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Preface

Econometrics has been developing rapidly over the past four decades. This
is not only true for microeconometrics which more or less originated
during this period, but also for time series econometrics where the
cointegration revolution influenced applied work in a substantial manner.
Economists have been using time series for a very long time. Since the
1930s when econometrics became an own subject, researchers have mainly
worked with time series. However, economists as well as econometricians
did not really care about the statistical properties of time series. This
attitude started to change in 1970 with the publication of the textbook Time
Series Analysis, Forecasting and Control by GEORGE E.P. BOX and
GWILYM M. JENKINS. The main impact, however, stems from the work of
CLIVE W.J. GRANGER starting in the 1960s. In 2003 together with ROBERT
W. ENGLE, he received the Nobel Prize in Economics for his work.

This textbook provides an introduction to these recently developed
methods in time series econometrics. Thus, it is assumed that the reader is
familiar with a basic knowledge of calculus and matrix algebra as well as
of econometrics and statistics at the level of introductory textbooks. The
book aims at advanced Bachelor and especially Master students in
economics and applied econometrics but also at the general audience of
economists using empirical methods to analyse time series. For these
readers, the book is intended to bridge the gap between methods and
applications by also presenting a lot of empirical examples.

A book discussing an area in rapid development is inevitably incomplete
and reflects the interests and experiences of the authors. We do not
include, for example, the modelling of time-dependent parameters with the
Kalman filter as well as Marcov Switching Models, panel unit roots and
panel cointegration. Moreover, frequency domain methods are not treated
either.

Earlier versions of the different chapters were used in various lectures
on time series analysis and econometrics at the Freie Universitit Berlin,
Germany, and the University of St. Gallen, Switzerland. Thus, the book
has developed over a number of years. During this time span, we also
learned a lot from our students and we do hope that this has improved the
presentation in the book.
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1 Introduction and Basics

A time series is defined as a set of quantitative observations arranged in
chronological order. We generally assume that time is a discrete variable.
Time series have always been used in the field of econometrics. Already at
the outset, JAN TINBERGEN (1939) constructed the first econometric model
for the United States and thus started the scientific research programme of
empirical econometrics. At that time, however, it was hardly taken into ac-
count that chronologically ordered observations might depend on each
other. The prevailing assumption was that, according to the classical linear
regression model, the residuals of the estimated equations are stochasti-
cally independent from each other. For this reason, procedures were ap-
plied which are also suited for cross section or experimental data without
any time dependence

DONALD COCHRANE and GUY H. ORCUTT (1949) were the first to no-
tice that this practice might cause problems. They showed that if residuals
of an estimated regression equation are positively autocorrelated, the vari-
ances of the regression parameters are underestimated and, therefore, the
values of the F and t statistics are overestimated. This problem could be
solved at least for the frequent case of first order autocorrelation by trans-
forming the data adequately. Almost at the same time, JAMES DURBIN and
GEOFFREY S. WATSON (1950/51) developed a test procedure which made
it possible to identify first order autocorrelation. The problem seemed to be
solved (more or less), and, until the 1970’s, the issue was hardly ever
raised in the field of empirical econometrics.

This did not change until GEORGE E.P. BOX and GWILYM M. JENKINS
(1970) published a textbook on time series analysis that received consider-
able attention. First of all, they introduced univariate models for time se-
ries which simply made systematic use of the information included in the
observed values of time series. This offered an easy way to predict the fu-
ture development of this variable. Today, the procedure is known as Box-
Jenkins Analysis and is widely applied. It became even more popular when
CLIVE W.J. GRANGER and PAUL NEWBOLD (1975) showed that simple
forecasts which only considered information given by one single time se-
ries often outperformed the forecasts based on large econometric models
which sometimes consisted of many hundreds of equations.
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In fact, at that time, many procedures applied in order to analyse rela-
tions between economic variables were not really new. Partly, they had al-
ready been used in other sciences, especially for quite a while in the ex-
perimental natural sciences. Some parts of their theoretical foundations
had also been known for a considerable time. From then on, they have
been used in economics, too, mainly because of two reasons. Up to then,
contrary to the natural sciences there had not been enough economic ob-
servations available to even consider the application of these methods.
Moreover, at the beginning of the 1970’s, electronic computers were ap-
plied which were quite powerful compared to earlier times and which
could manage numerical problems comparatively easy. Since then, the de-
velopment of new statistical procedures and larger, more powerful com-
puters as well as the availability of larger data sets has advanced the appli-
cation of time series methods which help to deal with economic issues.

Before we discuss modern (parametric) time series procedures in this
chapter, we give a brief historical overview (Section 1.1). In Section 1.2,
we demonstrate how different transformations can show the properties of
time series. In this section, we also show how the lag operator can be used
as a simple but powerful instrument for modelling economic time series.

Certain conditions have to be fulfilled in order to make statistical infer-
ence based on time series data. It is essential that some properties of the
underlying data generating process, in particular variance and covariances
between elements of these series, are not time dependent, i.e. that the ob-
served time series are stationary. Therefore, the exact definition of station-
arity is given in Section 1.3. which also introduces the autocorrelation
function as an important statistical instrument for describing (time) de-
pendencies between the elements of a time series. Finally, in Section 1.4,
we introduce Wold’s Decomposition, a general representation of a station-
ary time series. Thus, this chapter mainly covers some notions and tools
necessary to understand the later chapters of this textbook.

1.1 The Historical Development of Time Series Analysis

Time series have already played an important role in the early natural sci-
ences. Babylonian astronomy used time series of the relative positions of
stars and planets to predict astronomical events. Observations of the plan-
ets’ movements formed the basis of the laws JOHANNES KEPLER discov-
ered.

The analysis of time series helps to detect regularities in the observa-
tions of a variable and derive ‘laws’ from them, and/or exploit all informa-
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tion included in this variable to better predict future developments. The ba-
sic methodological idea behind these procedures, which were also valid for
the Babylonians, is that it is possible to decompose time series into a finite
number of independent but not directly observable components that de-
velop regularly and can thus be calculated in advance. For this procedure,
it is necessary that there are different independent factors which have an
impact on the variable.

In the middle of the 19" century, this methodological approach to as-
tronomy was taken up by the economists CHARLES BABBAGE and
WILLIAM STANLEY JEVONS. The decomposition into unobserved compo-
nents that depend on different causal factors, as it is usually employed in
the classical time series analysis, was developed by WARREN M. PERSONS
(1919). He distinguished four different components:

e a long-run development, the trend,

e a cyclical component with periods of more than one year, the business
cycle,

e a component that contains the ups and downs within a year, the seasonal
cycle, and

e a component that contains all movements which neither belong to the
trend nor to the business cycle nor to the seasonal component, the resid-
ual.

Under the assumption that the different non-observable factors are inde-
pendent, their additive overlaying generates the time series which we can,
however, only observe as a whole. In order to get information about the
data generating process, we have to make assumptions about its unob-
served components. The classical time series analysis assumes that the sys-
tematic components, i.e. trend, business cycle and seasonal cycle, are not
influenced by stochastic disturbances and can thus be represented by de-
terministic functions of time. Stochastic impact is restricted to the residu-
als, which, on the other hand, do not contain any systematic movements. It
is therefore modelled as a series of independent or uncorrelated random
variables with expectation zero and constant variance, i.e. as a pure ran-
dom process.

However, since the 1970’s, a totally different approach has increasingly
been applied to the statistical analysis of time series. The purely descrip-
tive procedures of classical time series analysis were abandoned and, in-
stead, results and methods of probability theory and mathematical statistics
have been employed. This has led to a different assessment of the role of
stochastic movements with respect to time series. Whereas the classical
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approach regards these movements as residuals without any significance
for the structure of time series, the modern approach assumes that there are
stochastic impacts on all components of a time series. Thus, the ‘law of
movement’ of the whole time series is regarded as a stochastic process,
and the time series to be analysed is just one realisation of the data gener-
ating process. Now the focus is on stochastic terms with partly rather com-
plex dependence structures.

The first steps in this direction were taken by the Russian statistician
EVGENIJ EVGENIEVICH SLUTZKY and the British statistician GEORGE
UDNY YULE at the beginning of the last century. Both of them showed that
time series with cyclical properties similar to economic (and other) time
series can be generated by constructing weighted or unweighted sums or
differences of pure random processes. E.E. SLUTZKY and G.U. YULE de-
veloped moving average and autoregressive processes as models to repre-
sent time series. HERMAN WOLD (1938) systematised and generalised
these approaches in his doctoral thesis. Their widespread practical usage is
due to GEORGE E.P BOoX and GWILYM M. JENKINS (1970), who developed
methods to implement these models empirically. They had abandoned the
idea of different components and assumed that there was a common sto-
chastic model for the whole generation process of time series. Firstly, this
method identifies a specific model on the basis of certain statistical figures.
Secondly, the parameters of this model are estimated. Thirdly, the specifi-
cation of the model is checked by statistical tests. If specification errors
become obvious, the specification has to be changed and the parameters
have to be re-estimated. This procedure is re-iterated until it generates a
model that satisfies the given criteria. This model can finally be used for
forecasts.

Recently, the idea of decomposing a time series has been taken up
again, particularly for the modelling of seasonal variations. However, con-
trary to the classical approach, it is now assumed that all components of a
time series can be represented by simple stochastic models. The procedure
for the seasonal adjustment of time series used by EUROSTAT is, for ex-
ample, based on such an approach.

Moreover, since the 1980’s the possible non-stationarity of time series
has increasingly been taken into consideration. Non-stationarity might not
only be caused by deterministic but also by stochastic trends and, further-
more, the non-stationarity of time series is no longer simply eliminated
through the application of filters in order to continue within the framework
of stationary models. Non-stationarity is rather explicitly taken into ac-
count when constructing models, as long as this is possible and seems to
make sense. Accordingly, after this introduction of the basic principles, we
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will first deal with models of stationary time series and then turn to the
modelling of non-stationary time series.

1.2 Graphical Representations of Economic Time Series

When investigating (economic) time series, it is generally useful to start
with graphical representations to detect those properties of the series which
can be seen by simply looking at the plot of a time series. In this context, it
is important to consider different transformations of the time series to be
analysed, as, for example, its levels, its changes and its relative changes.
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Figure 1.1: Real Gross Domestic Product of the Federal Republic
of Germany, 1960 — 2004

Figure 1.1 shows the real Gross Domestic Product (GDP) of the Federal
Republic of Germany from the first quarter of 1960 to the fourth quarter of
2004, in prices of 1995. The data stem from the National Accounts of the
Federal Republic of Germany issued by the German Institute of Economic
Research (DIW) in Berlin. This time series increases in the long run, i.e. it
has a positive trend. On the other hand, it shows well-pronounced short-
run movements which take place within one year. These are seasonal
variations. A remarkable shift in the level of the series is due to the Ger-
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man Unification: from the third quarter of 1990 on, the series is based on
data for unified Germany while the earlier data are based on the former
West Germany only.
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Figure 1.2:  Changes of the Real Gross Domestic Product (AGDP)
of the Federal Republic of Germany, 1960 — 1989

When changes from quarter to quarter are analysed, i.e. AGDP, = GDP, —
GDP,,, where t is the time index, Figure 1.2 shows that the trend is elimi-
nated by this transformation, while the seasonal variations remain. (Be-
cause of the structural break due to the German Unification, we only con-
sider the West German data from 1960 to 1989.) The resulting values
fluctuate around zero with almost constant amplitude. Moreover, the sea-
sonal component shows a break: up to 1974, the annual minimum is almost
always located in the first quarter, from 1975 onwards in the fourth quar-
ter.

If the relative changes from quarter to quarter are to be observed, we
take the quarterly growth rates. In percentage points, these are usually cal-
culated as

GDP, — GDP

1.1 gqer = —t 7 tlq00.
(1.1) 733 GDP

t-1
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However, the problem with this representation is that there is an asymme-
try with respect to positive and negative changes: A rise from 100 to 125 is
seen as an increase of 25 percent, whereas a decline from 125 to 100 is
seen as a decrease of ‘only’ 20 percent. This can lead to considerable prob-
lems if average growth rates are calculated for time series with strongly
pronounced fluctuations. In an extreme case this might lead to the calcula-
tion of positive average growth rates in spite of a negative trend. In order
to avoid this, ‘continuous’ growth rates are usually employed today, which
are calculated (again in percentage points) as

(1.1 qgr; = (In(GDPy) — In(GDP,,)) - 100.

Here, In(-) denotes the natural logarithm. In the following, we will always
use this definition. As the approximation In(1 + x) = x is valid for small
values of x, the differences between (1.1) and (1.1') can generally be ne-
glected for small growth rates.

percent
15
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-154

20— LA L L B L L B B B L B year
1965 1970 1975 1980 1985

Figure 1.3:  Growth rates of the Real Gross Domestic Product (qgr)
of the Federal Republic of Germany, 1960 — 1989

Figure 1.3 shows that the growth rates, too, reflect a seasonal pattern. In
1975, this pattern is clearly disrupted. However, contrary to Figure 1.2, the
amplitude and thus the relative importance of the seasonal variation has
obviously been declining over time.
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Figure 1.4:  Annual changes of the Real Gross Domestic Product (4,GDP) of
the Federal Republic of Germany, 1960 — 1989

If seasonal variations are to be eliminated, changes should be related to the
same quarter of the preceding year and not to the preceding quarter. With
A4GDP; = GDP; — GDP4, Figure 1.4 shows the annual changes in the Ger-
man Gross Domestic Product as compared to the same quarter of the pre-
vious year. This series does no longer show any seasonal variations. These
changes are mostly positive; they are only negative during recessions. This
is particularly true for 1967, when Germany faced its first ‘real’ recession
after the Second World War, as well as for the recessions in 1975 and
1981/82 which followed the two oil price shocks.

The annual growth rates, i.e. the corresponding relative annual changes
(in percent), are, however, more revealing. They are presented in Figure
1.5 and can be calculated as

agt; = (In(GDPy) — In(GDP.4)) - 100.

The sixties and seventies are characterised by highly fluctuating growth
rates between -3.5 and just under 10 percent. In the seventies, the big re-
cession of 1975 can clearly be recognised, as well as the recession in the
early eighties. Subsequently, real growth rates were positive, but at a lower
level than before, between zero and just under five percent.
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percent
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Figure 1.5:  Annual growth rates of Real Gross Domestic Product (agr) of the
Federal Republic of Germany, 1960 — 1989

A further possibility to eliminate the seasonal variations without eliminat-
ing the trend is given by the following transformation:

GDPS, = i(GDPt +GDP_, +GDP_, +GDP,_,).

Four consecutive values of the time series are added and, in order to avoid
a shift in the level, divided by 4. Thus we get an (unweighted) moving av-
erage of order four, i.e. with four elements. Figure 1.6 shows the series
GDP and GDPS for the period from 1961 to 2004. The latter indicates the
long-term development, the so-called smooth component of the Gross
Domestic Product around which the actual values fluctuate. The smooth
component clearly indicates four recessions: in the late 1960’s, the mid
1970’s, the early 1980’s and the last one after 1992. It also shows the
structural break caused by German Unification. It is also obvious that this
change in level is partly smoothed and thus ‘averaged away’. This example
clearly shows that different ways of transforming one and the same time
series can reveal the different kinds of information contained in it.
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Figure 1.6: ,Smooth Component ‘ and actual values of the Real Gross Domestic
Product of the Federal Republic of Germany, 1961 — 2004

We introduce the /ag operator L to show the relation between the differ-
ences and the moving average. Let x be a time series. If we apply the lag
operator on this series, all values are delayed by one period, i.e.

(12) LXt = Xt-l'

If we apply the lag operator to x.., we get X, because of relation (1.2), and
we can indicate

Lxy = L(Lxy) = Lth = Xi2.
By generalising we get
(1.3) L', = X, k= ..,-1,0,1,2, ...
For k = 0 we get the identity L, = x,. Usually, instead of L° we just write
‘1’. For k > 0 the series is shifted k periods backwards, and for k < 0 |k| pe-

riods forward. For example: L3% = Xus. Furthermore, the usual rules for
powers apply. Thus, we can write the following:

L™ = L™(L %) = L™"X; = Xemen) -

The following notation results from using the lag operator for the first dif-
ferences:
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(1.4) Ax¢ = X —Xe1 = (I-L)x;.
For fourth differences it holds that
(1.5) Ay = X(—Xes = (1*L4)Xt 5

while growth rates as compared to the same quarter of the preceding year
can be written as

(1.6) Adn(x) = In(x)) — In(xes) = (1 - LYIn(x,) .

Finally, the unweighted moving average of order four can be written as
(1.7) xs; = i(x[ + X1 + Xpo + Xp3) = %(1 +L+L%+ L3)xt .

Quite generally, a lag polynomial of order p can be represented as
L)%, = (1 -aL—opl” — ... — o LP)x
= Xt - alxt_l - (X,QXt,z T e T Otht_p.

As far as this is possible without any misunderstandings, we usually delete
the suffix p that indicates the order of the lag polynomial.

Trivially, there can be no delay if we apply the lag operator on a con-
stant 9, i.e. it holds that

aL)éo = (1-a;—0r—...—ap)0d.

Thus, the value of the lag polynomial is the sum of all its coefficients in
this case. We get the same result if we substitute L by L° = 1:

p

(1.8) a(l) = 1- D a;.
i=1

Relations (1.4) to (1.7) show the great advantage of the lag operator: trans-
formations can be represented independently from the special time series,
simply by a polynomial in the lag operator. Moreover, the same operations
as with common polynomials (in real or complex variables) can be per-
formed with lag polynomials, especially multiplication and division. For
the multiplication the commutative law holds, i.e.

oL)BIL) = BIL)oL).

Such polynomials of the lag operator are also called ‘linear filters’. If we
multiply the first difference filter (1.4) with the moving average of fourth
order (1.7) multiplied by four, we get the filter of fourth difference (1.5) be-
cause of
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(1-L)A+L+L*+L% = (1-L%.

This reveals that, as the long-term component is eliminated by the first dif-
ference filter and the seasonal component by the moving average, both
components are eliminated from a time series by the product of those two
filters, the filter of fourth differences.

1.3 Ergodicity and Stationarity

Formal models for time series are developed on the basis of probability
theory. Let the T-dimensional vector of random variables x;, X, ..., Xt be
given with the corresponding multivariate distribution. This can also be in-

. . T .
terpreted as a series of random variables {Xt}H, as stochastic process or

as data generating process (DGP), Let us now consider a sample of this

process of length T. Consequently, the real numbers {xf”,xg),...,x&”} are

just one possible result of the underlying data generating process. Even if

Q)

we were able to observe this process infinitely long, {xt

}°°l would be just

one realisation of this stochastic process. It is obvious, however, that there
is not just one realisation of such a process, but, in principle, an arbitrary
number of realisations which all have the same statistical properties as they
all result from the same data generating process.

In the following, a time series is considered as one realisation of the un-
derlying stochastic process. We can also regard the stochastic process as
the entirety of all of its possible realisations. To make the notation as sim-
ple as possible, we will not distinguish between the process itself and its
realisation. This can be taken out of the context.

Stochastic processes of the dimension T can be completely described by
a T-dimensional distribution function. This is, however, not a practicable
procedure. We rather concentrate on the first and second order moments,
i.e. on the mean (or expected value)

E[x],i=1,2,..,T,
the T variances
VIx] = E[(xi—E[x])’], i=1,2,..,T,
as well as the T(T-1)/2 covariances

Covlxixj] = E[(xi— E[xi])(xj— E[xD], 1<].
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Quite often, these are denoted as autocovariances because they are covari-
ances between random variables of the same stochastic process. If the sto-
chastic process has a multivariate normal distribution, its distribution func-
tion is fully described by its moments of first and second order. This holds,
however, only in this special case.

As we usually have only one time series, i.e. just one realisation of the
stochastic process in practical applications, we have to make additional as-
sumptions in order to be able to perform statistical inference. For example,
to be able to estimate the expected value, the variance and the covariances
of the stochastic process {x}, there should be more than one realisation of
this random variable available for a given point in time t.

The assumption of ergodicity means that the sample moments which are
calculated on the basis of a time series with a finite number of observations
converge (in some sense) for T — oo against the corresponding moments of
the population. This concept is only meaningful, however, if we can as-
sume that, for example, the expectations E[x;] = p and the variances V[x,] =
o’ are constant for all t.

More precisely, a DGP is said to be mean ergodic if

18 ’
limE|| =) x, — =0
T—w (T ; t “j
and variance ergodic if
1 ’
limE {—Z(x[ —p)’ —sz =0
T—w T ol

These conditions are ‘consistency properties’ for dependent random vari-
ables and cannot be tested. Therefore, they have to be assumed.

A stochastic process has to be in statistical equilibrium in order to be er-
godic, i.e. it has to be stationary. Two different kinds of stationarity can be
distinguished. If we assume that the common distribution function of the
stochastic process does not change by a shift in time, the process is said to
be strictly stationary. As this concept is difficult to apply in practice, we
only consider weak stationarity or stationarity in the second moments. We
first define stationarity for the corresponding moments of the stochastic
process {X}:

(1) Mean Stationarity: A process is mean stationary if E[x] = p = p is
constant for all t.
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11) Variance Stationarity: A process is variance stationary if V[x,] = E[(x,
V. AD Yy
— 1)’] = &” is constant and finite for all t.

(iii) Covariance Stationarity: A process is covariance stationary if
Cov[xy,xs] = E[(X; — m)(xs — Us)] = y(Js—t|) is only a function of the
time distance between the two random variables and does not depend
on the actual point in time t.

(iv) Weak Stationarity: As variance stationarity immediately results from
covariance stationarity for s = t, a stochastic process is weakly sta-
tionary when it is mean and covariance stationary.

Because we only assume this kind of stationarity in the following, we
mostly drop the adjective weak.

