturally undermine the estima-
tions in the second-step?. This approach of using the first step estimators is reasonable as

seen in the theoretical analysis and results of the Monte Carlo simulations.

The test statistic used for the break point estimation is constructed similar to Andrews
(1993): a sequence made up of Dr()) as defined in (2.3) is obtained for each candidate

A € A. To illustrate its finite sample behaviour, two plots of D7 (\) across the full range

Hall et al. (2012) attribute this to complications arising from centering of the estimated long run co-
variance matrix of the first-step estimators. See Hall (2005) page 125 for a detailed analysis of the impact
of unstable models on the covariance matrix estimators.
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Figure 2.1: Dy () forall A € A.
DGP has 1 break in SE (1 simulation)
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of A = [0.15,0.85] for a sample size of 7' = 600 are presented in Figures 2.1 and 2.2.
In these plots, a break is imposed halfway through the sample, that is A\g = 0.5. The
parameters before and after the break are 9((]1) = (1,0.1)" and H(()Q) = (—1,-0.1)" respec-
tively®. As evidenced by the single simulation conducted in Figure 2.1, D () is clearly
the global maximum and hence, D () peaks at this point. Repeating the estimation pro-
cedure a thousand times, the same shape is maintained as Figure 2.2 shows, highlighting
the fact that Dy () monotonically decreases as the estimated break moves further away

from the true break.

2.3 The Break Fraction Estimator

To obtain the break fraction estimator, the supremum of the sequence of D () is calcu-
lated and its position within the sample indicates the location of the true break point. The

break fraction estimator, 5\ is thus defined as

~

A = argmazyep, Dr(N), (2.4)

3More details of the simulation design can be found in Chapter 5 on Monte Carlo simulations.
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]%ure 2.2: Dp(X) forall X € A.
DGP has 1 break in SE (1000 repetltlons)
@, 6 =([1, 0.1, [-1, -0.1])
Sample size = 600. Replications = 1000
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where Ap = A such that A = k;/T fori = (¢, 1 — €)T and ¢ > 0. Thus, ) estimates the
location of the peak of D7 () as seen in Figures 2.1 and 2.2.

This method of estimating break points was suggested in Andrews (1993) and has previ-
ously been used in the literature. For example, Bai (1994a) propose a supWald statistics
based on least squares to estimate the location of a break point. Conversely, minimis-
ing the residual sum of squares (RSS) across A has also been used in literature for OLS
estimations; see Bai (1994b), Bai (1997a), Bai and Perron (1998) and Hall et al. (2012).

2.4 Consistency and Convergence Rate of A

This section presents some useful asymptotic properties of ) obtained from a single break
model. Specifically, it establishes the consistency and rate of convergence of . For the
most part, our approach and propositions predominantly follow closely the arguments
in Bai (1997a) and to a lesser degree, Bai (1994a) and Bai (1994b). To the best of our
knowledge, these asymptotic properties of the break fraction estimator have not been
established within the GMM framework. To help maintain focus on the salient issues, the

detailed analysis of the proofs of lemmas used are relegated to the relevant appendices.

There are four vital things to note here before proceeding with the analysis. Firstly, the

test statistic in (2.3) can be broken down analytically and re-expressed in a more tractable
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form shown in Appendix A.3 as,

’ ~

Dr(A) = T(01,0(N) = 02,0(N) Mo (V)" (Br(A) = Oo,0(N)), (2.5)

where M., r(-) = MLT('>71 +M2,T('>71, M;r(-) = Gz‘,T(')IVVi,T(')Gi,T(') and G r() =
T Z;r(-) Xir(-), for i = 1,2. In our study, we refer to (0, 7(\) — f57(\)) as the
'Parameter Difference' and M, r(\)~! as the 'Centre Matrix'. In other words, the test
statistic is composed of these two major parts and all our further analyses is based on this
form of Dy (\) displayed in (2.5). Also, in this form, the test statistic can be thought of as
a weighted average of the square of the Parameter Difference.

Secondly, there are only two possible regimes that can exist in a one-break model: the
first regime covers the period before the break, [1, ko), while the second regime covers
the period after the break, [ky + 1, T|. We occasionally refer to these as Subsample 1 and
Subsample 2 respectively. Notice the SE is stable in each regime. Furthermore, observe
that all break fractions in Subsample 1 are less than the true break, that is, A\ < \g; the

reverse is the case in the second subsample.

Thirdly, an additional assumption useful in establishing the convergence rate of the esti-

mated break fraction needs to be made:

Assumption 9. For some real number r > 2 and a constant C' > 0,

J r
E ZZtUt <C@G—i)"* foralll <i<j<T.
t=i

As noted in Bai (1994a), this assumption is a generalisation of the Hijek and Rényi (1955)
inequality and is useful in the proof of limit theorems of independent summands seen in

the appendices.

Lastly, we specify a scaled version of the test statistic as Di-(\), where DX(\) = T~ Dp ().

This scaled version is also well defined for all A and useful for the asymptotic analysis of

~

A

2.4.1 Consistency of the Break Fraction Estimator

The proof strategy of the consistency of the break fraction estimator is as follows. Firstly,
the nonstochastic limits of the test statistic are obtained for all A € A; secondly, we show

the test statistic uniformly converges to these nonstochastic limits; and lastly, we show
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these limits are uniquely maximised at the point where A = ). These steps are stated in

the following three lemmas:

Lemma 1. Under Assumptions 1 to 8, DX()\) converges uniformly in probability to a
nonstochastic function D*(\) on (0, 1).

This nonstochastic function, D*()), exhibits three unique expressions across the range
of A\, one in each of the two regimes and one at the true break point, ky. As detailed in

Appendix B.1, these three expressions are given as,

D*(/\()) = )\0(1 — )\0)73, when \ = )\0 (26)
* A 2
. 1—=X .

D*(\) = T()\o) P,  forall X\ > ), (2.8)

where P = (65" — 0) B(6{" — 67) and B = Q,.CQ...

Lemma 2. Under Assumptions 1 to S,
suprea|Di(N) — D*(N)| = O, (T~/?). (2.9)

This lemma infers that for all ), the test statistic D4.()) is uniformly close to its expected
nonstochastic function D*(\), with high probability. The proof of this lemma is found in
Appendix B.2 on page 44.

Lemma 3. Under Assumptions 1 to 8, there exists an £ > 0 which depends on \, 9(()1)
and 0((]2) such that

D*(\) — D*(\g) < —=E|N— Xo| foralllargeT. (2.10)

This lemma, proved in Appendix B.3 on page 48 indicates the test statistic is uniquely
maximised at \g. In conjunction with Lemma 2, it follows that with high probability, the

maximiser of D3.(\) will also be close to Ag.

Based on these three lemmas, we state the consistency of the break fraction estimator in

the following proposition followed by its proof,
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Proposition 1. Under Assumptions I to 8,

~

A =X =0, (T2, (2.11)

The proposition implies the estimated break fraction, ), is asymptotically consistent for

the true break fraction, \g.
Proof of Proposition 1
By adding and subtracting D*(\) and D*(\y), we can write

Di(A) — Di(Mo) = Di{A, Ao} + D, Ao}, (2.12)
where

Di{A Ao} ={D7p(A) = D*(N)} = {D7(Xo) — D*(Mo) } (2.13)
and

D\ Ao} ={D*(\) — D*(\o)}. (2.14)

Remark 1. By definition, the test statistic, D}.(\) is a maximum so it must be that for
Di{X N} in(2.13),

{D7(A) = D (M)} = {D7(Xo) = D*(Mo)} < 2 suprea| Dr(A) — D*(A)]. (2.15)

Remark 2. Note also that D*{\, \o} given in (2.14) is defined for all X € A and particu-
larly for the estimated break fraction, \. Furthermore, the left hand side (LHS) of (2.12)
is non-negative because by definition, Di(X) > Di(\o).

Combining D;{ A, Ao}, D*{\, \o} and Remark 1 with Lemma 3, we obtain

Di(A) = Di(Xo) < 2 supreal Dj(A) — D*(A)| + {D*(A) — D* (o)}
< 2 suprea| Dp(A) — D*(A)| = EJA = Aol. (2.16)

Hence, noting the latter part of Remark 2, it must be that
A — Xo| < E7'2 suprea| Di(X) — D*(N)]. (2.17)

This concludes the proof of Proposition 1 since the right hand side (RHS) of (2.17) is
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O,(T~1/?) based on Lemmas 1 to 3.

2.4.2 Convergence Rate of the Break Fraction Estimator

The rate of convergence describes how fast the break fraction estimator converges to the
true value. In this section, we show this rate to be the same as the sample size, 7'. In our
analysis, we adopt the fixed break approach, that is, we assume the breaks are fixed as
the sample size increases. To establish this rate for ), we make the following three vital
definitions.

Firstly, define Vi = {k : Tnp < k < T(1 — n)} for a small positive number 7, such that
A € (n,1 —n). Thus, for all k& € V}, this ensures that A is both away from 0 and 1 for a
positive number of the observations. From Proposition 1, since ) is consistent for Ao, there
is a high probability that & will fall into V;. In other words, we write, Pr(k ¢ Vi) < e for
every € > ( and all large 7.

Secondly, define Vo = {k : |k — ko| < M}, where M < oo is constant. To prove the
T'-consistency of the break fraction, we show that k eventually falls into V5 with large
probability for large M.

Lastly, define V3 = {k : Tn < k < T(1 —n), |k — ko| > M}. Thatis, V3 = V; NV,
where V5 is the complement of V5. We state in the following lemma, that the probability

of the break point to lie within this set V5 is very small,

Lemma 4. Under Assumptions I to 9, there exists M < oo such that for all large T and
every € > (),

P(sup Dy(k) — Dr(ko) > 0) < €. (2.18)

keVs

With the proof of this lemma given in Appendix B.4, we now present our second propo-

sition to state the rate 7" convergence of the break fraction estimator,

Proposition 2. For every € > (, there exists a finite M independent of T, such that for
all large T,

P(TIA = x| > M) < e. (2.19)

Proof of Proposition 2
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Using Pr(A) < Pr(B¢) + Pr(B N A) and Lemma 4, we conclude that

P(T|A = Xo| > M) = P(|k — ko| > M)
< Pr(k ¢ (Tn,T(1 —n)) + Pr(k € (Tn, T(1 — 1)) N |k — ko| > M)
= Pr(k ¢ Vi) + Pr(k € V3)
<e+ Pr (ksu‘go Dr(k) > DT(ko))

< 2e.

This proof confirms our proposition that X is T-consistent. Similar T -convergence rates
are obtained in Bai (1994a), Bai (1997a), Bai and Perron (1998) and Hall et al. (2012)
using Ordinary Least Squares (OLS).

2.5 Conclusion

In this chapter, issues relating to the estimation of a single unknown break point in a linear
model are examined. We assume a pure structural change where all the parameters in the
model are assumed to change at the same point in time. The estimation procedure is based
on the supremum of a sequence of the Difference test statistic which is normally used to
test parameter stability as given in Andrews (1993).

Additionally, the consistency and rate of convergence of the break fraction estimator
were established and shown to be consistent with existing OLS literature provided in
Bai (1994a), Bai (1997a), Bai and Perron (1998) and Hall et al. (2012). This implies
our GMM approach of using parameter variation to estimate break points in linear mod-
els yields estimators with asymptotic properties consistent with existing literature. The
detailed theoretical analysis carried out further adds to the body of literature within the
GMM framework.

The finite sample behaviour of the break fraction estimator obtained from this one break
model are presented through a series of Monte Carlo simulations in Chapter 5. In reality
however, more than one break point may exist in a model. For example, Hall et al. (2012)
find two breaks in the reduced form of the inflation forecast series between 1968 and
2001 while Hansen (2001) find three breaks in the U.S. labour productivity between 1947
to 2001. The next chapter considers models with multiple break points and the break

fraction estimators obtained from such models are examined.
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A.1 Unrestricted GMM estimator

This appendix reviews the process of obtaining GMM parameters from the unconstrained
minimisation of the GMM minimand. Under this estimation technique', the unrestricted

estimator solves the minimisation problem,

~

Or(N) = argmingycoxeQr(0(N); N),
where © C R?; 7(\) = vec[fr.r(N), 020(N)]'s Qr(B(N), A) is the GMM minimand,

Qr(0(N), A) = gr(0r(X), \) Wr(N)gr(6r(X), );
71! Zle zyuy (01
T30 (B (M1 = Zr (M)}
Wi r(N) 0
0 WQ,T(A)] ;

gr(0r(A), A) =

W;r(X) is a ¢ x ¢ deterministic positive semi-definite matrix; Z; 7(\) is an indicator
variable that takes the value one if ¢ < k and zero otherwise.

The first order conditions for this minimisation implies 0Q7(-)/06(-) = 0, which results

in the unrestricted GMM estimators:

0ir(\) = (T X, 1 ZiaWid T Zy o Xi) T X, 0 Zi o Wi T Z, i
= 9(@ + Mi,_TIG;,TWi,TT_IZ;,TUi,Ty (A.1)

where M, r = G;’TWi,TGi,T, Gir = T‘lZ;,TXi,T for i = 1,2 where 1 and 2 denote the

ISee Hansen (1982), Andrews (1993) and Hall (2005).
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subsample before and after the break point respectively. Thus, the parameters are allowed

to be different across the two regimes.

A.2 Restricted GMM estimator

The restricted parameters on the other hand, are obtained from the constrained minimisa-
tion of the GMM minimand. That is,

Or(X) = argmingyQr(0(N), A),  subject to 01 (\) = O2(N),

where 07(\) = [f1.7(\),07(\)]. Forming the Lagrangean function, £(-), the first
order conditions imply L(-)/00 = 0 and 0L(-)/0k = 0, where L(-) = Qr(0(N),\) +
2k (A1 (\) — B2(N\)) and « is the p x 1 vector of Lagrange multipliers. Denote & as the

estimator of x, these conditions result in the restricted parameter for Subsample 1 as,

Or.7(N) = (T X 0 Zi Wi T 2y 0 X ) T Xy 0 Zy oW T Zy i — R)
— by — M[LR, (A2)

and that of Subsample 2 as,
0,7 (N) = br. 7 + My 1R (A.3)

Since 0, 7(\) = O,7()\), equating the RHS of (A.2) and (A.3) results in the expression:
R = (M7 + My7) Y (01,7 — fa,7r). Substituting & back into the RHS of (A.2) and (A.3)

gives the following expressions for the restricted estimators:

O10(N) = 010 — My M_3(01 7 — Oa1) (A4)
Os,0(N) = o0 + My 2 M1 (017 — 027, (A5)

g1 -1
where M, 1 = MLT + Mz,T-
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A.3 Analytical form of Dp()\)

This appendix shows how the analytical form of the Difference test statistic is obtained
from its main components - the restricted and unrestricted GMM minimands. For nota-

tional purposes, the dependence on 7" and A are ignored.

To begin, we draw attention to two salient facts which are used in the analysis. Firstly,
based on (A.4) and (A.5), the moment condition for the restricted parameters can be

expressed in terms of the unrestricted parameters since,

T'2g,(6:) = T2 Zyuq (61)
=TV 7y, — TY? 7, X,0,
— T2y — TV 7 X6y + T2, X M M (6, — 6)
= T"1(61) + GL My MIT2(6: — o).

Similarly,
T1/292(é2):T1/292(é2) GoMy ' M 1Tl/z(@ ég).

Secondly, recall that the first order conditions for the unrestricted regressions imply
GLWATY2g,(6,) = 0 and GoWoT2g5(65) = 0.
With the GMM minimands associated with the restricted and unrestricted estimations

defined as Q7 (A;()), B2(N): A) and Qr(61(\), 65(N); ) respectively, the test statistic is

broken down as follows,

Dr(X) = T{Qr(6:(N), 02(N); A) — Qr(01(N), 0:(N); N}
= T{g:(61) ) Wig1(61) + go(02) Waga(6s) )}
— T{g1(61) W1g1(61) — 92(92) Waga(62) }
= T{g;(0:) Wig;(61) + g5(02) Wags(02) }
— T{g1(61) W11(61) — g2(62) Waga(6a) }
= TY2(, — 0,) M ITYV2(6, — 6,),

where g7 (60;) = ¢;(6;) + G:M; "M (6, — 6,) fori = 1,2.
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B.1 Proof of Lemma 1

This appendix shows the uniform convergence of D’.(\) to its nonstochastic limit, D*(\),
forall A € A. First, notice that in the single break model, there are three different locations
the candidate break fraction A can be relative to the true break fraction, \y: (i) it can
coincide with Ag; (ii) it can lie before \y; (iii) it can lie after A\g. Thus D*(\) takes on
three different expressions, depending on this location. In all cases, DJ.(\) is split into
its two main components: the Parameter Difference and the Centre Matrix. These are
separately examined in detail (starting with the Parameter Difference) and their limits

established before combining to get the form of D*(\) for each of the cases.

Case 1: When \ = )\,

This is a straightforward case since we get the structures of the individual parameters

directly from (A.1) as

ko
él()‘O) = /HLT()\O)Tf1 Z ZtYts (B.1)
t=1
and
R T
02(Mo) = Haor(No)T ™" Z 2yt (B.2)
t=ko+1

for Subsamples 1 and 2 respectively, where H; (o) = Mi7T(>\0>_1Gi7T()\O)IVVZ’,T()\O) for
i=1,2y = 26" + u, in (B.1) and y, = 7,6 + u, in (B.2).
Since H17(No)T 328 ziu; and Ho (M) T ZtT:kOH zyuy, are negligible based on
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Assumptions 1, 3 and 4 to 8, this implies,

0;( o) = 6 + 0,(1), fori=1,2. (B.3)
Therefore, to obtain the limit of the Parameter Difference when A = \g, we write

B1(Xo) — 02(ho) 2 657 — 057, (B.4)

For the Centre Matrix on the other hand, M, 7(\o) = My 7(Xo) ™"+ Ma7(X\) " and from
Assumptions 1, 3, 5 and 8,

Mir(Mo) = Grir(Ao) Wir(Ao)Grr(Ao)

Similarly, MZT()\()) = GQ’T()\O)/W27T()\0)G27T()\0) ﬁ) (1 — Ao)(QIZC’Qm).Therefore,
M,7(Mo)™" 5 Xo(1 = X\o)B, (B.5)

where B = (),.,C(@)... Combining the RHS of (B.4) and (B.5), we get that when A\ = )\,

the nonstochastic limit of the test statistic is given by the following expression,

where P = (6 — 63) B85 — 6).

Case 2: When )\ < )\

The parameter obtained from Subsample 1 is from a stable model and hence it is still

estimated at its true value,

k
01(N) = Hl,T()\)T_l Z ZtYt 5 9(()1), (B.7)

t=1
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since y; = yc't&él) + wu;. Conversely, Subsample 2 is unstable and the estimated parameter

is a weighted average of the two parameters'. This is given as,
T
Os(N) = Hor(NT ™' Y 2, (B.8)
t=k+1
-1\7T —1 ko 1T
where T3 o2y =T D 0 2 + 170 Y1 %Yt

Based on Assumptions 1, 3, 5 and 8,

Hor(N) = Mop(N) " Gar(N) War(N)

= (GorN) War (N Gar(N) ™ Gor(\) War(2)

B (1= NQu(1 = N)7'CA = N)Qu) (1= NQue(1 = N)'C
{(1 = M(Qe:CQ:0)} " QuC.

Also, T~1 370 4y 2 = (Mo = M)Quofly and TS50,z 5 (1= 20)Quably”-
Thus we conclude that f5(\) 2 IS (A), where

0 (\) = Ha(\) T (B.9)

*

Ha(N) = {(1 = N)(Qu:0Q:2)} ' Qu=C and W = (Ng — N Q= + (1 — M) Q=05
Notice (B.9) can be simplified further to,

1
62 (N) = {0 = N8 + (1= 20)65”}. (B.10)
Combining 6" (A) and IS (A) given in (B.7) and (B.10) respectively, we get the limit of

the Parameter Difference,

1- - 1—
AN — B2 (N) = T — 2R L= g
S\ (PO N SR\ (P
ST T
1— A
= ;wgﬂ ) (B.11)

On the other hand, the structure of the limit of the Centre Matrix does not vary since the

Jacobian is stable. A change in the location of A in the estimations only affects M; 1(\)

'Elliot and Miiller (2014) note same structure while Hall et al. (2012) use similar expressions for the
weighted combination of the parameters when they examine the performance of the GMM minimand.
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by the number of terms being summed up in G; () which all have identical limits based
on Assumptions 1, 3 and 8. Hence, the Centre Matrix has a similar structure to (B.5)
where we only need to replace )\ to reflect the location of the candidate break point, that

is,
M.\ ' =X1-NB. (B.12)

Combining the limit of the Parameter Difference established on the RHS of (B.11) with
that of the Centre Matrix in (B.12), gives the limit of the test statistic when A < ) as,

. 1— Aoy 2 ,
D) = { =3 A0 =6 -6 By — o)

— A 2

— 51 2P (B.13)

Case 3: When \ > )\,

This scenario can be considered the reverse of the previous case when A < \g; the sec-

ond regime is stable, while the first regime now exhibits instability. Consequently, the

estimated parameter in Subsample 2, 5(\) > 9(()2) while that in Subsample 1 is now the

weighted average. Performing a similar analysis to Case 2, we write

k
1)) = Hir(NT™> "z, (B.14)

t=1

where T2 S0 | 2y = TV 5000 2y + T71 00,1 2
By Assumptions 1, 3, 5 and 8 we obtain,

Hir(\) = (GLT()\)/WLT()\)GLT(/\))71G17T()\)'WLT(}\)
2 (AQu A1 CNQ) T AQuN IO
= {)\(QIZCQZI)}ileZC

Likewise, 7! Zfil PR TS )\OQWQ(()I) and 7! Zf:koﬂ 2 2 (N — )\O)QMQ(()Q). Thus,
the limit of the parameter before the break,

0 (N) = Ha(N) P, (B.15)

where H1(A) = {AMQ2:CQ.0)} 1Q2.C and W™ = X\gQ..00" + (A — X) Q.07
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The parameter limits on the RHS of (B.9) and (B.15) are used to deduce that the Parameter
Difference in this case is,

A — 0 () = ) AN g
A
= 70(981) — 6. (B.16)

When combined with the Centre Matrix in (B.12) we obtain the following expression for
the limit of the test statistic when A > Ay as
N )\0 2 1 2)\/ 1 2
D) = {5} A1 =0 - o) B — o)
1 - A

— ()P, (B.17)

B.2 Proof of Lemma 2

This appendix shows that the test statistic, D3()), is uniformly close to its limit, D*()),
in all the three cases presented in Appendix B.1. This is achieved by establishing the
difference between them is O, (7~%/2) uniformly in \.
To ease notation, let /i, 7(A) = 6;(\) — 05(\) and 1, (\) = 95})()\) - 69()\), such that
0;(\) 2 6% ()), then Lemma 2 can be re-expressed as

/

suprea| e r(N) Mz (N) 7 (X)) — p(X) Mo (V)| = 0,(T71/). (B.18)

By adding and subtracting /i, 77(\) M7 (N\) " () and g, 7(A) Mo (N) 7 s (), we get

! ! N

par(N) M (N) ™ e (A) = g (A) M(N) ™ (V) = iy + M

where
it = e rN) M o) e () = 2 (V)] 4 () Mo (X)) [t (A) = (V)]
(B.19)

A i

M = prr (V) [Mep(N) ™ = Mo (A) (V). (B.20)

Notice the Parameter Differences, pu.r(-) and p.(-) are O,(1) and O(1), respectively,
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uniformly in A\ because the parameters themselves are bounded. Likewise, the Centre
Matrices, M, r(-) and M. (-), since their individual components, G; r(-) and W, (-) are
bounded based on Assumptions 1, 3 and 8. We now need to show the terms in the square
brackets on the RHS of B.19 and B.20 are Op(Tfl/ %) uniformly in \. Starting with ]\Z*T ,

we write?
M, 7(A)™ = M,(A\)7' = M,(\)HM.(\) = My (MM, (N7, (B.21)
and expanding the terms in the square brackets we obtain,

M.(A) = Mo p(A) = {My(\) ™" = M2 (A7 4+ {Ma(\) ™ = My (M)}
= My r(\) " [Myp(\) — My(N\)]My(A)7! (B.22)
+ My (N) Moy (N) — My(A)] Ma(N) 7 (B.23)

As defined, the terms in the square brackets in (B.22),
Myp(N) — My(\) = Gro(N) Wip(NGrr(\) — Gi(N) W (V)G (M),

where we have used G';(\) = AQ.,. Adding and subtracting G 7-(\) Wy +(\)G1(\) and
Grr(\) Wi A)G1(N), we get

Miz(N) = Mi(A) = Gir(N) Wir(A)[Grr(A) — Gi(V)]
+ G1,T()\)/[W1,T(>\) — Wi(N)]G1(N)

’

+ [G1r(N) — G1(AN)] Wi(MN)G1(N).

Now consider the terms in the square brackets which apply to the Jacobian, G; and the

weighting matrix, ;. Without loss of generality, we state for the former,

(]
Gir(N) =G\ =Tz, — AQus (B.24)
t=1
(] (]
=T 2w, =T Qu (B.25)
t=1 t=1
]
+ Til Z sz - )\sz (B26)
t=1

2Using matrix rule A~ — B~! = B~1[B — A]A~L.
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Define H.,(\) = T2 (2,2 — Q..), which is O,(1) by the Functional Central
Limit Theorem® (FCLT) and Assumptions 1, 3 and 8, then it must be that the RHS of
(B.25) is O,(T~'/?) uniformly in \.

The RHS of (B.26) on the other hand is asymptotically negligible because 7—* ZEZ] e
TX
AQ., = %sz —AQ,r > 0as T — co. We thus conclude Gir(A) — Gi(N) is

O,(T~1/2) uniformly in \.

The difference in the weighting matrix is quite straight forward because from construc-
tion, Wy (X)) = Wi(\) = %C, where C'is a constant matrix. Thus, W; 7(X) — Wi(\) =
0.

A similar evaluation can be performed for the terms in the square brackets on the RHS

of (B.23) to show it is also O,(T -1/ 2). Therefore we conclude ]\Z*T given in (B.20) is
O,(T~/?) uniformly in \.

The proof for /il in (B.19) is comparatively more involving as it involves the parameters
which are dependent on the location of the candidate and true break fractions; hence the
analysis covers the three different cases associated with a one break model introduced in
Appendix B.1. We show that multiplying the Parameter Differences by 7"*/? in each of
the three cases results in O, (1) terms and the results follows.

When \ = )\,

T2 (e (M) = (M) = T2{(02 (M) = 0") = (02(%) — 657}

From él(Ao) given in (B.1) and (B.3), we state

T'2(01(M) = 65”) = Har(ho)Hau (No). (B.27)

| 2y A QY2B,()\o) by the FCLT; Q = Var[T /2 fil 24

and B, is a g—dimensional Brownian motion. Thus, the LHS of (B.27) is bounded in

where H.,(Xo) = T-1/2 3 k0

t=

probability. An identical analysis yields a similar outcome for the second parameter
(ég()\o) — 0(()2)). We conclude that in this case when A = )¢, then /il as given in (B.19) is
O,(T~1/2).

When \ < A,

From the limits of 6, () established in (B.7), the Parameter Differences for the parameters
before the break are similar to the RHS of (B.27), but holds uniformly for all A\ < A\y. That

3See page 176 White (2001).
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18,
TY2(0,(N) = 65) = Hy v (N Hau(N), (B.28)

For the parameters after the break on the other hand, we use 65()) in (B.8) and 6L (A) in
(B.9) to deduce that for all A > Ag,

T'2(0,(0) — 0P (V)

T ko T

= Har T2 s+ T2 3 i)+ 72N el )
t=k+1 t=k+1 t=ko+1
-T2\
T
— H2,T(>\){T_1/2 Z ZtUg
t=k+1
ko T
TN (s, = Q)+ TN (g — Qe
t=k+1 t=ko+1
ko T
o V{T2 Y Qut) T2 3 QLo ) — TV H(N) 9
t=k+1 t=ko+1
= Hor(N)[Hou(1) — Hou(N)] (B.29)
+ Hor (A [Har(Mo) — Haaw (VO + [Haw(1) = Haa(A0)0) (B.30)
+ TY2 [ Ho p(A) — Ha (V)T 4 T2, (B.31)

where ("' = Mo r (AT 0001 Quabl? + TS0, 11 Qe — U0},
H.o(1) =T/ ZtT:l(ztx; — Q) and H_, (1) = T71/2 ZtT:l 24Uy
The terms on the RHS of (B.29) and (B.30) are O,(1) uniformly in A. Similarly, (B.31) is

also O, (1) because

Hor(A) — Ha(N) = Mag(-) " Gor () War(-) — Ma() 7' Ga(-) Wa(-)
= Mo (") [Gar(-) — Go() Warr(:)

+ (Mo ()™ = May(-) Y Ga(-) War(-)
+ My(-) ' Ga() [War () — Wa()],
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which is O,(T~'/?) by similar arguments to (B.24). Lastly, ¢*! is 0,(1) because

Msz _ ()\0 _ A)sz}‘gél)

¢ = Har (V]
+ H2,T()\>{T‘[1T_)\O]sz - (1 - )\O)er}e(()2)

%0, uniformly in X as 7' — oo.

When \ > )\,

In this case, since the parameters after the break point are stable, we focus only on the
parameters from the first subsample. Using 6;(\) in (B.14) and 69)()\) in (B.15), we

perform an identical analysis to the preceeding case to obtain,

= H17(A { 1/2ZZU +T" 1/22 27, — Q)0 U4 T—l/QZ %, _sz)e@)}

ko+1

+ Hl T {T_1/2 Z sz (1) + T_1/2 Z Qza: 2)} _1/2H1 ()\)\I/al

ko+1
+ T1/2 [7—[17T()\) - Hl(A)]‘l’al + T3¢, (B.32)

where (' = Hy p(A{T 15 Q.08 + T- 1Zk0+1 Q.05 — W}, which is 0,(1).