Example 1.1

We call the stochastic process {u,} a pure random or a white noise process, if it
has the following properties: E[u,] = 0 and V[u,] = 6> for all t, as well as Cov[u,,us]
= E[uu,] = 0 for all t # s. Apparently, this process is weakly stationary. The ran-
dom variables all have mean zero and variance o~ and are uncorrelated with each
other.

Example 1.2

Let the stochastic process {x,} be defined as

u, for t=1,
(EL.1) X, =
X, +u, for t=273,..,

where {u} is a pure random process. This stochastic process, a random walk
without drift, can also be written as

t
(E1.2) X, =, .
=1

Let us assume that we generate {u,} by flipping a fair coin. We get heads with
probability 0.5 (in this case, our random variable has the value +1) and tails with
probability 0.5 (in this case, our random variable has the value -1). Let us start, for
example, with xo = 0 for t = 0. Then it is easy to see that all possible realisations
(time series) of this random walk can only take values within the area in Figure
1.7 which is limited by the two bisectors. If each flip results in heads (tails), the
corresponding time series would take the value +1 (-1) for t = 1, the value +2 (-2)
for t =2, and so on.
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-10 1
-20 1
-30 4
40 1
50 4

Figure 1.7:  Example of a random walk where only the steps +1
and —1 are possible

Which moments of first and second order does the stochastic process defined in
(E1.1) have? Due to (E1.2) and the properties of a pure random process it holds
that

E[x,] = E{Jtluj} = ;E[uj =0,

Cov[x,,x,] = E[[;uJ](Zuﬂ = Z E[uy, | = min(t,s)c’.

i=1

Thus, the random walk without drift is mean stationary, but neither variance nor
covariance stationary and, consequently, also not weakly stationary. The random
walk without drift is an important element of a category of non-stationary stochas-
tic processes which, as will be shown later, are well suited to describe the devel-
opment of economic time series.

It is impossible to evaluate the dependence of random variables of a sto-
chastic process by using autocovariances as these are not normalised and,
therefore, dependent on the applied measurement units. If the covariances
are normalised with the respective variances, the result is a term which is
independent of the applied measurement unit, the autocorrelation function.
For weakly stationary processes this is given by
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E[(Xt — “)(XI+T — !J)] _ Y(T)

(1.9 p(r) = F(x. _“)2] /0) , = ..,-1,0,1, ..,
and has the following properties:

(1) p(0) = 1,

(i) p(t) = p(-1), and

(ii1) lp(t)| £ 1, forall 1.

Because of (i) and the symmetry (ii) it is sufficient to know the autocorre-
lation function or the autocorrelogram fort=1, 2, ....

Due to the ergodicity assumption, mean, variance and autocovariances
of stationary processes can be estimated in the following way:

. 1
no= ¥;Xt,
1 T
70) = —=D(x,—Q)’,
TS
lT—r
(1) = ¥;(Xt—ﬁ)(xtﬂ—ﬁl), t=12,.,T-.

These are consistent estimators of p, y(0) und y(t). The consistent estima-
tor of the autocorrelation function is given by

i(xt - ﬁl)(xwr - ﬂ) ~
(1.10) p(r) = “— (G A )
Z(Xt_l”l)z Y(O)

This estimator is asymptotically unbiased. For white noise processes, its
variance can be approximated by 1/T and it is asymptotically normally dis-
tributed. Due to this, approximate 95 percent confidence intervals of
+2/~JT are often indicated for the estimated autocorrelation coefficients.

According to M. S. BARTLETT (1946), the variance of autocorrelation
coefficients of stochastic processes in which all autocorrelation coeffi-
cients disappear from the index value k + 1 on, p(t) = 0 for t > k, is ap-
proximately given by
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MEGIE %(szrs(j)z], >k

In order to evaluate estimated time series models, it is important to know
whether the residuals of the model really have the properties of a pure ran-
dom process, especially whether they are uncorrelated. Thus, the null hy-
pothesis to be tested is

Hp: p(t)=0fort=1,2,...m,m<T.

The first possibility to check this is to apply the 95 percent confidence lim-
its £2/~/T valid under the null hypothesis to every estimated correlation
coefficient. If some p(t) lie outside these limits, this is evidence against

the null hypothesis.

To make a global statement, i.e. to test the common hypothesis whether
a given number of m autocorrelation coefficients are null altogether,
GEORGE E. P. Box and DAVID A. PIERCE (1970) have developed the fol-
lowing test statistic:

(1.11) Q = T YA

Under the null hypothesis it is asymptotically x* distributed with m degrees
of freedom.

As — strictly applied — the distribution of this test statistics holds only
asymptotically, G. M. LJUNG and GEORGE E. P. BOX (1978) proposed the
following modification for small samples,

m Ar N2
(1.12) Q* = T(T+2)Z&),,

R
which is also asymptotically y* distributed with m degrees of freedom.

It should be intuitively clear that the null hypothesis of non-auto-
correlation of the residuals should be rejected if some of the p(j) are too
large, i.e. if Q or Q* is too large, or — to be more precise — if they are larger
than the corresponding critical values of the y* distribution with m degrees
of freedom for a specified significance level.

An alternative to these testing procedures is the Lagrange-Multiplier
Test (LM Test) developed by TREVOR S. BREUSCH (1978) and LESLIE G.
GODFREY (1978). Like the Q test the null hypothesis is

Hy: The residuals are not autocorrelated,
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which is tested against the alternative that the residuals follow an autore-
gressive or a moving average process of order p. The test can be performed
with an auxiliary regression. The estimated residuals are regressed on the
explanatory variables of the main model and on the lagged residuals, up to
order p. The test statistic which is y” distributed with p degrees of freedom
is given by T-times the multiple correlation coefficient R* of the auxiliary
regression, with T being the number of observations. Alternatively, an F
test can be used for testing the combined significance of the lagged residu-
als in the auxiliary regression.

Compared to the Durbin-Watson test which is used in traditional
econometrics for testing autocorrelation of the residuals of an estimated
model, the Q (Q*) as well as the LM test have two major advantages:
firstly, they can check for autocorrelation of any order, and not only of first
or fourth order. Secondly, the results are also correct if there are lagged
endogenous variables in the regression equation, whereas in such cases the
results of the Durbin-Watson test are biased in favour of the null hypothe-
sis.

The fact that the residuals are not autocorrelated does not imply that
they are independently and/or normally distributed; absence of autocorre-
lation does only imply stochastic independence if the variables are nor-
mally distributed. It is, however, often assumed that they are normally dis-
tributed, as the usual testing procedures are based on this assumption.
Whether this is actually true depends on the higher moments of the distri-
bution. Especially the third and fourth moments are important,

E[(x;—E[x])], i = 3,4.
The third moment is necessary to determine the skewness of the distribu-

tion which can be estimated by

T

l Z:(Xt_}])3

t=1

w»>

b iy
For symmetric distributions (as the normal distribution) the theoretical

value of the skewness is zero. The kurtosis which is based on the forth
moment can be estimated by

T

(Xt _}:l)4
=1

1
T 307



1.3 Ergodicity and Stationarity 19

For the normal distribution it holds that K = 3. Values larger than three in-
dicate that the distribution has ‘fat tails’: the density of a distribution in the
centre and at the tails, i.e. outside the usual & 2¢ limits, is higher and in the
areas in between smaller than the density of a normal distribution. This
holds, for example, for the t distribution. Such fat tails are typical for fi-
nancial market data with high periodicity.

Using the skewness S and the kurtosis K, CARLOS M. JARQUE and ANIL
K. BERA proposed a test for normality. It can be applied directly on the
time series itself (or on its differences). Usually, however, it is applied to
check estimated regression residuals. The test statistic

T-— ~ A
B = —m(s2+1(K—3)2j
6 4

is i distributed with 2 degrees of freedom. T is again the sample size, and
m the number of estimated parameters. The hypothesis that the variable is
normally distributed is rejected whenever the values of the test statistic are
larger than the corresponding critical values.

Example 1.3

The price development in efficient markets as, for example, stock prices or ex-
change rates, can often be represented by a random walk. An example is the ex-
change rate between the Swiss Franc and the U.S. Dollar. Monthly data of this se-
ries are shown in Figure 1.8a for the period from January 1980 to December 2003.
Below this, continuous monthly returns corresponding to (1.1") are presented.
They behave like a pure random process. This can be seen from the correlogram:
none of the estimated correlation coefficients which are presented in Figure 1.8c is
significantly different from zero. (The dashed lines in Figure 1.8c represent the
approximate 95 percent confidence limits.) Moreover, neither the Box-Pierce Q*
test nor the Breusch-Godfrey LM test indicate autocorrelation: For m =2 and m =
12 the test statistics are Q*(2) = 2.349, Q*(12) = 16.856, LM(2) = 2.208, LM(12)
= 18.291. (The critical values of the y* distribution at the 10 percent significance
level with 12 degrees of freedom is 18.549, with 2 degrees of freedom 4.605 and
9.210 at the 1 percent level.) On the other hand, the hypothesis of normality has to
be rejected at the 1 percent level since JB = 11.542. The reason for this is the kur-
tosis with a value of 3.804.
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Figure 1.8:  Exchange rate Swiss Franc US Dollar,
monthly data, January 1974 to December 2003
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1.4 The Wold Decomposition

Before we deal with special models of stationary processes, a general
property of such processes is discussed: the Wold Decomposition. This de-
composition traces back to HERMAN WOLD (1938). It exists for every co-
variance stationary, purely non-deterministic stochastic process: After sub-
tracting the mean function, each of such processes can be represented by a
linear combination of a series of uncorrelated random variables with zero
mean and constant variance.

Purely non-deterministic means that all additive deterministic compo-
nents of a time series have to be subtracted in advance. By using its own
lagged values, any deterministic component can be perfectly predicted in
advance. This holds, for example, for a constant mean, periodical, poly-
nomial, or exponential series in t. Thus, one can write:

(1.13)  x—w = Z:\ujutfj with yo = 1 and Z\uf < o,
=0 j=0
There, u; is a pure random process, i.e. it holds that

o’ for t=s

E[u] = 0 and E[uu] = .
0 otherwise

The quadratic convergence of the series of the y; guarantees the existence
of second moments of the process. There is no need of any distributional
assumption for this decomposition to hold. Especially, there is no need of
the u,to be independent, it is sufficient that they are uncorrelated.

For the mean we get

E[Xt_“’t] = E|:Z(;Wjutj:| = ;WjE[ut—j] = 0:
= =

1.€., it holds that
E[x] = p
The variance can be calculated as follows:
Vixd = E[(x—w)’] = E[(u+wy;ug+y,usnt. ).
Because of E[u,u.] = 0 for j # 0, this can be simplified to

Vix,] = Bl + yEul]+ viEul,] + ...
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= 2w = (0.
=0

Thus, the variance is finite and not time dependent. Correspondingly, with
T > 0 we get the time independent autocovariances

Cov[x, Xee] = E[(Xe— m)(Xer t — Wit o)

E[(u + yiuw + o0 Yol + Yo Ui + .00)
“ (U + YiUgrg T ooor YUy T YU + )]

= " (1'y: + VYo + Yol + ..)

= o’ Dy, = 11 < o
i=0
with yo = 1. It becomes clear that the autocovariances are only functions of
the time difference, i.e. the distance between two random variables. Thus,
all conditions of covariance stationarity are fulfilled. Because of (1.9) the
autocorrelation function is given by:

Z‘Vj Vo

p(r) = & 1=12,...

v
=0

All stationary models discussed in the following chapters can be repre-
sented on the basis of the Wold Decomposition (1.13). However, this rep-
resentation is, above all, interesting for theoretical reasons: in practice, ap-
plications of models with an infinite number of parameters are hardly
useful.
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2 Univariate Stationary Processes

As mentioned in the introduction, the publication of the textbook by
GEORGE E.P. BOX and GWILYM M. JENKINS in 1970 opened a new road to
the analysis of economic time series. This chapter presents the Box-
Jenkins Approach, its different models and their basic properties in a rather
elementary and heuristic way. These models have become an indispensa-
ble tool for short-run forecasts. We first present the most important ap-
proaches for statistical modelling of time series. These are autoregressive
(AR) processes (Section 2.1) and moving average (MA) processes (Section
2.2), as well as a combination of both types, the so-called ARMA proc-
esses (Section 2.3). In Section 2.4 we show how this class of models can be
used for predicting the future development of a time series in an optimal
way. Finally, we conclude this chapter with some remarks on the relation
between the univariate time series models described in this chapter and the
simultaneous equations systems of traditional econometrics (Section 2.5).

2.1 Autoregressive Processes

We know autoregressive processes from traditional econometrics: Already
in 1949, DONALD COCHRANE and GUY H. ORCUTT used the first order
autoregressive process for modelling the residuals of a regression equation.
We will start with this process, then treat the second order autoregressive
process and finally show some properties of autoregressive processes of an
arbitrary but finite order.

2.1.1 First Order Autoregressive Processes

Derivation of Wold’s Representation

A first order autoregressive process, an AR(1) process, can be written as
an inhomogeneous stochastic first order difference equation,

(21) Xt = 6 + aXt_l + ut,
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where the inhomogeneous part & + u; consists of a constant term 6 and a
pure random process ;. Let us assume that for t = t, the initial value X,, is

given. By successive substitution in (2.1) we get

Xt0+1 = 8 + U.Xto + ut0+1
Xt0+2 = 8 + U‘Xt0+l + ut0+2
= 8 + (7.(5 + G‘Xto + ut0+1) + ut0+2
_ 2
=0+t tox tau ,tu,,
Xt0+3 = 8 + axt0+2 + ut0+3
X =8+ 08+ o+ o’x, +ad’u , tau ., +u
to+3 to to+l to+2 to+3
_ 2 1-1 T
Xpo = (I Fata”+ .0 +0a7)8 +a'x,
T-1 -2
T a ut0+1 T a ut0+2 Tt aut0+r—l + utﬂ+r’
or
l_ar 71 )
— T J
Xyoe = OX, F o d + Z(x UL
=0

Fort=ty,+ 1, we get

-t t=te-l
(2.2) X = a'x, +———8 + Y ou;.
to -« - t—j
=

The development and thus the properties of this process are mainly deter-
mined by the assumptions on the initial condition x, .

The case of a fixed (deterministic) initial condition is given if X, is as-
sumed to be a fixed (real) number, e.g. for t = 0, i.e. no random variable.
Then we can write:

1_ (xt t—1 )
Xy = atxo-i- 5+Zajut_j.
- 0

This process consists of both a time dependent deterministic part and a
stochastic part. Thus, it can never be mean stationary.
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We can imagine the case of stochastic initial conditions as (2.1) being
generated along the whole time axis, i.e. - o0 <t < co. If we only observe
realisations for positive values of t, the initial value X, is a random variable
which is generated by this process. Formally, the process with stochastic
initial conditions results from (2.2) if the solution of the homogeneous dif-
ference equation has disappeared. This is only possible if |a| < 1. There-
fore, in the following, we restrict a to the interval -1 <o < 1. If lim X, Is

ty—>—0
bounded, (2.2) for ty — - o converges to

0

o .
(23) Xy = m + Zocju[fj .

i=0

The time dependent deterministic part has disappeared. According to Sec-
tion 1.4, the AR(1) process (2.1) has the Wold representation (2.3) with
y; = o and |a| < 1. This results in the convergence of
I
i=0 i=0 l-a

Thus, the process (2.1) is weakly stationary.

The Lag Operator

Equation (2.3) can also be derived from relation (2.1) by using the lag op-
erator defined in Section 1.2:

(2.1 (1-oal)x, = d+uy,
If we solve for x; we get

) 1

2.4 X; = +
@4 ' 1-aL l—ocLu

t .
The expression 1/(1 — aL) can formally be expanded to a geometric series,

= 1+oal + o’L* + L + ... .

1-aL
Thus, we get
x = (1 +oL + oL+ ..)8+ (1 +al + &L + ...)u
= (l+a+od+..)8+u+oaugt Cus + ...,

and because of |o| < 1
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The first term could have been derived immediately if we substituted the
value ‘1’ for L in the first term of (2.4). (See also relation (1.8)).
Calculation of Moments

Due to representation (2.3), the first and second order moments can be cal-
culated. As E[u,] = 0 holds for all t, we get for the mean

d N
Ex] = E|—— + Yo
[Xt] |:1 _a P utJi|
o > o
Ex] = —— + Y aE[u ] = = =
[x] l-o 3 [H] I—a "

i.e. the mean is constant. It is different from zero if and only if 6 # 0. Be-
cause of 1 — a > 0, the sign of the mean is determined by the sign of 5. For
the variance we get

- ]| (3]

E[(u; + oug; + azut-2+ )2]

E[u + o’ v, + o' ul, + ... + 20uu,, + 2000, F ... ]

oc(l+a+a*+..),

because E[u, us] = 0 for t # s and E[u, u,] = o’ fort=s. Applying the sum-
mation formula for the geometric series, and because of |o| < 1, we get the
constant variance

Vixd =

1-a

The covariances can be calculated as follows:

Cov [Xp,Xee] = E{[xt —6—j [XH —S—H
I-a I-a
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= E[(w+aug+..+to u.,+..)
(Ut @ Uy 0 U )]
= E[(u+ aug + ... + 0" Upps
+ 0 (U + 0 U T O Upgn +...))
(U + O Uy T U + )]
= o' E[(uee + QU + U+ ... )]
Thus, we get

2
(o}

Cov [XpXer] = A'V[Xe] = af .
l1-a

The autocovariances are only a function of the time difference t and not of

time t, and we can write:

2
(o)

1-ao?

(2.5) y(r) = af , t=20,1,2,...

Therefore, the AR(1) process with |a| < 1 and stochastic initial conditions
is weakly stationary.
An Alternative Method for the Calculation of Moments

Under the condition of weak stationarity, i.e. for |o| < 1 and stochastic ini-
tial conditions, the mean of x; is constant. If we apply the expectation op-
erator on equation (2.1), we get:

Ex] = E[B+oaxeyt+u] = 8+aE[xu]+E[u].
Because of E[u¢] = 0 and E[x] = E[x.;] = p for all t we can write

o
Ex] = n = T’

If we consider the deviations from the mean,
X, = X — U
and substitute this in relation (2.1), we get:
X, tp=908+taX ,+top+ u.

From this it follows that
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X, = 0+tp(a—-1) + a X, + u

o+

(a-1) +aXx,+u

(2.6) R,0= aX , +ou.

This is the AR(1) process belonging to (2.1) with E[ X, ] = 0.
If we multiply equation (2.6) with X,__ for T > 0 and take expectations
we can write:

(27) E[ it—t it ] = a E[ it—‘r itfl ] + E[ it—‘r ul] :

Because of (2.3) we get

2
X = U T 00U + 0 U + .ol

t—1

This leads to

o’ for 1=0

2.8 E[x _w] = .
@8 (Xl {O for >0

Because of the stationarity assumption and because of the (even) symme-
try of the autocovariances, y(t) = y(-1), equation (2.7) results in

t=0: E[&}] = oE[X, %] + &,
or
¥(0) = ay(l) +
t=1: E[XX_] = aE[X,],
or

v(1) = ay(0).
This leads to the variance of the AR(1) process

0 = o

Fort>1 (2.7) implies

v(1) = ay(0)
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ay(l) = o’ y(0)
ay(2) = o y(0)

Y(2)
Y(3)

y(r) = ay(t-1) = a*y(0) .

Thus, the covariances can be calculated from the linear homogenous first
order difference equation

y(©) —ay(t-1) = 0
with the initial value y(0) = o*/(1 — o).

The Autocorrelogram

Because of p(t) = y(1)/v(0), the autocorrelation function (the autocorrelo-
gram) of the AR(1) process is

(2.9) pD) =a, 1=1,2 ...

If we use the autocorrelogram for checking whether the residuals of an es-
timated model are white noise and employ the Box-Pierce or Ljung-Box
statistics given in (1.11) and (1.12), the number of degrees of freedom has
to be reduced by the number of the estimated parameters (excluding the
constant term).

Example 2.1

For =0 and o= {0.9, 0.5, -0.9}, Figures 2.1 to 2.3 each present one realisation
of the corresponding AR(1) process with T = 240 observations. To generate these
series, we used realisations of normally distributed pure random processes with
mean zero and variance one. We always dropped the first 60 observations to elimi-
nate the dependence of the initial values.

The realisation for a. = 0.9, presented in Figure 2.1, is relatively smooth. This is
to be expected given the theoretical autocorrelation function because random vari-
ables with a considerable distance between each other still have high positive cor-
relations.

The development of the realisation in Figure 2.2 with o = 0.5 is much less sys-
tematic. The geometric decrease of the theoretical autocorrelation function is
rather fast. The fourth order autocorrelation coefficient is only 0.0625.

Contrary to this, the realisation of the AR(1) process with a = -0.9, presented in
Figure 2.3, follows a well pronounced zigzag course with, however, alternating
positive and negative amplitudes. This is consistent with the theoretical autocorrela-
tion function indicating that all random variables with even-numbered distance are
positively correlated and those with odd-numbered distance negatively correlated.



34 2 Univariate Stationary Processes

7.5

T IVAL e
e Y

-7.5- a) Realisation

o

0.84
0.6
0.4+

0.2

5 10 15 20
-0.24

047 b) Theoretical autocorrelation function
p(t)
1A

0.8+
0.6+
0.4+

0.2+

-0.24

-0.4-
c¢) Estimated autocorrelation function

with confidence intervals

Figure 2.1: AR(1) process with o. = 0.9
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Figure 2.2: AR(1) process with o= 0.5
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Figure 2.3: AR(1) process with a = -0.9
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It generally holds that the closer the parameter o is to + 1, the smoother the reali-
sations will be. For negative values of o we get zigzag developments which are
the more pronounced the closer o is to - 1. For o = 0 we get a pure random proc-
ess.

The autocorrelation functions estimated by means of relation (1.10) with the
given realisations are also presented in Figures 2.1 to 2.3. The dotted parallel lines
show approximative 95 percent confidence intervals for the null hypothesis as-
suming that the true process is a pure random process. In all three cases, the esti-
mated functions reflect quite well the typical development of the theoretical auto-
correlations.

Example 2.2

In a paper on the effect of economic development on the electoral chances of the
German political parties during the period of the social-liberal coalition from 1969
to 1982, GEBHARD KIRCHGASSNER (1985) investigated (besides other issues) the
time series properties of the popularity series of the parties constructed from
monthly surveys of the Institute of Demoscopy in Allensbach (Germany). For the
period from January 1971 to April 1982, the popularity series of the Christian
Democratic Union (CDU), i.e. the share of voters who answered that they would
vote for this party (or its Bavarian sister party, the CSU) if there were a general
election by the following Sunday, is given in Figure 2.4. The autocorrelation and
the partial autocorrelation function (which is discussed in Section 2.1.4) are also
presented in this figure. While the autocorrelation function goes slowly towards
zero, the partial autocorrelation function breaks off after T = 1. This argues for an
AR(1) process.

The model has been estimated with Ordinary Least Squares (OLS), the method
proposed in Section 2.1.5 for the estimation of autoregressive models. Thus, we
get:

CDU, = 8.053 + 0.834CDU,, + f,
(3.43)  (17.10)

R> = 0.683, SE = 1.586, Q(11) = 12.516 (p = 0.326).

The estimated t values are given in parentheses. The autocorrelogram, which is
also given in Figure 2.4, does not indicate any higher-order process. Moreover,
the Box-Ljung Q Statistic with 12 correlation coefficients (i.e. with 11 degrees of
freedom) gives no reason to reject this model.

Stability Conditions

Along with the stochastic initial value, the condition |a| < 1, the so-called
stability condition, is crucial for the stationarity of the AR(1) process. We
can also derive the stability condition from the linear homogenous differ-
ence equation, which is given for the process itself by
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Xt - U,Xt_l = 0,

for its autocovariances by

v(®) — oay(-1) =0
and for the autocorrelations by
p(t) — ap(z-1) = 0.

These difference equations have stable solutions, i.e. limp(t)= 0, if and
only if their characteristic equation
(2.10) A—a=0

has a solution (root) with an absolute value smaller than one, i.e. if |a| < 1
holds. We get an equivalent condition if we do not consider the character-
istic equation but the lag polynomial of the corresponding difference equa-
tions,

@2.11) 1 -oal = 0.

This implies that the solution has to be larger than one in absolute value.
(Strictly speaking, L, which denotes an operator, has to be substituted by a
variable, which is often denoted by ‘z’. To keep the notation simple, we
use L in both meanings.)

Example 2.3

Let us consider the stochastic process
(E2.1) Vi = Xt v

In this equation, X, is a stationary AR(1) process, X; = a X1 + u,, with |a| < 1; vis
a pure random process with mean zero and constant variance . which is uncorre-

lated with the other pure random process u, with mean zero and constant variance

c..
We can interpret the stochastic process y, as an additive decomposition of two
stationary components. Then vy, itself is stationary. In the sense of MILTON
FRIEDMAN (1957) we can interpret X, as the permanent (systematic) and v, as the
transitory component.

What does the correlogram of y; look like? As both x, and v, have zero mean,

Ely:] = 0. Multiplying (E2.1) with y, and taking expectations results in
E[ye:yd] = Elyeex] + Elyec Vil -
Due to yi: = X¢o + Vig, WE get

Elye: yi] = E[Xer X + E[Vie Xd + E[Xer Vi) + E[Vir Vil
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As u, and vy are uncorrelated, it holds that E[v,.. x,] = E[X..; V] = 0, and because of
the stationarity of the two processes, we can write

(E2.2) T{(T) = Yx(T) T 7(T) .

For 1t = 0 we get the variance of y, as

(e}
1(0) = 1(0) + & = o + ol

For 1> 0, because of y,(t) = 0 for T # 0, we get from (E2.2)

2
WO = D) = oo

Thus, we finally get

T

o

—_—, T = 1,2,..,,
1+(1-a*)ol /o)

py(T) =

for the correlogram of y,. The overlay of the systematic component by the transi-
tory component reduces the autocorrelation generated by the systematic compo-
nent. The larger the variance of the transitory component, the stronger is this ef-
fect.

2.1.2 Second Order Autoregressive Processes

Generalising (2.1), the second order autoregressive process (AR(2)) can
be written as
(212) Xt = o+ O Xip T 0 Xep T4y,

with u, denoting a pure random process with variance 6* and o, # 0. With
the lag operator L we get

(2.13) (l-aL-oLY)x = §+u.
Witha(L)=1—-o; L—a, L? we can write

As for the AR(1) process, we get the Wold representation from (2.14) if
we invert a(L); i.e. under the assumption that o'(L) exists and has the
property

(2.15) a(L)oa(L) = 1

we can ‘solve’ for x; in (2.14):

(2.16) xx = o'(L)d + a'(L)u.
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If we use the series expansion with undetermined coefficients for
o'(L) = wo+ il +yol? + .
it has to hold that
1 = (- L—op L)(yo+yiL+yL? +ysl? +..0)

because of (2.15). This relation is an identity only if the coefficients of LJ,
j=0,1,2, ..., are equal on both the right and the left hand side. We get

= y, + wylL + y,l’ + gl + ..
oy, L — oyl - oyl - .
ay, ' — oyl - ..
Comparing the coefficients finally leads to
L’ yo = 1
L yi—oayo =0 = Y = o
in \Vz—a1\|11—(12\|/0:() = Y = (112+(12.
L3Z Y3 —0p Yo —0r Y1 = 0 = VY3 = (Xl3 +2(11(12.

By applying this so-called method of undetermined coefficients, we get the
values y;j, j = 2, 3, ..., from the linear homogenous difference equation

Wi — 0 Wi — 02 Yo = 0

with the initial conditions y, =1 and y; = a;.
The stability condition for the AR(2) process requires that, for j — oo,
the y; converge to zero, i.e. that the characteristic equation of (2.12),

(2.17) M- h—a = 0,

has only roots with absolute values smaller than one, or that all solutions
of the lag polynomial in (2.13),

(2.18) l-oyL—a,L* =0

are larger than one in modulus. Together with stochastic initial conditions,
this guarantees the stationarity of the process. The stability conditions are
fulfilled if the following parameter restrictions hold for (2.17) and (2.18):

1+ (o) + (-ap) > 0,
1 — (-op) + (-o) > 0,
1 — (-op) > 0.
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As a constant is not changed by the application of the lag operator, the
number ‘1’ can substitute the lag operator in the corresponding terms.
Thus, due to (2.16), the Wold representation of the AR(2) process is given
by
(2.19) Xy = L + i u =1

. t 1_a1_a2 = \V] t—j ,WO .

Under the assumption of stationarity, the expected value of the stochastic
process can be calculated directly from (2.12) since E[x] = E[X¢.] = E[X¢]
= . We get

p=0+toputop
or

)

(2.20) Elx] = p = ——.
l-a,—a,

As the stability conditions are fulfilled, 1 — a; — a, > 0 holds, i.e. the sign
of § also determines the sign of p.

In order to calculate the second order moments, we can assume — with-
out loss of generality — that p = 0, which is equivalent to & = 0. Multiply-
ing (2.12) with x., T > 0, and taking expectations leads to
(2.21) E[xe: X] = o) E[Xe Xe1] + oo E[Xe Xe2] + E[Xec 1] -

Because of representation (2.19), relation (2.8) holds here as well. This
leads to the following equations

=0 : y(0) = oyl + a,y?) + o
(2.22) =1y = ay0) + o,y :

=2 v@) = ay® + o,y(0)

and, more generally, the following difference equation holds for the auto-
covariances Y(t), T >2,

(2.23) V(1) — oy y(t-1) — e y(z-2) = 0.

As the stability conditions hold, the autocovariances which can be recur-
sively calculated with (2.23) are converging to zero for T — oo.
The relations (2.22) result in

1—(12 2

(2.24) V[Xt] = Y(O) = (1+a2) [(1_(12)2 —OLIZ]G
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for the variance of the AR(2) process, and in

(04
(1) = 1 o,
(I+a,) [(1-0a,)’ —af]
and
Y(Z) _ 0'12 +a, - (Xé 2

(I+a,) [(1-a,)" —aj]

for the autocovariances of order one and two.

The autocorrelations can be calculated accordingly. If we divide (2.23)
by the variance y(0) we get the linear homogenous second order difference
equation,

(2.25) p(t)—o; p(t-1)— 0y p(t-2) = 0

with the initial conditions p(0) = 1 and p(1) = a;/(1 — a,) for the autocorre-
lation function. Depending on the values of a; and a,, AR(2) processes can
generate quite different developments, and, therefore, these processes can
show considerably different characteristics.

Example 2.4

Let us consider the AR(2) process

(E2.3) X, = 1+1.5%x,—-0.56x,+u

with a variance of u, of 1. Because the characteristic equation
AN —151+0.56 = 0

has the two roots A; = 0.8 and A, = 0.7, (E2.3) is stationary, given that we have
stochastic initial conditions. The expected value of this process is
1 —

W= —— . = 166.
1-1.5+0.56

The variance of (E2.3) can be calculated from (2.24) as y(0) = 19.31. A realisation
of this process (with 180 observations) is given in Figure 2.5 in which the (esti-
mated) mean was subtracted. Thus, the realisations fluctuate around zero, and the
process always tends to go back to the mean. This mean-reverting behaviour is a
typical property of stationary processes.

Due to (2.25) we get

p(t) — 1.5 p(t-1) + 0.56 p(t-2) = 0, © = 2,3, ...
with p(0)=1, p(1)=0.96
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for the autocorrelation function. The general solution of this homogenous differ-
ence equation is

p(t) = C;(0.8)"+C,(0.7)",

where C; and C, are two arbitrary constants. Taking into account the two initial
conditions we get

p(t) = 2.6(0.8)— 1.6 (0.7)

for the autocorrelation coefficients. This development is also expressed in Figure
2.5. The coefficients are always positive but strictly monotonically decreasing.
Initially, the estimated autocorrelogram using the given realisation is also mono-
tonically decreasing, but, contrary to the theoretical development, the values begin
to fluctuate from the tenth lag onwards. However, except for the coefficient for T =
16, the estimates are not significantly different from zero; they are all inside the
approximate 95 percent confidence interval indicated by the dotted lines.

The characteristic equations of stable autoregressive processes of second
or higher order can result in conjugate complex roots. In this case, the time
series exhibit dampened oscillations, which are shocked again and again
by the pure random process. The solution of the homogenous part of (2.12)
for conjugate complex roots can be represented by

x; = d'(C;cos (ft)+ C, sin (ft))

with C; and C, again being arbitrary constants that can be determined by
using the initial conditions. The dampening factor

d = J-a,

corresponds to the modulus of the two roots, and

f = arccos T
2,/—-a,

is the frequency of the oscillation. The period of the cycles is P = 2a/f.
Processes with conjugate complex roots are well-suited to describe busi-
ness cycle fluctuations.

Example 2.5

Consider the AR(2) process
(E2.4) X, = 1.4x.—-0.85%x,+u,

with a variance of u; of 1. The characteristic equation
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M-141+085 = 0

has the two solutions A; = 0.7 + 0.61 and A, = 0.7- 0.6i. (‘i’ stands for the imagi-
nary unit: i> = - 1.) The modulus (dampening factor) is d = 0.922. Thus, (E2.4)
with stochastic initial conditions and a mean of zero is stationary. According to
(2.24) the variance is given by y(0) = 8.433.

A realisation of this process with 180 observations is given in Figure 2.6. Its
development is cyclical around its zero mean. For the autocorrelation function we
get

p(t)— 1.4 p(t-1)+0.85p(t-2) = 0, T = 2,3, ...,
p(0)=1, p(1)=0.76,

because of (2.25).
The general solution is

p(t) = 0.9227 (C; cos (0.709 1) + C, sin (0.709 1)) .

Taking into account the two initial conditions, we get for the autocorrelation coef-
ficients

p(t) = 0.9227 (cos (0.709 1) + 0.1 sin (0.709 1)) ,

with a frequency of f = 0.709.

In case of quarterly data, this corresponds to a period length of about 9 quarters.
Both the theoretical and the estimated autocorrelations in Figure 2.6 show this
kind of dampened periodical behaviour.

Example 2.6

Figure 2.7 shows the development of the three months money market rate in
Frankfurt from the first quarter of 1970 to the last quarter of 1998 as well as the
autocorrelation and the partial autocorrelation functions explained in Section 2.1.4.
Whereas the autocorrelation function tends only slowly towards zero, the partial
autocorrelation function breaks off after two lags. As will be shown below, this
indicates an AR(2) process. For the period from 1970 to 1998, estimation with
OLS results in the following:

GSR, = 0.577 + 1407 GSR,, — 0.498 GSR,, + .
(2.82)  (17.49) (-6.16)

R® = 0910, SE = 0.812, Q(6) = 6.431 (p = 0.377),

with t values being again given in parentheses. On the 0.1 percent level, both es-
timated coefficients of the lagged interest rates are significantly different from
zero. The autocorrelogram of the estimated residuals (given in Figure 2.7¢) as
well as the Box-Ljung Q statistic which is calculated with 8 correlation coeffi-
cients (and 6 degrees of freedom) does not indicate any higher order process.
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Figure 2.5: AR(2) process with o; = 1.5, 0,=-0.56.
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Figure 2.7:  Three months money market rate in Frankfurt, 1970 — 1998.
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The two roots of the process are 0.70 + 0.06i, i.e. they indicate cycles which are
strongly dampened. The modulus (dampening factor) is d = 0.706; the frequency
f=0.079 corresponds to a period of 79.7 quarters and therefore of nearly 20 years.
Correspondingly, this oscillation cannot be detected in the estimated autocorrelo-
gram presented in Figure 2.7b.

2.1.3 Higher Order Autoregressive Processes

An AR(p) process can be described by the following stochastic difference
equation,
(2.26) Xe = O+ 0y Xe T 0 Xeo + o F 0 Xeop T U,

with a, # 0, where u;, is again a pure random process with zero mean and
variance o°. Using the lag operator we can also write:

(2.26") (- L-aLl’—..—aL?)x = §+u,.

If we assume stochastic initial conditions, the AR(p) process in (2.26) is
stationary if the stability conditions are satisfied, i.e. if the characteristic
equation

(2.27) Wy W oA, = 0

only has roots with absolute values smaller than one, or if the solutions of
the lag polynomial

(2.28) l-wyL-0pL>—..—0,L” = 0

only have roots with absolute values larger than one.
If the stability conditions are satisfied, we get the Wold representation
of the AR(p) process by the series expansion of the inverse lag polynomial,

1
l-oL-.. -0,

= 1+yL+yl>+ ..

as

8 o0
2.29 Xy = + u,
(229) ' - a, - ..—a, ;‘%ut”
Generalising the approach that was used to calculate the coefficients of the
AR(2) process, the series expansion can again be calculated by the method
of undetermined coefficients.

From (2.29) we get the constant expectation as
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Blx] = ° - u

- —..—aq

Again, because of the stability condition, we get 1 —o; —a, —... —a, > 0.
Without loss of generality we can set & = 0, i.e. i = 0, in order to calcu-

late the autocovariances. Because of y(t) = E[x.. X;], we get according to
(2.26)

(2.30) Y(t) = E[Xer (0 X1 + 00 Xeo + .o + 0 Xep T U]
Fort=0, 1, ..., p, it holds that

y(0) = oy(D) + a,y(2) + -+ oy + o
v = o,v(0) + a,y(l) + a,y(p-1)

+

(2.31)

y(p) = ayp-D) + aype-2) + - + a,y(0)

because of the symmetry of the autocovariances and because of E[x, u] =
o” for t= 0 and zero for > 0.

This is a linear inhomogeneous equation system for given o; to derive
the p + 1 unknowns y(0), y(1), ..., y(p). For T > p we get the linear homoge-
nous difference equation to calculate the autocovariances of order T > p:

(2.32) v(t)—al y(z-1)—...—ap y(t-p) = O.

If we divide (2.32) by y(0) we get the corresponding difference equation to
calculate the autocorrelations:

(2.33) p(t) —a; p(t-1)— ... —a, p(t-p) = 0.

The initial conditions p(1), p(2), ..., p(p) can be derived from the so-called
Yule-Walker equations. We get those if we successively insert Tt =1, 2, ...,
p in (2.33), or, if the last p equations in (2.31) are divided by y(0),

p(l) = o tap(l)  +op2) ..+ oopp(p-1)

pP2) = p(l) + o +tayp(l)  +.. + o p(p-2)
(2.34)

p(p) = oip(p-D)+ a2 p(p-2) + ozp(p-3) +.. + a

If we define p' = (p(1), p(2), ..., p(p)), @' = (o, 0, ..., 0p) and



2.1 Autoregressive Processes 51

1 p(1) p(2) - plp-—1D
r=| PU 1 p() - p(p-2)
pxp :
p(p=D pp-2) p(p-3) - 1
we can write the Yule-Walker equations (2.34) in matrix form,
(2.35) p = Ra.

If the first p autocorrelation coefficients are given, the coefficients of the
AR(p) process can be calculated according to (2.35) as

(2.36) a = R'p.

Equations (2.35) and (2.36) show that there is a one-to-one mapping be-
tween the p coefficients a and the first p autocorrelation coefficients p of
an AR(p) process. If there is a generating pure random process, it is suffi-
cient to know either a or p to identify the AR(p) process. Thus, there are
two possibilities to describe the structure of an autoregressive process of
order p: the parametric representation that uses the parameters a;, o, ..., o,
and the non-parametric representation with the first p autocorrelation coef-
ficients p(1), p(2), ..., p(p). Both representations contain exactly the same
information. Which representation is used depends on the specific situa-
tion. We usually use the parametric representation to describe finite order
autoregressive processes (with known order).

Example 2.7

Let the fourth order autoregressive process
X = 04Xy TU, 0 <oy <1,

be given, where u, is again white noise with zero mean and variance ¢°. Applying
(2.31) we get:

Y0) = ay@) + o,
y(1) = wsv(3),
Y(2) = wy(2),
Y3) = asy(D),

¥4 = av(0).

From these relations we get
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2
()

(0)

27
1 - a,

v =2 = 3 =0,

2
(o}

Y4 = o

=
I - a,

As can easily be seen, only the autocovariances with lag t =4j,j =1, 2, ... are dif-
ferent from zero, while all other autocovariances are zero. Thus, for T > 0 we get
the autocorrelation function

al for t=4j, j=1 2, ..
p(r)y = ¢ ° :
0 elsewhere.

Only every fourth autocorrelation coefficient is different from zero; the sequence
of these autocorrelation coefficients decreases monotonically like a geometric se-
ries. Employing such a model for quarterly data, this AR(4) process captures the
correlation between random variables that are distant from each other by a multi-
plicity of four periods, i.e. the structure of the correlations of all variables which
belong to the i-th quarter of a year, i = 1, 2, 3, 4, follows an AR(1) process while
the correlations between variables that belong to different quarters are always
zero. Such an AR(4) process provides a simple possibility of modelling seasonal
effects which typically influence the same quarters of different years. For empiri-
cal applications, it is advisable to first eliminate the deterministic component of a
seasonal variation by employing seasonal dummies and then to model the remain-
ing seasonal effects by such an AR(4) process.

2.1.4 The Partial Autocorrelation Function

Due to the stability conditions, autocorrelation functions of stationary fi-
nite order autoregressive processes are always sequences that converge to
zero but do not break off. This makes it difficult to distinguish between
processes of different orders when using the autocorrelation function. To
cope with this problem, we introduce a new concept, the partial autocorre-
lation function. The partial correlation between two variables is the corre-
lation that remains if the possible impact of all other random variables has
been eliminated. To define the partial autocorrelation coefficient, we use
the new notation,

Xt = OaXer T QX2 T o0 T QuXex + Uy

where ¢y; is the coefficient of the variable with lag i if the process has or-
der k. (According to the former notation it holds that a;= ¢y; 1= 1,2,...,k.)
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The coefficients ¢y are the partial autocorrelation coefficients (of order k),
k =1,2,... . The partial autocorrelation measures the correlation between x,
and x.x which remains when the influences of X, X2, ..., Xek+1 On X; and
X have been eliminated.

Due to the Yule-Walker equations (2.35), we can derive the partial
autocorrelation coefficients ¢y from the autocorrelation coefficients if we
calculate the coefficients ¢y, which belong to x.y, for k=1, 2, ... from the
corresponding linear equation systems

1 p() p2) - pk=1 {0y | |pD
%D 1 p2) - pk-2) ?m _ PQ)’ k=12, ..
pk=1) pk-2) pk-3) - 1 Oy | Lp(k)
With Cramer’s rule we get
1 p) - p()
p(D) 1 o p(2)
237) ¢, = P&ZD pk=2) o POy
1 p) - pk=1)
p(D) 1 o pk=2)
pk-1) pk-2) -- 1

Thus, if the Data Generation Process (DGP) is an AR(1) process, we get
for the partial autocorrelation function:

o = p(1)
‘1 p(1)

b = PP p)-p() _
22 ) 5
1 pﬂw 1-p(D)

p(H) 1

because of p(2) = p(1)*. Generally, the partial autocorrelation coefficients
¢k = 0 for k >1 in an AR(1) process.
If the DGP is an AR(2) process, we get
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o = p(1), ¢ = M,%k =0 for k>2.
1-p(D)

The same is true for an AR(p) process: all partial autocorrelation coeffi-
cients of order higher than p are zero. Thus, for finite order autoregressive
processes, the partial autocorrelation function provides the possibility of
identifying the order of the process by the order of the last non-zero partial
autocorrelation coefficient. We can estimate the partial autocorrelation co-
efficients consistently by substituting the theoretical values in (2.37) by
their consistent estimates (1.10). For the partial autocorrelation coefficients
which have a theoretical value of zero, i.e. the order of which is larger than

the order of the process, we get asymptotically V[ dA)kk] =1/Tfork>p.