This concludes the proof.

B.3 Proof of Lemma 3

Using the limits of the test statistic established in (B.6), (B.13) and (B.17), an expression

for £ is obtained and shown to be positive for all A # \g.

When A < )\,
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Use D*(\) in (B.13) and multiply D*()\g) in (B.6) by (1 — X\g)/(1 — Ao) to get,

D*()\) _D*()\O) _ ()\ (1 — >‘0)2 . >\O (1 — /\0>2>P

1—\ 1— o
(1= Ao)?

= A= Xo|(1 = Ao)P

— &A=, (B.34)

where £ = (1= A)P, P = (8" — 62)B(6§"” — 6{”) and B = Q,.CQ.,. Since P is
positive and \y < 1, then it must be that £ > 0.

When A\ > g,
Multiply D*(\g) in (B.6) by (X\g)?/(Ag)? and D*(\) in (B.17) by A/ to get,

D) = D) = (M5 002 = el 00 P
(1= X0) 2
< (o= N7 Q)P (B.35)
= —[do = Al(1 = Ag)P
WY (B.36)

B.4 Proof of Lemma 4

The analysis in this appendix is carried out with reference to the break point, £, rather
than the break fraction, A. This does not change the fundamental structure of the previous

analysis since A = k/T'. We express the test statistic as
Dy (k) = (01,0(k) = Oor(k)) M (k)™ (010 (k) = 2,1 ()),

where M, (k) = My (k)" + Myp (k)™ Mygp(k) = S8 a2 Wi r(k) S0, zx);

-~ I+ 5 ! g 1 i~ 1
Mor(k) = 3y 2z Wor (k) Yoy 2y War(k) = 7 and Wz (k) = m—-C.
We insert ' ' above the terms to differentiate them from those used in previous appendices;
the distinction being the scaling factor 7'~!. Furthermore, without loss of generality, we

set C' = I, for this proof, where I, is an identity matrix.

The proof is carried out in three steps. Firstly, new expressions for the test statistics,
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D1 (k) and Dr(kg) are obtained. Secondly, the difference between these two test statis-
tics are separated into two distinct parts - a stochastic and a nonstochastic component.
Thirdly, Lemma 4 is stated in terms of the stochastic component only in such a way that
to complete the proof we only need to show that this stochastic component is asymptoti-
cally negligible.

The following proof covers only the case when A < )\, but as highlighted in earlier
appendices, the analysis for the case of A > )y follows a similar argument. Hence it is
omitted.

To obtain the expressions for Dr(-) used in this proof, we start with the Parameter Differ-

ence. For the estimated parameter from the first subsample,

k
0u(k) = 05" + Hy (k) Z Zils, (B.37)

1

where Hy.7(k) = My (k)" S2F_ | 2,2, W, o (k). With some adjustments, the parameter
from the second subsample can be expressed as,

ko T T
0,(k) If)iZZT(k){ Z zta:;(?él) + Z ztx;ﬁ((f) + Z ztut}

t=k+1 t=ko+1 t=k+1
ko T
:H27T<k){ Z ztxte((]l) + Z zt:pteél)
t=k+1 t=ko+1
T T T
S ORETINS SRTAES e
t=ko+1 t=ko+1 t=k+1
T T
=0 — Hor(k) > 2, (08 — 05)) + Hor (k) S 2w, (B.38)
t=ko+1 t=k+1

where Hy (k) = My (k)™ ZtT:kH 212, Wo (k). From (B.37) and (B.38), the Parame-

ter Difference is,
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where
T
A(k) = Hor(k) Y (05 — 6057 (B.39)
t=ko+1
B(k) = Bi(k) — Ba(k) (B.40)
k
Bi(k) =Hir(k) Yz (B.41)
.
By(k) = Hor(k) Y 2z (B.42)
t=k+1

An analogous analysis for the parameter estimated at the true break point yields, 6, (ko) —
0(ko) = A(ko) + B(ko), where

Alko) = (85" —659) (B.43)

and B(ko) is identical to B(k) in (B.40), albeit evaluated at kq. Based on A(k) and B(k),

the test statistic for all A < ) is expressed as,

Dr(k) = (A(k) + B(k)) M, r(k) " (A(k) + B(k))
= A(k) M,7(k) T A(k) + 2A(k) M.p(k) ' B(k) + B(k) M, (k)" B(k).

The difference between the two test statistics is given as,

Dr(k) — Dr(ko) = A*(k, ko) + h*(k, ko), (B.44)
where

A*(k, ko) = A(k) M, r(k ) PA(k) — A(ko) M (ko) ™" Alko) (B.45)
W (k, ko) = B*(k, ko) + 2C* (k, ko) (B.46)
B*(k, ko) = B(k)' M, () B(k) — B(ko) M.z (ko) ™ B(ko) (B.47)
C*(k, ko) = A(k) M, p(k) ' B(k) — A(ko) M, 1 (ko) B(k). (B.48)

We refer to A*(k, ko) and h*(k, ko) as the nonstochastic and stochastic parts respectively.

From Lemmas 2 and 3, A*(k, ko) is maximised near k.

Before we move on to the third step of the proof process, we mention two things. First,
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we define

and note that by way of its construction, (k) > 0 for all A < \,.
Second, notice that (k) = — (A*(k, ko)/|ko — k|) and hence, the RHS of (B.44) can also

be expressed as,

Dr(k) = Dr(ko) = —|ko — Kl7(K) + h*(k, ko). (B.50)

~

Noting Remark 2 on page 34, Dr(k) > Dr(ko) by virtue of the test statistic being the
maximum and hence the LHS of (B.50) must be non-negative. This implies that for the
RHS of (B.50), it must be that h*(k, ko) /|ko — k| > (k). We can use this fact to deduce
that Lemma 4,

P(sup Do) 2 1)) < P (sup T > g ). B.51)
keVs kevs (ko — k| 7 kevs

Expressing Lemma 4 in this way enables us to limit our analysis only to the stochastic
component, h*(k, ky) which we now show to be asymptotically negligible when divided
by |ko — k| as long as k € V3.

Since in frev,y(k) > 0 and bounded from Asssumptions 1, 3, 7 and 8 and Lemmas 2 and
3, it suffices to show that for any fixed F > 0,

P(sup M > f) < €. (B.52)
keVs |k0 - k|

We now analyse the two terms of h*(k, kg) given in (B.46) and show they are very small
in probability when divided by |k — k|. To ease the analysis, we first obtain the order of

magnitudes of the main terms.

, 1 -
Notice that from Assumptions 1 to 4, S5 xz; is O,(T), % Sz is O,(1) and
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SO zeuy is O,(T"/?) uniformly in k. Similarly,

k k
~ 1 ! i
M (k) =+ > mz Iz, = 0,(T) (B.53)
t=1 t=1
~ 1 T T
Mor(k) = 7 Y mzmd > zay = 0,(T) (B.54)
t=k+1 t=k+1
M (k) = Mip(k)™ + Mz r(k)™h=0,(T7) (B.55)
Hir(k) = Myo(k Z:ctztl = O0,(T™) (B.56)
Hox(k) = My (k) Z w2zl = ) (B.57)
t k+1
~ T
A(k) = Hor(k) Yz (05 — 07) = 0,(1) (B.58)
t=ko+1
~ k ~ T
B(k) = Hir(k) Y 2w — Hag(k) D> 2y = Oy(T7'12). (B.59)
t=1 t=k+1

The same order of magnitudes apply to the counterpart terms, when k = k. Starting with
B*(k, ko), we use M, r(k) in (B.55) and B(k) in (B.59) to deduce

’

B() M.z(-) "' B(-) = Op(T)0,(T)0p(T~1?) = 0y(1).

Therefore,

B(k ko) _ Op(1)

= : (B.60)
(ko — k| [ko — K|

For the second stochastic component, C*(k, ko) given in (B.48), we rearrange and write,

C*(k7 kO) - T1<k7 kO) + TQ(k7 kO) + T3(k7 kO)J

where
Tl(k},l{?o) = ( ){M T( ) ! M*’T(ko)_l}B(ko) (B61a)
Yo (k, ko) = A(k) M. r(k) " {B(k) — B(ko)} (B.61b)
Ys(k, ko) = {A(k) — A(ko)} M. (ko) " B(ko). (B.61c)
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The order of magnitudes for the individual terms are given in (B.56), (B.58) and (B.59),
hence we only examine the terms in the curly brackets. Also, note the following remark

which we employ subsequently in the proofs.

Remark 3. In this case when \ < \y, notice that
() = ) F e () and S () = () = e ()

Starting with T (k, ko), we break it down as follows,

M. (k)™ = M, p(ko) ™" = Mo (ko)™ { M.z (ko) — Mo (k)} M. r(k) ™, (B.62)
where the terms within the curly brackets,

M*,T(k?o) — M*T(k?) = {Ml,T(kO)_l — MI,T<k)_1} + {MQ,T(ko)_l — MZ,T(k)_l}

and for 7 = 1,2,

M (ko)™ — My (k)Y = M;p(ko) " {M;r(k) — Mip(ko) yMip(k) ™" (B.63)

With some algebra, the term within the curly brackets in (B.63),

) ) ko | Qo k 1t
Ml,T(kO) — MLT(IC) = Z I’tZtk— Z 2Ty — QJtZtE Z ZtSEt
t=1 0 =1 t=1 t=1
=R+ Ro+Rs,
where
R =— T2, 2%, (B.64a)
ko t=1 t=k+1
ko 1 F
Ra= Y P SET (B.64b)
t=k+1 t=1
1 & 1
R o 2 ey >z (k — ko). (B.64c)
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Similarly,
My (ko) — Myp(k) Z xtth ’ Z 2T, — Z :ctzt —k: Z %,
t=ko+1 0 4=ko+1 t=k+1 t=k+1
=381+ 8 + Ss,
where
1 T ko
S = A Z 12, Z 2, (B.65a)
T ket t=k+1
Z xtzt k Z %, (B.65b)
t=k+1 t=k+1
T
Z 2wy (ko — k). (B.65¢)
t ko+1 =k+1

Notice R; and S; are all O,(|ky — k|) for i = 1,2, 3 from the order of magnitudes given
in (B.53) and (B.54). It follows from (B.53), (B.54), (B.55), and (B.64a) to (B.65c)
that M, p(k)~' — M, r(ko)~" in (B.62) is also O,(|ko — k|). Consequently, Y, (k, ko) is
O,(T~?)O,(|ko — k|) and we conclude that,

T (k, ko)

oK~ O,(T~1/?). (B.66)

For Y5 (k, ko) in (B.61b) on page 53, we state that B(k) — B(ko) = {B1(k) — Bi(ko)} +
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{By(k) — Ba(ko)} using (B.40). With some algebra,

~ ~ 1 /
Bl(k) — Bl<k'0) = {MLT(]{Z)il — MLT(]{Z())il}E Z T2y Z ZiUg
t=1 t=1
1 k 1 ko k
+ My (ko) {Ethzt -7 mtzt} Zztut
t=1 t=1 t=1
_ 1 ko ko
— M1 T(k(]) k_ Z T2y ZUy
0 =1 t=k+1

Ten g
= My (ko) " {R1 + Ro + Rs } My (k) 1E2xtztz,ztut (B.67)

t=1 t=1
k
—I—M1T ko)~ { thzt k‘ Zﬁtzt}gztut (B.68)
~ ]{20
— Hi (ko) Z 21Uy (B.69)
t=k+1
So also,
By(k) — Ba(ko)
3 3 1 T T
= MQ,T(k‘o)_l{S1 + S+ Sg}Mz,T(k?)_lﬂ Z T2y Z 2y (B.70)
t=k+1 t=k+1
. 1 T 1 T T
—l—]\/lz,T(k‘o)l{ﬂ Z Ti2y — ﬂ Z xtzt} Z ZpUy (B.71)
t=k+1 t=ko+1 t=k+1
~ k‘()
+ Har (ko) Z ZtUt. (B.72)
t=k+1

From (B.53) and (B.64a)-(B.64c), we deduce the RHS of (B.67) is O,(T1O,(|k —
ko|)O,(T~1/?); and from (B.56), it follows that (B.69) is O,(T~") 3%, , | #us. Simi-
lar orders are obtained for their counterparts in (B.70) and (B.72), respectively.

For the terms in the curly brackets in (B.68), we write

ko

k k
%g tZt Zl‘tzt - %g tht sz - kiog(xtzt sz) (B.73)
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and show that multiplying by 7''/2 results in terms that are bounded in probability.

k’() k/'O

1 11 _
T1/2k_0 tz(a:tzt Quz) = {Tl s z;(xtzt Qm)} — Ao o (o) (B.74)
and
Tl/ﬂzk: (z Quz) = A Hua(N) (B.75)
k’ tzt xz xz .

From Appendix B.2, H,.(+) is O,(1) uniformly in A and consequently we say the RHS of
(B.74) and (B.75) are O,(T~'/?) uniformly in \. Thus, the RHS of (B.68) - and likewise
(B.71) - are both O, (7).

We now combine (B.67) - (B.72) to obtain

B(k) - B(ko) = Op(T_l)Op(‘kO - k‘)op(T_l/z) + OP(T_l)

ko
+ OP(T_I) Z ZtUt.
t=k+1
With thus conclude,
ko
Ta(k, ko) = Opllko — KNOL(T™) + 0,(1) + 0,(1) 3 =,
t=k+1

where the second O,(1) term is
=0 = A(k) M, (k) [Har (ko) — Hip(ko)]. (B.76)

We state =, 7 = Z; + O,(T~1/?), where =; < oo, therefore,

Ty (k, ko) I O,(1) B 0,(T1/?)
—20 0 (T?) + =22 + zouy + L (B.77)
ko — K| bl ) ko — K| |k0—ky t;ﬂ T ko — K|
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Lastly, for Y3(k, ko) in (B.61c) on page 53, we write

T

A(k) = Hor(k) Yz, (05 — 0)

t=ko+1

= Alko) + {Har(k) — Haor(ko)} Y =, (05 —65),

t=ko+1
where
3 5 3 ) ;I
Hor(k) — Hor(ko) = {Mor(k)™" — Mz,T(k‘o)_l}—T T Z 2T,
t=k+1
- 1 T 1 T
+ MQ’T(kO)_l{_T — k_ Z 2ty — T _ ko Z tht}
t=k+1 t=ko+1
~ - 1 T
= Myg(ko) {S1 + S + Ss}Mz,T(k)_lﬂ >
t=k+1
(B.78)
1 < 1 T
- . , ,
+ M7 (ko) {T—_k > - T > ztxt} (B.79)
t=k+1 t=ko+1

and S; are as defined in (B.65a) - (B.65¢c) for ¢ = 1,2,3. In union with (B.54) and
(B.65a) - (B.65c¢), it follows that (B.78) is O,(T1)O, (ko — k|)O,(T~1)O,(1). Similarly,
combining (B.54) and (B.73) - (B.75), it follows that (B.79) is O, (T~%/2).

Thus, A(k) — A(ko) is Op(T~1)O,(|ko — k|) + O,(T~'/?) and in combination with (B.40)
and (B.55), it follows that

Ts(k, ko) _ Op(1)
ko — k[ [ko — K|

+0,(T71?). (B.80)

Combining Y (k, ko), Yo(k, ko) and Y3(k, ko) in (B.66), (B.77) and (B.80) respectively,
provides the order of the second part of the stochastic component in (B.48), that is,

ko

C*(k, ko) =1 0,(1)
0 0 t—kt1 0

where we have left out the O, (T’ ~1/2) terms as they are asymptotically negligible.
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Finally, with the orders of B*(k, ko) and C*(k, ko) as given in (B.60) and (B.81) respec-

tively, we conclude the proof for the stochastic component as follows*,

h* (K, ko) )
Pl sup ——= > F
(keé ko — k|

—_—

10,(1)] ' =
< P| su +2 ZiU
(ke\z{’ko—k’ ko — | Z v

) =)

t=k+1
0,1 ._ d 0, (1)]

< P 2= > F

< ({ o TR sup | 7 k|tzk;1ztut 2

§T4+T57
where

O,(1)] _ F |Op,(1)] _ F
Y, =P >Z)4+p(2 >~ B.82
4 ( M —3)7" M =3 ) (B.82)
T = P 2||=| su 24U — B.83
o= (2120 s |/€o—k\t;1” > %) B8

and we have used O,(1)/|ko — k| < O,(1)/M since |ky — k| > M, where M < oo as
given in Section 2.4.

T, is asymptotically negligible as we can get a large enough M such that the probabilities
will be less than €/3. For 15, Wang (2007) illustrates the Hijek and Rényi (1955) inequal-
ity is as a result of choosing the correct maximal inequality for a sequence of cumulative
sums. We follow identical steps® given in Bai (1994a) and state that by Assumption 9,

there exists an L > 0, such that for any B > 0,
=1
F L
su 2 — < (B.84)
(5 [ko = ] > ||:1||> FMT

t=k+1

which is small for large M.

This concludes the proof of Lemma 4.

“To obtain (B.82) and (B.83), we use the fact that for & > 0 and j positive random variables, wj, the
P(Xwi>a) <) Plw; > afj) fori=1,...,j.

>See Lemma A.3 in Bai (1994a). We use identical generalisation of the Hijek and Rényi (1955) in-
equality in this research. More details can be found in Bai (1994a), Bai (1994b) and Wang (2007).



Chapter 3

Stable Jacobian - Multiple Break Model

In this chapter, linear models with two or more break points are examined. These types
of multiple break models are common in economic and financial time series models. For
example, to assess the constancy of the ex-ante real interest rate, Garcia and Perron (1996)
use a Markov switching autoregressive model to estimate the time path of the ex-post!
real interest rate over the period 1961 to 1986. Allowing for an arbitrary number of break
points at unknown locations in the sample, they conclude that the ex-post real interest
rate series is characterised by three states or two break points within the period. The first
break in 1973 was attributed to the sudden jump in oil prices while the second break in
1981 was due to the rise in the federal budget deficit.

Similarly, Altissimo and Corradi (2003) propose a sequential testing procedure to obtain
consistent estimation of the location and true number of break points in the mean of a
single series. Applying their method to the spot Eurodollar rate, they detect five break
points in the mean of this process between 1973 and 1995. These break points coincide

with the changes in the US monetary policy.

In an attempt to determine the impact of the Fiscal Responsibility Act® on the fiscal per-
formance of some countries, Caceres et al. (2010) regress the country’s primary fiscal
balance on its output gap and commodity price index. Two break points were discovered
in the fiscal balance of Australia between the period 1974 to 2009.

Additionally, Banerjee et al. (2002) propose a method of estimating the location of multi-

ple break points by first estimating the breaks in marginal models before imposing these

!Garcia and Perron (1996) note that under the assumption that available information is used efficiently,
this is equivalent to analysing the ex-ante real interest rate.

2 Amongst other targets, this act aims at ensuring long term economic stability, prudent management of
the nations resources as well as securing accountability and transparency in fiscal operations.

60
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breaks on the conditional model. Using this procedure, they detected five break points in
the relationship between money demand, log of real income and real interest rates in the
UK between 1969 and 1996.

However, for the purpose of our analysis in this chapter, we assume the true number of
break points in the model is known beforehand but their locations are unknown; hence we
focus on their estimation. However, Chapter 6 provides a method of determining the true
number of breaks in a model.

The outline of the chapter follows a similar sequence as the previous chapter. The multiple
break model is first introduced alongside the additional assumptions made. Secondly, the
multiple breaks estimation procedure is presented. Thirdly, the asymptotic properties of
the test statistic and break fraction estimators are established. Lastly, we conclude and the

the proofs are presented in the appendix at the end of the chapter.

3.1 The Model and its Assumptions

The Structural Equation (SE) of the multiple break model used is presented thus,

Y = x;e(()l) +u,, t=1,2,.. .,kél),
=0+, =k 41k

ye = 200" fuy, t=k" 41, 3.1)
where m is the total number of breaks in the model and k:[()l), ce k;(()m) are the m true
break points. Correspondingly, the true break fractions are )\(()1), ceey )\(()m). Notice there

are m + 1 regimes in an m-break model.

The endogenous regressors, x; are constructed in the same way as in the single break

model given in (2.2) on page 27. We state some additional assumptions:
Assumption 10. 9((;) #* 06”1) fori=1...,m.

Assumption 11. E[zu:(0y)] = 0, for 6y = (Qéi)/, . ,QéiJ“l)l),.
Assumption 12. 0 < AV < ... < Al™ < 1.

Assumption 13. mf(k:(()iﬂ) - k:(()i)) > maz{q, [Te]} fore >0andi=1,...,m— 1.

Assumption 14. There are m > 2 number of breaks in the model.
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Assumption 12 allows each break point to be asymptotically distinct and bounded away
from the boundaries of the sample while Assumption 13 ensures there are enough ob-
servations for estimations in each regime. Similar assumptions are also imposed in Bai
(1997a), Bai and Perron (1998) and Hall et al. (2012).

3.2 The Multiple Break Points Estimation Procedure

In estimating multiple break points, it is common to use either the Sequential or the Si-
multaneous Estimation Method. When using the Simultaneous Estimation Method as
introduced in Bai and Perron (1998), all the m break points are estimated at the same
time across all the possible regimes in the model. Contrarily, in using the Sequential
method as presented in Bai (1997a), the m break points are individually estimated one
after the other.

In this section, we base our discussions and theoretical analysis on the Sequential Esti-
mation Method only. However, some Monte Carlo simulation results for the finite sample
behaviour of the Simultaneous Estimation Method are presented in Chapter 5. We have

demonstrated that results from both methods are comparable.

Since the m breaks are estimated one at a time, the Sequential process discussed here is
similar to that used in the single break scenario in Section 2.2; the main difference being
the part of the sample used in the estimations. In other words, the multiple break points
are obtained by simply estimating single break points repeatedly using different sections
of the sample. Hence, the break fraction estimator remains same as given in (2.4) on page

30 albeit over a different range of A as discussed in the estimation procedure below.

The multiple break points estimation process is carried out in distinct steps. Each step
involves a round of estimations which results in an estimated break point. In the initial
step, the first of the m break points is obtained using all the observations in the sample,
[1, T, for the estimations. Denote this first estimated break point as k;, we show in the

next section that it is consistent for one of the true break points.

In the second step, we condition on k1 and split the sample into two subsamples, [1, l%l] and
[1%1 + 1, T]. The estimation procedure is then repeated separately on these two subsamples
and a second break point, 1%2, is estimated as the location of the higher of the suprema of

Dy (-) obtained from both subsamples.

In the third step, the subsample which nests this second break point - say the second

subsample from the first step above - is split into two further subsamples based on ks and



CHAPTER 3. STABLE JACOBIAN - MULTIPLE BREAK MODEL 63

the estimation procedure is again repeated on the three subsamples, |1, /Aﬁ] []%1 + 1, ]%2]
and [ky + 1, T}, to determine the third break point, k.

Restricted by the minimum number of observations allowed in a regime as given in As-
sumption 13, the estimation process is repeated until all the m break points in the model
have been estimated (if this number is known) or until there are no more significant break

points in the model (we discuss this procedure in Chapter 6).

3.3 Consistency and Convergence Rates

The asymptotic properties of the break fraction estimators obtained from a model with
multiple breaks in its SE is examined in this subsection. The subsection is divided into two
main parts. In the first part, the consistency and convergence rates of the break fraction
estimators from a two break model are analysed. Presenting the main arguments and
theoretical analysis in terms of a two break model only simplifies the analysis and there
is no loss of generality as seen in the second part where we consider a model with more
than two break points. The approach and propositions used follow Bai (1997a) closely;

the proofs are placed in the relevant appendices.

When the Model has Two Breaks; m = 2

First, let the two true breaks be fixed at )\(()1) and )\82), then the test statistic Dy () has
two local maxima at these two points where the true breaks are located. To illustrate this
in a finite sample, Figure 3.1 shows a single simulation of Dy (\) across all A € A =
[0.15,0.85]. Using a sample size of 600, the two true breaks are imposed at )\él) = 0.33
and A\’ = 0.67. The three true parameter values are 6\ = —10+D[1 0.1] for i =
1,2, 3. The peaks of D (\) at these two points is clearly seen even when the simulation

is repeated a thousand times as shown in Figure 3.2.

3.3.1 Consistency of the Break Fraction Estimator

To prove the consistency, we follow the three steps used in the one break model in Section
2.4 on page 31. First, the nonstochastic limits of the test statistic are obtained; secondly,
the uniform convergence of the test statistic to its nonstochastic limit is established and
lastly, these limits are shown to be uniquely maximised at the true break points. These are
stated in the following three lemmas:
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Figure 3.1: Dy () forall A € A.
DGP has 2 breaks in SE

Breaks at )\2 =0.33 and )\g =0.67
@), 6,6 =([1,0.1],[-1,-0.1], [1,0.] )

300

2501 b

200 b

150

Value of DT()\)

100

501

Lemma 5. Under Assumptions 1 to 4, 7 to 8 and 10 to 14, D}.(\) converges uniformly in
probability to a nonstochastic function D*(\) on (0, 1).

For a model with two breaks, the nonstochastic function D*(X), exhibits five unique ex-
pressions across the range of \: one in each of the three regimes described above and

one at each of the two true break points. These are examined in Appendix C.1 and given

as,
" A e VRl ()
D*(\) = m{wﬁ—wg} B{w, + 1w}, forall X< ) (3.2)
. )\(1) / 1
D\ = %}\(1){@1 by} Bl + 105} for A=A} (3.3)
— Ao
% 1 - A Y * )\ ~1 ~ %/ ~ (1) (2)
D*(A) = ——wj Bwj + -——w,Bws + 2wj By forall A€ (A\y7, Ay”) (3.4)

A 1—-A
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Figure 3.2: Dy () forall A € A.
DGP has 2 breaks in SE
Two break points at)\g =0.33 and )\g =0.67
@), 6,6 =([1,0.1],[-1,-0.1], [1,0.1] )
500 T T T T T ‘

450 b

400 b

3501 b

300 b

2501

Value of DT()\)

200
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1- 2
A

D*(A\?) = {wr + w3} B{w: +wi}  for A=A (3.5)

1— A ,
D*(\) = —~{wi + w3} B{wj +wi}  forall A > A?, (3.6)

where w; = (1 — )\(()i))wi, w; = )\(()i)wi, w; = Qéi) — 98”1) fori=1,2and B = Q,.CQ.,.

Lemma 6. Under Assumptions I to 4, 7 to 8 and 10 to 14,
supxea| Din(N) — D*(N)] = O,(T~/?). (3.7)

This lemma, which is analogous to Lemma 2 in the one break model, implies that with
high probability, DZ.(\) is uniformly close to its nonstochastic functions given in (3.2) to

(3.6). The proof of this lemma is found in Appendix C.2 on page 79.

We now make an additional assumption about the nonstochastic limit of DJ.(\) at the two
true break points. Notice both D}()\(()l)) and D}()\(()Q)) are local maxima and have an equal
chance of being estimated if the magnitude of the breaks are the same. For simplicity, we

make the following assumption to guarantee the maximum value of D*(\) is unique.
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Assumption 15.
DAy > D*(\?). (3.8)

This assumption ensures D*()\él)) is the global maximum and hence, )\(()1) dominates )\(()2)
in terms of the relative magnitudes of the shifts between the regimes. Thus, if Assumption
15 holds, then [|61(X) — O2(N)|| > [|62(N) — O5(N)||. As such, the first break fraction
estimator converges in probability to )\él). At the end of this section, we briefly look at

the two possible outcomes when this assumption is relaxed.

Lemma 7. Under Assumptions 1 to 4, 7 to 8 and 10 to 15, there exists an £ > 0 depending
only on )\éi) and Héj),fori =1,2and j = 1,2, 3, such that

D*\) = D* AN < =[x =AV|E for all large T. (3.9)

This lemma which is proved in Appendix C.3 is comparable to Lemma 3 in the one break
model. It implies D*(\) is maximised at )\él). Hence, with high probability, the maximiser

of D.(\) will also be close to )\(()1), based on Lemma 6 and Assumption 15.

This consistency of the break fraction estimator ) for the true break fraction )\81) is stated

in the following proposition:

Proposition 3. Under Assumptions 1 to 4, 7 to 8 and 10 to 15,
A=A =0, 1. (3.10)

Proof of Proposition 3
The proof follows similar argument to that of the one break model in (2.13) to (2.17) on
page 34, so we equally state

Di(\) — Dr(A) = {D5(\) — D*(\)} = {D5(\Y) = D* (M)}
+{D*(\) = D*(\")}
< 2 supyea|Di(N) — D*(N)| + {D*(\) — D*(A\)}
< 2 supxea|Di(N) — D*(N)] = [A = A€, (3.11)

By Remark 2 on page 34, D ()\) > D}()\él)) so it must be that for the RHS of (3.11),

A= AY| < 712 suprea| Di(N) — DF(N)). (3.12)
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By Lemma 5, D} () converges to its nonstochastic limit D*()\). By Lemma 6, we have
that supaea | D5(X) — D*(N)| is O,(T~'/?) and by Lemma 7, £ is positive. Hence, Propo-

sition 3 is obtained by using Lemmas 5 to 7.

3.3.2 Convergence Rate of the Break Fraction Estimator

With the consistency of the break fraction estimator established, we now obtain the con-
vergence rate by examining a restricted range of Dr(\) for the break point, k. The ap-

proach is again similar to that adopted in the one break model in Subsection 2.4.