Example 2.8

The AR(1) process of Example 2.1 has the following theoretical partial autocorre-
lation function: ¢;; = p(1) = a and zero elsewhere. In this example, o takes on the
values 0.9, 0.5 and -0.9. The estimates of the partial autocorrelation functions for
the realisations in Figures 2.1 and 2.3 are presented in Figure 2.8. It is obvious for
both processes that these are AR(1) processes. The estimated value for the process

with a = 0.9 is ¢,, = 0.91, while all other partial autocorrelation coefficients are

not significantly different from zero. We get 4311 = -0.91 for the process with a =
-0.9, while all estimated higher order partial autocorrelation coefficients do not
deviate significantly from zero.

The AR(2) process of Example 2.4 has the following theoretical partial autocor-
relation function: ¢;; = 0.96, ¢,, = -0.56 and zero elsewhere. The realisation of this
process, which is given in Figure 2.5, leads to the empirical partial autocorrelation
function in Figure 2.8. It corresponds quite closely to the theoretical function; we
get 43“ =0.95 and &)22 = -0.60 and all higher order partial autocorrelation coeffi-

cients are not significantly different from zero. The same holds for the AR(2)
process with the theoretical non-zero partial autocorrelations ¢,; = 0.76 and ¢,, =
-0.85 given in Example 2.5. We get the estimates 43“ = 0.76 and (T)22 = -0.78,

whereas all higher order partial correlation coefficients are not significantly differ-
ent from zero.
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AR(1) process with . = 0.9
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-0.8 1 ] AR(2) process with oy = 1.5, o, = -0.56

AR(1) process with oo =-0.9

AR(2) process with o} = 1.4, o, =-0.85

Figure 2.8: Estimated partial autocorrelation functions
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2.1.5 Estimating Autoregressive Processes

Under the assumption of a known order p we have different possibilities to
estimate the parameters:

(1)

(i)

(iif)

If we know the distribution of the white noise process that generates
the AR(p) process, the parameters can be estimated by using maxi-
mum likelihood (ML) methods.

The parameters can also be estimated with the method of moments by
using the Yule-Walker equations.

A further possibility is to treat

(2.26) X = O+ 0y Xer T 0 Xeo + o F 0 Xeop T U,

as a regression equation and apply the ordinary least squares (OLS)
method for estimation. If (2.26) fulfils the stability conditions, OLS

provides consistent estimates. Moreover, JT(3-5) as well as

JT(&, —o.),i=1,2, .., p, are asymptotically normally distributed.

If the order of the AR process is unknown, it can be estimated with the
help of information criteria. For this purpose, AR processes with succes-

sively increasing orders p =1, 2, ..., p

max

are estimated. Finally, the order

p* is chosen which minimises the respective criterion. The following crite-
ria are often used:

(1)

(i)

(iii)

(iv)

The final prediction error which goes back to HIROTUGU AKAIKE
(1969)

T+m 1<
FPE = L UM
—m T;(ut )

Closely related to this is the Akaike information criterion (H. AKAIKE
(1974))

1< 2
AIC = n—=) @)Y+ m= .
T;( o) T
Alternatives are the Bayesian criterion of GIDEON SCHWARZ (1978)
1< InT
SC = m=> @)Y +m—
T;(ut ) T

as well as the criterion developed by EDWARD J. HANNAN and
BARRY G. QUINN (1979)
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_ ln—Z( (p)) 21n(1nT)

A~ (p)
ut

are the estimated residuals of the AR(p) process, while m is the number
of estimated parameters. If the constant term is estimated, too, m = p + 1
for an AR(p) process. These criteria are always based on the same princi-
ple: They consist of one part, the sum of squared residuals (or its loga-
rithm), which decreases when the number of estimated parameters in-
creases, and of a ‘punishment term’, which increases when the number of
estimated parameters increases. Whereas the first two criteria overestimate
the true order asymptotically, the two other criteria estimate the true order

of the process consistently.

Example 2.9

As in Example 2.6, we take a look at the development of the three months money
market interest rate in Frankfurt am Main. If, for this series, we estimate AR proc-
esses up to the order p = 4, we get the following results (for T = 116):

p=0: AIC = 4.8312, HQ = 4.8409, SC = 4.8549;
I: AIC = 2.7184, HQ = 2.7377, SC = 2.7659;
2: AIC = 2.4467, HQ = 2.4756, SC = 2.5179;
3: AIC = 24619, HQ = 2.5004, SC = 2.5569;
4: AIC = 2.4789, HQ = 2.5271, SC = 2.5975.

T T T o
Il Il Il
Il

With all three criteria we get the minimum for p = 2. Thus, the optimal number of
lags is p* =2, as used in Example 2.6.

2.2 Moving Average Processes

Moving average processes of an infinite order have already occurred when
we presented the Wold decomposition theorem. They are, above all, of
theoretical importance as, in practice, only a finite number of (different)
parameters can be estimated. In the following, we consider finite order
moving average processes. We start with the first order moving average
process and then discuss general properties of finite order moving average
processes.
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2.21 First Order Moving Average Processes

The first order moving average process (MA(1)) is given by the following
equation:

(2.38) X = B+ u — Buy,
or
(2.38") xx — p = (I1-BL)u,

with u, again being a pure random process. The Wold representation of an
MA(1) process (as of any finite order MA process) has a finite number of
terms. In this special case, the Wold coefficients are y, = 1, y; = -B and

=0 for j > 2. Thus, Ty is finite for all finite values of B, i.e. an MA(1)
J

process is always stationary.
Taking expectations of (2.38) leads to

E[x] = p + E[w] — BE[u]= p.
The variance can also be calculated directly,
VIx] = E[(x—p)’]
= E[(u—Buw)’]
E[( uf — 2By, ugy + B uil )]

= (1+8)c" = 0).

Therefore, the variance is constant at any point of time.
For the covariances of the process we get

E[(xc— W& — W] = E[(uc—Buc)Uee — B ugc1)]
= E[(utut+‘r —Buuc g —Bucug. + Bz Ut 1Ut+g 1)] .

The covariances are different from zero only for t = + 1, i.e. for adjoining
random variables. In this case

y(1) = -Bo.

Thus, for an MA(1) process, all autocovariances and therefore all autocorre-
lations with an order higher than one disappear, i.e. y(t) = p(t) = 0 for T > 2.
The correlogram of an MA(1) process is
p(0) = 1, p(1) = —_Bz , p(r) =0 for t>2.
1+
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If we consider p(1) as a function of B, p(1) = f(B), it holds that f(0) = 0 and
f(B) = - f(-B), i.e. that f(B) is point symmetric to the origin, and that [f(B)| <
0.5. f(B) has its maximum at 3 = -1 and its minimum at § = 1. Thus, an
MA(1) process cannot have a first order autocorrelation above 0.5 or be-
low -0.5.

If we know the autocorrelation coefficient p(1) = p,, for example, by es-
timation, we can derive (estimate) the corresponding parameter 3 by using
the equation for the first order autocorrelation coefficient,

A+8)p +B = 0.
The quadratic equation can also be written as
1

(2.39) B+ —B+1 =0,
o

and it has the two solutions

BI,Z = - ZL ( 1"_'\[1—4[312 ) .

P

Thus, the parameters of the MA(1) process can be estimated non-linearly
with the moments method: the theoretical moments are substituted by their
consistent estimates and the resulting equation is used for estimating the
parameters consistently.

Because of |p)| < 0.5, the quadratic equation always results in real roots.
They also have the property that 3,8, = 1. This gives us the possibility to
model the same autocorrelation structure with two different parameters,
where one is the inverse of the other.

In order to get a unique parameterisation, we require a further property
of the MA(1) process. We ask under which conditions the MA(1) process
(2.38) can have an autoregressive representation. By using the lag operator
representation (2.38') we get

1
ut:_L+

1-p 1-PpL

An expansion of the series 1/(1 — BL) is only possible for | B | <1 and re-
sults in the following AR(o) process

Xy .

ut = - L + Xt+ BXt—l + Bzxt_z +

1-B

or
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Xt + th_l + Bz Xt-Z + = L + ut

1-B

This representation requires the condition of invertibility ( | B | <1). In this
case, we get a unique parameterisation of the MA(1) process. Applying the
lag polynomial in (2.38'"), we can formulate the invertibility condition in
the following way: An MA(1) process is invertible if and only if the root
of the lag polynomial

1-8L = 0

is larger than one in modulus.

Example 2.10
The following MA(1) process is given:
(E2.5) X = & — Bey, &~N(0,2%),
with B =-0.5. For this process we get
E[x] = 0,
V[x] = (1+0.5%4 = 5,

0.5

— =04,
140.5?

p(l) =

p(t) = 0 for © > 2.

Solving the corresponding quadratic equation (2.39) for this value of p(1) leads to
the two roots 8; =-2.0 and B3, = -0.5. If we now consider the process

(E2.5a) Yo = M+ 2na, e~ N, 1),
we obtain the following results:
Ely] = 0,
Viy] = (1+2.0)1 = 5,
2.0
1) = —— =04,
p(L) 1+2.0°

p(t) = 0 for t© > 2,

i.e. the variances and the autocorrelogram of the two processes (E2.5) and (E2.5a)
are identical. The only difference between them is that (E2.5) is invertible, be-
cause the invertibility condition | B | < 1 holds, whereas (E2.5a) is not invertible.
Thus, given the structure of the correlations, we can choose the one of the two
processes that fulfils the invertibility condition, without imposing any restrictions
on the structure of the process.



2.2 Moving Average Processes 61

With equation (2.37), the partial autocorrelation function of the MA(1)
process can be calculated in the following way:

du = p(1),
1 p(l)‘
b = M 0] p@1)
1 p(l)‘ 1-p(1)° ’
p(h) 1
1 pM) p)
o) 1 0
0 pm) O] p1)} > <
b3 = T o) 0 = - 2p(1) = 0 for B = 0,
p(h) 1 p)
0 p() 1

L p@ 0 pd
p)y 1 pd) O

0 pd 1 0

0 0 pd 0] _ —-p()*

I p@ 0 0 (1-p(1)*)* —p(1)*
p)y 1 p) O

0 pd 1 p@d)

0 0 pOH 1

etc.

If B is positive, p(1) is negative and vice versa. This leads to the two
possible patterns of partial autocorrelation functions, exemplified by ==+
0.8:

B =08, o {-049,-031,-0.22, -0.17, ...},
B =-0.8, ¢ {049, -0.31, 0.22, -0.17,...} .

Thus, contrary to the AR(1) process, the autocorrelation function of the
MA(1) process breaks off, while the partial autocorrelation function does
not.



62 2 Univariate Stationary Processes

Example 2.11

The time series which are discussed in this book are measured in discrete time,
with intervals of equal length. Exchange rates, for example, are normally quoted at
the end of each trading day. For econometric analyses, however, monthly, quar-
terly, or even annual data are used, rather than these daily values. Usually, aver-
ages or end-of-period data are used for temporal aggregation. Such an aggregation
might result in an MA(1) process, as shown by the following simple example as
well as by the time series of the exchange rate between the Swiss Franc and the
United States Dollar.
Let x be a time series which follows a random walk,

Xt = Xep ToUg,

where u is again a pure random process. In the following, we consider the tempo-
ral aggregation over two time periods, i.e. we construct two different aggregated
series from these data, the end-of-period data

(E2.63) Vi = x
= Y2t u Tt oug,

as well as the temporal averages

- 1
(E2.6b) v, E(Xt + Xe1)

1
= Yo F 3 (u + 2ug; + u).

Thus, the differences over the two periods of the end-of-period data follow an
MA(1) process

Ay, = u + ug

= n.

However, if we observe this series only every other period, with the autocovari-
ance function

26 for k=0
0 elsewhere

EMe e = {
we get a pure random process. Contrary to this, the differences over the two peri-
ods of the averaged data follow an MA(2) process

- 1
Ay, = 5 (u + 2up + uw)

= M.
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When observing this series only every other period, we get the autocovariance
function

ici for k=0
2

- - 1,
E(M, - M) = ZGu for |k|:1 >

0 elsewhere

and therefore an MA(1) process. The first order autocorrelation coefficient is p =
1/6. Thus, we can describe this process in the following way:

(E27) AZ?( = ﬁt - ﬁﬁt—z

with

B = —(1-Vi-40")/(20) = 2423 = 0172

GEORGE C. TIAO (1972) showed that relation (E2.7) is independent of the number
of subperiods m that are included in the average. For m — oo we get § — -0.268.

Example 2.12

Example 1.3 as well as Figure 1.8 present the end-of-month data of the Swiss
Franc and the U.S. Dollar over the period from January 1974 to December 2003.
The autocorrelogram of the first differences of this time series indicates that they
follow a pure random process. The tests we applied did not reject this null hy-
pothesis.

If we use monthly averages instead of end-of-month data, the following MA(1)
process can be estimated for the first difference of the logarithms of this exchange
rate:

Aln(e) = -0.003 + @, + 0.340 0,4,
(-1.28) (6.82)

R> = 0.099, SE = 0.029, Q(11) = 8.656 (p = 0.654),

with the t values again given in parentheses. In(-) denotes the natural logarithm.
The estimated coefficient of the MA(1) term is highly significantly different from
zero. The Box-Ljung Q statistic indicates that there is no longer any significant
autocorrelation in the residuals. As m = 20 is relatively large (in this context), the
estimated values of the MA(1) term should not be too different from the theoreti-
cal value given by G.C. TiA0 (1972). In fact, it does not significantly differ from
this value at the 5 percent level.
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2.2.2 Higher Order Moving Average Processes

In general, the moving average process of order ¢ (MA(q)) can be written
as

(2.40) Xt = U+ u — Biug — Bhuwn — ... — Bgugg
with B, # 0 and u, as a pure random process. Using the lag operator we get
(2.40") Xe— = (1-BL-BL*— ... —BLYy

= B(L)u .

From (2.40) we see that we already have a finite order Wold representation
with gy, = 0 for k > q. Thus, there are no problems of convergence, and
every finite MA(q) process is stationary, no matter what values are used
forB;,j=1,2,...,q.

For the expectation of (2.40) we immediately get E[x,] = p. Thus, the
variance can be calculated as:

VIxd = E[(x— H)Z]
E[(u—Biup; — ... — Byuig)’]
E[(u’ + Blu;, + ...+ Bzuiq - 2B uue; — ...

— 2 Bg1Bq Uegiiteg)] -

From this we obtain
Vix] = (1 +B +PB3+...+B)o.

For the covariances of order T we can write

Cov[xy, Xee] = E[(Xi— W(Xer — )]

= E[(ut - Bl ut_l T e T Bq ut_q)
‘(ut+r - B1 Ul — oo — Bq ut+r-q)]

= E[ut(ut+‘r - B1 Uprel — wee — Bq ut+r—q)
- B1 ut—l(ut+r - B1 Ugre-l — oo — Bq ut+‘c—q)
— Bq ut_q(um — Bl Uptr-1 — oo — Bq ut+1;_q)] .

Thus, fort=1, 2, ..., q we get
t=1 y(1) = (B +Bi ot ... + By B,

(2.41) T =20 Y2 = (B2t Bi Byt F Poa Bo),
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= q (1) = By,
while we have y(t) =0 for t>q.

Consequently, all autocovariances and autocorrelations with orders
higher than the order of the process are zero. It is — at least theoretically —
possible to identify the order of an MA(q) process by using the autocorre-
logram.

It can be seen from (2.41) that there exists a system of non-linear equa-
tions for given (or estimated) second order moments that determines
(makes it possible to estimate) the parameters B, ..., B;. As we have al-
ready seen in the case of the MA(1) process, such non-linear equation sys-
tems have multiple solutions, i.e. there exist different values for By, B, ...
and B3, that all lead to the same autocorrelation structure. To get a unique
parameterisation, the invertibility condition is again required, i.e. it must
be possible to represent the MA(q) process as a stationary AR(e) process.
Starting from (2.40"), this implies that the inverse operator 87'(L) can be
represented as an infinite series in the lag operator, where the sum of the
coefficients has to be bounded. Thus, the representation we get is an
AR() process

u = B(l) +B(L) x,
SRR
where
(A-BL—..—BLY 1+cL+c, L2+...),
and the parameters c;, 1 =1, 2, ... are calculated by using again the method
of undetermined coefﬁ01ents. Such a representation exists if all roots of
1-BL—...—B,L* = 0

are larger than one in absolute value.

Example 2.13
Let the following MA(2) process
X = u+06u.,-0.1u.,

be given, with a variance of 1 given for the pure random process u. For the vari-
ance of x we get

Vix] = (1+0.36+0.01)-1 = 1.37.
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Corresponding to (2.41) the covariances are
v(1) +0.6-0.06 = 054
¥2) = -0.1
y(t) = 0 fort>2

This leads to the autocorrelation coefficients p(1) = 0.39 and p(2) = -0.07. To
check whether the process is invertible, the quadratic equation

1+06L-01L% = 0

has to be solved. As the two roots -1.36 and 7.36 are larger than 1 in absolute
value, the invertibility condition is fulfilled, i.e. the MA(2) process can be written
as an AR() process

(1+0.6L-0.1L%u,
1

1+0.6L—0.1C

= (I+¢ L+ L2 +ces L2+ ..)x,.

The unknowns ¢;, 1 =1, 2, ..., can be determined by comparing the coefficients in
the following way:

1 = 1+06L-0.1L)1+c¢;L+c L2+ L2 +..)
1 1+ ¢ L+ L2+ cLP+..
+ 0.6L + 0.6¢, L +0.6¢c,L° +...
- 01L*-0.1¢ L —...

Xt

U = t

It holds that
cg+06 =0 = ¢ = -0.60,
¢, +06¢c;,—01 =0 = c,= 046,
c; +06¢c, —01c, =0 = ¢35 = -0.34,
cs +06¢c; —01c, =0 = ¢, = 0.25,
Thus, we get the following AR(0) representation
X, — 0.6x + 046%x, — 034x3 + 025%x4 — ... = u,.

Similarly to the MA(1) process, the partial autocorrelation function of the MA(q)
process does not break off. As long as the order q is finite, the MA(q) process is
stationary whatever its parameters are. If the order tends towards infinity, how-
ever, for the process to be stationary the series of the coefficients has to converge
just like in the Wold representation.
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2.3 Mixed Processes

If we take a look at the two different functions that can be used to identify
autoregressive and moving average processes, we see from Table 2.1 that
the situation in which neither of them breaks off can only arise if there is
an MA(o0) process that can be inverted to an AR(o) process, i.e. if the
Wold representation of an AR(o) process corresponds to an MA(o) proc-
ess. However, as pure AR or MA representations, these processes cannot
be used for empirical modelling because they can only be characterised by
means of infinitely many parameters. After all, according to the principle
of parsimony, the number of estimated parameters should be as small as
possible when applying time series methods.

Table 2.1: Characteristics of the Autocorrelation and the Partial
Autocorrelation Functions of AR and MA Processes

autocorrelation function partial autocorrelation
function
MA(q) breaks off with q does not break off
AR(p) does not break off breaks off with p

In the following, we introduce processes which contain both an autoregres-
sive (AR) term of order p and a moving average (MA) term of order q.
Hence, these mixed processes are denoted as ARMA(p,q) processes. They
enable us to describe processes in which neither the autocorrelation nor the
partial autocorrelation function breaks off after a finite number of lags.
Again, we start with the simplest case, the ARMA(1,1) process, and con-
sider the general case afterwards.

2.3.1 ARMA(1,1) Processes

An ARMAC(1,1) process can be written as follows,
(2.42) Xt = 0+ 00X +u — Bugy,
or, by using the lag operator

(2.42") (I-al)x = & + (1- BL)u,,
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where u; is a pure random process. To get the Wold representation of an
ARMAC(1,1) process, we solve (2.42") for x;,

o 1-BL
Xy = —— + U
l1-a 1-alL

t .

It is obvious that a # B must hold, because otherwise x, would be a pure
random process fluctuating around the mean p = 8/(1 — o). The y;, j =0, 1,
..., can be determined as follows:

1-BL
PL-_ vo + yiL + yol? + gyl + L
1-oL
1-BL = (I-al)(yo + yiL + yoL? + ysL’ + ..)

1-BL = wyo + yiL + ywl? + yl® + ..
—ayl — ayL? — ay,L? — ... .

Comparing the coefficients of the two lag polynomials we get
L% yo =1
L' yi—ayy=-B = vy, = a—B
L ya—ay; =0 = y, =a(a—B)
L yi—ay, =0 = y; =a’(a—B)

LU yi—ay =0 = y =d'(@-B).

The j, j > 2 can be determined from the linear homogenous difference
equation

yj— oy =0
with y; = a — B as initial condition. The y; converge towards zero if and
only if |a| < 1. This corresponds to the stability condition of the AR term.
Thus, the ARMA(1,1) process is stationary if, with stochastic initial condi-
tions, it has a stable AR(1) term. The Wold representation is

(243) x, = li +u + (@=B)u +a(o—B)us,+a(@a—B)us+....
—a

Thus, the ARMA(1,1) process can be written as an MA(o0) process.

To invert the MA(1) part, |B] < 1 must hold. Starting from (2.42') leads
to
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-0 1-alL
uy = — + Xt .
1-B 1-BL
If 1/(1 — BL) is developed into a geometric series we get
u = % + (1—aL)(1+BL+BL*+...) x
-5 2
e 5 + Xt (B—0) X1 + BB — @) Xeo + B (B— ) X3 + ... .

This proves to be an AR(x) representation. It shows that the combination
of an AR(1) and an MA(1) term leads to a process with both MA() and
AR(o0) representation if the AR term is stable and the MA term invertible.

We obtain the first and second order moments of the stationary process
in (2.42) as follows:

E[Xt] = E[S + o X + U — But_]]

8 + aE[xu].

Due to E[x] = E[x¢1] = p , we get

_ o
H l-o

i.e. the expectation is the same as in an AR(1) process.
If we set & = 0 without loss of generality, the expectation is zero. The
autocovariance of order t > 0 can then be written as

(244) E[XI—TXt] = E[XH(OL Xt—l + ut - B ut_l)],
which leads to
v(0) = oavy(l) +E[xu]-p E[xu.]

for T = 0. Due to (2.43), E[xu] = ¢* and E[xu.,] = (0. — B) 6. Thus, we can
write

(2.45) y(0) = ay(l) + (1-B(a-B)) o™
(2.44) leads to

(1) = ay(0) +E[xcu] — B E[Xe1ue1]
for t = 1. Because of (2.43) this can be written as

(2.46) y(1) = ay0) —Bo.
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If we insert (2.46) in (2.45) and solve for y(0), the resulting variance of the

ARMAC(1,1) process is
2
(2.47) w(0) = 1i?——§99<¥
-

Inserting this into (2.46), we get

(@-B)i-ap)

(2.48) y(1) = o
—a

for the first order autocovariance. For T > 2, (2.44) results in the autoco-
variances

(2.49) v(t) = ay(t-1)
and the autocorrelations
(2.50) p(t) = ap(r-1).

This results in the same difference equation as in an AR(1) process but,
however, with the different initial condition

(a-p)(1-0B)

PO = T 2ap

The first order autocorrelation coefficient is influenced by the MA term,
while the higher order autocorrelation coefficients develop in the same
way as in an AR(1) process.

If the process is stable and invertible, i.e. for |a < 1 and |B| < 1, the sign
of p(1) is determined by the sign of (o — B) because of (1 + B> — 2aB) > 0
and (1 — afl) > 0. Moreover, it follows from (2.49) that the autocorrelation
function — as in the AR(1) process — is monotonic for o > 0 and oscillating
for a < 0. Due to |a| < 1 with t increasing, the autocorrelation function also
decreases in absolute value.

Thus, the following typical autocorrelation structures are possible:

(1) o>0and a> B: The autocorrelation function is always positive.

(il)) a > 0 and a < B: The autocorrelation function is negative from p(1)
onwards.

(i) o < 0 and a > B: The autocorrelation function oscillates; the initial
condition p(1) is positive.

(iv) a < 0 and a < B: The autocorrelation function oscillates; the initial
condition p(1) is negative.
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081 2=05,p=08

0 ~—T— T — T

0.4 -

084 a=-05p=-08

Figure 2.9:  Theoretical autocorrelation functions of ARMA(1,1) processes
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Figure 2.9 shows the development of the corresponding autocorrelation
functions up to t = 20 for the parameter values a, § € {0.8, 0.5, -0.5, -0.8}
in which, of course, a # B must always hold, as otherwise the ARMA(1,1)
process degenerates to a pure random process.

For the partial autocorrelation function we get

_ _ (a=P)d-ap)
dn p(1) T F 2ap
‘ 1 pd)
b - p() D) _ p)-p()’ _ p)(a—p())
‘ 1 p(l)‘ 1-p(1)* 1-p(1)’
p() 1
because of p(2) = a p(1),
L pd) p® L p) p@d)
p(H 1 p(2) ph 1 ap()
by = PO P PO _ ap(l) p(l) o’p(l)
L p) p2) 1+2ap(1)* —p(1)* (2+0a?)
p(Hh 1 p()
p(2) p) 1

_ p(D)(0 —p(1))*
1+2ap(1)’ —p()* 2 +a?)

Thus, the ARMA(1,1) process is a stationary stochastic process where nei-
ther the autocorrelation nor the partial autocorrelation function breaks off.

The following example shows how, due to measurement error, an
AR(1)-process becomes an ARMA(1,1) process.

Example 2.14
The ‘true’ variable X, is generated by a stationary AR(1) process,

(E2.8) X,0= aX, +u,

t

but it can only be measured with an error v, i.e. for the observed variable x, it
holds that

(E2.9) X = X + v,
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where v, is a pure random process uncorrelated with the random process u;. (The
same model was used in Example 2.3 but with a different interpretation.) If we
transform (E2.8) to

and insert it into (E2.9) we get
(I—-al)xy = u + vy — oV .

For the combined error term ; = u; + v, — o vi.; we get

Y(0)

ol + (140 o

(1) = -0 o’
v(tr) = 0 for v > 2,

or
- oG,
p1) = m , pr) =0 for ©>2.
Thus, the observable variable x, follows an ARMA(1,1) process,
(l-al)x, = (1-BL)n,

where [} can be calculated by means of p¢(1) and n,is a pure random process. (See
also the corresponding results in Section 2.2.1.)

2.3.2 ARMA(p,q) Processes

The general autoregressive moving average process with AR order p and
MA order q can be written as
(251) Xt = 8 + (11 Xt—l + + (Ip Xt—p + ut - B] ut_l T el T Bqut_q,

with u, being a pure random process and a, # 0 and B, # 0 having to hold.
Using the lag operator, we can write

251) (I-aL—..—qL?)x, = 8+ (1-BL—..—BLu,
or
(2.51") aL)x, = & + B(L)u,.

As factors that are common in both polynomials can be reduced, o(L) and
B(L) cannot have identical roots. The process is stationary if — with sto-
chastic initial conditions — the stability conditions of the AR term are ful-
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filled, i.e. if (L) only has roots that are larger than 1 in absolute value.
Then we can derive the Wold representation for which

BL) = a)(l+wyL+y, L2+ )

must hold. Again, the y;, j =1, 2, ..., can be calculated by comparing the
coefficients. If, likewise, all roots of B(L) are larger than 1 in absolute
value, the ARMA(p,q) process is also invertible.

A stationary and invertible ARMA(p,q) process may either be repre-
sented as an AR(x) or as an MA(o) process. Thus, neither its autocorrela-
tion nor its partial autocorrelation function breaks off. In short, it is possi-
ble to generate stationary stochastic processes with infinite AR and MA
orders by using only a finite number of parameters.

Under the assumption of stationarity, (2.51) directly results in the con-
stant mean

E[x] = p = —>—.
l-o,—...—a,
If, without loss of generality, we set 6 = 0 and thus also p = 0, we get the

following relation for the autocovariances:

Y(1) = E[Xex(]
= B[Xedoh Xe1 + oo F0pXep T U — Brug — oo — Byueg)] .
This relation can also be written as
v(© = oy(t-1) + ay(r-2) + ...+ apy(t-p)
+ E[xeu] — Bi E[Xeue1] — ..o — Bq E[Xedleqg] -

Due to the Wold representation, the covariances between x,.. and ug, 1 =0,
..., q, are zero for T > q, i.e. the autocovariances for T > q and 1 > p are gen-
erated by the difference equation of an AR(p) process,

y(©) — ay(t-1) = o y(t-2) — ...— ap,y(t-p) = 0 fort>q AT>D

whereas the first q autocovariances are also influenced by the MA part.
Normalisation with y(0) leads to exactly the same results for the autocorre-
lations.

If the orders p and q are given and the distribution of the white noise
process u; is known, the parameters of an ARMA(p,q) process can be esti-
mated consistently by using maximum likelihood methods. These esti-
mates are also asymptotically efficient. If there is no such programme
available, it is possible to estimate the parameters consistently with least
squares. As every invertible ARMA(p,q) process is equivalent to an AR(c0)
process, first of all an AR(k) process is estimated with k sufficiently larger
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than p. From this, one can get estimates of the non-observable residuals {.
By employing these residuals, the ARMA(p,q) process can be estimated
with the least squares method,

Xy = o + 0 X¢-1 + ...+ %X[_p — B] ﬁ[.l - .. = Bqﬁ[.q + Vi .

This approach can also be used if p and q are unknown. These orders can,
for example, be determined by using the information criteria shown in Sec-
tion 2.1.5.

Example 2.15

Figure 2.10 shows the development of the US three months money market rate
(USR) as well as the estimated autocorrelation and partial autocorrelation function
of this time series for the period from March 1994 to August 2003 (114 observa-
tions). The following ARMA(1,1) model has been estimated for this time series:

AUSR, = —0.006 + 0.831 AUSR.; + i — 0.457 Q...
(-0.73)  (10.91) (-3.57)

R> = 0351, SE = 0.166, Q(10) = 7.897 (p = 0.639).

The AR(1) as well as the MA(1) terms are different from zero at the 0.1 percent
significance level. The autocorrelogram of the estimated residuals, which is also
given in Figure 2.10, as well as the Box-Ljung Q statistic, which is calculated for
this model with 12 autocorrelation coefficients (i.e. with 10 degrees of freedom),
do not provide any evidence of a higher order process.

2.4 Forecasting

As mentioned in the introduction, in the 1970’s, one of the reasons for the
broad acceptance of time series analysis using the Box-Jenkins approach
was the fact that forecasts with this comparably simple method often
outperformed forecasts generated by large econometric models. In the fol-
lowing, we show how ARMA models can be used for making forecasts
about the future development of time series. In doing so, we assume that
all observations of the time series up to time t are known.

2.4.1 Forecasts with Minimal Mean Squared Errors

We want to solve the problem of making a t-step ahead forecast for x; with
a linear prediction function, given a stationary and/or invertible data gen-
erating process.
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Figure 2.10: Three months money market rate in New York, 1994 — 2003
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Let X (1) be such a prediction function for X,. Thus, X () is a random
variable for given t and 1. As all stationary ARMA processes have a Wold
representation, we assume the existence of such a representation without
loss of generality. Thus,

0

Xe=pt Yy wu g, =1, Dyl <o,
=0

=0

where u, is a pure random process with the usual properties E[u,] = 0,

> for t=
Efuw,] = o- for s
0 for t#s
Therefore, it also holds that
(2.52) Xee = HF D wu, o, T=1,2, ..
j=0

For a linear prediction function with the information given up to time t, we
assume the following representation

(2.53) () = p+ DOu, , 1=12..
k=0

where the 0;,k =0, 1, 2, ..., are unknown. The forecast error of a t-step
forecast is fi(t) = X — X, (1), T=1, 2, ..., . In order to make a good fore-
cast, these errors should be small. The expected quadratic forecast error
E[(Xue — X, (1))’], which should be minimised, is used as the criterion to
determine the unknowns 6; . Taking into account (2.52) and (2.53) we can
write

Il
™

E[f (0]

=0

2
[Z‘l’jutﬂj - Zeiutkj ]
k=0

2
= E (unr + \Ijluwr—l +..t \Ijr—lutﬂ + Z(ka - ei )ut—k j ] ‘
k=0

From this it follows that

2

254) E[ff @] = (1+y]+... 4y, )0 + "> (vu— 6) .

0
k=0
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The variance of the forecast error reaches its minimum if we set 0, =y
fork=0,1, 2, ..., . Thus, we get the optimal linear prediction function for
a T-step ahead forecast from (2.53), as

(2.55) 2@ = p+ Dy ,u,, 1=12..
k=0
For the conditional expectation of u., given uy, Uy, ..., it holds that

u, fors<o0
E[ut+s|ut, ut_l, ] = O for S > 0 .

Thus, we get the conditional expectation of x., because of (2.52), as
E[X1+T|ut, Ut-1, ] = H + Z“Ierrkut—k .
k=0

Due to (2.55), the conditional expectation of x.., with all information
available at time t given, is identical to the optimal prediction function.
This leads to the following result: The conditional expectation of X, with
all information up to time t given, provides the t-step forecast with mini-
mal mean squared prediction error.

With (2.52) and (2.55) the t-step forecast error can be written as

(2.56) fi(1) = Xer— X, (1) = Upe t Yilpes T WolUpen + oo + Yo U
with
E[f(Du, vey, ...] = E[fi(r)] = 0.
From these results we can immediately draw some conclusions:
1. Best linear unbiased predictions (BLUP) of stationary ARMA proc-
esses are given by the conditional expectation for X ., T=1,2, ...
X, (1) = E[XedlXe Xt ..] = EfXed]
2. For the one-step forecast errors (7 = 1), f(1) = uw, we get

E[f(1)] = E[uwm] = 0, and

o’ for t=s

E[f(Df(D] = Efueue] = {

0 for t#s

The one-step forecast errors are a pure random process; they are identi-
cal with the residuals of the data generating process. If the one-step
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prediction errors were correlated, the prediction could be improved by
using the information contained in the prediction errors. In such a case,

however, )'it (1) would not be an optimal forecast.
. For the t-step forecast errors (1> 1) we get
fi(t) = Upe T YilUse T WU Tl YU,

i.e. they follow an MA(t-1) process with E[fi(t)] = 0 and the variance
(2.57) V(D] = (1+y+...+y2,) o .

This variance can be used for constructing confidence intervals for t-
step forecasts. However, these intervals are too narrow for practical ap-
plications because they do not take into account the uncertainty in the
estimation of the parameters y;,i=1, 2, ..., T-1.

. It follows from (2.57) that the forecast error variance increases mono-

tonically with increasing forecast horizon t:
VIfi(m] = V[fi(z-1)].

. Due to (2.57) we get for the limit
lim V[f(1)] = yg(uwf +.o+yl )t = o Yyl = VIx],
j=0

i.e. the variance of the t-step forecast error is not larger than the vari-
ance of the underlying process.

. The following variance decomposition follows from (2.55) and (2.56):
(2.58) Vxud] = VX, (@] + V[f(D)].
. Furthermore,
limx, (r) = lim [waHkutkj = pn = E[x],
T—00 P
i.e. for increasing forecast horizons, the forecasts converge to the (un-

conditional) mean of the series.

. The concept of ‘weak’ rational expectations whose information set is
restricted to the current and past values of a variable exactly corre-
sponds to the optimal prediction approach used here.
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2.4.2 Forecasts of ARMA(p,q) Processes

The Wold decomposition employed in the previous section has advantages
when it comes to the derivation of theoretical results, but it is not practi-
cally useful for forecasting. Thus, in the following, we will discuss fore-
casts directly using AR, MA, or ARMA representations.

Forecasts with a Stationary AR(1) Process
For this process, it holds that
Xy = 0+ axe tug,
with |a| < 1. The optimal t-step-forecast is the conditional mean of X, i.e.
E(Xud = B8+ 0 Xpet + U] = 8+ 0 EfXpe] -

Due to the first conclusion, we get the following first order difference
equation for the prediction function

X, () = & +ax (1),
which can be solved recursively:

t=1: x,(1)

0+ aXx (0) =08+ ax

1=2: %, 2) = 3+ a0k () = d+ad+a’x

X, = d(l+a+..+a") +a'x

T

1-a

X (1) = d ta'x = li + ar(xt—li).

I-a —-o -a
As p=0/(1 — o) is the mean of a stationary AR(1) process,

X, (1) = p+ o (x—p with limx (1) = p,

i.e., with increasing forecast horizon 1, the predicted values of an AR(1)
process converge geometrically to the unconditional mean p of the proc-
ess. The convergence is monotonic if a is positive, and oscillating if « is
negative.

To calculate the t-step prediction error, the Wold representation, i.e. the
MA(o0) representation of the AR(1) process, can be used,

2 3
Xt = Bt uwtouy T o Uy o us t....
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Due to (2.56) and (2.57) we get the MA(t-1) process
f(t) = U + AU + o U + oo F o Ut

for the forecast error with the variance

1—
VIt(m] = (1 +o’ +... o’ ) 6 = o i .
I-a
With increasing forecast horizons, it follows that
62
lim VIE@D) = Zox = Vixd,

i.e. the prediction error variance converges to the variance of the AR(1)
process.

Forecasts with Stationary AR(p) Processes
Starting with the representation
X = 0+ oy Xer WX T oo T O X T U,

the conditional mean of x.. is given by

Et[xt+t] = o + (081 Et[xt+t—l] + ...+ (Xp Et[xt+t—p] .

Here,
X,(s) for s>0
Efxus] = .
X,s for s<0
Thus, the above difference equation can be solved recursively:
=10 X, (1) = 8+ X + 0 Xer T ..ot Op Xerip
=2 X, (2) = 0+ o X, (1) + oaX¢ + ... + 0 Xp2p , €EC.

Forecasts with an Invertible MA(1) Process
For this process, it holds that
X = U+ u — Puy
with |B| < 1. The conditional mean of X is
Efxu = p + Efuu] — B Edueed] .
For © = 1, this leads to
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(2.59) 2D = n-Pu,

and for t > 2, we get

X = n,
i.e. the unconditional mean is the optimal forecast of x..., T =2, 3, ..., . For
the t-step prediction errors and their variances we get:
f(1) = uu, V(D] = o
f(2) = uwr — Buw,  V[RQR)] = (1+8)c°
(1) = v~ Buger, VD] = (1+8) 0.

To be able to perform the one-step forecasts (2.59), the unobservable vari-
able u has to be expressed as a function of the observable variable x. To do
this, it must be taken into account that for s < t, the one-step forecast errors
can be written as

(2.60) us = Xs— X, (1).
For t =0, we get from (2.59)
5\(0 (1) = p—Bu

with the non-observable but fixed u,. Taking (2.60) into account, we get
fort=1

(D)= p-Bu=p-Bx-%,()
w—Bx; + B(u—Bu
u(l+B8) — Bx; —B*up.

Correspondingly, we get for t = 2
(1) = p-Buw = p-Bx-X (1)
= n— Bxy + Bu(l+B)— Bx;—Bug)
u(1+B+BZ) — BXZ —82X1—33UO.

If we continue this procedure we finally arrive at a representation of the
one-step prediction which — except for uy — consists only of observable
terms,

ﬁ‘(l) - “(1+B+“-+Bt) - Bx —BZXt.l—...—BtX1—Bt+1 Up .
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Due to the invertibility of the MA(1) process, i.e. for |3 < 1, the impact of
the unknown initial value u, finally disappears.

Similarly, it is possible to show that, after q forecast steps, the optimal
forecasts of invertible MA(q) processes, q > 1 are equal to the uncondi-
tional mean of the process and that the variance of the forecast errors is
equal to the variance of the underlying process. The forecasts in observ-
able terms are represented similarly to those of the MA(1) process.

Forecasts with ARMA(p,q) Processes

Forecasts for these processes result from combining the approaches of pure
AR and MA processes. Thus, the one-step ahead forecast for a stationary
and invertible ARMA(1,1) process is given by

X, (1) = 8+ ax — Bu,.

Starting with t = 0 and taking (2.60) into account, forecasts are succes-
sively generated. We first get

X, (1) = & + axo — Bu,
where X, and u, are assumed to be any fixed numbers. For t =1 we get
(1) =d+ax;—Buy =0+ ax; — Bx —X,(1))
= 3(1+8) + (a—B)x; + Baxo—Bu,
which finally leads to
(2.61) % (1) = (1 +B+..+B) + (a—B)x, + Bla—B) x¢; + ...
+ B0 —B)x; + B axe—B Ty

Due to the invertibility condition, i.e. for |3 < 1, the one-step forecast for
large values of t does no longer depend on the unknown initial values xq
and u,.

For the t-step forecast, Tt =2, 3, ..., we get

2,02 =5 +ag (1)

X, (3)

5+ a R, (2)

Using (2.61), these forecasts can be calculated recursively.
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2.4.3 Evaluation of Forecasts

Forecasts can be evaluated ex post, i.e. when the realised values are avail-
able. There are many kinds of measures to do this. Quite often, only graphs
and/or scatter diagrams of the predicted values and the corresponding ob-
served values of a time series are plotted. Intuitively, a forecast is ‘good’ if
the predicted values describe the development of the series in the graphs
relatively well or if the points in the scatter diagram are concentrated
around the bisecting line in the first and/or third quadrant. Such intuitive
arguments are, however, not founded on the above-mentioned considera-
tions on optimal predictions. For example, as (2.59) shows, the optimal
one-step forecast of an MA(1) process is a pure random process. This im-
plies that the graphs compare two quite different processes. Conclusion 6
given above states that the following decomposition holds for the vari-
ances of the data generating processes, the forecasts and the forecast er-
1orS,

Vixi] = V[;‘t(r)] + VI[fi(v)] .

Thus, it is obvious that predicted and realised values are generally gener-
ated by different processes.

As a result, a measure for the predictability of stationary processes can
be developed. It is defined as follows,

VIX@] _ VIR

2 =
(2.62) P(7) Vx| Vix_ 1

with 0 < P(t)* < 1. At the same time, P(t)’ is the correlation coefficient be-
tween the predicted and the realised values of x. The optimal forecast of a
pure random process with mean zero is X, (t) = 0, i.e. P(t)> = 0. Such a
process cannot be predicted. On the other hand, for the one-step forecast of
an MA(1) process, we can write
2 2 2
P(1) = Bf2 - Bz>o.
1+ B)o 1+pB

However, the decomposition (2.58), theoretically valid for optimal fore-
casts, does not hold for actual (empirical) forecasts, even if they are gener-
ated by using (estimated) ARMA processes. This is due to the fact that
forecast errors are hardly ever totally uncorrelated with the forecasts.
Therefore, the value of P(t)* might even become negative for ‘bad’ fore-
casts.
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JACOB MINCER and VICTOR ZARNOWITZ (1969) made the following
suggestion to check the consistency of forecasts. By using OLS the follow-
ing regression equation is estimated

(2.63) Xpr = A T a1 X, (1) + &ur

It is tested either individually with t tests or commonly with an F test
whether ag = 0 and a; = 1. If this is fulfilled, the forecasts are said to be
consistent. However, such a regression produces consistent estimates of
the parameters if and only if X, (1) and &, are asymptotically uncorrelated.