We make the following three definitions:

LV =A{k:Tn <k < T)\Ef)(l —n)} for a small positive number 7, such that
)\(()1) € (n, )\(()2)( 1 —n)). This guarantees that for all & € V}*, k is bounded away from
both 0 and k(()Q) for a positive fraction of the observations. Since we have shown that
) is consistent for )\él) in Proposition 3, then there is a high probability that k will
fall into V;*. Hence it follows that Pr(k ¢ V;*) < e for every ¢ > 0 and all large 7.

i Vi=Ak:|k— k(()l)\ < M}, where M < oo is a constant. We show that k falls into
V5" with high probability for large M.

i, Vi={k:Tn<k<TANP1-n), [k—k{"| > M}. Inother words, V; = VNV,
where 1, is the complement of V.. The probability of the estimator k to be in Vi,

that is to be in V;* but not in V5, is very small. We state this in the following lemma,

Lemma 8. Under Assumptions I to 4, 7 to 8 and 10 to 15, there exists M < oo such that
for all large T and every ¢ > 0,

P(sup Dr(k) — Dp(kV) > 0) <e (3.13)
kevy

The proof of this lemma is presented in Appendix C.4. As noted in Remark 2 on page 34,
Dr(k) > DT(k(()l)) by way of definition. Hence, if % lies within V3", then it must be that
SUPpev; Dr(k) > DT(kél)). By Lemma 8, the probability of this occurrence is arbitrarily

small. The T'-consistency of ) is now stated in the following proposition,

Proposition 4. Under Assumptions 1 to 4, 7 to 8 and 10 to 15, for every ¢ > 0, there
exists a finite M independent of T, such that for all large T,

P(TIA = A" > M) < e (3.14)
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Proof of Proposition 4

The proof follows similar arguments used in the one break model in Proposition 2 pre-

sented on 35. We likewise conclude,

P(lk— k"] > M) < Pr(k & Vy) + Pr(k € V5)
<e+ P‘r(sup Dr(k) > DT(k(()I)))
kevy

< 2e.

This concludes the proof and confirms the 7T-consistency of the first break fraction esti-

mator.
The Second Break Fraction Estimator

As described in the estimation procedure in Subsection 3.2, with b\ obtained, the sample is
split into two subsamples - Subsample 1, made up of observations in [1, l%], and Subsample
2, made of observations in [12; + 1,T]. The same estimation technique is applied to both
subsamples to obtain an estimator for the second break fraction. Since )\81) < )\82), then
the estimator would lie within Subsample 2. This estimator, denoted l%g 1s itself consistent

for /\((]2) because it is the most dominating break® in the model.
Relaxing Assumption 15

There are two possible outcomes if Assumption 15 on page 65 does not hold; either
D*(/\((]l)) < D*()\(()Q)) or D*(/\(()l)) = D*()\((f)). The former is a bit more straightforward.
Since the inequality is reversed, then A > /\82) because DT(A82)) will now be the global
maximum. By symmetry, therefore, the same consistency arguments discussed above
follow through. To support this, we present a thousand simulations of DJ.(\) in Figure
3.3. In this model, the magnitude of the shift at the second break point is larger which

makes )\(()2) the dominant break point.

3The Monte Carlo simulations support this but we do not show theoretical proofs in this research. How-
ever for OLS case, Bai (1997a) showed that k5 has the same limiting distribution as k, though asymptotically
independent of it.
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Figure 3.3: Dy () forall A € A.
DGP has 2 breaks in SE
Two break points at)\g =0.33 and )\g =0.67
@), 6,69 =([1,0.1], [-1,-0.1], [1,0.3] )
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The latter outcome if Assumption 15 is relaxed is a bit more complicated as A converges
to either Aél) or )\(()2). To prove the break fraction obtained here is still consistent and
converges at the same rate, we follow a similar procedure to that used for \ above. First,
notice that Lemmas 5 and 6 are independent of Assumption 15 and as such they apply in
this case as well. We only need to provide analogous counterparts to Lemmas 7 and 8 to
complete the proof.

Define £ to be any number between k(()l) and k((f) but bounded away from both of them
for a positive fraction of observations, for example O.5(l€(()1) + k(()2)). Let \j denote the
corresponding break fraction. Then we state the following lemma which is comparable to

Lemma 7,

Lemma 9. Under Assumptions 1 to 4, 7to 8, 10 to 14 and ifD*(/\(()l)) = D*(/\E)Q)), there
exists an £ > 0 depending only on )\éi) and Q(j), fori=1,2and j = 1,2, 3, such that for

all large T,
D*(\) = D*O) < =] = A€ uniformly in A < XL, (3.15)
D*(\) = D*(A?) < = A = NPIE uniformly in X > AL (3.16)

This Lemma proved in Appendix C.5 states that as long as k < &, then with high proba-
bility, the maximiser of D’.(\) will be close to )\(()1) and analogously for )\(()2) itk > kg.
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Now, let Ty = [1,k] and Ty = [k% + 1,7] and define k¥ = argmazyer, Di()\) and

ki = argmaxgen, Di()). Since k is the global maximiser of Dy()\), then it must be that

(ki DiGY) > DO
i — A1 @f T(Al) T(AQ) 3.17)
ks if Dp(AT) < D3(A3),

where 5\;‘ = l%;‘ /T for i = 1,2. The next proposition states the consistency of these break

fraction estimators,

Proposition 5. Under Assumptions 1 to 4, 7 to 8 and 10 to 14 and ifD*()\(()l)) =D~ ()\(()2)),

~

A= AD = o, (T7Y?), fori=1,2. (3.18)

)

Proof of Proposition 5

Lemmas 5, 6 and 9 are used to prove Proposition 5 following similar arguments to the
proof of Proposition 3 carried out in (3.10) to (3.12) on pages 66 to 66. Thus, we con-
clude that when D*()\(()l)) = D*()\(()z)), the break fraction estimators, \* and A} are also

consistent for the true break fractions, /\(()1) and )\(2), respectively.

To prove the T'-consistency of these break fraction estimators, we define the following:
1. Vig={k:Tn <k <k},

2. Vi = {k: |k — kél)| < M}, where M < oo is a constant,

3. Vag={k:ki+1<k<T(1-n)}

4. Vo= {k: [k = k| < M},

5. 173(1) = Vla N Vfb, where Vfb is the complement of Vlb,

6. V3 = Va NV,

Therefore, analogous to Lemma 8, we state

Lemma 10. Under Assumptions 1 to 4, 7 to 8 and 10 to 14 and ifD*()\él)) = D*()\[()z)),
there exists M < oo such that for all large T and every ¢ > 0,

P( sup Dr(k) — Dp(k) > 0) <e fori=1,2, (3.19)
eV
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With this lemma proved in Appendix C.6 on page 100, we now state our proposition that
when D* ()\él)) = D*()\E)Q)), the break fraction estimator would converge to either )\81) or

)\(()2) at the same rate of 7" like the other estimators earlier discussed.

Proposition 6. Under Assumptions 1 to 4, 7 to 8 and 10 to 14 and if D*()\(()l)) = D* ()\[()2)),
for every € > 0, there exists a finite M independent of T, such that for all large T,

P(ITG = A > Mand [T = 2P)| > M) < e (3.20)

Proof of Proposition 6
Using Lemma 10 along with the consistency of 5\2‘ given in (3.18), this proposition is
proved in a similar way to Proposition 4 on page 67. Thus, in the presence of equal

magnitude of breaks, the break fraction estimator is still 7'-consistent.

Lastly, we conjecture that under Assumptions 1 to 4, 7 to 8 and 10 to 14 and if D*()\(()l)) =
D~ ()\(()2)), the break fraction estimator \ converges to a random variable with equal mass
of 0.5 at )\él) and )\82). Although Bai (1997a) proves this for the OLS case, we do not
provide any proofs in this study. However, the results of the Monte Carlo simulations
present reasonable evidence to conjecture it holds. This is also seen in the similarity of
the peaks of Dp(\) presented earlier in Figure 3.2 on page 65, where the magnitude of
shifts in the two breaks are equivalent.

When the Model has more than Two Breaks; m > 2

The analyses and theoretical results presented above for a two break model also extend
to models with more than two break points in their SE, albeit with more terms to manage
in the analyses. For example, the different expressions of the nonstochastic function in
Lemma 5 increases as the number of break points increase. Specifically, when looking
for the first break point in an m-break model, the nonstochastic limit of D}.(\) exhibits
2m -+ 1 different expressions. In the next proposition, we present a formula to obtain these

different expressions of D*(\) for models with m breaks.

Proposition 7. If Assumptions 1 to 4, 7 to 8 and 10 to 14 hold, then D.(\) uniformly
converges to the nonstochastic function D*(\) on (0,1) given below
1—A A

DY) = 3 20a0) +

®p(j) + Pc()), (3.21)
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where ®4(j) = ¢a(-) Boa(); oalj) = Zle w;; Pp(j) = ¢B(')'3¢B('){ op(j) =
S @i Pelf) = 6al) Bon () wi = A wir @i = (1= A Jwis w; = 05 —65°;
1 is the break point being estimated; j is the number of true breaks before or at this

candidate break point and m is the total number of true breaks in the model.

This proposition which is proved in Appendix C.7 provides a generic formula by which

the nonstochastic function can be obtained uniformly for all A € A.

To ensure the uniqueness of the maximum value of D*(\), we state the following assump-

tion:

Assumption 16.
D* A\ > D*(\Y),  forall j # 1. (3.22)

This assumption guarantees k:(()i) is the dominating break point.

Proposition 8. If Assumptions 1 to 4, 7 to 8, 10 to 14 and 16 hold, the estimated break

fraction, \ is T-consistent for )\(()i).

We conjecture Proposition 8 holds and do not present any theoretical proofs for this.
However, the results of the Monte Carlo simulations in Chapter 5 provide strong evidence

that this conjecture is consistent with what is found in finite samples.

Generally, if a break point is estimated within a subsample [T}, T3], it must be bounded
away from 7 and 75 for a positive fraction of observations. As long as Assumption 16
holds in this subsample, the break point estimator must be 7-consistent for one of the m
true breaks because it is the location at which D’.()) is maximised over the range [17, T5].
Thus, if all the m break points are estimated, then their corresponding break fractions are

all T-consistent* as in the two break model.

3.4 Conclusion

This chapter considers issues associated with estimating the unknown location of multiple
break points in linear models using GMM. The Sequential Estimation Method where the
multiple break points are individually estimated one at a time as proposed in Bai (1997a)
is adopted in this study. For each round of estimations, we used the Difference-type test

of parameter variation based on GMM parameters.

4Similar to Bai and Perron (1998).
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As in the single break model discussed in the previous chapter, the break fraction esti-
mators obtained from these multiple break models are also shown to be consistent for the
true break points in the model. Furthermore, the 7" convergence rate of the estimators are
also established. Similar rates have been proven in the literature for the OLS case; see
Bai (1997a), Bai and Perron (1998) and Hall et al. (2012). To the best of our knowledge,
these asymptotic properties of the break fraction estimators have not been done within the

GMM framework using the approach of parameter variation proposed in this study.

Series of Monte Carlo simulations carried out on multiple break models are presented
in Chapter 5. The results support the theoretical proofs in this chapter. However, these
theoretical properties are established based on the fact that the Jacobian Equation (JE) is
stable; that is, the relationship between the endogenous regressors and instruments remain
unchanged throughout the sample. In the next chapter, we consider models where this JE

changes at an unknown location in the sample.



Appendix C

C.1 Proof of Lemma 5

This appendix shows the uniform convergence of DJ.(\) to its nonstochastic limit D*(\)
for all the five expressions associated with a two break model. As in the single break case,
the Parameter Difference and Centre Matrices are examined separately before combining
them together to get D*(\).

To simplify the analysis, we note the following three points. First, since the Jacobian is
stable, then the structure of the Centre Matrix does not change throughout the analysis. It
remains M,(A)~! = A\(1 — \)B as given in (B.12) on page 43.

Secondly, we express the parameters before and after the break in all five cases as,

0:(\) = Hip(NHY

2y

fori=1,2, (C.1)

where as given in (B.1) and (B.2) on page 40,
H,(z:ly) = Til Zle ZtYt and ng) = Til Zf:k‘-l—l ZtYt.
Thirdly, based on Assumptions 1, 3 and 8, since the Jacobian is stable, then in all five

cases', Hy7(\) 2 Hi(\) and Hop(N) 2 Hao()), where

Thus, only H,(Z’y) changes in all five cases and so we focus on it in the proofs below to

obtain the limits of the parameter differences.

'See analysis done in the single break model for (B.8) and (B.14) on pages 42 and 43.

74
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Case 1: When )\ < )\[()1)

Since A lies within the first regime, then the parameter before the candidate break point is

estimated at the true value of the parameter in the first regime, similar to (B.7). Thus,

~

01(\) B 9(()1), uni formly in \ < )\(()1). (C.2)

On the other hand, the parameter after the candidate break point is a weighted average of

the three parameters in the model, hence

ng) = for+ fs1 + far, (C.3)

(1) (2)

. -1 kO / . —1 kO
where for =T71 370 2y, far =T Zt—k<1)+1
-0

Based on Assumptions 1, 3 and 8,

_ m-1\T
zeypand far =T :t_k@)“ “tYt-
-0

k(()l) k(()l)
-1 " (1) -1 P
for=T E 2,00 + T E zuy = fa,
t=k+1 t=k+1

where fo = A = V@0, Similarly, fir & f; = O = A)Q..60/ and
Jar B fo = (1= 77)Q=.05".
Define W92 = f, + f3 + f4, then the limit of the second parameter,

0P () = Ha(N) U (C4)

1
= 75 7 =087 + (67 = )8 + (1= 287

uniformly in A. Using the RHS of (C.2) and (C.4), we get the Parameter Difference

uniformly in A < )\(()1) as,

01(A) = 05(N)

1
S {0 =007 = 067 = 08" = (67 = 2670 = (1= A7)

1
= o L= E — o)+ (1= AP E - o))

1
= —{w+ i}, (C:5)

where w; = (1 — )\éi))wl- and w; = Héi) - 9(()”1) fori =1,2.
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Combining this limit of the Parameter Difference on the RHS of (C.5) with the Centre

Matrix, we obtain the nonstochastic limit of DJ.(-) uniformly in A for A < )\81) as

D*(\) = (%) AL — N1 + @) B{an + )

A !
= 2 {in o+ o} Bl + n). (C.6)

Case 2: When )\ = /\((]1)

The limit of the parameter before the break remains as in Case 1, while for the parameter
after the break, ”H%) = fsr + far. Define Ub? = fs 4 f,, then the limit of the second

parameter is given as,

0P (\) = Hy(A)) w2 (C.7)
1

= {8 =8 + (L= A7)6" -
-0

Using (C.2) and (C.7), the Parameter Difference is obtained as,

A

A 1
O = B {1 = A = 6 = A = (1= A7)}
-0

1
= =07 = 07) + (1= X0 - 607}
70
1 - Vs - -
= m{wl +w2} B{w1 +w2}. (C.8)
0

Combining the RHS of (C.8) with the Centre Matrix, the nonstochastic limit of D.(-) for

this case when A = )\(()1) is

1\’ /
D (A = (1 A(1)) 2o (1= ) {n + 2} B + 10z}
-0
)\(1) ,
= 2 i+ Bl + ). (C9)
-0

Case 3: When /\((]1) <A< )\62)

In this scenario, neither of the parameters is estimated at its true value, rather they are

both weighted averages. For the parameter before the estimated break point,
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_1 kY _
HY) = fir+ fsr where fir =T 5% 2y, and for =T Zf:kémH 2yt
For the parameter after the estimated break point,
k@
H,(fy) = fer + far, where for=T"" Dok At
From Assumptions 1,3 and 8, fir = fi = /\él)QZIQ(()l), for 2 fs = (A — Agl))Qwé’(()Q)
and for 5 fo = ()\82) - )\)QZIQ(()Q). Thus, the limits of the parameters uniformly in A are

given as,

O (N) = Hi(\) T (C.10)
and

0P (\) = Ho(N\) U, (C.11)

where U2 = f, + f5 and W9 = f; + f,. The Parameter Difference is obtained by taking
the difference between the RHS of (C.10) and (C.11) as,

. R 1
— (AP = — (1 - A(Q))A9(3)}
1
— m{u — )2 wy 4+ A1 = AP )w, )
1
= m{u—A)me?}. (C.12)

where w] = /\(()1)

limit of the test statistic uniformly in \ for \ € ()\él), )\(()2)) as

wi. Now combine (C.12) with the Centre Matrix to get the nonstochastic

D*(\) = <ﬁ) AL = N {(1 = Mw; + Ao} B{(1 = N} + My }

1—X A ,
= —wi Buj + 0By + 2w} Biy. (C.13)

Case 4: When )\ = /\((]2)

In this case, the parameter before the estimated break point is still a weighted average

while the second parameter converges to the true parameter of the third regime. We have
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that uniformly in A, the second parameter,

~

fo(N) 2 6059 (C.14)

While for the parameter before the break we have 7-[%) = fir + f3r with its limit uni-

formly in A given as
oD (N) = Hi(AP) w2, (C.15)

where U2 = f; + f3. The Parameter Difference using the RHS of (C.14) and (C.15) is
obtained as,

él,T(/\) - éQ,T(A) {)\(1 Q(l) (A(Z A 1))0 )\(2)9 3)}

T
0
1

@ {)‘ ) + )‘ (9 - 9 )}

Ao

1

g lwi +ws}. (C.16)
)‘0
Therefore, combining the Parameter Difference in (C.16) with the Centre Matrix, the
nonstochastic limit of D%.(\) when A = )\((]2) is

* 1 2 * *1/ * *
D) = (W) AP (1= AD) i + w3} Blw + wj}

1Y
= )\(2)0 {wi + w2} B{w; + ws}. (C.17)

Case 5: When )\ > )\[()2)

The candidate break point lies within the third regime, hence the parameter after the
break remains as in (C.14) in Case 4 while for the parameter before the break, ’Hily) =
Jfir + fso + frr, where f7T = T Zf K 4q AU From Assumptions 1, 3 and 8, it
follows that f7 5 f = (A= )Qm . Hence, the limit of the parameter before the
break,

O (N) = Hy(A\) W2 (C.18)
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where U/2 = f; + f3 + f7. Using the limits of the parameters as given on the RHS of
(C.18) and (C.14), we obtain the Parameter Difference uniformly in \ as,

N N 1 ]
.0 (N) — Oyr(N) B X{Ag”eg” + O =AM + (A= A)e8 — A6y
1
e G SR )

1
= X{wf%—w;}. (C.19)

Combining (C.19) with the Centre Matrix, the nonstochastic limit of D}.(\) uniformly in
Afor A > AP s,

1—A /
D*(\) = T{w}‘ +wy} B{w] + w3}. (C.20)

C.2 Proof of Lemma 6

In this appendix, the uniform convergence of the test statistic, D’.()), to its nonstochastic
function, D*(\), is established by showing the supremum over X of the difference between
these two functions is O, (T~1/2). All the five expressions of D ()\) associated with a two

break model are examined.

Our approach follows similar steps to the one break model in Appendix B.2 where Lemma
6 is re-expressed as given in (B.18) to (B.20). In this form, the uniform convergence of

the Parameter Differences and the Centre Matrices are examined separately.

Starting with the Centre Matrices in (B.20), since the Jacobian is stable, then the analysis
carried out in the one break model extends to this two break model. Hence, we only state
here that as established in (B.21) to (B.26),

suprea | Moz (\) ™ = Mu(N)7H| = O (T7V2).

In what follows, we establish the Parameter Differences, pi. 7(\) — 1. (), given in (B.19)
on page 44 are also Op(Tfl/ 2) uniformly over \ in each of the five cases associated with
a two break model. To do this, we follow a similar approach used in the one break model
in Appendix B.2 and equally show here that T%/2(6;(A) — 6) is O,(1) uniformly over
for:=1,2.
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When )\ < )\(()1)

From the parameter before the break given in (C.2) on page 75, we obtain

TY2(0,(N) — 00 (N) = T2 (6,(\) — 65y = 0,(1). (C.21)
For the parameter after the break, we rewrite (C.3) on page 75 and express it as

~

T
92()‘) = HQ,T()‘){fQ,za: + f3,zx + f4,zac + T_l Z Ztut}7 (C22)

t=k+1

_1 kY (1) _1 kD ' p(2)
where fo., =T > 0% 22,007, f3:0 =T thk“)ﬂ 2,0y and
-0

_ p-1\T p(3)
f472$ = T Zt:kéQ)Jrl ztxté’o .

From the limit of f5()) on the RHS of (C.4), we write

T2 (0s,0(3) — 82 ()

T kg k) T
= Hor WY s+ D maif + Y wabP Y aaiol) )
t=k+1 t=k+1 =k 11 =k 11

— TY2H,(\) T2,
With some rearrangements, we can write

TY2(027(N) — 0P (X))

k§Y

T
= HZT()\){Til/Z Z ZtUt -+ T71/2 Z (th; - sz)eél)
t=k+1 t=k+1
kS T
+T7 Z (zt$; - sz)e(()z) +T7Y? Z (th:f - sz)eég)}
t=k{V 41 t=k{P +1

+ T2 [Hyr(N) = Ha (AW + T3¢,

where (22 = Ho (N { foton + fgw + ffw — W2} and U is as defined on page 75. Thus,
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we conclude
T2 (0o, (A) — 02 ())
= Haor N [Hau (1) = HaaV)] + [Hae ) = Mo (V05"
o [HeaOF) = Haa AN + [FHea(1) = Hao OO }
+ TV Mo (M) — Ha (M)W + TH2(82,

where Hop() = T2 S (o = Q). f, = T 5040, QoY

f??zz =71 fo;(()l)ﬂ sz9(()2) and ffzx =T ZtT:k((f)H szﬁ(()?’).

As in the one break case, (¢ is 0,(1) following similar arguments in (B.31) as detailed
on page 47, H.,(+) is O,(1) by the FCLT while Hy () — Ha(+) is O,(T~'/2) analogous
to (B.31). Therefore, the terms on the RHS of (C.23) are all bounded in probability
uniformly in A < )\(()1)

When \ = )\(()1)

The parameter before the break point is identical to (C.21) while for that after the break

we have,
T
92()‘) = %Q,T()‘é]l)){f&zz + f4,z$ + T Z Ztut}- (C.24)
t=k§V+1

Its limit is identical to that derived in (C.7) on page 76. Hence combining the RHS of
(C.7) and (C.24), we have

T2 (0a,0(N) — 87 ()

k(2)
—1/2
- HZ T / { E 2l + E Ztmt sz + E tht Qzaz }
t=kSV 41 t=k{V +1 t=k$D 41

+ T2 [ Hyr(N) — Ho(N)] W2 4 TH2CH
= Har ) { Haa(1) = How )] + (e OF) = Ao ()]0
+ [Heal1) = Hoa O)0F }
+ T2 [Ho p(N) — Ha(N)] WP 4 THA(, (C.25)
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where (52 = 7—[27T()\(()1)){f3?2x + f%., — U*} and U is as defined on page 76. The terms
on the RHS of (C.25) are all bounded in probability and the result follows.

When AV < A < AlY
For the first parameter, we obtain

~

k
00 = Hiae N { fro + fooa 4 T 20}, (€26)
t=1

)
—1 Nk ' n(1) _ -1k "n(2)
where f1,, =T""> % zx,0y  and f5,., =T 1=k 41 2,0y

From the limit of 6, (A) given on the RHS of (C.10) on page 77, it follows that

T'2(6:(0) — 60 (V)
k§H

k
ZtUy + Z(Ztaj; - sz)eél) + Z (Zt.’lf; - sz)e(()Z)}
t=1

t=k{D+1

E

= H17T<)\>T71/2{

t=1

+ Tl/Q[HLT()\) . Hl()\)}\IJCQ + Tl/QCCQ
= Hir (N {How V) + Hoo MO + [Hoo (V) — Hoa(A)]057 )
+TY2[Hyp(N) — Ha(\)]W2 + TY2¢2,

(C.27)

(1)
where CCQ = Hl,T()‘){fl?zx + fgzz - \IJC2}’ flc,zzz =T Zfil sze(()l)’
fe.=T"1 Zf*k(l)_kl Q..05” and U is defined on page 77.

’ "o
Similarly, for the estimated parameter after the break,
T

fa(\) = HQ,T(A){fG,m t i+ T ztut}, (C.28)

t=k+1

2)
_ 1%k " n(2) _ 1T "n(3)
where fg ., =17 oyt 2Tty and fy ., =T > 1=k 41 2,057
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Using the limit of #,()) given on the RHS of (C.11) on page 77, we obtain

TY(0:(\) — 9(%))
= Har () {Han(1) = Hou V] + [ O = Har (V16
+ [Hao(1) — (ﬁ) D} + T2 [Hyr(N) — Ha(W)] U2 + T2
(C.29)

a2 _ Q Q a2y 1Q _ o1k (2) a2 ;
where C - HQ,T()‘){fﬁ,zm+f4,za: - }’ f6,zw =T Zt:k—i—l szeo and W is defined
on page 77. The terms on the RHS of (C.27) and (C.29) are all bounded in probability
which confirms Lemma 6 holds uniformly in A € (/\( ), /\(()2)).

When \ = )\62)

For the first parameter, we have that

k2

010 = Hir O frza + fow + TTHY 200
t=1

and with the limit given on the RHS of (C.15) on page 78 we obtain,

T'2(6:(0) — 60 (V)

k(2) k(l) k(2)
—1/2 2 : 2 : 2 : (2)
- Hl T / { ZrUy + tht sz tht sz 9 }
t=k{M+1

+ TV [Hy 7 (AD) — Hi(AD) W2 + T2
= H1r ) e ANF) + Hea OO + [P (OF) = Ao (OS]0 |
+ TP OF) = Ha )0 + TG,

where (% = HLT()\(()Q)){szz + f5., — U2} and We2 is given on page 78.
For the parameter after the break, ég()\) S 9(()3). Thus, in this case when A\ = )\(()2), we

again see the Parameter Differences are O,(T~/2) .
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When )\ > )\(()2)

In this last scenario, the second parameter is similar to the preceding case above, while

the first parameter is,

~

k
91()‘) = HI,T()‘){fl,zx + f3,zm + f?,za: + T_l Z Ztut}a (CSO)
t=1
where f7., = T~ S% ) 2.2,05”. From the limit of 6, () given on the RHS of (C.18)
-0

on page 78, we write

TV (B:(3) — 0 (1))
= N e + Hea A0 + (e ) = Haa A0
[ (8) = Hea GO |+ T2 [Ha 2 (0) = HaA)0P2 4 T2
(C.31)

where C%Q = Hl,T()‘){flc?zx + fgc?zaC + fgm - \I/fz}, fgzx =71 lez((f)—i-l sze(()g) and y/2
is defined on page 78. The terms on the RHS of (C.31) are all bounded as in all the other

four cases above.

This appendix shows the Parameter differences, pu.7(\) — p.(A) given in (B.19) on page
44, are all O,(T~'/?) uniformly in A for all A € A. In addition to the analysis of the
Centre matrix in Appendix B.2, these proofs show the test statistic, D.()), uniformly

converges to its nonstochastic limit, D*()) at the rate O,(7~/2), thus implying Lemma
6.

C.3 Proof of Lemma 7

In this appendix, an expression for £ is obtained and shown to be positive in all the five
possibilities associated with a two break model. First, notice without loss of generality,
the nonstochastic limits of the test statistics at the first and second break points given on
the RHS of (3.3) and (3.5) on page 64 can also be expressed as,

1 A

DAy = —0 g, + 0o, (C.32)
Ay 1Ay
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and
1 — )\(2) )\(2)
D*(A) = —5 =P+ —L50p (C.33)

respectively, where ®4 = ¢,Boa, ¢4 = wi + wj, Pp = dpBog, dp = W + Wy,
wt = ANwy, @ = (1 — A )w; and w; = 0 — 0§ fori = 1,2.

From the RHS of the two expressions in (C.32) and (C.33), the implication of Assumption
15 on page 65 is that?

1 - Ay A 1- 2y Ay
D Pat TR @ P4 @ ¥
Thus, it follows that
1= 12 AR A
{ NG }q)A = { @ ©) }q)B

and with a little rearrangement, we obtain the inequality,

D4 by
(C.34)
AN (=AM = AP
When A < AV
We use the RHS of (3.2) and (3.3) to deduce,
(1)
* oDy A _ )\0
D*(\) = D*(\y’) = {1_)\ 1_/\((]1)}<I>B
1)
= { - n g (1)}‘1’3
1=A"Y 1=
P
— (A=A —=
( 0 )1 B )\[()1)
= A=AV, (C.35)

where & = &p/(1 — )\(()1)) > ( since P > 0 and )\(()1) < 1.

2Assumption 15 imposes the first break dominates the second, that is, D* ()\((]1)) > D* ()\((]2)).
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When AV < A < AP

From the limits expressed on the RHS of (3.3) and (C.32) we write,

1=\ 1-—)\W A A
D*(\) — D*(\M) = ~ 0 Yo, + A i
() (O) { A )\(()1) A 1—\ 1_)\(()1) B
A — A A=Ay
— OT (DA + 0 (1) @B' (C36)
AN (1= )1 =AM

We analyse these two terms on the RHS of (C.36). For the first term, notice the numerator

is negative because )\(()1) < . Also, since \ < )\(()2) , We say

@ _ 1 _
au (nA Py < % Dy (C.37)
ANy Ao g
Likewise, for the second term,
1\ @
{ A=A @ }% g{ A@) Al o }@B. (C.38)
(L= =X") (T=27)A = A7)

From the analysis in (C.37) and (C.38), it follows that the LHS of (C.36),

A — A A=Ay
DN =D ANy <320 2 g o 0 )
W= )—{Affug” S [T

Dy dp
=0 = A){ - }
NS (1= A - A7)

= - A8 (C.39)

Dy by
A @ =AM = a8

where £ = { } > 0, from (C.34).