Moreover, to get consistent estimates of the variances, which is necessary
for the validity of the test results, the residuals have to be pure random
processes. Even under the null hypothesis of optimal forecasts, this only
holds for one-step predictions. Thus, the usual F and t tests can only be
used for T = 1. For t > 1, the MA(t-1) process of the forecast errors has to
be taken into account when the variances are estimated. A procedure for
such situations combines Ordinary Least Squares for the estimation of the
parameters and Generalised Least Squares for the estimation of the vari-
ances, as proposed by BRYAN W. BROWN and SHLOMO MAITAL (1981).

JINOOK JEONG and GANGADHARRAO S. MADDALA (1991) have pointed
out another problem which is related to these tests. Even rational forecasts
are usually not without errors; they contain measurement errors. This im-
plies, however, that (2.63) cannot be estimated consistently with OLS; an
instrumental variables estimator must be used. An alternative to the esti-
mation of (2.63) is therefore to estimate a univariate MA(t-1) model for
the forecast errors of a t-step prediction,

far) = a +tu + aju + a0 + o+ ac U,

and to check the null hypothesis Hy: a; = 0 and whether the estimated re-
siduals 0, are white noise.

On the other hand, simple descriptive measures, which are often em-
ployed to evaluate the performance of forecasts, are based on the average
values of the forecast errors over the forecast horizon. The simple arithme-
tic mean indicates whether the values of the variable are — on average —
over- or underestimated. However, the disadvantage of this measure is that
large over- and underestimates cancel each other out. The mean absolute
error is often used to avoid this effect. Starting the forecasts from a fixed
point of time, ty, and assuming that realisations are available up to ty+m,
we get

1 m-—t

MAE(1) = — >

, T=1,2,...
+1—T =0

ft0+j (7)
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Every forecast error gets the same weight in this measure. The root mean
square error is often used to give particularly large errors a stronger
weight:

RMSE(t) = \/ﬁZf;ﬂ.(r), T=1,2, ...
L

These measures are not normalised, i.e. their size depends on the scale of
the data.

The inequality measure proposed by HENRY THEIL (1961) avoids this
problem by comparing the actual forecasts with so-called naive forecasts,
1.e. the realised values of the last available observation,

L fti+j(r)
U = |—= , 1=1,2, ...
Z(XIU+‘C+j _Xlu+j)2
=0

If U(t) = 1, the forecast is as good as the naive forecast, X, (1) = x. For

U(1) < 1 the forecasts perform better than the naive one. MAE, RMSE und
Theil’s U all become zero if predicted and realised values are identical
over the whole forecast horizon.

Example 2.16

All these measures can also be applied to forecasts which are not generated by
ARMA models, as, for example, the forecasts of the Council of Economic Experts
or the Association of German Research Institutes. Since the end of the 1960’s,
both institutions have published forecasts of the German economic development
for the following year, the institutes usually in October and the Council at the end
of November. HANNS MARTIN HAGEN and GEBHARD KIRCHGASSNER (1996) in-
vestigated the annual forecasts for the period from 1970 to 1995 as well as for the
subperiods from 1970 to 1982 and from 1983 to 1995. These periods correspond
to the social-liberal government of SPD and F.D.P. and the conservative-liberal
government of CDU/CSU and F.D.P..

The results are given in Table 2.2. Besides the criteria given above, the table
also indicates the square of the correlation coefficient between realised and pre-
dicted values (R?), the estimated regression coefficient 4, of the test equation
(2.63) as well as the mean error (ME). According to almost all criteria, the fore-
casts of the Council outperform those of the institutes. This was to be expected, as
the Council’s forecasts are produced slightly later, at a time when more informa-
tion is available. It holds for the forecasts of both institutions that the mean abso-
lute error, the root mean squared error as well as Theil's U are smaller in the sec-
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ond period compared to the first one. This is some evidence that the forecasts
might have improved over time. On the other hand, the correlation coefficient be-
tween predicted and realised values has also become smaller. This indicates a de-
terioration of the forecasts. It has to be taken into account that the variance of the
variable to be predicted was considerably smaller in the second period as com-
pared to the first one. Thus, the smaller errors do not necessarily indicate im-
provements of the forecasts. It is also interesting to note that on average the fore-
cast errors of both institutions were negative in the first and positive in the second
subperiod. They tended to overestimate the development in the period of the so-
cial-liberal coalition and to underestimate it in the period of the conservative-
liberal coalition.

Table 2.2: Forecasts of the Council of Economic Experts
and of the Economic Research Institutes

Period R’ RMSE MAE ME 4, U

1970-1995 | 0369  1.838 1346 -0.250*  1.005* 0.572
Institutes | 1970 — 1982 | 0.429 2291  1.654 -0.731  1.193* 0.625
1983-1995 | 0399 1229  1.038 0231  1.081  0.457

A 1970-1995 | 0.502*  1.647* 1.171* -0256  1.114  0.512*
Council of

Economic | 1970 — 1982 | 0.599%  2.025%  1477% -0.723* 1354  0.552*

EXperts | 1063 1995 | 0472  1.150%  0.865% 0212% 1.036*  0.428*

“** denotes the ‘better’ of the two forecasts.

2.5 The Relation between Econometric Models and
ARMA Processes

The ARMA model-based forecasts discussed in the previous section are
unconditional forecasts. The only information that is used to generate
these forecasts is the information contained in the current and past values
of the time series. There is demand for such forecasts, and — as mentioned
above — one of the reasons for the development and the popularity of the
Box-Jenkins methodology presented in this chapter is that by applying the
above-mentioned approaches, these predictions perform — at least partly —
much better than forecasts generated by large scale econometric models.
Thus, the Box-Jenkins methodology seems to be a (possibly much better)
alternative to the traditional econometric methodology.
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However, this perspective is rather restricted. On the one hand, condi-
tional rather than unconditional forecasts are required in many cases, e.g.
in order to evaluate the effect of a tax reform on economic growth. Such
forecasts cannot be generated by using (only) univariate models. On the
other hand, and more importantly, the separation of the two approaches is
much less strict than it seems to be at first glance. As ARNOLD ZELLNER
and FRANZ C. PALM (1974) showed, linear dynamic simultaneous equation
systems as used in traditional econometrics can be transformed into
ARMA models. (Inversely, multivariate time series models as discussed in
the next chapters can be transformed into traditional econometric models.)
The univariate ARMA models correspond to the final equations of econo-
metric models in the terminology of JAN TINBERGEN (1940).

Let us consider a very simple model. An exogenous, weakly stationary
variable x, as defined in (2.64b), has a current and lagged impact on the
dependent variable y, while the error term might be autocorrelated. Thus,
we get the model

(2.64a) ye = ML) x¢ +ma(L) uyy,
(2.64b) L) x = B(L) uy,

where (L) and m,(L) are lag polynomials of finite order. If we insert
(2.64b) in (2.64a), we get for y the univariate model

(2.64a") al)ye = L)
with
&L) ve = m(L) B(L) vz + ML) (L) uyy

As {(L)v, is an MA process of finite order, we get a finite order ARMA
representation for y. It must be pointed out that the univariate representa-
tions of the two variables have the same finite order AR term.
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3 Granger Causality

So far we have only considered single stationary time series. We analysed
their (linear) structure, estimated linear models and performed forecasts
based on these models. However, the world does not consist of independ-
ent stochastic processes. Just the contrary: in accordance with general
equilibrium theory, economists usually assume that everything depends on
everything else. Therefore, the next question that arises is about (causal)
relationships between different time series.

In principle, we can answer this question in two different ways. Follow-
ing a bottom up strategy, one might first assume that the data generating
processes of the different time series are independent of each other. In a
second step, one might ask whether some specific time series are related to
each other. This statistical approach follows the proposals of CLIVE W.J.
GRANGER (1969) and is today usually employed when causality tests are
performed. The alternative is a top down strategy which assumes that the
generating processes are not independent and which, in a second step, asks
whether some specific time series are generated independently of the other
time series considered. This approach is pursued when using vector auto-
regressive processes. The methodology, which goes back to CHRISTOPHER
A. SIMS (1980), will be described in the next chapter. Both approaches are
employed to investigate the causal relationships which potentially exist be-
tween different time series.

However, before we ask these questions we should clarify the meaning
of the term causality. Ever since GALILEO GALILEI and DAVID HUME, this
term is closely related to the terms cause and effect. Accordingly, a vari-
able x would be causal to a variable y if x could be interpreted as the cause
of y and/or y as the effect of x. However, where do we get the necessary
information from? In traditional econometrics, when distinguishing en-
dogenous and exogenous (or predetermined) variables, one assumes that
such information is a priori available. Problems arise, however, if there are
simultaneities between the variables, i.e. if it is possible that x is causal to
y and y is causal to x. The usual rank and order conditions for the identifi-
cation of econometric simultaneous equations systems show that the dif-
ferent relations can only be identified (and estimated) if additional infor-
mation is available, for example on different impacts of third variables on
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the dependent variables. It is impossible to determine the direction of cau-
sality of instantaneous relations between different variables if there is no
such information. In this case, the only possibility is to estimate a reduced
form of the system.

As far as possible, modern time series analysis abstains from using ex-
ogenous information, so that the way in which the identification problem is
treated in traditional econometrics is ruled out. On the other hand, the idea
of causality is closely related to the idea of succession in time, at the latest
since DAVID HUME who said that cause always precedes effect. Traditional
econometrics shared the same view. However, the time periods represented
by a single observation are too long to assume that a change in one vari-
able might only influence other variables in later time periods, especially
when using annual data. As time series analyses are usually performed
with data of higher frequencies, the situation looks different here. Using
monthly data, we assume in many cases that changes in one variable only
influence other variables in later months. For example, the change in min-
eral oil prices on the international spot markets might only have a delayed
effect on Swiss or German consumer prices for petrol or light heating oil.
Thus, it is reasonable to use succession in time as a criterion to find out
whether or not there exists a causal relation between two series.

If such a causal relation exists, it should be possible to exploit it when
making forecasts. As seen above, it is often possible to make quite good
forecasts with univariate models. The precondition for this is that the in-
formation contained in the past values of the variable is optimally ex-
ploited. Identification and estimation of ARMA models, for example, are
attempts in this direction. However, if x is causal to y, current and lagged
values of x should contain information that can be used to improve the
forecast of y. This implies that the information is not contained in the cur-
rent and lagged values of y. Otherwise it would be sufficient to consider
only the present and past values of y. Accordingly, the definition of causal-
ity proposed in 1969 by CLIVE W.J. GRANGER looks at this incremental
predictability, i.e. it examines whether the forecasts of the future values of
y can be improved if — besides all other available information — the current
and lagged values of x are also taken into account.

There is, however, another reason why the lagged values of the corre-
sponding variables are taken into account when it comes to the question of
causality. Even if they are stationary, economic variables often show a
high degree of persistence. This may lead to spurious correlations (regres-
sions) between x, and y,, in case x, has no impact on y; and y, depends on
y.1 wWhich is not included in the regression equation. CLIVE W. GRANGER
and PAUL NEWBOLD (1974) showed that such spurious regressions can
arise even if highly autocorrelated variables are generated independently
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from each other. If past values of both the dependent and the explanatory
variables are included, the risk diminishes as this implies that the times se-
ries are filtered. With respect to the causal relation between (two) time se-
ries, only the innovations of these series do matter. Correspondingly, G.
WILLIAM SCHWERT (1979) also refers to the results of causality tests as
“the message in the innovations”.

In the following, we present the definition of Granger causality and the
different possibilities of causal events resulting from it (Section 3.1). This
is followed by a characterisation of these causal events within the frame-
work of bivariate autoregressive and moving average models as well as by
using the residuals of the univariate models as developed in the preceding
chapter (Section 3.2). Section 3.3 presents three test procedures to investi-
gate causal relations between time series: the direct GRANGER procedure,
the HAUGH-PIERCE test and the HSIAO procedure. In Section 3.4, we ask
how these procedures can be applied in situations where more than just
two variables are considered. The chapter closes with some remarks on the
relation between the concepts of Granger causality and rational expecta-
tions if applied to the analysis of economic policy (reaction) functions
(Section 3.5).

3.1 The Definition of Granger Causality

In the following, we again assume that we have weakly stationary time se-
ries. Let I; be the total information set available at time t. This information
set includes, above all, the two time series x and y. Let X, be the set of all

current and past values of x, i.e. X, = {Xy, X¢.1, ..., X¢k» ... } and analogously

of y. Let 6°(*) be the variance of the corresponding forecast error. For such
a situation, C.W.J. GRANGER (1969) proposed the following definition of
causality between x and y:

(1) Granger Causality: x is (simply) Granger causal to y if and only if the
application of an optimal linear prediction function leads to

o’ (Y1+1 It) < ¢ (Yt+l |It _it)’

i.e. if future values of y can be predicted better, i.e. with a smaller
forecast error variance, if current and past values of x are used.

(i1) Instantaneous Granger Causality: X is instantaneously Granger causal
to y if and only if the application of an optimal linear prediction func-
tion leads to
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02 (Yt+l {It"xwl}) < 02 (Yt+l | It)’

i.e. if the future value of y, y., can be predicted better, i.e. with a
smaller forecast error variance, if the future value of x, X1, is used in
addition to the current and past values of x.

(iii) Feedback: There is feedback between x and y if x is causal to y and y
is causal to x.

Feedback is only defined for the case of simple causal relations. The rea-
son is that the direction of instantaneously causal relations cannot be iden-
tified without additional information or assumptions. Thus, the following
theorem holds:

Theorem 3.1: X is instantaneously causal to y if and only if y is instanta-
neously causal to x.

According to this definition there are eight different, exclusive possibilities
of causal relations between two time series:

(i) xandy are independent: x,y)
(ii))  There is only instantaneous causality: x-y)
(iii) x is causal to y, without instantaneous causality: x-y)
(iv) yis causal to x, without instantaneous causality: (x<y)
(v) xis causal to y, with instantaneous causality: (x=y)
(vi) 1y is causal to x, with instantaneous causality: (x<y)

(vii) There is feedback without instantaneous causality: (x<>y)
(viii) There is feedback with instantaneous causality: (xy)

In the definition given above, I, includes all information available at time t.
Normally, however, only the current and lagged values of the two time se-
ries x and y are considered:

Il = {XD Xt-ly eovy Xtks ooy Yo Y-l +ovs Yiko }

In many cases, the limitation of the information set does hardly make
sense. Thus, when discussing the test procedures, we must also ask how
these procedures can be applied if (relevant) ‘third variables’ play a role.
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3.2 Characterisations of Causal Relations
in Bivariate Models

In Chapter 1 we already explained that, according to the Wold decomposi-
tion theorem, any weakly stationary process can be represented as an (infi-
nite) moving average of a white noise process. Correspondingly, each pair
of time series can be represented by a bivariate MA() process. If this
process is invertible, it can also be represented as a bivariate (infinite) AR
process. In the following, starting with the above-mentioned definition of
causality, causal relations between two time series are first of all character-
ised by AR representation and then by MA representation. Finally, accord-
ing to LARRY D. HAUGH (1976) causal relations between two time series
can also be characterised by the residuals of their univariate ARMA mod-
els. These three characterisations, which are the basis of different testing
procedures, are presented in the following.

3.2.1 Characterisations of Causal Relations using the
Autoregressive and Moving Average Representations

Each bivariate system of invertible weakly stationary processes has the fol-
lowing autoregressive representation (deterministic terms are neglected
without loss of generality):

L L
o ol - 25 2 - )
X, o, (L) a,(L)||x, v,
A(L) is a matrix polynomial. Its elements, a;i(L), i, j = 1,2, are one-sided

(infinite) polynomials in the lag operator L. These polynomials are identi-
cal to zero, (oyi(L) = 0), if all their coefficients, which are denoted as ocg ,

are equal to zero. u and v are white noise residuals which might be con-
temporaneously correlated with each other. In order to normalise the equa-
tions, we set

a), = oy = 1.
As (3.1) is a reduced form, it must hold that
(3.2) a, = a) = 0.

In this system, instantaneous causality exists if and only if u and v are con-
temporaneously correlated because then the forecast errors of y and x can
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be reduced if the current value of x or y is included in the forecast equation
along with all lagged values of x and y. Then, however, there always exist
representations with either o, # 0 and o), =0 or a,, =0 and aj, # 0.
Both representations are observationally equivalent. However, because of
these two representations there is also one with a, # 0 and o, # 0 which
is observationally equivalent to the two other representations.

In the terminology of traditional econometrics, this implies that the
structural form (3.1) is not identified. It is well known that a specific struc-
tural form of any econometric model can be transformed into another
structural form which is observationally equivalent by pre-multiplying it
with any quadratic regular matrix P whose rank is equal to the number of
endogenous variables. The same happens if we go from one representation
to another. Instantaneous causality therefore results in:

(3.3) (x=y)vE=y)v(xesy) vEey)
~ p (0)£0va, #0va) =0,

where ‘=’ denotes equivalence. In the following, we only consider the re-

duced form, i.e. relation (3.2) holds.
The individual causal events lead to the following representations:

B4a) (xy)vE-y) = apl) = oaul) =0,

(3.4b) (x=>y)vx=Y) —(a(L) = 0) A axn(L) =0,
(B4c) (x«y)vix<ey) ap(L) =0 A =(ax(L) = 0),
B4d) (xey)vEey) —(a(l) = 0) A =(az(L) = 0).

Thus, a simple causal relation between x and y only exists if all coeffi-
cients of the lag polynomial a,;(L) are equal to zero, (a;(L) = 0) and if
there exists at least one non-zero coefficient of the lag polynomial a,(L),
—(a(L) = 0).

Analogous to (3.1) and (3.4), we can also characterise the different
causal relations by using the moving average representation

(3.5) |:Yti| - B(L) |:ut:| _ |:Bu L) B, (L)} |:ut:| '
X, Vi By (L) B @)] v,
B(L) is also a matrix polynomial, whose elements B;(L), i,j = 1,2, are one-

sided (infinite) polynomials in the lag operator L. To normalise the system
we set

Q
Il

Q

Q

B?l = B(z)z = 1.
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(3.2) also leads to

(3.6) B?z = Bgl = 0.

As B(L) results from the inversion of A(L), the following relations be-
tween the parameters of the MA and the AR representation hold:

(3.7a) Bu(L) = axn(l)/d(L),
(3.7b) Bia(L) = —aux(L) / S(L),
(3.7¢) B21i(L) = —ax(L)/8(L),
(3.7d) Po(L) = aun(L)/8(L),
with

O(L) = aui(L) ax(L) — (L) azi(L).

This leads to
(388.) BIZ(L) =0~ (Xlz(L) = 0,
(3.8b) Bai(L) = 0 = ay(L) = 0.

Thus, in analogy to (3.4) the different causal events result in

(3.9 (X y)vEx-y) = Pi(l) = Pul) =0,

B9) (x=>y)vx=y) = —(Pul) =0 A Bal) =0,
(B.9c) (xe<yvixesy) = Pl) =0 A =(Bal) = 0),
B9d) (xeyvExey) = —Pnrl) =0 A -Bal) = 0).

The conditions for the different polynomials hold independently of
whether we choose the AR or the MA representation.

3.2.2 Characterising Causal Relations by Using the Residuals
of the Univariate Processes

As an alternative to (3.1) and (3.5), x and y can also be represented by two

separate univariate ARMA models. In the Wold representation, this leads
to:

v a,]  [w,@ 0 JJa
G-19) M -rm M - { 0 wn(LJ M
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Once again, y;(L), i = 1, 2, are one-sided infinite polynomials in the lag

operator L normalised by
0

\V?I = vy, = L
The residuals a and b are again white noise, and they might also be con-
temporaneously correlated. We assume that the two MA processes are
again invertible. The following representation shows the relation between
(3.5) and (3.10):

(3.11) {y} - W(L) ¥ (L) B(L) [u}
X, v,

or

Yy u, (L) M)
(3.11a) [XJ = WY(L)H(L) {VJ = WY(L) Lbl L) 1, (L)} {VJ
with H(L) = W(L)" B(L). The different lag polynomials result in
(3.12a) nu@L) = Bu@)/yu(),
(3.12b) Ni2(L) = Pra(L) /yiu(L),
(3.12¢) N2i(L) = PBa(L) /o (L),
(3.12d) M2(L) = Paa(L) / yao(L).

This leads to the following relation between the residuals u and v and the
residuals a and b:

at -1 yt -1 ut ut
(3.13) { } = ¥Y(@L) { } = ¥Y(@O) B(L){ } = H(L){ } ,
bt X, Vi Vi
with the following equivalencies because of (3.7) and (3.12):
(3.14a) ap(L)=0 =~ Bi(L)=0 = nip(L) = 0,
(3.14b) i(L)=0 ~ Bu(L)=0 = nu(L)= 0.

Analogous to (3.4) and (3.9) the different causal events can be expressed
as restrictions on the n;’s:

(3.152) (%, y)v(x-Y)) ~ M) =na@) =0,
(3.15b) (x=>y)vx=y) = —Ml) =0) A (@) =0,
(B.15¢) (xk<y)v(xesy) = npl) =0 A =nal) = 0),
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(B.15d) (ke y)vExey) = —Mil) =0) A =ma(@) = 0).
Thus, n;; is subject to the same conditions as o and B;; .