When A\ > /\(()2)

By adding and subtracting D*()\(()Q)), we write

D*(\) — D*(A)) = {D*(\) = D*A)} + {D*(\) — D*(A\)}- (C.40)



APPENDIX C. 87

Taking the terms in the first curly brackets on the RHS of (C.40), we deduce from the
expressions on the RHS of (3.5) and (3.6) that
1A 12y
Dy — ——Dy
A )\(() )

AL A

=20 "%,
AP

A — A
(0)\(2)>2 Q4
0
= — A= APlEs, (C.41)

D) = D' =

where £3 = $ 4/ ()\82))2 > 0. For the terms in the second curly brackets, a similar argu-
ment to that used in (C.36) to (C.39) is followed to obtain

D*(A) = D' () = =Y = A& (C42)
Therefore, when A > )\(()2), we use the RHS of (C.41) and (C.42) to conclude that

D*(\) = D*(AWY) < A= A& — AP - A&
< _|)\ - )\((]1)|€47

where £, = min{&;, &}

C.4 Proof of Lemma 8

The approach adopted in this proof follows closely that used in the one break model
in Appendix B.4. Expressions for Dy (k) and Dr (k) are first obtained and the differ-
ence between them separated into a stochastic and a nonstochastic component. While the
nonstochastic component is maximised near the true break, the stochastic component is
shown to be asymptotically negligible as long as we are in the set V5*. Again, the proof
covers only the case where A < )\(()1); the case of A > )\(()1) is similar and hence omitted.
We use a' "' above the terms to differentiate them from the one break model analysed in
Appendix B.4.

Starting with the Parameter Difference, the parameter before the break is similar to that
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in the one break case given in (B.37) on page 50, that is,
k

01(k) = 05" + Hiz (k) 2oy, (C.43)

1

where Hy 7 (k) = My (k)" S0 2z Wi p(k), Myr(k) = Sp 2z Wir(k) Sp, 2,
and Wy (k) = (1/k)C.

In this two break model, the parameter after the break is,

T kél) k52> T
eg(k):Hg,T(k:){ S onut+ Yzt + Y ambP+ Y ztx;eg@}.

t=k+1 t=k+1 t=k§Y+1 t=k$) +1

With some arrangements we write

T kS T
Or(k) = Hor(k) Y ztut+H2,T(k;){ S+ Y Zt;cge(gn}

t=k+1 t=k+1 t:k(()l)+1
k(()Z) k(()Q)
- HQT(k){ Z ZtI;Q(()l) — Z ztx;ﬁ((f)}
t=k§"+1 t=k{V+1
T T
DRI SRy
t=k(()2)+1 t:k52)+1
T T
= Hor(k) Z ziuy + Ho (k) Z zt:vte(()l)
t=k+1 t=k+1
kS -
- 7:[2,T(k) Z Ztl’; (0[()1) — 9(()2)) — #ZT(I{?) Z th; (Q(()I) _ 6(()3)>’
t=k§" +1 1=k 11

where  FHor(k) = Mor (k) 0y w2 War(k), Wor(k) = (1/((T — k))C and
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M,y (k) = Z;F:Hl 02, Wo.r (k) Zfzkﬂ z ;. With a little rearrangement, this gives,

kS

T
Or(k) = Hor(k) > zeur+ 057 — Hor(k) > 2y (65 — 65)
t=k+1 1=k(D 41
T
—Hor(k) Yz (65 —65).
=P 41

(C.44)

From 6, (k) and 0,(k) given in (C.43) and (C.44) respectively, we get the Parameter Dif-

ference as,

where
k) T
Ak) = Hor (k) Y 2wy (087 = 0F) + Hor(k) D 2y (65 —05)  (C.45)
=k +1 t=k{P +1
B(k) = Bi(k) — Ba(k) (C.46)
k
Bi(k) = Hir(k) >z (C.47)
t=1
.. . T
By(k) = Haor(k) Y 2w (C.48)
t=k+1

Thus, the test statistic is expressed uniformly in A < )\(()1) as

Dr(k) = {A(k) + B(k)} M.p(k) " {A(k) + B(k)}

= A(k) N, (k) VAk) + 2A(k) M, 1(k) " B(k) + B(k) M, (k)" B(k),
(C.49)

where M*7T<]€) = MLT(k)_l + MQ’T(k)_l.
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When )\ = )\81), the parameter before the break,

k§H
O1(k) = 08 + Hir (k) D 2, (C.50)
1

while that after the break,

92( Dy = Hy ko { Z zuy + Z zta:t gt Z ztx;GéS)}

Y1 =k +1 t=k{P 41
K2 -
— 7—[2T kzo { Z Ziy + Z ztmt ~|— Z ztx;GéQ)}
S| =k +1 t=k{P 41
T T
- #Q,T(k(()l)){ Z ztx;ﬁ((f) - Z ztxtﬁ(?’)}
t=k{P +1 t=k{P 41
T T T
:#gﬂ%%{ S ot Y adg?— Y @@WQ—ﬂﬁ)}
t=kSV 41 t=k{V 41 =k 41
T T
=Hor (k") Y 2w+ 00 — FHox (k) Yz (057 - 6F).
=k 41 =k +1

(C.51)

The Parameter Difference between 0, (kél)) and ég(kél)) in (C.50) and (C.51) respectively

18,

01 (k") — o(k$D) = AR + B(KY),

where

.. .. T

Ay = (067 = 07) + Hor (k) D zmay (057 — 05 (C.52)
t=k$P 41

and B(k( ) is identical to (C.46) but evaluated at k = k;(l

We express the difference between the test statistic evaluated at k and k(()l) as

Dy (k) — Dp(k$Yy = Ak, k") + h(k, k), (C.53)
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where

Ak, Ky = A(kY ML (k) A(k) — AR M, (B0) AR (C.54)
h(k, k) = Bk, k) + 26 (k, k) (C.55)
B(k, k§) = B(k) M, r(k) ™ B(k) — B(k$") M.z (k§") " B(kg") (C.56)
Clk, k") = A(k) M, r(k) ' B(k) — AV M. (k") BED). (C.57)

A(k, kél)) and h(k, k(()l)) are referred to as the nonstochastic and stochastic parts respec-

tively. Define

Ak, k§V)

. (1)
Y k7k = -
Y

(C.58)

where 7(k, k(()l)) > 0 uniformly in A\ < )\él) as in the one break model on page 52. Then

we have the following equality,
Dr(k) — Dr(k§Py = —|k$" = k|5(k, k) + Bk, k). (C.59)

By Remark 2 on page 34, the LHS of (C.59) must be non-negative, hence it must be that

Wk, kS)Y .
S0 0 s (k). (C.60)
[T

Using (C.60), we state the following relationship with Lemma 4 holds,

) h(k, k)
P(sup D202 Dr(t)) < P ((sup N > iy (), cn
keVy keVi ko' — k| kevy

where in f kev3*7(k) is bounded away from zero by Assumptions 1, 3 and 8.

Thus to prove Lemma 8, it suffices to show that for any fixed # > 0,

0
P( sup % > ;f) <e (C.62)
keVy kg’ — k|

We now analyse the components of A(k, k:(()l)) given in (C.55) and show that B(k, kél))
and C(F, k(()l)) are very small in probability when divided by |/<:((]1) — k|. First, recall the
orders of magnitudes which are uniform in A < )\(()1) are similar to that of the one break

model:
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Zt Lz, = Oy(T), Zt L %1, = O,(1) and Zf:l 2 = Op(T'?).

Also, from Assumptlons 1, 3, 4 and 8, it follows that similar to the case of the one break
model given in (B.53) - (B.59), we have

M;r() = Oy(T) (C.63)
M,7p(-) = 0,(T™") (C.64)
Hir(-) = O (T (C.65)
A(-) = 0,(1) (C.66)
B(:) = 0,(T~V?). (C.67)

Secondly, as \ < )\(()1), the following equalities are used in the analysis,

kS k kS T T kS
Dot () =20)+ Zt:k+1(') and Zt:kél)+1(') = Zt:kﬂ(‘) - Zt:k+1(')'
Starting with B(k, kél)), use the order of magnitudes in (C.64) and (C.67) to obtain
B(-) M.z ()7 B(-) = O)(T72)0,(T)0,(T712) = O,(1).

Therefore,

Bk, k) 0,(1)

_ , (C.68)

k) — k| kS — K|

For C(k, k(()l)) given in (C.57), we rewrite it as

C<k7 k(()l)) = Tl(ka k(()l)) + TQ(ka k(()l)) _'_ TB(k7 k(()l))a

where
Yok kY = AR M, (k)Y = M, (kY"1 B(EWY C.69

1(k kg ”) (k) {M.r(k)” r(ky ') }B(ky ") (C.692)

Ty (k, k") = A(k) M r (k)" {B(k) — B(k")} (C.69b)
Yk, k) = {Ak) — AR M (6§D BESY). (C.69¢)

For all T; (k, kél) ),7 = 1,2,3, we consider only the terms in the curly brackets as order of

magnitudes for the individual terms are already given on the RHS of (C.63) to (C.67).
For T, (k, k:(()l)),

Mg (k)™ = Mg (k)™ = Mop (k)Mo (k) — Mo (k) } Mo (k)7
(C.70)
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where the terms within the curly brackets,

M. r (k") = M (k) = {Mr(ke”) ™ = My (k) ™) + (M ()™ = Mo ()~}
For i = 1,2, we have

M (K8 = Myp(k) ™ = Mg (BN (k) — Mo (k)Y p(k) ™ (C71)

When ¢ = 1, the terms within the curly brackets,

Q) KV
Ml,T(k(()l ) — My ( (1 Z T2, Z 2T, — % Z T2, Z %,

k(D o

R /
= W Z T2, Z Zt:Et 1) Z ftzt Z ZtLy
= t=1 t=k+1
k(l) k<1>
— Zq;tztk Z tht + Z xtztk‘ Z tht
t=k+1
= Rl + RQ + R37

where

(1) A
ko

thzt > a, (C.72a)

t=k+1
ng
7% = Z xtztk Z zt;vt (C.72b)
t=k-+1
k§H

k
- 1 1 /
Rg = ﬁ E ItZtE tht(k — k(()l)) (C72C)
kO t=1 t=1
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Likewise, when i = 2,

T T T
. (1) .. / ’ 1 ’
Myp(ky’) — Map(k Z xtzt . Z 2T, — Z xtth_ k Z 2T,
1=KV 41 0 1=KV 41 t=k+1 t=k-+1
T 1 T T 1 kél)
Z D Z SO Z EATYE) Z “tlt
k:(l) - ' .
B LTI S DRI L
t=k+1 t=k+1 t=k(D 41 t=k+1
=85 +8+8s,
where
k(l)
t— k(l)—l-l t=k+1
k(D
Z $tzt —k Z ztxt (C.73b)
t=k-+1 t=k-+1
T
. A
Ss = Z xtth Z zta:t(k;(() ) k). (C.73¢c)
0 t=kSV+1

From Assumptions 1 and 3, R; and 8 are Op(|k‘(1 — k|) for i = 1,2,3. Consequently,
the RHS of (C.71) is O, (T~ O, (|k{" = kO, (T~1) = O, (|k{" = kYO, (T~2), while the
RHS of (C.70) is O,(T)O,(|k" — k) O,(T~2)0,(T) = (|k(1 — k).

It follows from (C.66) and (C.67) that, T, (k, k") = 0,(1)0, |k — k|)O,(T—1/2).
Thus, dividing by |kS" — k| we conclude,

Ty (k k") Op(lks” = KNOL(T12)
" — k| [ — k|

= 0,(T7'?). (C.74)

For T, (F, kél)) given in (C.69b), we write as

B(k) — B(SY) = {By(k) — Bi(ES)} + {Ba(k) — Bo(ESD)}. (C.75)

3B1(-) and By(-) are defined in (C.47) and (C.48) respectively.
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For the terms in the first curly brackets on the RHS of (C.75), we write

k(D KD

k k
Z Z Zply — ]\/[1 7( Z T2, Z 24Uy
t=1 t=1
k
= {Ml’T(k)*l _ MI,T(kél))l}% Z xtz; Z 21Ut
t=1 =1

Bi(k) — Bi(k$") = My (k)

wlr—‘

KD
—I—MlT { E :vtzt E fEtZt}E 2y
k(l) k(()l)
(1)
—M1T E xtzt g ZiUg.
t=k+1

From the analysis carried out in (C.71) to (C.72c), we write

Bi(k) — Bi(k")

k k
- e .. . 1 ,

= My (kM) YR+ Ry + Rs} My r(k) IE ; 7,2, ; 20Uy (C.76)

1 | k
+ Ml,T(k(gn)l{E > miz - o W;} >z (C.77)

t=1 0 t=1 t=1

k§H
- HLT(k(()l)) Z 2. (C.78)
t=k+1

Using a similar procedure for the second curly brackets in (C.75) yields,

By(k) — Ba(k")

T T
1 /
= Mo (ks HS1 + o+ 83} Mo (k)™ T DL Wa ) A (C.79)
t=k+1 t=k+1
1 T 1 T T
. Dy ’ !
+ MQ,T(k(() )) 1{T — Z Tz — —T Y0 Z $tzt} Z ZiUy (C.80)
t=k+1 0 kD4 t=k+1
k§H
+Hor(k§) D 2. (C.81)
t=k+1

Notice that the RHS of (C.76) to (C.81) are analogous to to their counterparts (B.67)
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to (B.72) in the one break model on page 56. Hence, the same orders of magnitudes
extend to them. The RHS of (C.76) and (C.79) are O,(T~1)O,(|k — ko|)O,(T~/?), the
RHS of (C.77) and (C.80) are both O,(T~') while the RHS of (C.78) and (C.81) are
Op(T1) Zfik—f—l 2t

From the order of magnitudes given in (C.66) and (C.64) we can deduce for Tg(k, kél))
defined in (C.69b) and (C.75),

Tk, k") = 0,(1)0,(T) {0, (K" — kN0, (T72) + O,(T )

k§H
+Op(T_1) Z ZtUt}7
t=k+1
o)
= O, — KNOHT ) + 0,(1) + E1p 3 s
t=k+1

where, similar to the one break model given on page 57, ELT = El + Ek, él < ooisa
matrix of constants and =, is O,(T~'/?). Dividing by |/<(()1) — k|, we therefore conclude
that,

. . (1) e
Ty (k, kY 1 g8 0,(T~1/2
% = Op(Til/Z) + ggj( ) + ) ! Z ZiUy + % ZtUyt.
|k0 - kl ‘ko - k‘ |k0 o k| t=k+1 ’ko - k’ t=k+1
(C.82)
Lastly, for Tg(k‘, kél)) given in (C.69c), we write*
kéQ) T
Alk) = Ay = Hor (k) Y 2wy (05 — 0F) + Hor(k) D 2z, (65 — 657)
t=k{" +1 t=k{P 41
T
— (087 = 087) = Hor (k) Yz (657 — 65).
t=k{P 1

*A(k) and A(kél)) are defined in (C.52) and (C.45) respectively.
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We make some rearrangements as follows,

k(()Q) k(()Q)
Alk) = AGR) = For (k) Y 2y (08 = 05)) = Hon(k) > 2y (657 — 05)
=k +1 =k +1
.. T .. T
+ (k) D a0 — 057) — Hor (k) Yz (65 — 65)
t=k$ +1 t=k$ +1
T kg
—Hor (k) Y 2wy (05 — 05)) — Hor (k) Yz (65 — 65)
t:k:(()Q)-i-l t=k+1
. T
— HQ,T(/{;) Z Ztl’t (9(()2) — 9((]3))
t=k{? +1
T k§H
~Hor (k) 3" 2wy (05 — 05) — Hor(k) Y 2 (65 — 605).
1=k 41 t=k+1
Therefore we can now write,
.. . .. .. T
Alk) = A(k§D) = [Hor (k) — Har (B Y 2y (05 — 657) (C.83)
t=k{? +1
k§H
~Hor(k) Y 2, (0 — 65), (C.84)
t=k+1

where ’HgT(k:) — ’}ngﬂT(k’él)) on the RHS of (C.83) has identical orders of magnitude to
(B.78) and (B.79) in the one break model’.

Thus, we conclude the RHS of (C.83) is Op(T_l)Op(|kél) — k|) + O,(T~'/?) while that
of (C.84) is O,(T"H0,(|k{" — k|).

From the orders of magnitudes given in (C.64) and (C.67), it follows that Yg(k, kél))
defined in (C.69¢),

Ta(k, k§") = {O)(T 1O, (kS — K|) + Op(T72) + O (T~ HO, (kS — KI)}
x O,(T)0,(T~V/?)
= O, (T V)0, (k" — k|) + Op(1) + O, (T 2O, (k" — KI).

5This order as given on page 58 is O, (T~2)0,(|k$" — k|) + 0,(T~3/2).
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Hence, we conclude

Tk, kS 0,(1
3((1) : ): (1:;)() +OP(T_1/2)’ (€85
ko' — k[ [kg’ — Kl

Combining Y1 (k, k"), Yok, k") and T5(k, k$") as given in (C.74), (C.82) and (C.85)
respectively, we now deduce the order of magnitude of C(k, k:(()l)) defined in (C.57) as

. . k(D

C(k, KV = 0,(1
(1 o)) _ I o 1p< ). (C.86)
ke — k| kY — k], kg — |

=k+1

where the O,(T~'/?) terms are again left out as they are asymptotically negligible.

With the orders of magnitudes of B(k, k:(()l)) and C(k, kél)) given in (C.68) and (C.86) re-
spectively, the conclusion of the proofs for the stochastic component, ﬁ(k, k(()l)), is iden-
tical to that of the one break model given in (B.82) and (B.83) in Appendix B.4. In
particular, one only needs to substitute k for k(()l) in Ty defined in (B.83) and the result

follows through, hence it is not repeated here.

C.5 Proof of Lemma 9

In this appendix, an £ > 0 is obtained when D*()\él)) = D*()\éQ)). This £ is shown to be

positive uniformly in A for A < A§, where \j is as defined on page 69.

When k < k"

Since /\(()1) is strictly less than )\(()2), then the analysis carried out when D*()\(()l)) > D*()\(()Q))
under Assumption 15 holds here as well when D*()\él)) = D* ()\(()2)). Hence we only state
the result which is identical to that given on the RHS of (C.35) on page 85, D*(\) —
DAY = —|x = AV|€1, where & = ®5/(1 — A1) > 0.

When k" < k < k;

When D*(/\(()l)) = D*(/\(()Q)), the inequality in (C.34) now becomes,

Dy dp
— . (C.87)
AUAT (=AM =AY
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From the RHS of (C.36), it follows that

D*(\) = D" (X))

A = A A=Ay
=)o (Pt o (?
AN (1= =)
YO Pa Qp
A 1= =AP)

N[ @ 1— )\ cp
— AN A ) — 2 z : C.88
> ){ VAT A K- o

Using the equality in (C.87), it follows that the terms in the large brackets on the RHS of
(C.88) are equal. Hence we choose either of them and write,

(1) (1) A 1Y
D*(N) = D*(Ny7) = (Ag" = A) T T DY

AT = A
= () - A){h}éz, (C.89)

where &% = (IJA/()\((]”)\((f)). Forall k < kf = O.5(l<:(()1) + k(()Q)), it implies 2\ < /\(()1) —l—)\[(f).
Thus for the terms within the curly brackets on the RHS of (C.89),

oA =2 2P — A = AP
2A(T—A) = 21— \)
)\(()2) _ )\(()1)
— 220 (1=

Therefore, it follows that
D*(\) — D*(A) < —|x = A&, (C.90)

where & = {(\7 — A) /@AY (1 = A) 1@y > 0.
The analysis in this appendix covers the first equation, (3.15) on page 69, in Lemma 9

where A < \j. By symmetry, a similar evaluation can be carried out for the second
equation (3.16) when A > Aj.
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C.6 Proof of Lemma 10

The proof of this lemma is identical to that carried out for Lemma 8 in Appendix C.4.

With the consistency of the break fraction estimators ;\j established for )\g), 1= 1,2,
then (3.15) and (3.16) on page 69 in Lemma 9 are used and the same results obtained in

Appendix C.4 follow through. Hence, the proofs are not repeated here.

C.7 Proof of Proposition 7

This appendix presents the generic formula for the nonstochastic limit of D3.()) in a
multiple break model. Recall the generic formula as presented in (3.21) on page 71 is
1—A A

D) = T3 00a0) + oy

Cp(j) + Pcli),

where ©4(j) = ¢a(j) Boa(5): 0a(i) = Sy A wi: @5(j) = ¢5(j) Bén()): 65(j) =
Do (1= )\(()i))wi; De(§) = pa(4) Bop(j); w; = 9(@ - 96””; i is the break point being
estimated; j is the number of true breaks before or at this candidate break point and m is
the total number of true breaks in the model. We prove the results below for the m = 3

case, however, the results go through for any finite m.

The break fractions and the model’s parameters are represented as )\g) and Qéj ) respec-
tively, for: = 1,2,3and j = 1, ..., 4. In this three break model, there are seven possible
expressions for D*(\) across the range of A and we show how each of these expressions
crystalises into the generic formula displayed above. The approach used is similar to that
used in the one break and two break models in Appendices B.1 and C.1 respectively.

First, recall the test statistic,

/ ~

Dr(A\) = T(017(\) — bo0(N) Moz (N) ! (G1.0(N) — Bar(N)),

where M, r(-) = Myp(-) "'+ Maop ()" Mir(-) = Gi,T(')/m,T<')Gi,T(') and G r(-) =
T’lZLT(-)/XZ;T(-), fori = 1,2.

Secondly, recall (6; 7(\) — 657()\)) is the Parameter Difference and M, (\)~" is the
Centre Matrix. Thirdly, recall that since the Jacobian is stable, then the Centre Matrix

does not change in all seven cases. As given in (B.12) in Appendix B.1, M, r(-) =
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My7p(-)™t + Map(-)~!, where

My (N = GroN) Wir(V)Grr(N)
B (AQa:) A C)(AQ=a)
= MQ:CQ.z).

Similarly, My 7(\) = Gor(N) War(A\)Gar(A) & (1 = M) (Q.:0Q..).
Therefore, the Centre Matrix, M, 7(\)~! L A1 — MN)B, where B = Q.,CQ ...
Fourthly, the proofs concentrate on the asymptotic properties of the estimated parameters

before and after the candidate break point. It is worth noting that in all the seven cases

below, as given in Appendix C.1,

Hir(\) = Mir() ' Grr() Wir(-) & Hi()\) and

Hor(A) = MZT(')?IGQ,T(')IWQ,T(‘) 2 H,y(N), where

H1(A) = {MQu:CQ:2)} ' Qr2C and Ha(N) = {(1 — AN)(Qr:CQ:0)} ' Q2 C.
Lastly, recall that from Assumptions 1, 3 and 8, the Jacobian, Zle ztx; LN AQ..
For simplicity, we present the proof following these four steps:

(i) The formula for the GMM parameter before the break is stated and its limiting form

derived based on Assumptions 1, 3 and 8.
(i1) Step (1) above is performed for the parameter after the break.

(iii) The limits of the Parameter Difference are obtained by subtracting the limit of the

second parameter obtained in (ii) from that of the first parameter obtained in (i).

(iv) The nonstochastic limit, D*(\), is now derived by combining the limit of the Param-

eter Difference obtained in (iii) with the limit of the Centre Matrix.

Remark 4. There is no true break point in the first regime when \ < >\él) hence 7 = 0
and we say ¢ 4(j) = 0. Similarly, since j = m in the last regime when \ > )\(()m) we say

¢5(j) = 0 because no true break point exists there.

Case 1: When 0 < \ < /\((]1) < /\(()2) < )\83) <1

The parameter before the break,

k k
1 (\) = ’HLT()\){ > au+ Y ztx;eg“}
t=1 t=1

2050
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The parameter after the break,

kD K2 o) -
02(\) = Hor (A {Z ztace + Z %0 2)—1- Z ztxt s Z ztx;ﬂ(;l)

t=k+1 t=k$V+1 t=k$ +1 t=k$) +1

S TRy )\{<>\(()1) Z 000 + 02— AP £ (A9 A6 4 (1= ALY,
The Parameter Difference,

01.0(N) — Ba.r(N)

1
B {0 = 087 = (7 = 087 = (67 = X
— O = — (1= 86"}

= —— {1 =2 = 657) + (1= A)OF = 057) + (1 = A (O — 057)}

=75 2 = - o)

L 65 0))

Thus, the nonstochastic limit uniformly for A < )\(1),

D*()\) = ¢B( )B¢B( )

)\ .
=1 )\(I)B(.7>
1—-A

= () +

A
1—A

Qp(5) + Pe(h), (C.91)

where j = 0, ®4(j) and ®(j) are zero from Remark 4.
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Case 2: When 0 < {\ = )\él)} < )\[()2) < )\(()3) <1

The parameter before the break,

kél) k[()l)
él()\) = /HI,T()\E)I)){ Z ZeUy + Z Ztl‘;@él)}
t=1 t=1
LY
The parameter after the break,
kg kg T T
05(\) = HZT()‘E)I)){ Z ztx;Q(()Q) + Z th;e(()g) + Z ztx;e((;l) + Z ztut}
t=kSV+1 t=k$)+1 t=k$) +1 t=k+1
1 2 Dy p(2 3 2)\ (3 3)\ (4
= W{(Aé = NP+ O = A + (1= 276}
— o

The Parameter Difference,

01.7(N) — Or.r(N)

1
5 (=200 = 067 = 26706867 = (007 = 267)68” — (1= X760}
-0
1
= — =A@ )+ (=26 - o)
-0

+ (1 =268 - 650
3

1 i

0 =1
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Thus, the nonstochastic limit for A = )\(()1),

3

o R |
D) = = {30 - A} B {Zu i}

1- ) =

:(1—)\ )A(lwlBun—i- {Zl_ ’)wz}B{Z

1 — /\(1)
=0 o {)\(1) B w1}+ 1)¢B( ) Bop(j) + c(j)
0
1—)\() | )\(1) |
= NG ¢A() ¢A(])+1+)\(1)(I)B+(I)C(])
0 0
11— . .
= T@A(J) + 1_—)\81)(1)3(])_’_@(](])7

where j = 1 and ®¢(j) = wi'B{> >_, 0}

Case 3: When 0 < )\(()1) <A< )\(()2) < )\(()3)

The parameter before the break,

ké1> k
91()\) = ?‘[LT()\){ Z tht + Z Zt]}'t + Z Ztut}
t=1 t=h (1) t=1
1
EN X{Agnegw + (A= AMe)

The parameter after the break,

k(()2) k(()S)

T T
05(\) = /)L[Q’T()\){ Z ztx;982) + Z th;983) + Z ztx;egl) + Z 24Uy

t=k+1 t=k§ +1 t=k$) +1 t=k+1

B {0 =067 + (87 =265 + (1= A"}

104

(C.92)

}
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The Parameter Difference,

~

01(X) — 02(N)

1
EN m{u — AP £ (1= N =AM — (AP = A6

— (A7 =AM — (1= 260}
- —Mll_ y [ =065 — (1= A0 + (1= AP)INE — (1 = A& A6

+ (1= A — (1= A}

1
“a-wt!
+ (1= A0 - 9<4>)}

= 0057 = 057) + (1= M)A — 65”)

1

- m{a — A wy + /\Z (1 =AM}

=2

Thus, the nonstochastic limit uniformly in A € ()\(()1), /\(()2)) is,
1—A /
D*(\) = T{)\él)wl} B{Mw, )

- 1%@1 - Aé”)m}’s{;(l =\ Jwit + @c())

20a0) Boald) + 2 6n3) Bon(i) + @)

1-—
1-— >\ , A
= 7 0al) + o ®a() + Pel). (C.93)

where j = 1 and ®(7) is similar to that of Case 2.

Case 4: When0<)\(() <{\= )\ }< >\
The parameter before the break,

k:(l) k(2) k:(2)
é ( ) Hl T )\0 { Z Zt.’]fte(l) + Z 2ty 6 + Z Ztut}

t=k{M+1

1
et W{Ag”eg” + (A = A8}
0
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The parameter after the break,

kS T
Oa(N) = HQ’T()\82)){ Z 22,08 + Z 22,08 + Z ztut}
t=hk{P 41 t=k{P 1 t=k{? +1
1 3 2)\ (3 4
5 1—)\(2){()\8) =265 + (1= 276"}
— Ao

The Parameter Difference,

~

BN = ()

1
5 Sy (AN + (1 =08 =

0 0
— O AP — (1 )

1
s (NP = (= + (=
0 0

2)4(2) (3 3 2) (3 3 2) n(4
FATNTOY = AIAPP — (1= AP}

1
RO {<1—A82)>Aé”w1+<1—A82)>Aé”062)—<1—A82>>Aé2’983>
A7 (1= A7)
+ (1= A0 — (1= A6 )A7 05"}
1

=300 ) {1 =MDy + (1 - /\82))>\0 Jwy + (1= AP)AP ws).
0 -0

Thus, the nonstochastic limit,

. 1- 2 , ,
D*(\) = Tz)(){{)\él)wl} B wi} 4+ (A ws) B{/\[(f)wz}}
0

Ay
+1——)\é2){( Pws} BL(L — A )ws} + @c())
(2)

1- 2P & Ao
— T{;)\ }B{Z)\ w; } + 2)¢B( 7) Bés(j) + ®o()

1 o /\( ) /\(2)
— )\0 — ( ) - )\(Q)CI)B( )—I—(I)C( ) (C.94)

where j = 2 and ®¢(j) = {31, w3} Biiss}.
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Case 5: When 0 < )\él) < )\(()2) <AL )\(()3) <1

The parameter before the break,

k! k) k k
01(}\) = HLT()\){ Z Ztléeél) -+ Z thgeéz) + Z th;963) + Z Ztut}
t=1

t=1 t=k{M+1 t=k{D+1

5 L0060+ 00 3O + - A

> =

The parameter after the break,

kS T T
02(}\) = HZ,T()\){ Z th;983) + Z Zt$;064) + Z Ztut}
t=k-+1 1=k 41 t=k+1
1
B {7 =08+ (1= 2760

The Parameter Difference,

~

01(\) — 02(N)

1
S STy L= N8 + (L= )06 = X7
+ (L= =207 = (67 = 057 — (1= Ag")Ad5" )
1
_ m{a — AWy + (1= AP ws + (1= A Aws ).

Thus, the nonstochastic limit uniformly in A for A € (/\(()2), )\83)),

1_A / /
D*(3) = = { O wn} BO wn} + {2 wa) B wa} |

'%?93«1—A9ﬁ@y6«1—A9ﬁw}+®cU>

D . By A N . .
= T{; A w} B{; A wi} + T 980) Bos(7) + Pc())

- A /
= S 2640) Boal) +
1—A . A

= Ut

2 0(j) + Do)

®p(j) + Pel)), (C.95)
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where j = 2 and ®¢(j) is similar to Case 4.