For the crosscorrelation function between the residuals of the univariate
processes, a and b, p.,(k), we get:

3.16)  p) = —bd o Ve

E[a;]- E[b;] J1.(0)-7,(0)

with:
(3.17)  va(k) = E[a bu],
=E[Mu(L) v+ nia(L) vo) - (M21(L) vk + M22(L) vea],
=E[Mu(L) v n2i(L) verd] + EMu(L) v maa(L) vea]
+E[Mi2(L) ve - n21(L) verd] + E[Mia(L) ve - 2a(L) V]
Without instantaneous causality this is reduced to
Ya(k) = E ML) ue- n2i(L) v + E[nia(L) ve - M2o(L) via]

because of the orthogonality of u and v.
Thus, if we exclude instantaneous causality, we get:

(i) xisnotcausal toy:

In this case, n2(L) = 0 and u, and a, are white noise. Because of nor-
malisation it holds n;1(L) = 1, i.e. a, = u,. This leads to

(3.18a) pa(k) = E[uc- ML) uk] = 0 for k>0.
(ii) y is not causal to x:

In this case, ny;(L) = 0 and v, and b, are white noise. Because of nor-
malisation it holds (L) = 1, i.e. b, = v;. This leads to

(3.18b) Par(k) = E[Ni2(L) v¢- vei] = 0 for k<0.
(iii) y and x are independent:

In this case, n12(L) = n21(L) =0 and u,, v, a; and b, are white noise. It
follows 1;1(L) = (L) = 1, i.e. a, = u, and b, = v,. This leads to

(3.18¢) pak) = 0 Vk.
From the above results we get

(B3.19a)(x—>y) = Tk k>0: ppk)#0) A (VK, k<0: pap(k) =0).
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(B.19)(x < y) ~ Tk k<0 pu®) £0) A (VK k>0: pu(k)=0).
(3.190)(x >y) = ki, ki <0: puk) #0) A Tk, ko >0: paylks) = 0).

As far as instantaneous causality between x and y can be excluded, the
causal relation may also be characterised by using the crosscorrelation
function between the residuals a and b of the univariate ARMA processes.
If there is instantaneous causality, (3.17) leads to

(3.20) pan(0) # 0.

However, if there is feedback, this condition is neither necessary nor suffi-
cient for the existence of instantaneous causality.

3.3 Causality Tests

All these characterisations can be used for testing causality. In 1972,
CHRISTOPHER A. SIMS was the first to propose a test for simple Granger
causal relations. This test was based on the moving average representation.
However, some problems occurred with this procedure. Therefore, it is
hardly applied today and will not be discussed here. THOMAS J. SARGENT
(1976) proposed a procedure which is directly derived from the Granger
causality definition. It is usually denoted as the direct Granger procedure.
LARRY D. HAUGH and DAVID A. PIERCE (1977) proposed a test which
uses the estimated residuals of the univariate models for x and y. Finally,
CHENG HSIAO (1979) proposed a procedure to identify and estimate
bivariate models which — like the direct Granger procedure — is based on
autoregressive representation and can also be interpreted (at least implic-
itly) as causality tests. We will present these three procedures and illustrate
them by examples.

3.3.1 The Direct Granger Procedure

As mentioned above, this procedure proposed by T.J. SARGENT (1976) is
directly derived from the Granger definition of causality. Similar to the
method of C.W.J. GRANGER (1969), a linear prediction function is em-
ployed. In the following, let x and y be two stationary variables. To test for
simple causality from x to y, it is examined whether the lagged values of x
in the regression of y on lagged values of x and y significantly reduce the
error variance. By using OLS, the following equation is estimated:
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k] kZ
K K
(3.21) ye= 0, + Z O Ve t Z O Xy + Uy,
k=1

k=k,

with ko = 1. An F test is applied to test the null hypothesis, Hy: o, = a,
k, _

= ... = o} =0. By changing x and y in (3.21), it can be tested whether a

simple causal relation from y to x exists. There is a feedback relation if the
null hypothesis is rejected in both directions. To test whether there is in-
stantaneous causality we finally set ko = 0 in relation (3.21) and perform a t

or F test for the null hypothesis Ho: o, = 0. Accordingly, the correspond-

ding null hypothesis can be tested for x. According to Theorem 3.1 given
above, we expect the same result for testing the equation for y and for x.
However, as our data are based on finite samples, we will generally get
different numerical values for the test statistics. However, with k; =k, i.e.
if we include the same number of lagged variables for the dependent as
well as for the explanatory variable in both test equations, we get exactly
the same numerical values for the test statistics. The reason for this is that
the t or F statistics are functions of the partial correlation coefficient be-
tween x and y. Its value does not depend on the direction of the regression;
it only depends on the correlation between the two variables and the set of
conditioning variables which are included. If k; = k,, the same condition-
ing variables are included irrespectively of the dependent variable.

One problem with this test is that the results are strongly dependent on
the number of lags of the explanatory variable, k,. There is a trade-off: the
more lagged values we include, the better the influence of this variable can
be captured. This argues for a high maximal lag. On the other hand, the
power of this test is the lower the more lagged values are included.

Two procedures have been developed to solve this problem. In general,
different values of k, (and possibly also of k;) are used to inspect the sensi-
tivity of the results to the number of lagged variables. One of the different
information criteria presented in Section 2.1.5 can be used alternatively. As
we have included an explanatory variable, the number of estimated pa-
rameters, m, has to be adjusted. If, besides the constant term on the right
hand side, we include k; lagged values of the dependent and k, values of
additional variables, it holds that m = k; + k, + 1.

Example 3.1

When, in the 1970’s, Granger causality tests were applied for the first time, the fo-
cus of interest was on the relation between money and income. (See, e.g., C.A.
Smvs (1972) as well as E.L. FEIGE and D.K. PEARCE (1979).) The simple causal
relation from the (real) quantity of money to the real gross national product was
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interpreted as evidence for the monetarist hypothesis of short-run real effects of
monetary policy, whereas the reverse relation was interpreted as evidence for
Keynesian doctrines. If such a relation exists, it can be used for predictive pur-
poses.

In the 1980°s and 1990’s there was an intensive discussion to what extent the
real economic development can be predicted by the term structure of interest, es-
pecially by using the difference between long-run and short-run interest rates.
Figure 3.1 demonstrates this possibility by presenting the annual growth rates of
the real German GDP and the four quarters lagged interest rate spread for the pe-
riod from 1970 to 1989. The precondition for using this spread as a predictor is a
simple Granger causal relation between this spread and real GDP. The question is
which one is ‘better’ suited to indicate the real effects of monetary policy.

Percent

Growth Rate of Real GDP

p—

041 )
! |
1
\ ':
-2 ] ‘
]
iy
-4 Vi
7 i Interest Rate Spread (t-4)
5 (GLR - GSR)

T T T T T T T T T T T T T year
1970 1972 1974 1976 1978 1980 1982 1984 1986 1988
Figure 3.1:  Growth rate of real GDP and the four quarters lagged interest

rate spread in the Federal Republic of Germany, 1970 — 1989
(in percent).

In the following, we investigate by using quarterly data whether Granger causal
relations existed in the Federal Republic of Germany for the period from 1965 to
1989 between the quantity of money M1 or the interest rate differential and the
real GDP. (As the German reunification in 1990 is a real structural break we only
use data for the period before.) For the dependent as well as for the explanatory
variable, we always use four or eight lags, respectively. A4In(GDP;) denotes the
annual growth rate of real GDP, A4;In(M1,) the annual growth rate of the quantity
of money M1, GLR the rate of government bonds (as a long-run interest rate), and

GSR the three months money market rate in Frankfurt (as a short-run interest rate).
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The results in Table 3.1 show that there is only a simple causal relation from
money to GDP. The null hypothesis that no such relation exists can be rejected at
the 1 percent significance level by using eight lags and even at the 0.1 percent
level by using four lags. By contrast, the null hypothesis that no reversed causal
relation exists cannot even be rejected at the 10 percent significance level. The
same is true for an instantaneous relation.

The results for the relation between the interest rate differential and the GDP
are quite different. There is a simple causal relation from the monetary indicator to
GDP, too, but this relation is much less pronounced than the relation between
money and income, and, in addition, there is a simple relation in the reverse direc-
tion. Thus, there exists feedback between these two variables.

There is, first of all, a very pronounced instantaneous relation between the two
monetary indicators. Besides this, there is a simple relation from the interest rate
differential to money growth, while no relation seems to exist in the reverse direc-
tion. This reflects the fact that the German Bundesbank used the quantity of
money as an intermediate target which it tries to influence. It can, however, only
do this indirectly via (money market) interest rates. (Before 1987, the Bundesbank
had used central bank money as its intermediate target, from then on it used the
quantity of money M3.) It takes some time before money growth has fully ad-
justed to a monetary impulse based on interest rates. This is reflected in the simple
Granger causal relation from interest rate differential to money growth as well as
in the instantaneous relation between these two variables.

Table 3.1  Test for Granger Causality (1): Direct Granger Procedure
1/65 — 4/89, 100 Observations

y X k ky F(y<«x) F(y—x) F(y—=x)
A4n(GDP)) Adn(M1,) 4 4 6.087*** 1.918 0.391
8 8 3.561%* 1.443 0.001
A4n(GDP,) GLR -GSR 4 4 3.160%* 3.835%* 0.111
8 8 1.927(*) 2.077* 0.279
A4n(M1,) GLR - GSR 4 4 5.615%%* 1.489 10.099**
8 8 2.521% 1.178 15.125%**
‘() k0, ¥R or “*¥**° denotes that the null hypothesis that no causal relation exists
can be rejected at the 10, 5, 1 or 0.1 percent significance level, respectively.
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3.3.2 The Haugh-Pierce Test

This procedure which was first proposed by L.D. HAUGH (1976) and later
on by L.D. HAUGH and D.A. PIERCE (1977) is based on the crosscorrela-
tions p,p(k) between the residuals a and b of the univariate ARMA models
for x and y. In a first step, these models have to be estimated. By using the
Box-Pierce Q statistic given in (1.11) (or the Box-Ljung Q statistic given
in (1.12)) it is checked whether the null hypothesis — that the estimated re-
siduals are white noise — cannot be rejected. Then, analogous to the Q sta-
tistic, the following statistic is calculated:

k,
(3.22) S =T-) pK.
k=k,

Under the null hypothesis Hy: p.p(k) = 0 for all k with k; <k < k;, this sta-
tistic is asymptotically > disdributed with k, — k; + 1 degrees of freedom.
It can be checked for k; < 0 A k, > 0 whether there is any causal relation at
all. If this hypothesis can be rejected, it can be checked for k; =1 Ak, > 1
whether there is a simple causal relation from x to y. In the reverse direc-
tion, for k; < -1 A k, = -1, it can be checked whether there is a simple
causal relation from y to x. Finally, it can be tested by using p,,(0) whether
there exists an instantaneous relation. However, the results of the last test
are questionable as long as the existence of a feedback relation cannot be
excluded.

But this is not the only problem that might arise with this procedure. G.
WILLIAM SCHWERT (1979) showed that the power of this procedure,
which uses correlations, is smaller than the power of the direct Granger
procedure which uses regressions. Thus, following a remark by EDGAR L.
FEIGE and DOUGLAS K. PEARCE (1979), this test might only be a first step
to analyse causal relations between time series. On the other hand, infor-
mation on the relations between two time series, which is contained in
crosscorrelations, can be useful even if no formal test is applied. This in-
formation offers a deeper insight into causal relations than just looking at
the F and t statistics of the direct Granger procedure.

Example 3.2

To perform the Haugh-Pierce test we estimate univariate models for the three
variables and for the period from the first quarter of 1965 to the last quarter of
1989. The results are presented below; the numbers in parentheses are again the
corresponding t statistics:
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AJn(GDP,) = 0.658 + 0.861 Adn(GDP,.;) — 0.105 Ayln(GDP,.4) +

(3.09) (12.80) (1.63)
+ G — 02660,
(2.58)

R? = 0.669, SE=1395, AIC=3.542, SC =3.646, Q(9)=5.602 (p = 0.779).
Adn(Ml,) = 0295 + 0.908 Adn(M1,.;) + Gy — 0.773 fipuy — 0.134 s,

(1.98) (19.44) (-13.06) (-2.25)
R® = 0.764, SE=1.897, AIC =4.158, SC =4.261, Q(9)=10.910 (p =0.282).
(GLR-GSR), = 0.291 + 1.039 (GLR —GSR),;, — 0.422 (GLR — GSR),;
(2.81) (15.95) (-3.56)
+ 0.426 (GLR - GSR).4 — 0.297(GLR — GSR),.5 + U3,
(3.00) (-3.17)

R?® = 0.796, SE=0.771, AIC =2.368, SC=2.498, Q(8)=11.390 (p=0.181).

In all three cases, the Box-Ljung Q statistic calculated for 12 lags does not indi-
cate any autocorrelation of the estimated residuals.

p(k)

1.0 +
0.8 +

0.6 +

04+

Figure 3.2a:  Crosscorrelations between the residuals of the univariate
models of GDP and the quantity of money MI.



108

3 Granger Causality
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Figure 3.2b: Crosscorrelations between the residuals of the univariate
models of GDP and the interest rate spread

p(k)

1.0 +
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044

-0.8 +
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Figure 3.2c: Crosscorrelations between the residuals of the univariate
models of the quantity of money M1 and the interest rate

differential
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The next step was to calculate the crosscorrelation functions presented in Figure
3.2. (The dotted lines are the approximate 95 percent confidence intervals.) It is
quite obvious that this procedure leads to less pronounced (possible) causal rela-
tions. Only in a few cases the estimated crosscorrelation coefficients exceed the 5
percent bounds. In particular, the causal relation between interest rate differential
and GDP cannot be detected.

The impression received by the graphs is confirmed by the test statistic S, see
equation (3.22). Again we use four or eight lags, respectively. As Table 3.2 shows,
there is a simple causal relation from the quantity of money to GDP and, in addi-
tion, an instantaneous relation which is, however, only significant at the 10 per-
cent level. Moreover, the relations between the two monetary indicators corre-
spond to the results of the direct Granger procedure. On the other hand, the test
does not detect any relation from the interest rate spread to GDP; the only relation
between these two variables is the reverse causation which is significant at the 10
percent level. According to these results, it should be impossible to make better
forecasts on real economic development by using the interest rate as predictor.

Table 3.2: Test for Granger Causality (II): Haugh-Pierce Test
1/65 — 4/89, 100 Observations

y X p(0) k S(y¢«x)  S(y-x)  S(y<=>x)
AJdn(GDP)  AJdn(M1) |0.178(*) 4 16.485%*  7.047 26.707**
8 16.558*  11.049 30.782%*
AJn(GDP,) GLR-GSR | 0.071 4 5.073 8.442(*)  14.653
8 8902  10.083 19.492
AJdn(MI) GLR—GSR | 0280%* 4 12.170%  10.090(*)  30.078***
8 16.450%  11.154 35.421%%*

¥y, ¥, FFor. “¥**° denotes that the null hypothesis that no causal relation exists
can be rejected at the 10, 5, 1 or. 0.1 percent significance level, respectively.

However, the results are not untypical for this procedure. Firstly, the appli-
cation of different test procedures might produce different results: one pro-
cedure might detect a causal relation, the other one might not. Reviewing
different papers on the relation between money and income, EDGAR L.
FEIGE and DOUGLAS K. PEARCE (1979), therefore, referred to the “casual
causal relation between money and income”. Secondly, ‘non-results’ are to
be expected in particular if the Haugh-Pierce test is applied. D.A. PIERCE
(1977), for example, was unable to find statistically significant relations
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between various macroeconomic variables whereas economists are con-
vinced that such relations do exist.

3.3.3 The Hsiao Procedure

The procedure for identifying and estimating bivariate time series models
proposed by CHENG HSIAO (1979) initially corresponds to the application
of the direct Granger procedure. However, the lag lengths are determined
with an information criterion. C. HSIAO proposed the use of the final pre-
diction error. Any other criterion presented in Section 2.1.5 might of
course also be used.

Again, the precondition is that the two variables are weakly stationary.
The procedure is divided into six steps:

(i) First, the optimal lag length k; of the univariate autoregressive proc-
ess of y is determined.

(ii) In a second step, by fixing k;, the optimal lag length k, of the ex-
planatory variable x in the equation of y is determined.

(iii) Then k; is fixed and the optimal lag length of the dependent variable

y is again determined: k; .

(iv) If the value of the information criterion applied in the third step is
smaller than that of the first step, x has a significant impact on y. Oth-
erwise, the univariate representation of y is used. Thus, we get a (pre-
liminary) model of y.

(v) Steps (i) to (iv) are repeated by exchanging the variables x and y
Thus, we get a (preliminary) model for x.

(vi) The last step is to estimate the two models specified in steps (i) to (v)
simultaneously to take into account the possible correlation between
their residuals. Usually, the procedure to estimate seemingly unre-
lated regressions (SUR) developed by ARNOLD ZELLNER (1962) is
applied.

The Hsiao procedure only captures the simple causal relations between the
two variables. The possible instantaneous relation is reflected by the corre-
lation between the residuals. However, by making theoretical assumptions
about the direction of the instantaneous relation, it is possible to take into
account the instantaneous relation in the model for y or in the model for x.
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Example 3.3

As explained above, the first steps of the Hsiao procedure are different from the
usual application of the direct Granger procedure, where the number of lags is
fixed (and might be varied), insofar as an information criterion is used to deter-
mine the optimal lag length. In our example, we used a maximal length of eight
lags for the dependent as well as for the explanatory variable, and we calculated
the values of the Akaike and the Schwarz criterion. In doing so, we did not take
into account a possible instantaneous relation.

Table 3.3: Optimal Lag Length for the Hsiao Procedure

Akaike Criterion Schwarz Criterion
Relation kf k; E‘ kf k; K:
An(M1,) — A4In(GDP)) 4 1 1 1 1 1
A4n(GDP,) - Ayn(M1,) 5 3 8 4 0 4
(GLR - GSR) — A4In(GDP,) 4 2 1 1 2 1
A4In(GDP,) —» (GLR — GSR) 5 5 5 5 0 5

Table 3.3 shows quite different results for the two criteria. As expected, the opti-
mal lag length is sometimes smaller when using the Schwarz criterion as com-
pared to the Akaike criterion. In our example, this leads to economic implications.
Both criteria reveal simple causal relations from the quantity of money as well as
the interest rate differential to real GDP. Reverse causation, however, can only be
found with the Akaike criterion. While we find one-sided relations only with the
Schwarz criterion, we get feedback relations with the Akaike criterion.

The models which were estimated using these lags are given in Table 3.4 for
the relation between money and income and in 7able 3.5 for the relation between
the interest rate spread and income. In all cases, the simple causal relation from
the monetary indicator to GDP is significant. This also holds when — using Wald
tests — we check the common null hypotheses that all coefficients as well as the
sum of the coefficients of the interest rate differential in the GDP equations are
(jointly) zero. In all cases, the null hypothesis can be rejected at the 0.1 signifi-
cance level. The reverse causal relations detected by the Akaike criterion are sig-
nificant at the 5 percent level in the money equation and at the one percent level in
the interest rate equation. On the other hand, none of the models detects an instan-
taneous relation: in both cases, the values of the correlation coefficient between
the residuals of the two equations are below any conventional critical value.
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Table 3.4: Models Estimated with the Hsiao Procedure
1/65 — 4/89, 100 Observations

Criterion Akaike Criterion Schwarz Criterion
. Dependent Variable
Explanatory Variable
AJn(GDP, ) Adn(M1 ) AJn(GDP, ) Adn(M1 )
(.146 1.263%%% 4.135 1.139%%*
Constant t
SRS (0.67) (3.42) (0.62) (3.94)
0. 751 ¥** -0.194 0.756%**
AR 1) (13.59) (132) (13.69)
-(0.283
A4ln(GDPr,t—2) (1 65)
0.368%
Adn(GDP,,5) (2.54)
0.159%%* 1.g27%%% 0.159%** 0.973%%*
AghM ) (4.62) (10.73) (4.61) (10.12)
-0.173 -0.135
Aqin(Mlyo) (1.29) (1.00)
0.185 4.081
Adn(Mlyes) (1.36) (0.60)
-0 478%E* -0.264%*
Adn(Mlycq) (3.53) (271)
0.340%
A4lnmlr,t—5) (250)
-0.188
/—\411'1(1\/[1 r,t-6) (1 3 6)
0.192
Adn{Ml ) (1.41)
-0.203%
A4lnmlr,t—8) (207)
B () 0.013 0.077
rRZ (.694 0.750 (.694 (.726
SE 1.340 1.952 1.340 2.041
Q 23.084% 11.228 23.364% 16.567

The numbers in parentheses are the absolute values of the estimated t statistics. *(¥)’,
fR SRR or YRR denote that the corresponding null hypothesis can be rejected at the
10, 5, 1 or 1.1 percent significance level, respectively.
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Table 3.5: Models Estimated with the Hsiao Procedure
1/65 — 4/89, 100 Observations
Criterion Akaike Criterion Schwarz Criterion
. Dependent Variable
Explanatory Variable
Adn(GDP,)  (GLR GSR);  AJdn(GDP,) (GLR GSR),
Constant ¢ 0.327 0.404%* 0.320 (.293%%
onstant term (1.47) (2.80) (1.43) (2.93)
0.730%%* -0.034 (0.733%%*
AR g.o) (12.22) (0.65) (12.28)
-0.133%
A4ln(GDPr,t—2) (21 0)
0.021
Agn(GDP,, ) (0.32)
AJn(GDP, ) 0.154%
(2.58)
AJn(GDP,y5) -0.083¢%)
(1.72)
{(GLR GSR), -0.105 1.128%%* -0.103 1.138%%*
(0.64) (11.91) (0.63) (12.13)
{GLR GSR),» 0.441%* -0.168 0.438% -0.198
(2.62) (127 (2.60) (1.42)
(GLR GSR),, -0.347%% 0.316%
(2.69) (2.32)
{GLR GSR)4 (0.48]1 *** 0.448%*
(3.70) (3.25)
(GLR GSR),, -0.274%% 0.327%%%
(2.96) (3.53)
B (fiy,02) 0.053 0.031
rRZ 0.684 0.816 0.684 0.798
SE 1.362 0.732 1.362 0.768
Q 16.526 4.826 16.652% 7.119

The numbers in parentheses are the absolute values of the estimated t statistics. ‘(*)’,
CRISRRor “FFF denote that the corresponding null hypothesis can be rejected at the
14, 5, 1 or 0.1 percent significance level, respectively.
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3.4 Applying Causality Tests in a Multivariate Setting

Whenever such a test is applied, one can hardly assume that there are no
other variables with an impact on the relation between the two variables
under consideration. The definition of Granger causality given above does
not imply such a limitation despite the fact that the relation between just
two variables is investigated: besides y, and X, , the relevant information

set I; can include the values of any other variables Z, j=1,..,m. To dis-

tinguish between (real) causal and spurious relations, this enlargement of
the relevant information set is crucial.