Case 6: When 0 < /\((]1) < )\82) <{A= )\83)} <1

The parameter before the break,

K" ko K
01(}\) = HI,T()\é]?))){ Z th;ec()l) + Z tht + Z ZtCCtQ( ) + Z ztut}
t=1 t=k{ +1 =k +1

1
T 0+ 7 = 26+ (07 = 267)65”}
0

The parameter after the break,

T T
éz(A):Hz,T(Aff)){ Z 22,080 + Z ztut}

t=k{+1 t=k{P+1

2050

The Parameter Difference,

01(X) — fa(\ T{A = AP+ (A = AP = A6}
0
{A )+ A 07 - 09) + 2005 - o)}

)

3

0

1
=5 v

1

3

1
= )\—{)\( wy + )\ wa + )\(()S)W3}

i=1

= —50a()).

>/
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Thus, the nonstochastic limit,

1 — )\( )
D*(\) = ——0a(j) Boalj)
1—A9 ,
= )\83) D4(4)
1— )\( ) /\(3) - _
=5 2a0) + —5 () + 2c()), (C.96)
Al 1— A

where ®5(j) = 0 and ®¢(j) = 0 because there is no true break after the estimated break

fraction, since 7 = m = 3 in this case.

Case7: When 0 < AV < AP <A < X <1

The parameter before the break,

k(D k() k()

k
00 = sa O S+ 3 ll§ 3 s Y il

t=kg" +1 t=k{ +1 t=hk{¥ +1
k
+ZZ’¢U¢}
=1
1 1) 5(1 2 Dy (2 3 2)\ (3 3\ (4
5W{Aé)%“r(ké)—Aé))(’é)ﬂAé)—Ag>)eg)+(A—Ag))eg)}.
0

The parameter after the break,

05(\) = Hor(A { Z zt:z:H + Z ztut}

t=k+1 t=k+1
4
oW,

The parameter difference,

j ; 1
e“ﬂA)_GW”A)E’X{Aghm:+kfhw—+A$%%}
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Thus, the nonstochastic limit uniformly in A for A < )\83) is,

D) = 1 204() Boals)

D A
= ®al) + 1T

X ®5(j) + Pc()), (C97)

where again ®5(j) and ®(j) are zero since j = m = 3.



Chapter 4

Unstable Jacobian Model

The discussions in the previous chapters were premised on the assumption that a stable
relationship exists between the endogenous regressors and their instruments as presented
in the Jacobian Equation (JE) in (2.2) on page 27. However, in reality, such stability may
not always be the case as evidenced in the New Keynesian Phillips Curve model for US
data used in Hall et al. (2012) and Boldea et al. (2012), where both endogenous regressors
- expected inflation and output gap - were found to possess breaks in their reduced form
equations. In this chapter, therefore, we examine the behaviour of the test statistic and the

break fraction estimator obtained from models with an unstable JE.

Within the Two Stage Least Squares (2SLS) framework, Hall et al. (2012) suggest a three-
step methodology for estimating the break points in models with an unstable JE. In their
first step, the JE is estimated along with any break point in it using the sup/' type test
proposed in Bai and Perron (1998). The Structural Equation (SE) is then split based on
the break points identified in the first step and additional breaks are estimated in these
subsamples. Lastly, a fixed break point test is used to check if the break points identified
in the JE in the first step are also present in the SE. This procedure yields consistent break
fraction estimators as established in Hall et al. (2012) and Boldea et al. (2012).

In using 2SLS however, it is crucial that the break points in the JE are consistently esti-
mated in the first step. Otherwise, the resulting estimators would be inconsistent. More
recently, Perron and Yamamoto (2015) propose a method to obtain consistent break frac-
tion estimators in linear models with an unstable JE still using Ordinary Least Squares
(OLS). However, their approach needs to be applied with caution as there is the possi-
bility that spurious break points in the model would be detected due to the correlation

between the endogenous regressors and the errors.

111
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We show in this chapter that the GMM procedure proposed in this study still yields con-
sistent break fraction estimators in the SE of models with an unstable JE. The estimation
process follows the same Sequential Method using the Difference test statistic as carried
out in the previous two chapters. The breaks in the SE are estimated directly unlike the

2SLS; hence there is no requirement to pre-estimate the break in the JE beforehand.

First, recall the test statistic as given in (2.5) on page 32,

’ ~

Dr(A) = T(017(A) — Oo.0(N) Moz (N) ™" (01,0(N) — bar(N)),

where 01 7(\) — 0,7()) is the Parameter Difference, M, 1(\)~! is the Centre Matrix,
Mor() = Mip()™ + Mor()™h Mig() = Gig() Wir()Gir(-) and Gir() =
T Z;7(-) Xir(:), fori = 1,2.

In the previous two chapters under the Stable Jacobian, the Centre Matrices were rela-
tively simple to construct and for all A € A, converged in probability to A(1 — \) B, where
B = Q..CQ.., as shown in (B.12) in Appendix B.1. When the JE is unstable, how-
ever, the analysis becomes more complicated and the limiting properties of the Centre
Matrices - and consequently, the test statistic and the break fraction estimator - are not
as straightforward to obtain. In the remaining part of this chapter, we examine the lim-
iting properties of the estimators obtained from two main types of models which exhibit
unstable JEs.

In Section 4.1, we consider a model that has a break point only in the JE and none in
the SE. This model provides a simple way to introduce the Unstable JE concept since the
estimators have the same limit for all A € A. In Section 4.2, we extend the analysis to a
model with two break points - one break point in the JE and the other in the SE. Through-
out the chapter, the location of the break point in the JE is assumed to be unknown. The
significance of this research and suggestions on extending this study are discussed in the
conclusion in Section 4.3. As in the previous chapter, the main derivations are placed in

the relevant appendices.

4.1 One Break in the JE but Stable SE

The presence of the break point in the JE makes it necessary to modify the model used
in Chapter 2. Hence, this section starts with a description of the Unstable JE model
alongside its assumptions. These assumptions surround the presentation of the Jacobian

when a break exists in the JE. Following this, the test statistic and the break fraction
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estimator are examined and their limiting properties established. The analysis carried out
in this section assumes the magnitude of change between the parameters in the JE are
fixed.

4.1.1 The Model and its Assumptions

Since this model has no break in the SE, we represent the SE thus,
g = x,00+u, t=1,2,...,T, 4.1)

where 6 is the p x 1 vector of coefficients and y, and u; are the dependent variable and
error term, as defined earlier in (2.1) on page 26. On the other hand, to reflect the break

point in the Jacobian, the JE in (2.2) is rewritten as:

T, :z;A(()l)+v; for t=1,2,... hg (4.2)

=2AP 4o, for t=ho+1,...,T, (4.3)
where z; is the ¢ x 1 vector of instruments as defined in (2.2), A(()l) #+ A(()Q), ho = [T,
o € II C (0,1), my and hg are respectively defined as the true break fraction and true

break point in the JE. Due to this break in the JE, it is crucial to change Assumptions 1 to

3 on page 27 which were used for the Stable Jacobian models,
Assumption 17.
Elzua,] = E[ztzé]A(()l) = QZZAél) for t < hg (4.4)
= BElaz]AY = QA for t > hy, (4.5)
where ||Q)..|| < 0o and positive definite.
Assumption 18. rank{A(()i)} =p and ||A(()i)|| < oofori=1,2.
1 ; ) 1 /
Assumption 19. The matrices — Z?ﬁ:g L1 2tz and — S ho—j 1 2t% have minimum eigen-
values bounded away from zero in probability for all m € 11 and j > q.
Assumption 20. sup e[| T S0 2 — WQZZA(()I) | % o.

Assumption 17 indicates the expectation of the Jacobian before and after the break point.

Assumption 18 is the standard rank condition for identification! when estimating using

!'See Identification Condition on page 35 in Hall (2005).
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GMM. Assumption 19 requires that there be enough observations near the true break
point in the Jacobian. Assumption 20 states the uniform convergence of the Jacobian and
in union with Assumption 18, it implies QZZA(()U in (4.4) and QZZA(()Q) in (4.5) have rank
equal to p for m € I

4.1.2 The Test Statistic

The test statistic D7(\) used here is identical to that used in the Stable Jacobian in Chap-
ters 2 and 3. It is constructed as a sequence comprising of values of Dy () for all A € A.
To illustrate the finite sample behaviour of D7(\) from a model with one break point in
the JE, we present a plot of Dr(\) across the full range of A = [0.15, 0.85] from a sample
of size T' = 600. The break in the JE is imposed at 7y = 0.5 with specific parameter val-
ues AV = (1,0.8,0.8,0.8,0.8) and A? = (0.1,0.2,0.2,0.2,0.2)". As seen in the one
thousand simulations displayed in Figure 4.1, Dy () has values very close to zero across
all A € A. Comparing this behaviour to the plot of D7 () obtained from a model with a
break in the SE displayed in Figure 2.2 on page 31, this indicates that Dy () is not influ-
enced by the instability in the JE. Thus, our proposed estimation method is a promising
option to estimate break points in the SE in the presence of breaks in the Jacobian.

Figure 4.1: Dy () forall A € A.
One break only in the Jacobian Equation

Break at 1= 0.5
(653 =(1,08,08,08,0.8],[0.1,0.2,0.2,02,0.2))
8,=[1,0.1]
800 :

7001 b

600} b

5001 b

400 b

Value of DT()\)

3001 7

200 b

100} b
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4.1.3 The Break Fraction Estimator

The break fraction estimator, \ and its estimation process work identically to that dis-
cussed under the Stable Jacobian in Section 2.2; after the sequence of Dr()\) is obtained,

) is estimated as the location of the supremum of this sequence.

Asymptotic Properties of the Break Fraction Estimator

In order to establish the asymptotic properties of the break fraction estimator, we first
present the nonstochastic limit of the test statistic. Unlike the Stable Jacobian case given
in Lemma 1, in this case when there is a break only in the JE, D.()\) has identical non-

stochastic limits uniformly in A for A € A. This is stated in the following lemma:

Lemma 11. If 9(()1) = 9(()2) and Equations (4.1) to (4.3) and Assumptions 4, 6 to 8 and 17
to 20 hold, then D.(\) converges to a nonstochastic function D*(\) on (0,1), given as

D*(\) = (0 — oY M) 71O — 6 = 0, wniformlyin A for \€A  (4.6)

where?

M.(X) = Mi(A)™! + Ma(A) ™ 4.7)
M;(\) = GEON)Wi(NGEQN), fori = 1,2, (4.8)
G"(\) = min(mo, A )QZZA(I) + max(0,\ — 7)) Q.. A ALY (4.9)
GE(N) = max(my — A, O)QZZA( ) + min(l — m, 1 — )szAé2) (4.10)
Wi(A\) = A1C, Wa(A) = (1 — N\)"'C and C is a nonsingular constant matrix.

This lemma, which is proved in Appendix D.1, implies Dr(\) converges to zero uni-
formly in A for A € A. Based on this asymptotic property of Dz (), the break fraction
estimator converges to a random variable, Af. That is,

~

A B where M e AL 4.11)

Though we do not formally prove this asymptotic behaviour of ), the results of the Monte
Carlo simulations presented in Chapter 5 provide strong evidence of this random be-

haviour.

2Note that G?()) is analogous to G; in the Stable Jacobian model, for i = 1,2. We use it here simply
to differentiate the Stable Jacobian from the Unstable Jacobian.
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4.2 One Break each in the JE and SE

In this section, we extend the analysis done above for the single break in the JE to a model
that includes an additional break in the SE. Having a break point in both the JE and SE
results in two possibilities: the break points may occur either at the same location or they
may occur at different locations in the JE and SE. We refer to the former as the Coinciden-
tal Break scenario and the latter as the Separate Break scenario. For the remaining part of
this chapter, the behaviour of the test statistic and break fraction estimator are examined
under these two scenarios. Additionally, it is assumed that the magnitude of the parameter
change in the JE shrinks with the sample size. Although we conjecture consistency also
holds with fixed breaks in the JE, the proofs were intractable because of the complexity
of the Centre Matrix as given in (4.7) to (4.10) on page 115. However, the Monte Carlo
simulation results presented in Chapter 5 corroborate this conjecture. Consequently, the
shrinking breaks framework adopted in this section is only required for the proofs of the

limiting properties of the break fraction estimators.

4.2.1 The Model and its Assumptions

To reflect the break in the SE, we use the model with a single break in the SE given in
(2.1) on page 26, while we use the model in (4.2) and (4.3) to indicate the break in the JE.
That is,

Yt :x;ﬂ(()l) +uy, t=1,2,...,[T\]
=260 4wy, t=[TA)+1,...,T
and (4.12)
x;:z;A(()l)%—U; t=1,2,...,[Tm)]
:z;A(()Q)+v; t=[Tm)+1,...,T,

where the terms are as defined previously in (2.1), (4.2) and (4.3).

4.2.2 Coincidental Break Scenario

When the break points in the SE and JE are coincidental, then \q and 7 in (4.12) occur at
the same point in the sample, that is, Ay = 7. To discuss the characteristics of the break

fraction estimator in this setting, we first present the finite sample behaviour of the test



CHAPTER 4. UNSTABLE JACOBIAN MODEL 117

statistic Dy () over the range of A = [0.15,0.85] in Figure 4.2.

In this model, we impose \y = my = 0.5 and for ¢ < )¢, the parameters used are
6" = (1,0.1) and A" = (1,0.8,0.8,0.8,0.8)"; while for t > Ao, 8" = (=1,-0.1)’
and A(()2) = (0.1,0.2,0.2,0.2,0.2)". Dz()\) exhibits similar behaviour across the range,
for each of the one thousand simulations performed, attaining its maximum at the location
of the true break point, when \g = 0.5. When compared to D (\) obtained from a model
with a single break in the JE displayed in Figure 4.1, it indicates the peak of Dy (\) in
Figure 4.2 is due to the break in the SE and not the break in the JE. This is further con-
firmed in the theoretical analysis below and the Monte Carlo simulation results presented
in Chapter 5.

Figure 4.2: Dy () forall A € A.
One break each in the Jacobian and Structural Equations

Coincidental break at = 0.5 and A = 0.5
(63 =(1,0.8,08,08,0.8],[0.1,0.2,0.2,02,0.2])
©, 8 =(1.01],[-1,-0.])
800 ‘ ‘ ‘ ‘ ‘

7001

600

5001

400

Value of DT()\)

300

2001

100}

Some assumptions vital to establishing the limiting properties of the break fraction esti-
mator are now stated. As highlighted earlier, we adopt the shrinking breaks approach?
when dealing with the break in the JE. Under this approach, the parameter change in
the JE shrinks and converges to zero as the sample size increases. This is stated in the

following assumption,

Assumption 21.

AV = Ag+dV fori=1,2, (4.13)

3Using the fixed break approach as done in the Stable Jacobian proved intractable due to the structure
of the Centre Matrices.
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where dgf) = d%vyr, dY is a constant term independent of T, vy = T~ and o € (0,0.5).

Assumption 22. Tcmk:{Agf)} =p and HA&QH < oofori=1,2.

The rate used for the shrinking breaks in Assumption 21 is simply a mathematical ap-
proach adopted in the literature* to obtain the asymptotic properties of estimators. These
properties are otherwise difficult to obtain or they are obtained in complex forms using
the fixed break approach.

To ease notation, let Gf ; = E[za;] when h < hg and G4 = E[zx,] when h > hy.

Then based on Assumption 21, to reflect the shrinking breaks in the JE, we write

Assumption 23.

Gl = E[zz)AY = Go + Q..dY  for t <h (4.14)
1,7 — t~t T — Y0 zzWp > I .

Gl = Ela2]) AL = Gy + Q..dY for t > hy, (4.15)

where Gy = ...

Assumption 23 is analogous to Assumption 17 on page 113 used for the one break in the
JE under the fixed break approach. It implies that under this shrinking breaks approach,
the expectation of the Jacobian in the Unstable case is identical to that of its counterpart

in the Stable case plus a term which is O, (v7) that shrinks as the sample size increases.
Assumption 24.

[T'm]
supren T~ Z (2, — GLp)|| = 0,(1), whent < hy (4.16)

t=1
T

supren||T™" Y (212, — Gh )|l = 0p(1), whent > hy. 4.17)
VEJER!

Assumption 24 states the difference between the Jacobian and GZT is very small in prob-
ability fori =1, 2.
Consistency and Convergence Rate

This section considers issues relating to the limiting properties of the break fraction es-

timator obtained from a model with a coincidental break in the SE and JE. First, recall

4See Bai (1997a), Boldea et al. (2012) and Perron and Yamamoto (2015).
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from Assumption 1 on page 27 that when the Jacobian is stable, E[zx,] = Go. In the
following lemma, we state that the difference between (G and the Jacobian obtained from

a model with an unstable JE is asymptotically negligible.

Lemma 12. [f the model is generated by (4.12) and Assumptions 21 to 24 hold,

(Tm]
supren||T™" Z (ztx; — Go) |l = 0,(1). (4.18)
=1
Remark 5. As seen in the proof of Lemma 12 presented in Appendix D.2 on page 126, the
0,(1) term in Lemma 12 is O(vr) and hence, the difference between the Centre Matrix’

in a Stable and Unstable JE is at most O(v2), which is asymptotically negligible.

Based on Lemma 12 and Remark 5, the consistency of A can be proved following a similar
three-step procedure used in the Stable Jacobian case detailed in Subsection 2.4.1 on page
32. Although we do not present the theoretical proofs in this research, we conjecture in
the following remark that (based on preliminary analysis) using this shrinking breaks

approach.

Remark 6. if y; and x, are generated as given in (4.12) and Assumptions 21 to 24 hold,
then for every € > 0, there exists a finite M independent of T, such that for all large T,

P(T|\ = Xo| > Mvz?) <. (4.19)

This assumption infers the consistency of the break fraction estimator obtained from a
model with a break in both the SE and JE and also provides its rate of convergence to the
true break fraction in the SE. Furthermore, the results from the Monte Carlo simulations

carried out in Chapter 5 support this consistency assumption made in Remark 6.

4.2.3 Separate Break Scenario

When the break in the SE does not occur at the same point as the break in the JE, then for
the model given in (4.12), we have that \y # 7y. Thus there are two possible events that
can happen which we term Event 1 and Event 2. In Event 1, the break in the SE lies after
the break in the JE, that is 7y < Ao while in Event 2, the break in the SE lies before the
break in the JE, that is A\ < 7.

SRecall the Centre Matrix is essentially a quadratic of the Jacobian, G%(-),i = 1, 2.
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In both events, there are five possible cases that can occur, dependent on the location of

the candidate break fraction. Starting with Event 1, we have

Case 1: When )\ < 7y < A

Case 2: When \ =715 < Ag

Case 3: When 7 < A < Ag

Case 4: When g < A = )\g

Case 5: When m < A\g < A

We show a plot of Dy () for Event 1 in Figure 4.3. The DGP is identical to that used
in the Coincidental Break Scenario on page 117 except that in this case, the break in the

SE, A\g = 0.7 while the break in the JE is left at my = 0.5. The plot clearly shows the

supremum of Dr(\) occurs when A = 0.7.

igure 4.3: D7()\) forall A € A.
One bre each in both the JE and SE (Event 1)
Separate break at = 0.5 and )\ 0.7
53 =(1.08,08,08, 0.8], 0.1, 02 ,0.2,0.2,0.2))
(e1 9(2)) =([1,0.1],[-1,-0.1])
800

7001 b

600}

500

400

Value of DT()\)

3001

2001

100

Likewise, for Event 2, the five possible cases are
Case 6: When A < My < 7o

Case 7: When A = )y < 7

Case 8: When M\ < A < 7

Case 9: When )\ < A = 7

Case 10: When A\ < mp < A

Figure 4.4 shows D7(\) across the range of A when Event 2 occurs. Apart from imposing

the break in the SE at \o = 0.3, the data generating process is identical to that in Event 1.
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Yet again, the peak of D7(\) when A = 0.3 is clearly evident.

igure 4.4: Dy ()) forall A € A.
One bre each in both the JE and SE (Event 2)
Separate break at = 0.5 and )\ 0.3
© ) =(1.08,08,08, 0.8], 0.1, 0.2 ,0.2,0.2,0.2))
(e1 eg) =([1,0.1],[-1,-0.1])
800

7001

600}

500

400

Value of DT()\)

3001

2001

100}

Consistency and Convergence Rate

Based on Assumptions 21 to 24, Lemma 12 and Remark 5, the asymptotic behaviour of
the test statistic and break fraction estimator obtained from a Separate Break model is
identical to those in the Coincidental Break model. Consequently, the assumption of the
consistency and convergence rate given in Remark 6 extend to both Events 1 and 2 of the

Separate Break scenario as well.

4.3 Conclusion

This chapter considered break point estimation in models with an unstable Jacobian Equa-
tion, that is, models in which the relationship between the endogenous regressor and its
instruments are not constant. Hall et al. (2012) provide a good example of this type of
problem that exists in reality. In their study of the NKPC using US data, they identified
two break points in the JE of the endogenous regressor, output gap. To determine the total
number of break points in the model, they first estimated the breaks in the JE before those
in the SE based on 2SLS. In our own estimation approach using GMM however, there is
no need to pre-estimate the break points in the JE first. Our strategy which is based on

parameter variation is focused on the main SE of interest.
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Two main types of models with an unstable JE were considered. Firstly, a model with
a single break in the JE only was examined. Using the fixed break approach, the break
fraction estimator was shown to converge to a random variable uniformly in A for A € A.
Secondly, a model with a break in both the SE and JE were studied. These models were
classified as either Coincidental or Separate break models, based on the location of the
two break points in the sample. Using the shrinking breaks approach, we showed initial
steps in the proofs of consistency and convergence rate of the break fraction estimator
obtained from these models. Furthermore, the Monte Carlo simulations in Chapter 5
support the conjecture made that the break fraction obtained from the models with either
a Coincidental or Separate break in the JE and SE is consistent for the true break fraction
in the SE. This implies that an unstable relationship between the endogenous regressor
and the instruments does not confound the estimations of a true break point in the SE, if

one exists.

Thus, the estimation of a break point in the SE when the JE is unstable follows a similar
process as the Stable Jacobian outlined in Chapters 2 and 3. This proposed methodology
using GMM therefore provides fewer steps than the 2SLS approach in Hall et al. (2012).
In this way, our method enables the researcher to focus entirely on any significant break

point in the main Structural Equation of interest rather than on the Jacobian Equation.



Appendix D

D.1 Proof of Lemma 11

With the single break only in the Jacobian Equation (JE), there are three different expres-
sions D*(\) can take, dependent on the location of the true break fraction in the JE,
and the break fraction being considered, A. The first case is when they both occur at the
same location, that is when \ = m; the second case is when A < 7 and the third case is

when A > 7.

As in the Stable Jacobian proofs, D () is also analysed here based on its two main com-
ponents - the Parameter Difference and the Centre Matrix. For the Parameter Difference,

since there is no break in the Structural Equation’, then it is straightforward to see that for
all A € A,

~

01(N) — 02(\) B 05" — 0 =0, (D.1)

since 9(()1) = 0(()2). This implies that irrespective of the location of 7y, the Parameter

Difference is always zero as it is dependent only on a break point in the SE.

On the other hand, examining the Centre Matrix as given in (4.7) to (4.10), it is evidently

dependent on 7, and consequently, it is not invariant to the location of the break fraction

'Also by construction the estimated parameters are unaffected by only a break in the Jacobian (see
GMM estimation in Appendix A.1).

123



APPENDIX D. 124

being considered. Recall the Centre Matrix in this case is denoted as M, (/\)*1, where

M (A) = My(A\) ™ + Ma(N)™

M;(\) = G}() W()\)Gf( ), fori=12,

GY(\) = min(mo, A )QZZA( + maz (0, — ) QA

GE(N) = max(my — A, O)szA( ) + min(1l — m, 1 )QMA(2

Wi(A) = A71C, Wa(A) = (1 — A\)7'C and C is a nonsingular constant matrix.

This is unlike the Centre Matrix analysed earlier in models with a Stable Jacobian given
in (B.12) in Appendix B.1. Based on the limit of the Parameter Difference given in (D.1),
it is sufficient to show that the limit of the Centre Matrix is finite in order to determine
the limiting behaviour of D:.(\). Assumptions 17 and 18 imply that both M(-) and
M (+) are finite positive definite matrices with full rank. For the record, the specific forms
of G#(\) and G%(\) for all A € A, covering all the three cases highlighted above are

provided below.

Case 1: When )\ = 7,

For the Jacobian before the break, we have

- Z zx, =T7" Zztzt )2 G\,
where

Gh(\) = AQ.. ALY, (D.2)

while for that after the break, we have

T T
T! Z zx, =T7! Z 22, A B Gh(N),

t=k+1 t=k+1
where
GE(N) = (1= N)Q==AF. (D.3)

2These assumptions state that E[z.x;] = E[ztzé]Aéi) = szAgi), rank{Aéi)} =p, [|Q::|| < oo and
< oofori=1,2.
AD fori=1,2
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Case 2: When )\ < 7,

The Jacobian before the break is identical to (D.2), while that after the break,

T ho T
Tt Z s, =T Z ztz;A(()l) + 71 Z th;/A(()Q) B Gh(N),
t=k+1 t=k+1 t=ho+1
where
GEA) = (1 — NQ.AY + (1 — 70)Q..AP. (D.4)

Case 3: When \ > 7,

In this case, the Jacobian after the break is identical to (D.3) while that before the break,
k ho k

7! Z zx, =T Z ztz;A((]l) + 71 Z ZtZ;Aég) = GV,

t=1 t=1

t=ho+1

where

Gl = QAN + (A — ) Q.. AY. D.5)

In all three cases, G?()\) for ¢+ = 1,2 given in (D.2) to (D.5) are seen to be finite. This
confirms the Centre Matrix is finite and in combination with the Parameter Difference

given in (D.1), proves the nonstochastic limit of DJ.(\) as presented in Lemma 11.
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D.2 Proof of Lemma 12

We consider the case where m < hy. The analysis for 7 > h is similar and hence is

omitted. First, by adding and subtracting GfT, we write?,

[T'7) [T]
I Z (20 = Go) | = I Z (21, = G g + G = Go) |
t=1 t=1
[T] , [T
= || Z (Ztl"t - GfT) + 77t Z (G’iT _ Go) I
t=1 p—
[T (Tx]

< T (zery = G) |+ 1T Y (Gl = o).
t=1 t=1

Taking the supremum implies,

(T7]
supger|| T Z (ztx; — Go)|l
=1
[Tﬂ'} [Tﬂ'}
< supren{ 1T Y (20, = G|+ 1T Y (Ghy = Go)}
t=1 t=1
<I'ir+TDor,
where
(Tx)
D1 = supren|| T~ (za, — Gl )|l (D.6)
=1
and
(T'n]
FO,T = supﬂenﬂT*l Z (G?,T — Go) H (D7)
=1

Recall that Assumption 24 on page 118 states,

(T']

suprenl|TY " (2w, — Ghp) || = 0,(1), whent < ho.
t=1

3Using the Triangle inequality.
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This implies I'; 7 is asymptotically negligible. Also, from Assumption 23 on page 118,
Ghr = Elaz]AY = Go+ Qud) for t < h,

and so we write

[T'r] [T'x]
Lo = suprentl| T Quedy || = supren||QedDT>  wy]. (D.8)
t=1 t=1

Since Q.. and dV) are both O(1) and v is O(T~%), then
Lo = supren||O(MOM)O(T™)|| = supreno()|| = o(1).

Combining I'; 7 and I'g 7 we therefore conclude,

()
supren||T™" Z (th; — Go) |l < 0,(1) + 0(1) = 0,(1).

t=1



Chapter 5
Monte Carlo Simulation Results

This chapter presents detailed results of the Monte Carlo simulation experiments carried
out to examine the performance of the break fraction estimators in finite samples. These
simulation results support the underlying theory discussed in Chapters 2 to 4. Though
most of the results presented are based on the Difference test statistic, D7 (\) on which the
theoretical analysis is established, however, a few results from the simulations involving
the Wald Test, Waldr(\) and the Lagrange Multiplier Test, LMy () are also presented.
The similarities between all three tests are clearly evident, alluding to the conjecture that
similar theoretical results derived for the Dr(\) in this research may also extend to the

other two tests.

In addition, although most of the estimations from the multiple break models are carried
out using the Sequential Estimation Method on which the theory is based, for compar-
isons, we also show some results obtained from the Simultaneous Estimation Method. As

seen, both methods yield similar outcomes.

The chapter is divided into two broad sections. The first section presents results from
the Stable Jacobian models while the second presents results from the Unstable Jacobian
models. Throughout the simulations in this chapter, the true number of break points are
assumed to be known and only their locations need to be estimated. However, in the next
chapter, we investigate the break fraction estimators obtained from models where the true
number of break points is not known a priori. The fundamental Data Generating Process
(DGP) used is presented in the Stable Jacobian section and any relevant changes are made

to it in the Unstable Jacobian section.
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5.1 Simulation Results from Stable Jacobian models

In this section, the break fraction estimators obtained from four different models with a
Stable Jacobian are examined. We start with the simplest model which is one with no
breaks in its Structural Equation (SE), that is, a model where my = 0. This model forms
a good foundation in which we progress into the remaining models with one, two and
three break points in the SE. In the first three types of models considered, that is, when
m = 0,1, 2, we sequentially estimate two break points irrespective of the true number of

breaks. This provides an expanded view of the behaviour of the break fraction estimator.

5.1.1 The DGP for Stable Jacobian models

The DGP for all the models' is made up of two parts - the SE and the Jacobian Equation
(JE). For models with a stable JE, the SE is unique to the number of break points in the

models, hence, we present them alongside their respective models below.

Conversely, the JE is generic to all models with a Stable JE and is constructed as,
a=[1,2]0 +v, t=1,2...T, (5.1)

where (i) z; is the p x 1 endogenous regressor; (ii) 2; is the ¢ X 1 instrument vector
constructed as z; ~ i.0.d N(04x1,1,), ¢ = 4; (iil) 0 is a (¢ + 1) x 1 vector of the JE
coefficients with specific values (1,0.5,0.5,0.5, 0.5)/, generated to yield a population ?

of 0.5; (iv) the errors are generated thus: (u;,v;) ~ IN(0gy1,) where u, is the error

1 0.
in the SE and €2 = 05 ; (v) a trimming of € = 0.15 is applied in all simulations,

that is, the range of the break fraction estimator, A = [0.15, 0.85] and consequently, all
estimations are performed using the central 70% of the sample; (vi) the results cover five
sample sizes of 140, 260, 300, 420 and 600; (vii) the results presented are based on 1000

repetitions; (viii) all simulations are programmed in MATLAB.

5.1.2 Simulation Results for a Model with No Break in the SE

In the next chapter, we discuss the behaviour of the test statistic D () in a model with no

breaks in either its JE or SE. However, the simulations presented in this section investigate

The DGP adopted in this study is similar to that used in Hall et al. (2012).
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the behaviour of the break fraction estimator \ obtained from such models with no breaks.

The results reported cover three sample sizes of 140, 300 and 600.

The DGP of the SE in a Model with No Breaks

The SE is generated thus,
ye = [1, 2] 0 + 1wy, for t=1,2,...,T, (5.2)

where ¥, is the dependent variable; x; and w; are as given in (5.1); 6, is the p x 1 vector

of coefficients with specific values 6y = [1,0.1]

The Simulation Results

We present eight simulation results under two categories. The first category comprises
four simulation results obtained from estimating one break point only while the second

category covers results obtained from estimating two break points.

Figures 5.1 and 5.2 show the histograms of the estimated break fractions )\ across A in
models with sample sizes of 140 and 300 respectively. For comparisons, Figures 5.3
and 5.4 show the results obtained using Dr(A) and LMr()) respectively, both from a
sample size of 600. The similarity of A in all four plots is clearly evident. Since my = 0,
any break fraction within the range has an equal chance of being estimated, hence, A is

relatively diffuse over A.

When two breaks are estimated, the randomness of the break fraction estimators becomes
more apparent. Figures 5.5 and 5.6 show the two estimated break fractions plotted against
each other. Note that for the Sequential Estimation Method, we define /Aﬁ and /%2 as the
first and second sequentially estimated break fractions?> and based on Assumption 12 on
page 61, the first estimated break fraction, A = mz’n{/%l, /2;2} From the results displayed,
it is clear that similar to the first estimated break fraction, the second is equally dispersed
across A.

For comparison, Figures 5.7 and 5.8 show plots of the two estimated break fractions ob-

tained through Sequential and Simultaneous Estimation Methods respectively, using the

>Note that 12;1 and ]%2 are used in these Sequential estimation simulations to define the first and second
sequentially estimated break points only and they should not be substituted with those used to denote break
points in Chapter 3.
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Waldr(\). The computation for the Simultaneous Estimation Method is somewhat dif-
ferent. We follow a similar algorithm used in Bai and Perron (2003) and allow identifica-
tion of the two break points as global maximisers of the test statistic, D7 (). The optimi-
sation is taken over all partitions such that the observations in each partition, in f (k:((fﬂ) —
k(()i)) > max{q, |T€|}, as set out in Assumption 13. As seen, both break fractions are

likewise randomly estimated.

Figure 5.1: Histogram of A using D7()\)
Estimating 1 break; DGP has no break in SE or JE (T=140)
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Frequency

Frequency

Estimating 1 break; DGP has no break in SE or JE (T=300)

Figure 5.2: Histogram of A using D7 ()\)
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Estimating 1 break; DGP has no break in SE or JE (T=600)
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Figure 5.3: Histogram of A using D7()\)
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Figure 5.4: Histogram of A using LMz ()\)
Estimating 1 break; DGP has no break in SE or JE (T=600)
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Figure 5.5: First against second estimated break fraction using D7 ()
Estimating 2 breaks; DGP has no break in SE or JE (T=140)
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Figure 5.6: First against second estimated break fraction using D7 ()
Estimating 2 breaks; DGP has no break in SE or JE (T=300)
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Figure 5.7: First against second estimated break fraction using Waldr(\)
(Sequential Estimation) Estimating 2 breaks; DGP has no break in SE or JE (T=600)

8=(1,05,0.5,0.5,0.5)

8,=(1, 0.1)
1
0.9 i
B Lt werg et =
o8l tes o . . . K . on? ] ! o ) .
. . ° %8 o 8¢
L . :'0. ‘: ot o’ L 5"‘.'.0" i
07 ORI R AN LS
0.6 ° ot o . .. "\. “:.:o ° :c. Soe 8 7
i A .o' ¢ e .‘ 0 ° o o .
'&05 r LY - o"..-'C‘ ."-.'.‘ M & 4
A ¢ ..Q. s 3 .i’ ..c .'0 ° 0?
0.4 ’...t ° ° o ° {' ° . o o 7
....o ° . o". 0 . .:. F} o LX) o . ©
0.3k ?; : | J.: e ’. LI - o . . & |
: ° LN ‘...* '.4’: ° X M P o °
i 5'.“ woln# PR OO S i
E > I AR AR )
0.1 i
0 I I I I I I I I I




CHAPTER 5. MONTE CARLO SIMULATION RESULTS 135

Figure 5.8: First against second estimated break fraction using Waldr(\)
(Simultaneous Est) Estimating 2 breaks; DGP has no break in SE or JE (T=600)
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5.1.3 Simulation Results for a Model with One Break in the SE

This section presents results from models where the true break, my, = 1. The results
shown are based on three sample sizes of 140, 300 and 600.

The DGP of the SE in a Model with One Break

The SE is generated thus,
"n(1)
yr=[1,24) 0y +up, for t=1,2,...,[NT] (5.3)
= [1,2,) 00 +ue, for t=[NT)+1,....T, (5.4)

where 9(()1) and 9(()2) are the parameters before and after the true break point with specific
values, (9(()1), 9(()2)) = ([1,0.1],[~1,—0.1]"). The results shown are based on two different

locations of the break fraction in the model, when Ay = 0.5 and 0.7.

The Simulation Results

We present eight simulation results organised into four categories. The first two cate-

gories present the results obtained from estimating one break point only while the last
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two categories reports results from estimating two break points.

In the first category, the histograms of ) obtained from models with sample sizes 140 and
600 are displayed in Figures 5.9 and 5.10 respectively. The break fraction estimators are
clearly concentrated around the true break of \y = 0.5, with the precision increasing as
the sample size gets larger. The two histograms in the second category shown in Figures
5.11 and 5.12 also display ), albeit the break in the SE is moved to Ao = 0.7. Yet again,
the histogram is clearly centred at this true break point.

In the third category, the histograms of the two estimated break fractions are displayed in
Figures 5.13 and 5.14 for sample sizes of 140 and 300 respectively. The first estimated
break fraction converges at the true break where A\ = 0.5, while the second break fraction

is randomly estimated across the range of A.

The last category compares the two estimated break fractions obtained from the Sequen-
tial Estimation Method shown in Figure 5.15 with those obtained from the Simultaneous
Estimation Method shown in Figure 5.16. For the Sequential estimation method, the first
break fraction is always the true break fraction, shown by 1%1 = 0.5, while the second
break fraction is randomly selected, as seen by the spread of k. This supports the theory
as laid out in Chapter 3 that the dominant break fraction (which is the only true break

fraction in this case) will always be estimated first.

In the Simultaneous estimations results, either of the two estimated break fractions always
identifies the true break at \; = 0.5. However, neither of them is consistent for it in
particular. So when one break fraction estimates the true break, the other is arbitrarily

estimated from any of the candidate break fractions within A.

The focus here however, should be on the fact that the true break point is always estimated
as indeed if there was a true second break point in the model, it would be consistently
estimated as the simulation results from the multiple break models show. Therefore, both
the Sequential and Simultaneous Estimation Methods yield similar outcomes as they both

convincingly estimated the location of the true break point in the model.
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Figure 5.9: Histogram of A using D))
Estimating 1 break; DGP has 1 break in SE (T=140)
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Figure 5.10: Histogram of  using D7 (\)
Estimating 1 break; DGP has 1 break in SE (T=600)
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Figure 5.11: Histogram of \ using D7 (\)

Estimating 1 break; DGP has 1 break in SE (T=140)
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Figure 5.12: Histogram of  using D7 (\)
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Frequency

Frequency

Figure 5.13: Histogram of \ using Dr()\)
Estimating 2 breaks; DGP has 1 break in SE (T=140)
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Figure 5.14: Histogram of  using D7 ()\)
Estimating 2 breaks; DGP has 1 break in SE (T=300)
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Figure 5.15: First against second estimated break fraction using Dy (\)
(Sequential Estimation Method) Estimating 2 breaks; DGP has 1 break in SE (T=600)

Figure 5.16: First against second estimated break fraction using D7 ()
(Simultaneous Est) Estimating 2 breaks; DGP has 1 break in SE (T=600)
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5.1.4 Simulation Results for a Model with Two Breaks in the SE

The results reported in this section are for models where my = 2. The results are split into
two broad categories. The first considers models which have equal magnitude of shifts as
displayed in DGP 1 below while the second looks at models with unequal shifts as given
in DGP’s 2 and 3. The simulation results in the first category are based on three sample

sizes of 140, 260 and 420 while those in the second category use a sample size of 300 and
600.

As highlighted earlier in the results for the one break model in Subsection 5.1.3, by def-
inition and based on Assumption 12 on page 61, we have that )\(()1) < )\(()2). In line with
the sequential procedure outlined in Section 3.2, we define k1 as the first estimated break
fraction obtained when using the whole sample for estimations since this first break frac-
tion will not always necessarily be at )\(()1) or )\(()2). Likewise, ks is defined as the sec-
ond estimated break fraction obtained from the second round of estimations using the
subsamples. Finally, we define the first and second break fraction estimators simply as

A\ = min{l%l, 1%2} and \y = maa:{l%l, /2:2} respectively.

The DGP of the SE in a Model with Two Breaks

In both categories, the true break fractions are placed at )\él) = 0.33 and /\(()2) = 0.67.
Since the magnitude of shifts differs in both categories, we present the DGP for a generic
SE as

Yy = [17%}'0(()1‘) +u, for t=1,2,...,7 and i =1,2,3. (5.5)

Specifically,

For DGP 1: (Hél), (982), 9[()3))
For DGP 2: (67,617, 6{%))
For DGP 3: (9((]1), 9((]2), «9(()3))

([1,0.1], [-1,-0.1]", [1,0.1]").
([1,0.1], [-1,-0.1]", [1,4.0]").
([1,2.0', [-1,-0.1]", [1,0.1]").

The Simulation Results

Six simulation results are presented in the first category using DGP 1. In Figures 5.17
and 5.18, the histograms of the first and second estimated break fractions obtained from
a model with sample size 420 are respectively displayed. As conjectured on page 71,

since the breaks in the model are of equal magnitude, then no particular break fraction
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dominates the other and hence, the break fraction estimator \ converges to a random

variable with equal mass at /\él) and )\82).

Figures 5.19 and 5.20 show the histograms of the two estimated break fractions together
in a model with sample size 140 and 260 respectively. The distribution is similar in both

models with clustering around the two true break fractions.

In Figures 5.21 and 5.22, we present the bivariate histograms of the two estimated break
fractions in models with sample sizes 260 and 420 respectively. As seen, the break frac-
tion estimator is not consistent for a specific break but more importantly, they identify
either of the two true break fractions. The similarities in the heights of the histograms in

the two models indicate both break fractions are equally estimated.

For the second category, six simulations are presented to compare the break fraction es-
timators obtained from a model using DGP 1 with those obtained from DGPs 2 and
3. First, notice in DGP 2, the second break point, )\(()2) is the dominant break because
||052) — 0(()3) || > ||<9((]1) — 052) ||; while in DGP 3, )\(()1) is the dominant break fraction because
1657 — 66”11 > 1165” — 65

In Figures 5.23 and 5.24, we compare the histograms of the first estimated break point
using DGP 1 and DGP 2 respectively, both with a sample size of 300. For the equal shifts
in Figure 5.23, either of the two break fractions is estimated first, similar to category
one above. This is in contrast to that in Figure 5.24 where the dominant break fraction,
)\82) = 0.67, is estimated first. Similarly, for the second estimated break fraction displayed
in Figures 5.25 and 5.26, the difference is again clearly seen. While either of the two true
breaks is identified using the equal magnitude of shifts in DGP 1, on the other hand,
)\él) = 0.33 is always estimated when using DGP 2. These results are consistent with
Proposition 3 on page 66 because the first estimated break fraction always converges to

the dominant break fraction, which is /\(()2) in this case.

The last two results presented in this section compare the bivariate histograms of the
two estimators obtained from DGPs 1 and 3, both using sample sizes of 600. These
histograms immediately highlight the relationship between the first and second estimated
break fractions. From the results of the model with equal breaks displayed in Figure 5.27,
the two true break points are again equally identified by both break fraction estimators.
Conversely, using DGP 3 with unequal shifts, Figure 5.28 clearly indicates that the more
dominant break fraction, /\[()1) = 0.33 is always estimated first while )\(()2) = 0.67 is always

estimated second.

The estimation results in the second category highlights one of the advantages of the

Sequential Estimation Method; it affords the researcher the possibility of recognising
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which of the breaks in a model is more dominant if this is a feature desired.

Figure 5.17: Histogram of the first estimated break fraction using D7 ()
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Figure 5.18: Histogram of the second estimated break fraction using D (\)
Second estimated break; DGP has 2 breaks in SE (T=420)
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First estimated break; DGP has 2 breaks in SE (T=420)

(65 6, ) =([1,0.1],[-1,-0.1], [1,0.1] )
Two break points at)\(l) =0.33 and )\(2) =0.67

800

700

600

500

400

300

200

100

800

700

600

500

400

300

200

100

0.1 0.2 0.3 0.4 0.5 0.6 0.7 0.8

(6 6 &) =([1,0.1], [-1,-0.1],[1,0.1])
Two break points at)\(l) =0.33 and )\g =0.67

0.1 0.2 0.3 0.4 0.5 0.6 0.7 0.8

0.9

143



CHAPTER 5. MONTE CARLO SIMULATION RESULTS 144

Figure 5.19: Histogram of the two estimated break fractions using Dr(\)
Estimating 2 breaks; DGP has 2 breaks in SE (T=140)
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Figure 5.20: Histogram of the two estimated break fractions using D7 ()
Estimating 2 breaks; DGP has 2 breaks in SE (T=260)
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Figure 5.21: Bivariate Histogram of both break fractions using Dr(\)
Estimating 2 breaks; DGP has 2 breaks in SE (T=260)
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Figure 5.22: Bivariate Histogram of both break fractions using D7 (\)
Estimating 2 breaks; DGP has 2 breaks in SE (T=420)
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Figure 5.23: Histogram of the first estimated break fraction using D7 ()
DGP has 2 breaks of equal magnitude in SE (T=300)
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Figure 5.24: Histogram of the first estimated break fraction using D7 ()
DGP has 2 breaks of unequal magnitude in SE (T=300)
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Figure 5.25: Histogram of the second estimated break fraction using D7 (\)
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Figure 5.26: Histogram of the second estimated break fraction using D7 (\)
DGP has 2 breaks of unequal magnitude in SE (T=300)
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Figure 5.27: Bivariate Histogram of both break fractions using Dr(\)
DGP has 2 breaks of equal magnitude in SE (T=600)
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Figure 5.28: Bivariate Histogram of both break fractions using D7 (\)
DGP has 2 breaks of unequal magnitude in SE (T=600)
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5.1.5 Simulation Results for a Model with Three Breaks in the SE

The simulation results presented in this subsection where m, = 3 are organised in two
categories. The first category presents results for models with equal magnitudes of shifts
while the second presents models with unequal magnitudes of shifts. The results are based
on three sample sizes of 140, 300 and 420.

The DGP of the SE in a Model with Three Breaks

The three true break fractions are placed at )\él) = 0.25, )\[()2) = (.50 and )\53) = 0.75.

To cover the two categories, we again present two DGPs with the generic SE given as
ye = [1,2) 00 +uy, for t=1,2,....T, andi=1,2,3,4. (5.6)

Specifically,
For DGP 1: (65",6?,6%,6{")
For DGP 2: (65" ,6(”, 6%, 6{")

([1,0.1]", [-1,-0.1]", [1,0.1), [-1,—0.1]).
([1,0.1], [-1,-0.1]", [1,2.0]", [-1,—0.5]).

The Simulation Results

We present six simulation results across both categories. The first two display results for
the first category using DGP 1 which has equal sizes of shifts. These are seen in Figures
5.29 and 5.30 where the histograms of all the three estimated break fractions obtained
from models with sample sizes of 140 and 420 are respectively displayed. Consistent
with Proposition 3 on page 66, the break fraction estimators are clearly seen to converge

towards the true break fractions (0.25, 0.5 or 0.75) as the sample size T increases.

The second category which uses DGP 2 presents four results all from a model with a
sample size of 300. First, notice the magnitudes of the breaks in DGP 2 have been ordered
SO HG((J?’) - 0(()4) | > H@t(f) - 0(()3) | > HG((JI) - 0(()2) ||. Consequently, )xég) is the most dominant,
followed by )\82). Hence in line with the theory, we expect )\53) to be estimated first before

)\(()2) and then lastly, /\(()1). Each of the three estimated break fractions are displayed in turn.

In Figures 5.31 to 5.33, we display the histograms of the first, second and third estimated
break fractions respectively. The results are as expected because ey distinctly converges
to )\83), the most dominant break as seen in Figure 5.31; 1%2 converges to )\82) as seen in

Figure 5.32 and ks converges to )\(()1) as seen in Figure 5.33.
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Lastly, in Figure 5.34 we present a subplot which shows the second and third estiamted
break fraction plotted against the first estimated break fraction. The first estimated break
fraction is placed on the x axis, while the second and third estimated break fractions are
placed on the top and bottom half of the y axis respectively. This subplot provides a more
convenient way to view the three estimated breaks concurrently. One can readily see that
the first break fraction is consistently around A = 0.75, while the second and third break

fractions are around A = (0.5 and 0.25 respectively.

These simulation results displayed under the second category further verify Proposition 3
on page 66 because the estimated break fraction always converges to the dominant break

fraction.

Figure 5.29: Histogram of the three estimated break fractions using Dz ()
Estimating 3 breaks; DGP has 3 breaks in SE (T=140)
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Figure 5.30: Histogram of the three estimated break fractions using D7 ()
Estimating 3 breaks; DGP has 3 breaks in SE (T=420)
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Figure 5.31: Histogram of the first estimated break fraction using D7 ()
DGP has 3 breaks of unequal magnitude in SE (T=300)
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Figure 5.32: Histogram of the second estimated break fraction using D7 (\)
DGP has 3 breaks of unequal magnitude in SE (T=300)
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Figure 5.33: Histogram of the third estimated break fraction using D7 (\)
DGP has 3 breaks of unequal magnitude in SE (T=300)
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Figure 5.34: Subplot of the three estimated break fractions using D7 ()
DGP has 3 breaks of unequal magnitude in SE (T=300)
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5.2 Simulation Results from Unstable Jacobian models

This section presents the Monte Carlo simulation results from three classes of models
which have an unstable Jacobian, that is, models which have a break in the relationship
between the endogenous regressors, z; and the instruments, z;. The first class of models
has only one break in the JE and none in the SE while the second and third classes of
models have one break each in both the JE as well as the SE. The breaks in the second
class occur at the same location in the sample while those in the third class occur at
different locations in the sample. As in Section 4.2, these are respectively referred to as
Coincidental and Separate Breaks. The results cover models of different sample sizes.
As in the Stable Jacobian simulations, we also report results from estimating two break

points, irrespective of the true number of break points in the model.
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5.2.1 The DGP for Unstable Jacobian Models

Due to the break in the Jacobian, it is compulsory the JE given in (5.1) on page 129 has
to be modified. Throughout this section, we construct the JE with a single break as,

x = |1, zt],5((]1) +u, fort=1,2,..., [Tm] (5.7)

=[1,2] 0% + v, fort=[Tm)+1,....T, (5.8)

where (60", 6%%) = (]1,0.8,0.8,0.8,0.8],[0.1,0.2,0.2,0.2,0.2] ) and the true break frac-
tion in the JE, 7o = 0.5. All other variables are constructed as outlined in the base model
given in (5.1) on page 129.

The SE on the other hand, is presented alongside the classes of models being considered

below.

5.2.2 Simulation Results for a Model with One Break in the JE only

The models in this subsection have breaks only in the JE, as such, the SE is stable and
constructed as in the model with no breaks used in Subsection 5.1.2. We rewrite it here
for easy reference,

/

Yy = [1,:6,5}/90 +uy, for t=1,2,...,T, where 0y =1,0.1]

The Simulation Results

We present four results from the Monte Carlo simulation experiment carried out on mod-
els with a break existing only in the JE. Figures 5.35 and 5.36 display the histograms of
the first estimated break fraction in models with sample sizes of 140 and 600 respectively.
Clearly, these break fraction estimators are dispersed throughout the range of A indicat-
ing it does not identify any particular break in the model. In Figures 5.37 and 5.38, the
two estimated break fractions are plotted against each other and as expected, both break
fraction estimators randomly identify any of the candidate break fractions hence, they are

both spread across A.

The results in this section are similar to those obtained in the case of a model with no
breaks in the SE presented earlier in Subsection 5.1.2. Thus, the simulation results pre-
sented here support the theoretical analysis carried out in Chapter 4. That is, the behaviour

of the break fraction estimator when the model has no break in the SE is comparable to
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its behaviour when there is a break in the JE alone.

Figure 5.35: Histogram of the estimated break fraction using D7 ()
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Figure 5.36: Histogram of the estimated break fraction using D7 (\)
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Figure 5.37: Plot of first and second estimated break fractions using D (\)
Estimating 2 breaks; DGP has 1 break in JE only (T=140)
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Figure 5.38: Plot of first and second estimated break fractions using D7 (\)
Estimating 2 breaks; DGP has 1 break in JE only (T=600)
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5.2.3 Simulation Results for a Model with a Coincidental Break

For the break in the SE, we use an identical model to that in (5.3) on page 135. That is,
Yy = [1,:Bt}/9[(f) +ug, for t=1,...,T7 and i =1,2,

where 6 = [1,0.1]’, 6§ = [~1,—0.1]" and the breaks, Ao = o = 0.5.

The Simulation Results

Eight results are presented in three groups. The first group made up of Figures 5.39 to 5.42
show histograms of the first estimated break fractions obtained from models with sample
sizes 140, 260, 300 and 600 respectively. In all samples, the break fraction estimator

clearly converges to the true break, A\g = 0.5.

The second group comprising Figures 5.43 and 5.44 display histograms of the two esti-
mated break fractions from models with sample sizes 300 and 420 respectively. While the
first estimated break fraction distinctly converges to the break in the SE in both models,
the second break fraction estimator on the other hand, is random and estimates any \ in

the acceptable range.

Similar behaviour is seen in the last group consisting of Figures 5.45 and 5.46 where
the first and second break fraction estimators are plotted against each other. It is again
obvious that the first break fraction estimator clusters around the true break \g = 0.5

while the second estimated break fraction is random.

These simulation results verify the diuscussions set out in Section 4.2.2 on page 116 and
hence the break fraction estimator from a model with a coincidental break in the JE and

SE will converge to the true break fraction in the SE.
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Figure 5.39: Histogram of the first estimated break fraction using D7 ()
Estimating 1 break; DGP has Coincidental break in SE and JE (T=140)
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Figure 5.40: Histogram of the first estimated break fraction using Dz ()
Estimating 1 break; DGP has Coincidental break in SE and JE (T=260)
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Figure 5.41: Histogram of the first estimated break fraction using D7 ()
Estimating 1 break; DGP has Coincidental break in SE and JE (T=300)
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Figure 5.42: Histogram of the first estimated break fraction using Dz ()
Estimating 1 break; DGP has Coincidental break in SE and JE (T=600)
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Figure 5.43: Histogram of the two estimated break fractions using Dr(\)
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Figure 5.44: Histogram of the two estimated break fractions using D7 ()
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Figure 5.45: Plot of the two estimated break fractions using D7 (\)
Estimating 2 breaks; DGP has Coincidental break in SE and JE (T=420)
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Figure 5.46: Plot of the two estimated break fractions using D7 (\
Estimating 2 break; DGP has Coincidental break in SE and JE (T=600)
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5.2.4 Simulation Results for a Model with a Separate Break

We present the results in this section in two groups. The first displays results from es-
timating one break only, while the second covers results from estimating two breaks.
Additionally, we consider two different break locations in the SE: when Ay = 0.3 and 0.7.
All other parts of the DGP are left identical to the Coincidental break model discussed
previously in Subsection 5.2.3, including the break in the JE at 7y = 0.5.

The Simulation Results

We present four results in the first group and two in the second. In Figures 5.47 and 5.48,
the histograms of the first estimated break fractions are displayed for models with sample
sizes 260 and 420 respectively. These histograms converge to the true break fraction at
Ao = 0.3. Similarly, when \y = 0.7, Figures 5.49 and 5.50 show the break fraction

estimators clearly gather again at this true break in the SE.

The last two figures show the simulation results when two break fractions are estimated,
using a sample size of 600. In Figure 5.51 where both break fractions are plotted against
each other, the first estimated break fraction noticeably converges to A\g = 0.7 for all
one thousand repetitions. In Figure 5.52 which displays the histograms of the two break
fraction estimators, the first estimated break fraction is distinct while the second estimated

break fraction randomly estimates any candidate \.

These simulation results presented for the Separate Breaks again supports the discussions
in Section 4.2, that when there is a break in both the SE and the JE, the estimated break
fraction would still be consistent for the true break in the SE. Therefore, estimating the
location of a break point in a model is unaffected by an unstable relationship between the

endogenous regressor and its instruments.
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Figure 5.47: Histogram of the first estimated break fraction using D7 ()
Estimating 1 break; DGP has Separate breaks in SE and JE (T=260)
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Figure 5.48: Histogram of the first estimated break fraction using D7 ()
Estimating 1 break; DGP has Separate breaks in SE and JE (T=420)
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Figure 5.49: Histogram of the first estimated break fraction using D7 ()
Estimating 1 break; DGP has Separate breaks in SE and JE (T=260)
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Figure 5.50: Histogram of the first estimated break fraction using D7 ()
Estimating 1 break; DGP has Separate breaks in SE and JE (T=420)
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Figure 5.51: Plot of first against second estimated break fractions using D (\)
Estimating 2 breaks; DGP has Separate breaks in SE and JE (T=600)

Figure 5.52: Histogram of the two estimated break fractions using D7 ()
Estimating 2 breaks; DGP has Separate breaks in SE and JE (T=600)
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5.3 Conclusion

The finite sample properties of the break fraction estimators were examined in this chapter
through the use of Monte Carlo simulations. The results were organised into two sections
- Stable Jacobian and Unstable Jacobian. The results are based on 1000 repetitions, cov-

ering models with five different sample sizes.

Under the Stable Jacobian, models with zero, one, two and three break points in their SE
were considered. In the models with no breaks, the break fraction estimator identified
any candidate break fraction within the range and was thus randomly distributed across
the whole range of A. Conversely, in the other three models, the break fraction estimator
was consistent for the true breaks in the SE, as evidenced by the convergence to the true
break locations as the sample size increased. This supports the consistency theory given
in Propositions 1 and 3 on pages 33 and 66 for the break fraction estimators obtained from

models with single and multiple break points respectively.

Furthermore, when different magnitudes of shifts were imposed in the multiple break
models, the results show the first estimated break fraction is consistent for the dominant

break in the model. Thus confirming Proposition 3 on page 66.

The simulation results from the Unstable Jacobian models likewise support the theoretical
findings as set out in Chapter 4. Although there was a break in the JE, the break fraction
estimator consistently identified the break points in the SE only. In this way, the estima-
tion of a break point in the SE follows a similar process as the Stable Jacobian outlined in

Chapters 2 and 3, irrespective of the stability of the JE.

This is particularly appealing as it indicates an Unstable Jacobian does not confound
estimations of a true break in the SE. Thus, when a model has an endogenous regressor,
the reduced form does not need to be estimated first to determine its stability, neither
does the SE have to be partitioned into subsamples based on the stable reduced forms as
proposed in Hall et al. (2012) using Two Stage Least Squares. This method using GMM
thus permits the researcher to focus on and account for break points in the main SE of

interest, rather than on the JE.



Chapter 6

Determining the True Number of Break

Points

In the previous three chapters, the discussions and analyses were based on the premise
that the true number of breaks, m(, were known and only their locations needed to be
estimated. These break points were estimated one after the other until they were all ob-
tained. In reality however, knowledge of the true number of break points existing in a
model may not be known beforehand. Furthermore, by the design of the Sequential Es-
timation procedure, there will always be a value of supDr(\) estimated. This may not
always indicate that it is a true break point. There needs to be a procedure to assess if
the break at the supremum is big enough to indicate a true break occurs at that point.
We highlight this using the case of a model with no break point in either the Structural
Equation (SE) or the Jacobian Equation (JE).

The SE and JE of such a model would have the forms,

yt:[l,xt]leg—l—ut, t=1,2,...,T and
= [1,2)00+v, t=1,2....T (6.1)

respectively, where all the terms are as previously defined in (2.2) and (4.1). We examine
the asymptotic behaviour of the test statistic in the usual way by decomposing it into its

two main parts - the Parameter Difference and the Centre Matrix.

First, recall the test statistic as given in (2.5) on page 32 in the Stable Jacobian chapter,

!

Dr(A\) = T(01.7(\) — bo0(N) Moz (N) ! (G1.0(N) — Bar(N)),
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where 01 7(\) — 0,.7()) is referred to as the Parameter Difference and M, 7(\) ™" as the
Centre Matrix. Starting with the Parameter Difference, notice that as there is no break in
the SE, then (9(()1) = 9(()2) . Hence, similar to (D.1) on page 123, it must be that for all A € A,

~

01(0) — B;(\) B o — 67 =0,

On the other hand, the limit of the Centre Matrix for all A\ € A remains as A(1 — \)5,
where B = ),.C(Q),., as shown in (B.12) in Appendix B.1. Therefore, we can con-
clude that when there is no break in the model, D7 (\) will exhibit a similar behaviour

asymptotically for all A € A, that is,

Di(\) B A1 =M\ (65 — 657 B@6S" — 65
=0. (6.2)

Figure 6.1 shows a thousand simulations of Dy (\) to illustrate its finite sample behaviour
in these sort of models that have no true break point. We use a sample size of 600 with
parameter values 6, = (1,0.1)" and &, = (1,0.5,0.5,0.5,0.5)". As in other simulations,
the range of A = [0.15,0.85]. The simulations clearly show there is no major difference
in the values of Dr(\) across the whole range of A, as they are all approximately zero,
consistent with the theory presented above. Nonetheless, the break fraction estimator, ;\,
randomly selects any of these values as the location of the break point, as seen in the

Monte Carlo simulation experiments reported in Chapter 5.

Thus, when the number of true break points is unknown, it becomes imperative to test
for the significance of each of the estimated break points, as well as develop a rule to
determine when to terminate the sequential estimations. This is useful as it ascertains
whether the estimated break points are trivial and should be ignored or nontrivial and

should be incorporated into the model.

The chapter is organised as follows. Section 6.1 presents a brief literature review of
various conventional tests for structural and parameter stability. Section 6.2 details the
method of testing for the true number of breaks adopted in this study. The finite sample
performance of the test used is reported via a series of Monte Carlo simulations in Section
6.3. Conclusions are presented in Section 6.4 while relevant details of the Data Generating

Process can be found in the appendix.
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Figure 6.1: Dy () forall A € A.
DGP has no break in Structural or Jacobian Equations
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6.1 Tests for Structural and Parameter Stability

This section reviews some frequently used tests for structural and parameter stability ex-
isting in the literature. It is divided into four main parts. The first and second parts review
tests for single and multiple break points, respectively, while the third looks at tests for
continuously varying parameters. Finally, the last part considers the Information Criteria

approach to testing.

6.1.1 Tests for a Single Break Point

A commonly used test for a single break point is the sample-split test proposed by Chow
(1960) where the sample is divided into two at a suspected break point determined by
the researcher. The timing of this break point may be selected based on some events
known beforehand such as the oil shock of 1973 or indeed any other exogenous event of
interest capable of causing a structural change. The test is essentially an F' test which
compares the sum of squared residuals (SSR) of the whole sample with the combined
individual SSR’s obtained from the two subsamples. Though this test uses Ordinary Least
Squares (OLS) estimation, Andrews and Fair (1988) extend it to other estimation methods
using the Wald, Lagrange Multiplier (LM) and Likelihood Ratio (LR)-type tests. Due to
the arbitrary break point, it is possible that different researchers end up with different

conclusions from the same sample period.
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In reality, however, the location of the break point may not be known beforehand and
hence a test statistic which does not rely on a predetermined break point may be pre-
ferred. For example, Quandt (1960) LR test statistic which takes the maximal Chow
(1960) statistic calculated over each candidate break point or the optimal test for structural
change proposed by Andrews and Ploberger (1994) which uses sequences of the exponen-
tial averages of the Wald, LM and LR-like tests. Andrews (1993) focuses on instability
in the parameters using the maximum of the Wald, LM and LR-like test. We discuss this
test in detail in the next section. Comparing analytic and bootstrap procedures, Diebold
and Chen (1996) extend Andrews (1993) test to a dynamic model, providing finite sam-
ple evaluation of the size of the test. More recently, Elliot and Miiller (2014) suggest an
alternative test for breaks in the means, variances and coefficients in linear and nonlinear
parametric models. These tests developed for a break at an unknown location in the sam-
ple are more complicated and have a non-standard limit distribution because the break

date is present only under the alternative hypothesis.

6.1.2 Tests for Multiple Break Points

Various methods have been proposed in the literature for testing the presence of multiple
breaks, for example, see the LR tests proposed in Bai (1999) and the tests for a shift in
mean proposed in Altissimo and Corradi (2003). Jouini and Boutahar (2005) and An-
toshin et al. (2008) provide good reviews of various hypothesis tests. We discuss the three
F-type tests proposed by Bai and Perron (1998) which are frequently used in practice.

These tests do not require the location of the break points in the sample to be known.

The first test is the sup F'-type test which is designed to test the null of parameter con-
stancy against an alternative of a fixed number of break points, say k. This is suitable if
a particular choice of k break points is of interest to the researcher. However, if & is un-
known or unspecified beforehand, the second test known as the Double Maximum F'-test,
Dmax Fr, may be appropriate as it tests for different values of &, up to some maximum.
Bai and Perron (1998) suggests an upper limit of 5 breaks is sufficient. The Dmax Fr
has some fixed weights attached to the breaks which may be a function of the asymptotic
critical values or a reflection of prior knowledge of the number of breaks. If these weights
are all set to one, then the test is known as the Unweighted DmazFp. Otherwise, it is
referred to as the Weighted Dmax Frr.

The last test, denoted as F'r(l + 1|1), offers a sequential method of testing the stability of
the model by comparing the SSR of the null of [ breaks with the SSR of the alternative
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hypothesis of [ + 1 breaks. If the SSR obtained from the (I + 1)th break is significantly
lower than that obtained from the SSR of the /th breaks, the null of stability is rejected and
an additional break point is chosen in the subsample that produces the largest reduction in
the SSR of the whole sample. The process terminates when the stability test fails to reject
the null hypothesis. The critical values for these tests are given in Tables I and II in Bai
and Perron (1998).

These three tests, though effective, are suitable only when using OLS, where the regres-
sors are assumed to be uncorrelated with the errors. In situations where the regressors
are endogenous, OLS yields inconsistent estimators. Hall et al. (2012) extend these three
tests to models with endogenous regressors using Two Stage Least Squares (2SLS). Their
method requires splitting the structural equation into i + 1 subsamples based on the h
break points in the reduced form; thus, each of the structural equation subsamples have
stable reduced forms. The limiting properties of these tests are established and shown to
be analogous to those in Bai and Perron (1998) and therefore the same critical values are
used. Additionally, Hall et al. (2012) propose Wald-type test versions of the three F'-tests

which are more robust and allow for serial correlation in the errors.

6.1.3 Tests for Continuously Varying Parameters

An interesting approach to determining instability in models using graphs was introduced
by Brown et al. (1975). The approach uses the cumulative sum (CUSUM) and CUSUM
of squares (CUSUMSQ) and plots the recursive least squares estimates of the model’s pa-
rameters which provides a means of identifying continuously changing parameters. The
recursive estimation basically involves continuously estimating regressions with a sub-
sample of the data, then sequentially adding one observation at a time and re-estimating
the regression until the end of the sample is reached. Stability of the parameters is as-
sumed if the plot shows they converge towards a common value. Nyblom (1989) extends
the CUSUM to a Lagrange Multiplier (LM) test for joint stability of time-varying pa-
rameters while Hansen (1992) proposes a transformed test that examines both joint and

individual stability of the parameters using an average of the squared CUSUM.

6.1.4 Information Criteria approach

More recently, some researchers have adapted the Information Criteria (IC), used in

econometrics for model selection, to test for model stability (see Yao (1988), Jouini and
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Boutahar (2005), Hall et al. (2013) and Hall et al. (2015)). Commonly used criteria are
Akaike (AIC), Schwarz Bayesian (BIC) and Hannan-Quinn (HQIC) IC. These IC are
made up of two terms - the model’s log likelihood' which provides a natural assessment
of the quality of the fit of the model and a penalty term which is a function of the number
of parameters in the model. The main function of the penalty term is to avoid under and
over-fitting since the RSS must decrease with an additional break point. This makes the
IC approach a viable method to estimating the significant number of break points in a

model.

Yao (1988) considers a version of the BIC which he establishes is consistent for the es-
timation of the number of break points in the mean of an independent normal sequence.
However, Bai and Perron (2006) note Yao (1988) test performs badly under some speci-
fications, for example, when serial correlation is present in the errors. Furthermore, Yao
(1988) uses a penalty term which takes each break date estimation as an estimation of
a coefficient of the model but Hall et al. (2013) observe this penalty term may not be
sufficient to capture the impact of the break. Hence, they impose a more severe penalty
function equivalent to the estimation of 3m coefficients rather than m employed by Yao
(1988). They estimate the models using OLS and the results of their Monte Carlo sim-
ulations show their modified BIC performs well, irrespective of serial correlation in the
errors. More recently, Hall et al. (2015) note that a similar improved performance of the
modified BIC is maintained when it is extended to models with endogenous regressors

estimated using 2SLS.

The multiple break tests discussed above require the break points to be simultaneously
estimated. Thus, they are not appropriate for our sequential estimation procedure. In
estimating break points sequentially, Bai (1997a) suggests estimation should be based on
a dual process of hypothesis testing of the constancy of the model’s parameters in each
regime, alongside the sequential estimation of the break point. We adopt the combined

technique of Bai (1997a) in this research and summarise the process below.

6.2 Combined Procedure of Hypothesis Testing and Break

Point Estimation

The hypothesis test used in Bai (1997a) is the sup F'-test which is based on the differ-

ence in the restricted and unrestricted SSR. The combined procedure is outlined in the

'Under normality, the log likelihood function reduces to the In[RSS].
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following five steps below:

Step 1: Test the entire sample [1, T'] for parameter constancy. If the test statistic is greater
than the critical value?, then the null hypothesis of parameter constancy is rejected. This
implies there is at least one break point in the model which has to be estimated. Otherwise,

the model is stable and has no break points.

Step 2: Estimate one break point using all observations [1, 7] in the sample. Since this is
an estimation for a shift in the mean of a linear process, the break point estimator, 1%1, is

obtained by minimising the RSS among all candidate break points across the sample.

Step 3: Split the sample into two subsamples, [1, k] and [k; +1, 7] and test both subsam-
ples for constancy of their parameters. If the sup F'-test is not rejected in either subsample,
then the model has only one break (the break estimated in Step 2) and the testing proce-
dure ends. However, if the sup F'-test is rejected in only one subsample, then there are at
most two break points in the model; go on to Step 4. Likewise, if the sup F'-test is rejected
in both subsamples, then there are at least three break points in the model and the process

goes on to Step 4.

Step 4: Estimate a break point (as done in Step 2) in any of the subsamples for which
the sup F'-test is rejected. This break point will again be the location at which Sy (k) is
minimised within the respective subsamples, [1, k] or/and [k, + 1, T]. Note that if any
break fraction is estimated in either of the subsamples, it will have the same asymptotic
properties as if [1, k(()l)] and [k((]l) + 1, T] were used since the first break fraction estimator

)1 is consistent for the true break fraction, A[()l), as shown in Proposition 3 on page 66.

Step S: Split the subsamples again based on the location of any identified break point and
continue the testing and estimation cycle until the sup F'-test fails to reject stability in any
of the m + 1 subsamples. A non rejection of the test implies the subsamples are stable
and hence the estimated number of significant break points in the model is one less than

the number of stable subsamples.

Bai (1997a) showed this combined procedure yields consistent estimates of the true num-
ber of break points in a model. Note, however, that Bai (1997a) assumes there is at least
one break in the model and so omits the first step above. Nonetheless, we include Step 1
in our estimation procedure because the estimation of the first break point is fundamental
to all further sequentially estimated break points in the model. Also, the sup F'-test is de-

signed for OLS estimations and hence would not be suitable within our GMM framework.

>They assume the critical value and size of the sup F-test are based on the asymptotic distribution as
given in Table I in Bai and Perron (1998).
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6.2.1 GMM Hypothesis Tests for Stability

The various GMM-based test statistics existing in the literature are usually in the form
of a supremum, an average or an exponential of a sequence of some test statistic. For
example, Andrews and Fair (1988), Andrews (1993), Andrews and Ploberger (1994) and
Gagliardini et al. (2005). Others include Ghysels and Hall (1990), Sowell (1996) and
more recently, Elliot and Miiller (2014). We discuss two tests specifically developed for
models estimated using GMM.

In the approach taken by Hall and Sen (1999), the GMM population moment condition
is decomposed into two orthogonal parts. The first, known as the identifying restrictions,
are imposed during estimation, hence they are directly linked to the constancy of the
parameters. The other, known as the overidentifying restrictions, are associated with the
structural stability of the model. They propose hypothesis tests for both components
separately which is useful in determining the source of the instability since a violation of
a specific null would indicate instability in either the parameters or in the structure of the

econometric model itself.

Still within the GMM framework, Ghysels et al. (1997) propose a Predictive test for struc-
tural change with a single unknown break point. The process involves evaluating the
moment conditions of 7" — k subset of observations at the parameter estimates of the ob-
servations in k. If there is no structural change, then the moment conditions predicted for
the 1" — k observations should be statistically insignificant and converge in probability to

Z€10.

All these tests are valid in their own different terms, however, the interest of this research
is on parameter variation, hence we employ the hypothesis test for parameter instability
at an unknown location in the sample as proposed by Andrews (1993). Though the test is
developed for nonlinear models, Augustine-Ohwo (2012) adapts it to the following simple

linear model,
Yt :x;gt + uy,

where y; is the dependent variable, z; is the endogenous regressor, 0; is the parameter
vector and w; is the error term. Define z; to be the instruments satisfying F[z;u;(6p)] = 0,
where 6 is the true parameter vector. We adopt this model and provide an overview of

the hypothesis test below.
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6.2.2 Andrews (1993) Tests for Parameter Instability

We start with the hypotheses of interest. The null is given as,

L, — _ _ (g p@'y
Hy:0,=0y for t=1,....T and 0y = (0;  ,0;" ) (6.3)
while the alternative hypothesis for an unknown break point is presented as,

Hy(A) = [ Hir(), (6.4)

O1(N)  for t=1,... [\T|
Hyr(A): 6 = (6.5)
O(N)  for t=[NT)+1,...,T and01(X\) # O2(N).

Note that under the null hypothesis of parameter constancy, we have that the parame-
ters, 9(()1) = 9(()2) and the break point )\, is present only under the alternative hypothesis.
The GMM parameters are obtained in the usual way by minimising the GMM criterion,

Q7 (0(N); A), as given in Appendix A.1 on page 37, that is,

~

Or(N) = argmineyQr(0(N); ).

Although the parameters used in our estimations in previous chapters were based on the
first step GMM estimators, in these hypothesis tests however, the second step GMM pa-
rameters are used to construct the test statistics. The main difference between the first
and second step GMM estimators lies in the weighting matrix used in their construction.
Recall the first step GMM estimator® is obtained by minimising the GMM criterion us-
ing a preliminary weighting matrix - usually the identity matrix or the instruments cross
product matrix. On the other hand, to obtain the second step GMM estimator, an optimal
weighting matrix is required. Hansen (1982) provides the choice of this optimal weighting
matrix as the inverse of the variance obtained from the first step GMM estimators, denoted
as Q7! where Q = limq_,oVar[T~1/? ZIT zyuy], a finite positive definite matrix. The
uniform convergence useful in obtaining the limiting properties of the estimator as stated
in Assumption 4 on page 27 is given as supyea||Var[T2 P 2u,(6,)] — AQ|| B
0. These second step GMM estimators are consistent and efficient (Hansen, 1982) and

Augustine-Ohwo (2012) establish these second step GMM parameters obtained from the

3 Also see page 29.
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linear model adopted in this study have the same asymptotic properties as those given in
Andrews (1993).

The Test Statistics

Andrews (1993) considers three types of test statistics based on the Wald, the Lagrange
Multiplier and the Difference-type test statistics, which we denote as Waldy(\), LMy ()
and Drp()\) respectively. The Waldy()\) and LMy ()\) are both constructed as quadratic
forms. Waldr(\) is based on the difference between the unrestricted estimated value of

the restrictions and their value under the null, that is,

~

Waldr(X) = T (61()) — 2(N) Vie () (1 (1) — B2(N)), (6.6)

where 6; () and 6, () are the unrestricted estimators and Vjy () is the variance-covariance
matrix of these unrestricted estimators. LMyp(\) is based on the vector of first order
conditions from the minimisation of the unrestricted estimator evaluated at the restricted

estimator, that is,
LMp(\) = TR Vi (V)7 'R, (6.7)

where & is the Lagrange Multiplier given in Appendix A.2 on page 38 and V() is the
variance-covariance matrix of 4. Dz ()), on the other hand, is given as the sample size T
multiplied by the difference between the GMM minimands evaluated at the restricted and

unrestricted parameters, that is,
DT()\) = T(QT(ély 01, A) — QT(éla élv )\))7 (6.8)

where Qr(-) are the GMM minimands given in (2.3) on page 28. We use D7()\) here to
differentiate the Difference test statistic from D7 () used in previous chapters to denote
the test statistic when using the first step GMM estimators.

As stated in Andrews (1993), these test statistics are also applicable to statistics of the
form g({Waldr(X\); A € A}), where g is an arbitrary continuous function; popular choices
of g in the literature are the supremum, average and exponential functions. Andrews
(1993) requires continuity of the criterion which is satisfied by the statistics given in (6.6)
to (6.8). Also, compactness of the parameter space is necessary as earlier fulfilled on
page 29. Other conditions given in Assumption 1(a) to 1(h) in Andrews (1993) are anal-

ogous to those used in this linear model as laid out in Assumptions 1 to 5 on page 27 and



CHAPTER 6. DETERMINING THE TRUE NUMBER OF BREAK POINTS 177

Assumptions 6 to 8 on page 29. Additionally, the choice of the asymptotically optimal
weight matrix, Q7! is similar.

To obtain the test statistic, we follow a similar process to the break point estimation pro-
cedure outlined on page 30 where we use the supremum as the choice of our continuous
function. Thus, a sequence of LMy ()\), Waldr(\) and Dr()\) as given in (6.6) to (6.8)
are obtained for all A € A and the maximum of these sequences obtained. These maxima,
as given below, are the statistics used to test the null in (6.3) against the alternative of an

unknown break point given in (6.4). They are presented as,

supyxeaWaldr(X), (6.9)
supreaLMr (), (6.10)
supreaDr(N). (6.11)

These three tests are asymptotically equivalent as established in Andrews (1993) and
Augustine-Ohwo (2012) for the linear case. They also have identical limit distributions
which are functions of independent Brownian motions. As established in Theorem 3 in
Andrews (1993),

supreaWaldr(A) 5 supreaf (1 = A} H{(By(\) = ABy(1)) (By(A) = ABy(1))},

where B,()) is a g-dimensional Brownian motion. Hence, the critical values* provided
in Table 1 in Andrews (1993) are also suitable for our purpose. Furthermore, since A1 is
consistent for )\(()1), then the limit distribution of the test statistic in the subsamples, say
1, k:(()l)] would be similar to that of the whole sample [1, 7] and so the critical values can

also be used.

Parameter stability is rejected for high values of supycaWaldy(N), supyen LM7(\) and
suprea Dr (A); or more specifically, if the values are greater than the relevant critical value
given in Table 1 in Andrews (1993).

6.3 Finite Sample Performance

This section presents results from Monte Carlo simulations conducted to assess the per-

formance of the test outlined in the previous section. In this simulation exercise, our focus

“The critical values in Andrews (1993) cover the standard significant levels (1%, 5% and 10%) and the
whole range of A = [N\, 1 — A\g] for Ay = 0.05,...,0.50.
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is on the ability of the test statistics to correctly detect a true break point in the model,
hence, no results of the estimated break point is presented rather, the number of rejections
of the test statistic is analysed. We search for a maximum of three breaks as outlined in

the procedure below.

6.3.1 Monte Carlo Simulation Process

The estimation procedure follows these five steps:

Step 1: Test for parameter instability using the whole sample. We denote the whole

sample used in this first step as Sp.

Step 2: If the test statistic is greater than the critical value, reject parameter stability and
go to Step 3. The number of rejections at this stage are noted against Sy in the results
presented. Otherwise, if stability is not rejected, then there is no break point in the model

and a zero rejection is recorded against Sy.

Step 3: Estimate a break point as the location of the supremum of Dr()\) using the whole
sample [1,7]. As highlighted above, this break point is not presented, but this step is

required in order to continue the estimation process.

Step 4: Based on the location of the estimated break point obtained in Step 3, split the
sample into two subsamples. Denote the subsample before and after this break point as

S7 and S, respectively.

Step 5: Test for parameter stability in both subsamples and again reject stability in any
subsample where the test statistic is greater than the critical value. The number of rejec-

tions (or zero rejections) are noted against the respective subsamples.

This process is repeated a thousand times and the number of rejections obtained for .S, Sy
and S, are reported. These rejections determine the number of break points estimated in
each model. Note that if the process terminates in Step 2 then a zero rejection is recorded

for S; and S, as well.

6.3.2 The Monte Carlo Simulation Results

The results of the simulation for all three test statistics, supc ADT()\), supyeaWaldr(X\)
and supyep LMp(\) are presented in this section. The results are organised into two broad
categories. The first category presents the rejection frequencies of the test statistics in

each sample and subsample, while the second category presents the number of estimated
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breaks selected by the three test statistics. The results cover all the six different models

discussed in Chapter 5.

Since the second step GMM estimators are used in the test, there are two possible ways
to estimate le()\) depending on which first step GMM estimator used. When the inverse
of the variance of the unrestricted GMM estimator is used as the weighting matrix in the

second step, we denote the test statistic as supyc AD% .

Similarly, when the inverse of the variance of the restricted GMM estimators are used, we

denote the test statistic as supye AD?.

The Data Generating Process (DGP)

The models examined here are constructed similar to those used in the Monte Carlo simu-
lations presented in Chapter 5. The results cover three sample sizes of 140, 300 and 600 at
the three conventional statistical levels of significance 1%, 5% and 10%. A total of 1000
replications were performed in all cases. We present results using a trimming of € = (.15,
that is, A = [0.15,0.85] as well as when € = 0.20, that is, A = [0.20, 0.80]. Other general
details about the DGP are given on page 129.

Category 1: Rejection Frequencies of the Test Statistics

The critical values used here are as given in Table 1 in Andrews (1993). When ¢ =
0.15, the values are 15.56, 11.72 and 10.00 at 1%, 5% and 10% level of significance,
respectively. The counterpart when € = 0.20 are 15.09, 11.26 and 9.54 respectively. The
number of times the test statistics are greater than these critical values for the one thousand

simulations are reported in the tables.

Results for Models with a Stable Jacobian Equation

For all models in this section, the JE is constructed identical to that in (5.1) on page 129.
That is,

xp=[1,2]00 +v, t=1,2,...,T,

!/

with specific values of the JE parameters, 6o = (1,0.5,0.5,0.5,0.5)

For the SE on the other hand, three types of models are considered: models with no break,
one break and two breaks in their SE. We present the DGP and the results from these three
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types of models below.

I. Model with No Break in the SE or JE

The SE which is identical to (6.1) on page 167 is given as,
Yy = [1,:1:,5}/6’0 +uy,, t=1,2....T, where Oy= [1,0.1}/.

Since there is no break in the model, we would expect the null hypothesis of a break in
the model to be rejected at about 1%, 5% and 10% of the time at the 1%, 5% and 10%
significance levels respectively. This is equivalent to the size of the test. In this model,
the focus should be on the results obtained when the whole sample is used, that is 5.
As seen in the results displayed for ¢ = (.15 across all the test statistics in Table 6.1,
the rejection frequencies converge towards the size of the test as the sample size gets
larger. A similar trend is observed when € = 0.20 as seen in Table 6.2. Notice a reduction
in the rejection frequencies in Table 6.2 as against those displayed in Table 6.1. This
indicates the results are improved across all test statistics since there are potentially more

observations available for estimation in each partition when € = 0.20 than when € = 0.15.

I1. Model with One Break in the SE only

The SE used here is similar to that in (5.3) on page 135. It is given as,
Yy = [1,xt}/9[(f) +ug, for t=1,2,....,Tandi=1,2,

where (9(()1) =(1,0.1), 9(()2) = (—1,—0.1)" and the true break fraction, Ay = 0.5.

As seen in the results of the rejection frequencies reported in Tables 6.3 and 6.4 for € =
0.15 and ¢ = 0.20 respectively, all test statistics strongly reject stability in the whole
model (Sy) with probability 1 for all sample sizes, signifying there is at least one break in
the model which has to be estimated. After this break is estimated and the sample split as
detailed in the procedure, the test is carried out on the two subsamples, S; and S;. Based
on the results of the estimated break point presented in the Monte Carlo simulations given
in Chapter 5, S; and S, should have similar number of observations and as they both
contain no breaks, we expect the rejection frequencies to be comparable which is evident
in both tables.
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I11. Model with Two Breaks in the SE only

The DGP of the SE in a model with two breaks in its SE is given as
Yy = [1,:Bt}/9[(f) +uy, fort=1,2,....,Tandi=1,2,3,

with true parameter values, (9(()1), 9(()2), 8(()3)) = ([1,0.1],[-1;-5.1]', [1; —4.1]') and true
break fractions, )\(()1) = 0.3 and )\(()2) = 0.70. Notice a bigger magnitude of shift is imposed
at the first break point so that DT()\(()D) > DT()\(()Q)). In this way, )\(()1) is the dominant break
fraction and will be identified first, consistent with the theory laid out in Chapter 3 as well
as the results of the Monte Carlo simulations in Chapter 5. Thus, after estimating the first
break point, we expect the test to reject stability in only S; because it is the subsample

within which the second break point is located.

As displayed in Tables 6.5 and 6.6, for all three sample sizes, the test statistics exhibit
strong power against the null of stability in the whole sample, Sy, as well as in S, where
the second true break point lies. Although there is no break in S, the rejection frequencies
are relatively high especially with the smallest sample size of 140. This is understandable
since /\(()1) is at 0.3, leaving very few observations available for estimations in that sub-
sample. However, these rejection frequencies reduce drastically, across all test statistics,

as the sample size increases.

Results for Models with an Unstable Jacobian Equation

For all models presented in this section, the JE is constructed similar to (5.7) on page 154.
That is,

Ty = [1, Zt],(s(()l) + Vg, fO’f’ t = 1,2, ey [T?TQ}
=1, 2)6% +v, for t=[Tm)+1,....T,

where (55",6?) = ([1,0.8,0.8,0.8,0.8]', [0.1,0.2,0.2,0.2,0.2] ).

Three types of models are examined in this section. The first is one with a single break
only in the JE while the SE remains stable. The second and third have a break in both the
JE and SE. In the second, the breaks occur at the same location while they occur at dif-
ferent locations in the third. As in Chapter 4, the former is referred to as the Coincidental

Break and the latter as the Separate Break.
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I. Model with One Break in the JE only

In this model, the break in the JE is placed midway in the sample, that is, 7y = 0.5.
Conversely, as there is no break in the SE, we use an identical model as that used in the
case of a model with no breaks given above, that is,

g = [1, 2] 00+, for t=1,2,...,T, where 6y =[1,0.1] .

As established in the theory laid out in Section 4.1 as well as the results of the Monte
Carlo simulations presented in Chapter 5, an unstable JE does not confound estimations
of a true break in the SE, if it exists. Hence, we expect the results from this model with a
break only in the JE to be similar to those obtained above for a model with no break in the
SE. Focusing again on Sy, the results shown in Tables 6.7 and 6.8 are comparable to those
seen earlier in Tables 6.1 and 6.2, albeit with slightly higher rejection values. A similar
pattern is noticed across all test statistics although sup)c AD% and supye AD? recorded

higher rejection values than supycaWaldr and supyep LMy for all sample sizes.

II. Model with One Coincidental Break in the SE and JE

To construct this model, the JE given above is combined with the SE from the model with
one break discussed earlier. The break points are set at Ay = 7y = 0.5. From the theory
set out in Chapter 4 and the Monte Carlo simulations presented in Chapter 5, any rejection
in this model is attributable to the break in the SE and hence it is expected that the results
from this model would be similar to those obtained from the model with one break in the

SE presented earlier.

As shown in Tables 6.9 and 6.10, all the test statistics reject stability in Sy with proba-
bility 1, across all sample sizes. Although there is no break in S; and .S, the rejection
frequencies are relatively high for the small sample size of 140 but this quickly reduces as
the sample size increases. Similarities between these results and those in the model with

one break in the SE only presented in Tables 6.3 and 6.4 are clearly noticeable.

IT1. Model with One Separate Break in the SE and JE

The model used here is identical to the Coincidental break model except that in this case,
the break fractions occur at different locations. Firstly, we examine the case when \g =
0.7 and my = 0.5 as displayed in Tables 6.11 and 6.12. There is again a strong rejection of

stability in Sy across all the test statistics, indicating the presence of a break in the model.
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Although there is no other break in the two subsamples, the rejection frequencies in S,
are much higher than those in S;. This is because the location of the break in the SE at 0.7
implies that S5 is a much smaller subsample than S;, with fewer observations available
for estimations. For example, when the sample size of 140 is split at 0.7, there would
potentially be about 42 observations in S;. With a trimming of ¢ = 0.15 or ¢ = 0.20,
there would be less than 10 observations available for estimations in a partition which can

lead to spurious rejections of stability.

Secondly, we also examine the case when A\qg = 0.5 and 7y = 0.7 as presented in Tables
6.13 and 6.14 for € = 0.15 and € = 0.20 respectively. As expected, the results are similar
to those in the model with one break in the SE only given in Tables 6.3 and 6.4 since the
location of the break in the SE are identical at 0.5. As seen, stability in Sy is strongly
rejected with probability 1 across all test statistics while S; and S, have comparable re-
jection frequencies since they both have no breaks and have about the same number of
observations. Again, estimations using ¢ = 0.20 produce lower rejection frequencies than
those obtained when € = 0.15 is used because there are potentially more observations
available for estimations in each partition. For example, using sup)c ADIT%, the rejection

frequency at the 1% significance level is 6.8% as against 4.5% for a sample of size 600.
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Category 2: Estimated Number of Breaks

This section presents the results of the estimated number of break points in each model,
as established by each of the four test statistics used. The estimated break point is denoted
as . Based on the estimation procedure outlined in Section 6.3.1, a maximum of 3 break
points can be estimated in any model; one using the whole sample Sy and one each from
the subsamples S; and S;. The models and critical values presented here are identical to

those used in Category 2.

Results for Models with a Stable Jacobian Equation

As in the previous category, this section also examines models with no break, one break

and two breaks in their SE.

1. Model with No Break in the SE or JE

As the model has no breaks, it is expected that for all test statistics, the number of break
points estimated, 1, should be zero for majority of the simulations. This is indeed the
case as shown in Tables 6.15 and 6.16 for € = 0.15 and € = 0.20 respectively. Of the
1,000 repetitions when € = 0.15, supyeaWaldr and supyep LM estimate zero breaks
96.5% and 96.3% of the time respectively, at 1% significance level for a sample size of
300. This increased slightly to 97.3% and 97.8% respectively when ¢ = 0.20. However,
one break point was estimated 5.1%, 2.3% and 1.3% of the time for sample sizes 140, 300

and 600 respectively using supe ADYI“? when € = 0.20.

I1. Model with One Break in the SE only

The results for this model with one break are presented in Tables 6.17 and 6.18. At 1%
significance level for a sample size of 140 when using supyecpWaldr, one break point
is estimated only 47.9% of the time; this drops to 27.3% and 16% at the 5% and 10%
significance levels respectively. Using supyca DY and supyep DI for the same sample
size, one break point is estimated only 17.2% and 19.9% times respectively. Also, at
10% significance level for a sample size of 300, two break points are estimated more
often across all the test statistics. These results are consistent with the high rejection
frequencies in Category 1 presented earlier in Tables 6.3 and 6.4. However, the results

improve for the bigger sample size of 600.
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I11. Model with Two Breaks in the SE only

As seen in the results displayed in Tables 6.19 and 6.20, there is a strong rejection of no
break and one break across all test statistics. The results from the sample with a size of
140 is again distorted as three break points are estimated more often across all significance
levels and all test statistics. This is attributable to the few observations in S; which led to
spurious rejections of stability as seen in Tables 6.5 and 6.6. In contrast, the model with a
bigger sample size of 600 estimates correctly two break points more often across all test

statistics.

Results for Models with an Unstable Jacobian Equation

As in Category 1, the same three models with an Unstable JE are considered here: a model
with a break only in the JE and models with a Coincidental and Separate break in the JE
and SE.

I. Model with One Break in the JE only

With the break only in the JE, the results are expected to be similar to those obtained
from a model with no breaks presented earlier. Indeed, this is the case as seen from Ta-
bles 6.21 and 6.22. For a sample size of 300 at 1% significance level, supyeaWaldr
and supyep LM estimate zero break 95.4% and 95.2% of the time respectively when
€ = 0.20. Again, supyea DY and supyep DF are comparatively lower at 85.7% and 89.4%
respectively. Using supyc AD? at 1% significance level, only a small fraction estimated
one break in the model at 5.6%, 3.3% and 1.4% for sample size 140, 300 and 600 respec-
tively.

I1. Model with One Coincidental Break in the SE and JE

The results for this model are displayed in Tables 6.23 and 6.24 for ¢ = 0.15 and ¢ = 0.20
respectively. From the theory, this model should yield similar results to the model with a
single break in the SE discussed above in Tables 6.17 and 6.18. The results obtained from
the sample of size 140 is again distorted as it only estimates one break point most of the
time using supycaWaldy and supyep LMy at 1% significance level. For both sup)¢ AD¥
and supkeADQE, three breaks are estimated at both 5% and 10% significance levels for

a sample size of 140. This implies that in addition to the true break in Sy, other breaks
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were obtained in 57 and S;. However, for the large sample size, a single break is correctly

estimated across all test statistics.

II1. Model with One Separate Break in the SE and JE

In the first model displayed in Tables 6.25 and 6.26, the break in the SE lies at 0.7 while
that in the JE lies at 0.5. Across all sample sizes, there is a substantial estimation of two
break points, particularly for sample sizes 140 and 300. This is reasonable considering
the location of the break in the SE; as discussed earlier, the observations available for
estimation in S, are few, giving rise to spurious rejections of stability in that subsample.
When the location of the break points are swapped, that is, when the break in the SE,
Ao = 0.5, and that in the JE, 7y = 0.7, then there is an improvement in the estimation of
one break point across the test statistics, particularly for the large sample size, as seen in
Tables 6.27 and 6.28. For example, using supy¢ ADIT% at 1% significance level for sample

size 600, 87% estimate one break when Ay = 0.7 as against 91% when )y = 0.5.
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6.4 Conclusion

This chapter deals with the issue of determining the true number of break points in linear
models using the method proposed in Bai (1997a). This approach combines hypothe-
sis testing of parameter stability with the sequential estimation of the break point. The
chapter also presents a review of some hypothesis tests for stability that exist in literature.
Although Bai (1997a) propose the sup F'-test which is suitable for OLS estimations, in this
study however, we apply the three GMM-based supremum-type tests provided in Andrews
(1993) which are based on the Wald, Lagrange Multiplier (LM) and Difference-type tests.

Through a series of Monte Carlo simulations, the finite sample performance of the three
test statistics in detecting the true number of breaks in the model are examined. From the
results obtained, this combined procedure generally yields the correct number of break
points across all three test statistics for samples of sizes 300 and 600. The results for
a sample size of 140 were a bit distorted and tended to overestimate the true number
of breaks in the models mainly because the observations used in the estimations were
too few, leading to spurious rejections of the test statistics. The way the test statistic is
constructed by splitting the sample into smaller subsamples can result in few observations
in a partition. Additionally, when the break point is close to the end points of the sample,

the number of observations in a partition can be very few.

On the basis of the results obtained, the Wald and LM type tests performed comparably
better than the Difference type test statistic. However, in Appendix E.1 on page 216, we
present the results of the Monte Carlo simulation carried out at the 5% significance level to
determine the size of the test when the sample size is increased to 1000. The results seen
in Table E.1 show a similar convergence to 0.05 across all three test statistics when the
whole sample S is used. Consequently, as shown in Table E.2, the procedure correctly
estimates no break in the model 94.7% and 94.9% of the time when using supyca Waldr
and supyep DX respectively. Both supyep LMy and supyep DY indicate there is no break
94.8% of the time.

In the next chapter, we explore this combined testing and estimating procedure in an

empirical setting using the New Keynesian Philips Curve used in Hall et al. (2012).



Appendix E

E.1 Monte Carlo simulation for sample size T=1000
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Chapter 7
Empirical Application

In the previous chapter, we presented a method of estimating the true number of break
points in a linear model using simulated data in a series of Monte Carlo experiments.
This was conducted by combining Andrews (1993) test for parameter stability and our
proposed GMM break point estimation method. The results indicated that our proposed
break point estimation technique was consistent for the true break points in the model.
In this chapter, we investigate the performance of this combined testing and estimation
method using real data. We adopt the New Keynesian Phillips Curve (NKPC) model used
in Hall et al. (2012) since they found two of the endogenous regressors had unstable JE
when estimating using Two Stage Least Squares (2SLS). It thus forms a good reference

with which our proposed break point estimation approach can be compared.

The NKPC model, which is used by monetary policy makers as a good approximation
of inflation dynamics, is based mainly on previous (backward-looking) and expected
(forward-looking) inflation rates. The existing literature holds varied outlooks on the
dominance of either of these inflation rates in determining the existing inflation rate. Al-
though the focus of this research is not to form an opinion thereof, Gali and Gertler (1999),
Rudd and Whelan (2005) and Gali et al. (2005) form noteworthy references on this issue.

Furthermore, there is an ongoing debate in the literature on the preferred approach to
use when estimating the NKPC model - the traditional single equation estimation versus
the system estimation methods. In the latter, additional equations for the interest rates
and output gap are included when estimating the NKPC. Beyer et al. (2008) provides a

stimulating discussion of these two estimation options.

A strong assumption when using the NKPC model is that it is structurally stable. It

is on this basis that monetary policy makers take vital decisions. However, changes in

219
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Figure 7.1: GDP Deflator Inflation and the Federal Funds Rate
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monetary policy regimes could cause changes in economic variables which could lead
to readjustments of the relationships between these variables in the NKPC model. For
example, Figure 7.1 shows the annualised U.S. quarterly gross domestic product (GDP)
deflator inflation rate and the US Federal Funds Rate (FFR) over the period 1968:3 to
2001:4. The GDP deflator inflation rate is used as a measure of inflation while the FFR is
the interest rate which banks can lend to other institutions overnight. Figure 7.1 shows a
reduction in the inflation rate (smooth line) towards the end of the 1970s by The Federal
Reserve under it’s chairman, Paul Volcker. The rate was further reduced by his successor,
Alan Greenspan, in the late 1980s into the 1990s. The FFR (dash line) shows a similar
pattern to the inflation rate throughout the period. A comparable structure is exhibited
by the three month Treasury Bill rate (not shown). This behaviour indicates changes to
monetary policy instruments occur in response to changes in inflation. The NKPC is thus
subject to shifts and as it is a vital tool in monetary policy, it is essential to test for, and

estimate any break points existing in the model.

The chapter is outlined as follows. Section 7.1 presents the model and its data. Section 7.2
and 7.3 discuss the break point estimation using 2SLS and GMM approaches respectively.

The results are discussed alongside the two estimation approaches. Section 7.4 concludes.
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7.1 The Model and Data

The NKPC model we adopt in this paper is identical to the model in Hall et al. (2012). It
is referred to as an extended NKPC model introduced in Zhang et al. (2008) and Zhang
et al. (2009). The presence of lagged values of the changes in inflation differentiates this
NKPC model from the traditional NKPC models in the literature. The lags are included
to account for any serial correlation in the errors. They state their extended model is
sufficient to describe the empirical NKPC of the U.S. for the period under review. The

model is given as

3
infy=co+apinfig +apinf,_y + @09 + Z a; Ainf, 4+ uy, (7.1)
i=1

where inf, is the measure of inflation obtained from the annualised quarterly growth
rate of the GDP deflator obtained from the Federal Reserve Bank of St. Louis, ¢ is
the core or underlying (steady-state) inflation rate, og; is the output gap obtained from
the estimates of real potential GDP as published by the Congressional Budget Office!,
in f41) 18 the Greenbook one quarter ahead forecast of inflation® prepared at time ¢ within
the US Federal Reserve Bank of Philadelphia and Ain f, is the lagged value of the change
in inflation, obtained as Ainf, = inf, —inf,_;. In the literature, oy and oy, are referred

to as the coefficients of forward- and backward-looking inflation respectively.

The output gap, og;, is used in the model as a measurement of the marginal cost of firms
in the economy and its behaviour over the period under review is displayed in Figure 7.2.
The fall in the mid-1970s and early 1980s is evident in the plots.

1Zhang et al. (2009) also use the Hodrick-Prescott filter as a proxy for output gap.
2Zhang et al. (2008) also employ three other measures of inflation forecasts prepared by the Survey of
Professional Forecasters and the Michigan Survey.
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Figure 7.2: Output gap (real potential GDP)
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The Greenbook inflation forecasts, in f, ., is displayed in Figure 7.3. Although it is less
volatile than the GDP deflator inflation rate, in f,, seen earlier in Figure 7.1, it however

exhibits a similar behaviour. Notice in f, ), tends to lag in f,.

Figure 7.3: Greenbook One-quarter ahead forecasts

12

10f b

0
1965 1970 1975 1980 1985 1990 1995 2000 2005

As highlighted in Zhang et al. (2009), since data used for the Greenbook inflation forecast
is collected during the quarter, it may be influenced by current economic and financial ac-

tivities, and hence, it can be classified as endogenous. Similarly, since demand shocks
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may affect both the contemporaneous noise u; and the current period real variable mea-
sured by the output gap, then the output gap can also be treated as endogenous®. As a
result, Instrumental Variables (IV) need to be used in the estimations. For these IV to
be suitable, they would have to be correlated with both in f, 1, and og:, but uncorrelated
with the other variables in the NKPC given in (7.1). Similar to Hall et al. (2012), the
instrument set z; used in our analysis comprises of eight instruments: one lag each of the
unemployment rate, short term interest rate (in this case, the three-month Treasury Bill
rate) and the growth rate of the money aggregate M2, as well as the five exogenous vari-
ables in (7.1), that is, ¢y, inf,_; and 2?21 Ainf, .. All the data used in this empirical
analysis are quarterly U.S. data spanning 1968.3 to 2001.4.

7.2 Estimating Break Points Using 2SLS

This section outlines the process of estimating break points using 2SLS estimation ap-
proach (within the scope of this NKPC model), as proposed in Hall et al. (2012).

Step 1: Test for break points in the Reduced Form* (RF) of the endogenous regressors

given as,
infopr = z;wl + v (7.2)
0g; = z;w2 + v (7.3)

In this step, the commonly used method of testing for multiple break points given in Bai
and Perron (1998) is used. Hall et al. (2012) allow for a maximum of 5 breaks and set
e = 0.1, that is, the range of A = [0.1,0.9] and hence they search for breaks using the
central 80% of the sample. Their results, as set out in Table 10 of Hall et al. (2012),

clearly indicate a rejection of parameter stability for both in f, , and og.

Step 2: Since there is evidence of parameter variation from Step 1, they adopt a sequential
estimation strategy to determine the location of the break points. Two break points were
estimated for inf, ), at 1975:2 and 1981:1, while only one break point was found at
1975:2 for og,. In their strategy, it is the combination of all the break points obtained in
the RF that is important, hence, they conclude there are two break points in the RF at
{1975:2, 1981:1}.

3 Additionally, Zhang et al. (2009) confirm orthogonality of inf, +1)¢ and ogy with u; is rejected at
conventional significance levels.
“This is analogous to the Jacobian Equation (JE) when using our GMM method.
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Step 3: Conditioning on these two break points, the NKPC model given in (7.1) is split
into three subsamples, each of which can now be said to have a stable RF. We define those
subsamples as Subl for the period 1968:3 - 1975:2, Sub?2 for the period 1975:3 - 1981:1
and Sub3 for the period 1981:2 - 2001:4.

Step 4: The three subsamples are then tested for any additional break points in the NKPC,
which were not obtained in the RF estimations in Step 2. As Subl and Sub2 are quite
small with less than 30 observations each, they test for only one break in each of them.
For Sub3, a maximum of two breaks are allowed. The test results indicate no further
breaks are in the NKPC model.

Step 5: Using the F'-test and Wald test for their fixed break tests, they examine the NKPC
model to confirm if the breaks obtained in the RF in Step 2 are also present. Their results

indicate the two breaks are also present in the NKPC model’.

With these findings, they conclude that the NKPC model given in (7.1) is unstable over
the period examined having two break points at 1975:2 and 1981:1.

7.3 Estimating Break Points Using GMM

In this section, we present the estimation procedure as well as the results obtained when
the GMM method proposed in this study is applied to an identical NKPC model. It is
assumed that this model has two breaks in the Jacobian Equations (JE) of the endogenous
regressors, in f,. |, and og;, as established in the previous section by Hall et al. (2012).
The same data and set of instruments are maintained and a similar testing and estimation

process as laid out in Chapter 6 is followed.

The results presented cover the three test statistics: the Wald, supycpWaldr; the La-
grange Multiplier, supyca LM and the two Difference-type test statistics, supyc AD%
and supye AD?. Similar results were obtained for both ¢ = 0.15 and € = 0.20, hence we
report the results for only the former. As given in Table 1 in Andrews (1993), the critical
values for a model with seven parameters are 26.23, 21.84 and 19.69 for 1%, 5% and 10%

significance levels respectively. The steps and results (see Table 7.1) are discussed below.

Step 1: The whole sample is tested for evidence of parameter variation using Andrews
(1993) discussed in the previous chapter. A test statistic of 41.80, 18.57, 41.77 and 20.81

was obtained for supyeaWaldr, suprea LMy, supreaD¥ and supyea DE, respectively.

>These types of breaks are similar to the Coincidental Breaks scenario under our GMM estimation
approach.
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There is a clear rejection of parameter stability for supycpWaldr and supye Ab% at all
levels of significance, indicating the presence of at least one break in the model. Using
SUPxe ADYE , stability is rejected only at 10% significance level while no break point is
detected in supyecp LMy at all levels.

Step 2: The Sequential Estimation Method proposed in this research as outlined in Section
3.2 is now applied to the whole sample, [1, T, to obtain the first break fraction. The break
fraction is estimated at the location of the suprema of the test statistics. The first break
fraction occurs at A = 0.21 for supycpWaldy at all significance levels and supy¢ ADIT]
and supyc Ab¥ at 10% significance level. This corresponds to the first break date ki in
1975:2. Note this first estimated break point is at an identical location to that obtained in
Hall et al. (2012).

Step 3: The whole sample is now split into two subsamples [1, k;] and [k, 7] and An-
drews (1993) test is repeated on them to determine their stability. However, from the
location of [1%1, T, there are too few observations to carry out this test in the first sub-
sample; in fact, there are less than thirty observations pre-1975:2. Considering the 15%
trimming, the eight instruments as well as the seven coefficients being estimated, then
Andrews (1993) test would suffer size distortions® and spurious rejections of stability will

be recorded. Hence, only the second subsample is tested for an additional break point.

With a test statistic of 20.73, 24.70 and 21.69 obtained for supyeaWaldr, supye ADIT] and
SUPxe AD?, respectively, there is evidence the NKPC is statistically unstable in the post
1975 period at 10% significance level.

Step 4: The break point estimation procedure is applied to this second subsample to ob-
tain the second break which occurs in 1988:3 for supycaWaldr and 1981:1 for both
SUPxe AD% and sup)¢ Al.jjllz. Again, the location of this second break in 1981:1 is identical
to that in Hall et al. (2012). Thus, applying our proposed GMM estimation method di-
rectly to the NKPC model using the Difference tests yield similar break points at 1975:2
and 1981:1 as found in Hall et al. (2012). Using the Wald test also produced evidence
of two breaks in the model, though one is at a different location to those estimated in the
Difference tests. On the other hand, the LM test showed the NKPC model was stable over

the period reviewed.

This was also observed in the simulation experiment carried out for the small sample size in Chapter 6.
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Table 7.1: Break points estimated for the NKPC model.

Sign level suprxeaWaldr suprepa LMr supkeAbg sup,\eADQE

1% 1975:2 No Break 1975:2 No Break

1975:2 No Break 1975:2 No Break

3% No Break No Break 1981:1 No Break
10% 1975:2 No Break 1975:2 1975:2
1988:3 No Break 1981:1 1981:1

Estimation results for A = [0.15, 0.85]. Similar results obtained for ¢ = 0.20.

Test stat of 41.80 and 18.57 were obtained for supycp Waldy and supyep LMy resp.
Test stat of 41.77 and 20.81 were obtained for supyep DY and supyea DE resp.
Critical values are 26.23, 21.84 and 19.69 for 1%, 5% and 10% s.1. resp.

7.4 Conclusion

This chapter investigates the performance of our proposed GMM break point estimation
technique using the New Keynesian Phillips Curve model in Hall et al. (2012). The NKPC
model uses U.S. data spanning from the third quarter of 1968 to the first quarter of 2001.
Hall et al. (2012) identify two break points in the endogenous regressor, output gap and
one break point in the inflation forecast. In their approach using 2SLS, the breaks in
the JE are estimated before any additional breaks in the NKPC model. Using our GMM
approach, however, the breaks in the NKPC model are estimated directly without the need
to pre-estimate the JE. Similar to Hall et al. (2012), we also find the NKPC to be unstable
over the period. Specifically, the results indicate there are two break points at 1975:2
and 1981:1 and potentially a third at 1988:3. Identical break locations of the first two
breaks were found in Hall et al. (2012) using 2SLS. This indicates that in the presence
of an Unstable JE, our proposed method is able to detect break points in the main SE, if
they exist. Furthermore, the results from this empirical application support the theoretical

analysis and Monte Carlo simulations carried out in previous chapters.



Chapter 8
Conclusion

This research provides a GMM-based method of estimating break points which occur at
unknown locations in linear econometric models with endogenous regressors. When re-
gressors are endogenous, that is when the regressors are correlated with the errors, OLS
yields inconsistent estimators and hence common break point estimation tests' in the lit-
erature are inappropriate. For models with endogenous regressors, it is usual to use In-
strumental Variables, of which Two Stage Least Squares (2SLS) and Generalised Method
of Moments (GMM) are the two common choices in the literature. For the purpose of
this research, we refer to the equation which sets out the relationship between the endoge-
nous regressor and its instruments as the Jacobian Equation (JE). This JE can be stable or

unstable and we examine both types of Jacobian structures in this research.

When the JE is stable, Hall et al. (2012) obtain inconsistent break fraction estimators using
an approach that minimises the GMM objective function over all possible break partitions.
They attribute the inconsistencies of the break fraction estimator to the structure of the
GMM minimand which is essentially a square of sums; this allows the effects of any
misspecification from the model to be offset within the minimand. Furthermore, Ghysels
and Hall (1990) establish that the J — test which is usually used in GMM literature
as a diagnostic for model stability has no power in cases of parameter instability. The
test is essentially a test of the overidentifying restrictions which are orthogonal to the
identifying restrictions that are actually used in parameter estimation within the GMM

moment conditions.

For an Unstable JE on the other hand, Hall et al. (2012) obtain consistent break fraction
estimators using 2SLS by first identifying any break points in the JE before searching

ISee Bai (1994a), Bai (1994b), Bai (1997a), Bai (1997b) and Bai and Perron (1998).
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for additional break points in the Structural Equation (SE). They show this break frac-
tion estimator is consistent and Boldea et al. (2012) go further to establish the limiting

distributions of these estimators.

To our knowledge, there is no study conducted within the GMM framework to address
the issue of estimating break points in models with endogenous regressors. Our study sets
out to fill this gap. This study reveals that our GMM-based approach yields consistent
break fraction estimators in linear models with endogenous regressors. Our proposed
method focuses on parameter variation and it is based on the Wald, Lagrange Multiplier
and Difference type test statistics. Additionally, we show that the results hold irrespective

of a Stable or Unstable JE. We give a summary of the main findings below.

Chapters 2 and 3 examine models with one break and multiple breaks in the SE, respec-
tively, assuming the JE is stable. Our proposed estimation strategy was discussed and
the test statistic and break fraction estimators were examined. We present the theoretical
analysis using the Difference type test while the Sequential Estimation Method is used
in estimating the multiple breaks. The asymptotic properties of the break fraction esti-
mators obtained from both models were established, specifically, the consistency and rate
T'-convergence were proved. Consequently, our GMM break point estimator has similar
properties to those that have been shown for break point estimators in other settings such
as a linear regression model with exogenous regressors estimated via OLS. Therefore, our
approach of using a statistic that is centred on parameter variation offers an improvement
to the GMM approach in Hall et al. (2012).

Chapter 4 examines the break fraction estimators obtained from models with an Unstable
JE. Two types of models were explored. The first was a model with a break point in the
JE only while the second had an additional break point in the SE. We showed that a break
in the JE did not confound the estimations of a break in the SE, as our estimators were
still consistent for the true break. Our estimation approach is applied directly to the SE,
irrespective of a break in the JE or not. This is unlike the 2SLS method in Hall et al.
(2012) where the break points in the JE had to be pre-estimated before those in the SE.
This potentially saves computing time and the researcher can focus on the SE, which is the
main interest. Some theoretical analyses still needs to be carried out to conclusively prove
the asymptotic properties of the break fraction estimators obtained when the Jacobian is
unstable, nonetheless, the extensive research carried out, as well as the results of the

Monte Carlo simulation results presented support the conjecture made.

Chapter 5 presents results from a series of Monte Carlo simulations carried out to estimate

the break points in both the Stable and Unstable Jacobian models. In the simulations,
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we assume the number of break points are known and only their locations need to be
estimated. Five different sample sizes were used in the estimations and we present a
few simulation results from all the three test statistics used, though more focus is on the
Difference type test on which the theoretical analysis is based. The results show all three
tests behave similarly in finite samples and hence, indicates that the theoretical analysis
carried out in this research may extend to them as well. It is worth noting that the results

of the simulations support the theoretical analysis carried out in Chapters 2 to 4.

Chapter 6 provides a method of testing the significance of a break point, hence, we assume
the true number of break points in the model is unknown. From the way the Sequential
Estimation Method is constructed, there will always be a break point estimated which
does not necessarily mean it is a genuine break. This, therefore, demands the derivation
of a rule that terminates the process by determining if the break estimated is large enough
to be a true break. This is done through hypothesis testing. We discuss some of the
hypothesis tests existing in the literature in this chapter. For our purpose, we adopt the
Andrews (1993) test for parameter instability and show that combining it with our esti-
mation procedure yields the true number of break points in the model. However, in small
sample sizes, the tests frequently overestimated the true number of breaks. A similar

overestimation was found when the break points were close to the ends of the sample.

Lastly, Chapter 7 provides an empirical application of our proposed methodology. We
test for parameter stability and estimate break points in the New Keynesian Phillips Curve
(NKPC) model similar to that used in Hall et al. (2012). This model is suitable because
Hall et al. (2012) established the presence of break points in the reduced form equations of
the two endogenous regressors - output gap and inflation forecast. Hence, this model is a
good reference to examine the performance of our proposed GMM estimation method. In
our case, we do not need to estimate the Unstable JE prior to the SE as done in Hall et al.
(2012), rather, the estimation method is applied directly to the NKPC model. Based on our
results, the Difference tests yields identical break dates to those found in Hall et al. (2012).
This result verifies our theoretical conclusions in an empirical setting. Thus, using our
method in the presence of an Unstable JE produces consistent break point estimators of the
main NKPC model and hence, provides an alternative break point estimation technique

when researchers are faced with unstable models with endogenous regressors.

In our estimation approach proposed in this study, we assume the break points in the
parameters in the SE occur at the same time. A similar assumption is made for the param-
eters in the JE. This is popularly referred to in the literature as a pure structural change.

With some restrictions placed on these parameters, the analyses provided in this research
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could be extended to the partial structural change case where only some of the parameters

are allowed to change. This would potentially allow more observations for estimations.

Although we establish the consistency and rate 7'- convergence of the break fractions
under the fixed break framework in the Stable Jacobian in Chapters 2 and 3, we do not
provide the limiting distributions in the proofs. In the existing OLS literature on break
point estimation, the limiting distributions obtained under the fixed break approach is
dependent on the data, making it not useful for inference. To develop a useful approxi-
mation, it is necessary to resort to the shrinking break framework where the magnitude of
parameter change converges to zero as the sample size grows. This is commonly used in
the literature and results in a distribution that is invariant to the underlying distribution of
the data. Although this framework is designed for small shifts, the resulting distribution
is used as an approximation for moderate and large shifts. Additionally, while the prelim-
inary studies carried out as well as the Monte Carlo simulation results are encouraging,
the asymptotic properties of the break fraction estimators obtained from the Unstable Ja-
cobian models have to be determined within the shrinking breaks approach as the fixed
break framework proved intractable. Going the shrinking breaks route will circumvent
the problems encountered with the fixed break approach, as well as establish a limiting
distribution theory that can be useful as a basis for inference. This is an interesting area

that will merit future research.
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