However, the above presented test procedures only take into account the
past values of x and y as the relevant information set. In order to apply
these models in a multivariate framework, two questions have to be an-
swered: (i) How can the procedures be generalised so that they can be ap-
plied in a model with more than two variables? (ii) Which conclusions can
be drawn if the procedure considers only two variables, but, nevertheless,
relations to additional variables do exist?

3.4.1 The Direct Granger Procedure with More Than Two
Variables

As the Haugh-Pierce test uses the crosscorrelation function between the re-
siduals of the univariate ARMA models, it is obvious that only two time
series can be considered. Thus, it is not possible to generalise as to situa-
tions with more than two variables. However, the direct Granger procedure
is a different case. Let z,, ..., z,, be additional variables. According to the
definition of Granger causality, the estimation equation (3.21) can be ex-
tended to

kJ+2

k, k, m
_ k K k
(3.23) yi = og * z Oy Yy T Z O Xy T Z z Bj Zi o T U,
k=1 k=1 '

j=1 k=1

if we test for simple Granger causal relations, with B;f Sk=1, ., K, )= 1,

..., m, being the coefficients of the additional variables. It does not matter
whether the additional variables are endogenous or exogenous since only
lagged values are considered. After determining the numbers of lags ki, ks,
ks, ..., (3.23) can be estimated using OLS. As in the bivariate case, it can
be checked via an F test whether the coefficients of the lagged values of x
are jointly significantly different from zero. By interchanging x and y in
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(3.23), it can be tested whether there exists a simple Granger causal rela-
tion from y to x and/or feedback.

However, problems arise again if there are instantaneous relations. It is,
of course, possible to extend the test equation (3.23) by including the cur-
rent value of x analogous to (3.21) in order to test for instantaneous causal-
ity as per the definition given in Section 3.1. Again, it holds that it is im-
possible to discriminate between whether x is instantaneously causal to y
and/or y is instantaneously causal to x without additional information. It
also holds that if all conditioning variables have the same maximal lag, i.e.
for k; =k, = k; = ... = k1o, the values of the test statistics are identical irre-
spectively of which equation is used to check for instantaneous causality
between x and y. However, as long as the other contemporaneous values of
the additional variables z; are not included, the resulting relations might be
spurious instantaneous relations.

Example 3.4

The results of the direct Granger procedure as well as those of the Hsiao procedure
given above indicate that both monetary indicators are Granger causal to the real
economic development and can therefore be used for predictive purposes. The
question that arises is not only whether one of the indicators is ‘better’, but also
whether forecasts can be improved by the use of both indicators. This can be in-
vestigated by using the trivariate Granger procedure.

Table 3.6: Test for Granger Causality:
Direct Granger Procedure with Three Variables
1/65 — 4/89, 100 Observations

y x z k| Fy«x)  Fy-x)  Fy=x)
AJn(GDP,)  Ajn(MIr) GLR-GSR | 4 | 2.747* 3.788%%  0.573
8 | 2.866%*  2.361% 0.127
AJn(GDP,) GLR-GSR  AJn(Ml,) | 4 | 0.260 1.978 0.247
8 | 1.430 1.817(*)  0.229
Ajn(M1) GLR-GSR An(GDP,) | 4 | 7.615%** 0417 7.273%%x
8 | 3.432%*  1.009 8.150% %

‘(*), ¥, FFor “***° denote that the null hypothesis that no causal relation exists
can be rejected at the 10, 5, 1 or 0.1 percent significance level, respectively.
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Again, we use four and eight lags. The results are presented in 7able 3.6. z de-
notes the respective conditioning (third) variable. The results for M1 and for the
interest rate spread are quite different. While we still find a significant simple
causal relation from the quantity of money to real GDP as well as a reverse rela-
tion, the interest rate differential and real GDP seem to be totally independent as
soon as M1 is considered as a third variable. This indicates that the quantity of
money is sufficient for predictive purposes; the interest rate spread does not con-
tain any information which is not already contained in M1 but which is relevant
for the prediction of real GDP. This is astonishing as once again (as with the
bivariate tests) we find a highly significant simple causal relation from the interest
rate differential to M1.

Analogous to this procedure, third variables can also be considered using
the Hsiao procedure. In this case, first the optimal lag length of the de-
pendent variable y and the conditioning variables z, to z, must be deter-
mined before the optimal lag length k,* of the variable of interest x is
fixed.

Example 3.5

Applying the trivariate Hsiao procedure, we start with the equation of interest, i.e.
the equation for real GDP. Let us first consider the equations of Table 3.4 with the
lagged quantity of money as explanatory variable. If we add the interest rate dif-
ferential with the Akaike criterion we get the optimal lag length of two compared
to the one lag indicated by the Schwarz criterion. In both cases, however, the val-
ues of the criterion are higher than when this variable is not included. Thus, the in-
terest rate differential, along with real M1, does not significantly contribute to the
explanation of real GDP, and we can stick to the bivariate model of Table 3.4.

We get the same results if we add the quantity of money as additional variable
to the equations including the lagged interest rate spread in 7able 3.5. We get the
optimal lag one by using both criteria. In both cases, however, the value of the cri-
terion is below the value that results without considering this variable. If, once
again, we vary the maximal lag of the interest rate differential we end up with the
equation including M1 as explanatory variable. However, we have just found out
that the interest rate spread does not have a significant impact. Thus, we stick to
the estimated equations of Table 3.4.

A quite different procedure is to apply the definition of Granger causality
not to single variables but to groups of variables: a vector Y of dependent
variables and a vector X of explanatory variables. We can ask for the rela-
tions between these two groups of variables. The next chapter will discuss
this within the framework of vector autoregressive processes.
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3.4.2 Interpreting the Results of Bivariate Tests in Systems
With More Than Two Variables

To what extent do the results of bivariate tests apply for systems with more
than two variables? Let us first consider instantaneous relations. Such rela-
tions can be detected with the direct Granger procedure as well as with the
Haugh-Pierce test. However, definite evidence whether these relations are
real or only spurious can only be found in a complete model and by using
additional information. Insofar, the results of bivariate tests are only pre-
liminary with respect to instantaneous relations.

What are the consequences for simple causal relations if third variables
are not considered? G. KIRCHGASSNER (1981) shows that it usually im-
plies that an existing simple causal relation appears as a feedback relation.
In the reverse case it holds that if the relation between x and y is only one-
sided in the bivariate model, there are no third variables which are Granger
causal to x and y. Thus, whereas the measured feedback relation might be
spurious and the inclusion of other variables might reduce it to a one sided
relation, the reverse does not hold.

Which are the effects of spurious correlations on the results of Granger
causality tests if there is no direct causal relation between x and y but if
both depend on a third variable z? C.A. SIMS (1977) showed that rather ex-
treme assumptions are necessary to avoid such a spurious relation as feed-
back relation in the data.

With respect to non-considered third relevant variables as well as to
spurious correlations as a result of the common dependence on third vari-
ables, the following holds: If it is found that, in a bivariate model, only a
one-sided causal relation from x to y (or from y to x) without feedback ex-
ists, this should also hold when additional variables are included in the
model. On the other hand, spurious feedback might occur due to several
reasons, without the ‘true’ relation being a feedback relation. Thus, the fact
whether feedback exists or not can only be verified within a full model.

However, it has to be taken into account that spurious feedback relations
arising, for example, from omitted variables or from measurement errors
are, in most cases, rather weakly pronounced compared to the ‘real’ causal
relations. Thus, they might often not be detected with causality tests.
Moreover, as shown above, spurious independence arises quite often when
these test procedures are applied. If, however, the (relatively strongly pro-
nounced) direct causal relations cannot be detected in many cases, it is
even more unlikely that feedback relations which result from measurement
errors or omitted third variables are detected by causality tests. Thus, the
interpretation of detected unidirectional causal relations should also be
treated cautiously. Finally, it should not be ignored that in case a specific
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null hypothesis is not rejected, this does not imply that the null hypothesis
is true.

3.5 Concluding Remarks

The definition of causality proposed by C.W.J. GRANGER (1969) has been
heavily criticised in the first years after the publication of his paper as it
reduces causality to incremental predictability. ,Post hoc, ergo propter
hoc? was the question. It is correct that causality implies predictability,
but the reverse is not generally correct. In time series analysis, this concept
of causality is nevertheless widely accepted today.

Partly, the criticism was definitely exaggerated. Succession in time is a
principal element of the classical causality definition of DAVID HUME, and
exactly this idea was taken up by the definition of C.W.J. GRANGER. Inso-
far, the latter is in the classical tradition. However, even if a ‘true’ causal
relation exists, its structure does not have to coincide with the structure
represented in the data. Even if the true model contains a temporal asym-
metry, the same asymmetry does not have to be reflected in the data. The
technical problem how the data can be measured and actually are measured
plays a crucial role here. Firstly, as explained above, due to the long peri-
ods covered by one observation, simple causal relations may appear to be
instantaneous relations. Of course, this holds especially when annual data
are used. Secondly, when different variables are measured with different
time delay it might even occur that the measured relation is in the reverse
direction of the true one. When x is causal to y, the tests might indicate
that y is causal to x. Finally, different methods of temporal aggregation
might disguise the true relation if, for example, monthly averages are used
for one time series and end of month data for another one.

If economic policy follows a given (contingent) rule, there will gener-
ally be a feedback relation even if the ‘true’ relation is a unidirectional one.
If the rule is deterministic it might even be the case that only the reverse
causation can be detected. Let x be the economic policy instrument and y
the objective variable, which are connected by the simple linear relation

(3.24) Vi = O + 0y o0 X t U

Let u be white noise. The coefficients of this relation are assumed to be
constant and known to the government. It strives for a constant (optimal)
value y*. In this situation, the optimal (deterministic) rule is given by
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1
(3.25) Xy = —[y* — ap — o Vel

&,
For the objective variable, it holds that
(3.26) Ve = y*¥ +u,

i.e. it follows a white noise process with mean y* and variance .. In this

case, neither past nor current values of x can improve the forecasts of y.
By inserting (3.26) into (3.25) we get

1
(3.27) Xe = —[y*(1—o) — ap — o1 U] .

&y

As ug is contained in y¢, but not in X, forecasts of x can be improved
using past values of y (besides past values of x), i.e. there is a simple
Granger causal relation from y to x: the measured causal relation goes into
the opposite direction of the true relation.

If however, one assumes that the government is not able to steer exactly
the economy as, for example, it does not exactly know the coefficients of
the ‘true’ model, it might, instead of (3.25), follow the stochastic rule
(325)  x = —[y* — o0 — wye] + v B[] =0,

a,

where v is independent of u. In such a situation there is also an instantane-
ous relation between x and y because v, the stochastic part of x, has an im-
pact on y but is independent of the lagged values of y. If, in addition to
that, it is assumed that there is a delay in the effect of x on y, we also get a
simple causal relation from x to y.

Thus, as soon as the government reacts systematically to past develop-
ments we expect reverse causal relations. However, under realistic as-
sumptions we can also expect that there is a simple Granger causal relation
in the ‘true’ direction. This also holds under the conditions of the New
Classical Macroeconomics if unexpected changes, for example in mone-
tary policy, affect real and/or nominal economic development with some
delay. Insofar, Granger causality tests can be used to investigate the effec-
tiveness of economic policy. On the other hand, we only get distinctive
evidence for the true model if we make additional, sometimes rather re-
strictive assumptions.

There is also an interesting relation between the efficiency of (financial)
markets and (instantaneous) Granger causality. If the price in an efficient
market really contains all (publicly) available information and can, there-
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fore, be modelled as a random walk or a martingale, there is no simple
Granger causal relation from any other variable on this price. Only instan-
taneous relations are possible, because any simple causal relation would
indicate that information is available which has not been used efficiently.
Thus, the existence or non-existence of Granger causal relations between
economic variables has substantial implications. But one should not forget
that Granger causality is a statistical concept: given a specific set of in-
formation, it asks for the (incremental) predictability of y using x. The
power of these tests, especially of the Haugh-Pierce test, is often rather
low and spurious independence might occur, sometimes caused by omitted
variables. But, nevertheless, it is not sensible in this context to speak of
mis-specifications as this always presupposes the existence of a ‘true’
model. A concept that allows results only according to a specific informa-
tion set has no room for the idea of a ‘true’ model. As shown above, this
does not preclude that (stochastic) economic models imply Granger causal
relations for the variables included in these models.
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4 Vector Autoregressive Processes

The previous chapter presented a statistical approach to analyse the rela-
tions between time series: starting with univariate models, we asked for re-
lations that might exist between two time series. Subsequently, the ap-
proach was extended to situations with more than two time series. Such a
procedure where models are developed bottom up to describe relations is
hardly compatible with the economic approach of theorising where — at
least in principle — all relevant variables of a system are treated jointly. For
example, starting out from the general equilibrium theory as the core of
economic theory, all quantities and prices in a market are simultaneously
determined. This implies that, apart from the starting conditions, every-
thing depends on everything, i.e. there are only endogenous variables. For
example, if we consider a single market, supply and demand functions si-
multaneously determine the equilibrium quantity and price.

In such a system where each variable depends on all the other ones, the
structural form of an econometric model is no longer identifiable. We need
additional information to identify it. In traditional econometrics, it is usu-
ally assumed that such information is available. One might, for example,
plausibly assume that some variables are not included in some equations.
In a market for agricultural products, for example, there should be no (di-
rect) impact of consumer income on the supply nor of the weather on the
demand of such products.

However, CHRISTOPHER A. SIMS (1980) exemplified that such exclu-
sion restrictions are no longer justified as soon as we assume that individu-
als have rational expectations. For example, the world market prices of
coffee largely depend on the Brazilian production, which is put on the
market in autumn. If a hard frost in spring destroys a significant part of the
Brazilian coffee harvest, supply will be smaller in autumn. This should
lead to higher prices. At first glance, this should have no impact on the
demand function. However, if American consumers know about the frost,
they might try to buy additional (still cheap) coffee in order to stock up.
Thus, the weather in Brazil becomes a determinant of the coffee demand in
the United States; a variable which was thought to be excludable from the
demand function is now included. According to CH. A. SIMS, nearly all ex-
clusion restrictions are incredible.
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He developed the approach of Vector Autoregressive Systems (VAR) as
an alternative to the traditional simultaneous equations system approach.
Starting from the autoregressive representation of weakly stationary proc-
esses, all included variables are assumed to be jointly endogenous. Thus,
in a VAR of order p (VAR(p)), each component of the vector X depends
linearly on its own lagged values up to p periods as well as on the lagged
values of all other variables up to order p. Therefore, our starting point is
the reduced form of the econometric model. With such a model we can
find out, for example, whether specific Granger causal relations exist in
this system. In doing so, we follow a top-down approach based on an
econom(etr)ic philosophy contrary to the statistical bottom-up approach of
CLIVE W.J. GRANGER. However, it has to be mentioned that the number of
variables that can jointly be analysed in such a system is quite small; at
least in the usual econometric applications, this is limited by the number of
observations which are available. Nevertheless, vector autoregressive sys-
tems play a crucial role in modern approaches to analyse economic time
series. This holds, for example, for the LSE-Approach which was origi-
nally developed by J. DENNIS SARGAN (1964) at the London School of
Economics (LSE) and today is most prominently represented by DAVID F.
HENDRY.

This chapter will show the conclusions about the relation between sta-
tionary time series that can be drawn from such a system. Essentially, we
ask how new information that appears at a certain point in time in one
variable is processed in the system and which impact it has over time not
only for this particular variable but also for the other variables of the sys-
tem. In this context, we will introduce two new instruments: the impulse
response function and the variance decomposition. The latter depends on
the possibility shown in Section 2.4 that the variance of a weakly station-
ary variable can be reconstructed as the variance of the forecast error if the
prediction horizon goes to infinity.

In the following, the autoregressive and the moving average representa-
tions of the system as well as its error correction representation are pre-
sented (Section 4.1). Furthermore, we will see how forecasts can be gener-
ated in such a system. Section 4.2 asks for possible Granger causal
relations between sub-vectors in this system. Section 4.3 presents the im-
pulse response analysis and Section 4.4 the variance decomposition. We
close with some remarks on the status of the economic theory in such a
system (Section 4.35).
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4.1 Representation of the System

We start with the k-dimensional stochastic process X. The reduced form of
the general linear dynamic model of this process, a vector autoregression
of order p, VAR(p), can be described as

@41 X =5+ AXy + AXo ..+ A X, + U

The A;, i =1, ..., p, are k-dimensional quadratic matrices, and U represents
the k-dimensional vector of residuals at time t. The vector of constant
terms is denoted as §. This system can compactly be written as

(4.1 AL X =38+ U,
with
AL) = Tt — AL — A,L*— ... — AL,
E[U] = 0, E[U;U{] = X, E[U;U{] =0 for t # s,

where, again, we drop the suffix p of the matrix polynomial A,(L) for ease
of convenience. The residuals U might be contemporaneously correlated
which indicates instantaneous relations between the endogenous variables
in relation (4.1).

This system is stable if and only if all included variables are weakly sta-
tionary, i.e. if (with stochastic initial conditions) all roots of the character-
istic equation of the lag polynomial are outside the unit circle, i.e.

(4.2) detly — Ajz — AyZ — ..~ A, Z) £ 0 for |z] < 1.
Under this condition, system (4.1') has the MA representation
4.3) X, = AL + AL U,

pu+ U- B U, - B Uy - ByUss — ..
p+ BL)U, By =1,

with

B(L) =1 - iBij = A'L), p=A"1)8s = B()Ss.

The autocovariance matrices are defined as:

(4.4) I'x(n) = E[Xi-wX—w'l.

Without loss of generality, we set 6 = 0 and, therefore, u = 0. Due to (4.1),
it holds that
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E[X¢Xi:'] = AEXu X'l + AAEX2 Xee '] + ..
+ A, E[Xep X '+ E[U X ']
This leads to the equations determining the autocovariance matrices for > 0:
(4.5a) I'x(t) = A I'x(r-1) + A, T'x(-2) + ... + A, I'x(tp),
(4.5b) Tx(0) = A Tx(-1) + A;Tx(-2) + .. + A, Tx(p) + %,

= ATx(1) + A Tx(2) + .. + A,Tx(p) + X, .

The last equation is due to the fact that y;j(t) = yji(—t) holds for the ij-
element of I'x(t), y;(t). Thus, I'x(t) =I'x (-1)'.
The individual correlation coefficients are defined as

'Yij(r) ..
pi(t) = ————, i), = 1,2,..,k
v Vi (0) T (0)
Thus, we get the autocorrelation matrices as
(4.6) Rx(t) = D' TI'x(t) D"
with
17471,(0) 0 0
N R N N
0 0 o 1/4v4 (0)
Example 4.1

Let the following VAR(1) model be given:
X, _ 06 -03||x,,,
Xy, -03  0.6]]|x,,,

1.00 0.70
- [0 o]

+
1
[=I =
N
T

with

0.70 1.49

or, in the compact representation

(E4.1) d-ALX = U.
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To check whether the system is stable, the roots of |I — A;z| = 0 have to be calcu-
lated according to (4.2), i.e. we have to solve the system

1-0.6z 03z |
03z 1-0.6z
This results in
1 9 5 2 3 )

which both are larger than one in modulus. Thus, the system is stable. The MA
representation of (E4.1) is given as

X = — Ly = I+ AL+ AL+ .)U,
I - AL

or, explicitly written as,

X | gy N 06 03|y, N 045 -036||u,,
Xy, u,, 03 06]|u,,, -0.36 045 |u,, ,
0378 —0.351 || u, ;4
+ ’ +
-0.351  0.378] | u,, 5
For the variance-covariance matrix we get, because of (4.5),
1—‘x(o) = Al 1—‘x(l)' + Zuu>
(1) = A T\0).
This leads to

(E4.2) I(0) = AT A"+ Zy.

To get the variances y;;(0) and y»(0) for x; and x, as well as their covariance
v12(0), we have to solve the following linear equation system because of (E4.2):

0.64 'YII(O) + 0.36 712(0) - 0.09 722(0) = 1.00
0.18 'YII(O) + 0.55 712(0) + 0.18 722(0) = 0.70
-0.09 'YII(O) + 0.36 712(0) + 0.64 722(0) = 1.49

This leads to
v11(0) = 2.17, v12(0) = -0.37, v»(0) = 2.84.

Thus, the instantaneous correlation between x; and x, is -0.15.
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VAR(p) models are often used for forecasting. According to the considera-
tions in Section 2.4, the following holds for the autoregressive representa-
tion (4.1):

4.7 X(1) = E[Xw]

5+ ArX + Ay Xy + o+ Ay Xipa

X, (2) §+ A X(D) + AXi + As X + o + Ay Xipa -

Alternatively, we get
(4.8) X (1) = p-B U -B,Uy - BiUp — ...

for the MA representation (4.3) .

While the autoregressive representation is mainly relevant to generate
forecasts, the MA representation is used for calculating the corresponding
forecast errors as well as for additional methods to analyse the dynamic
properties of the system.

As an alternative to the AR and MA representations (4.1') and (4.3),
there is an error correction representation for every stationary VAR of or-
der p:

(4.9) A (DAX, = 3 — A(D) Xy + U,
with
AL =1-AL-.-A L
and
. p
Al = =) A, i=12.,pl
j=1+1

As the vectors AXy;, i = 1, ..., p-1, together with X ;, generate the same
vector space as the vectors X, i =1, ..., p, the (finite order) autoregressive
representation and the error correction representation are observationally
equivalent. The advantage of the latter is that A(1), the matrix of the long-
run equilibrium relations, can be estimated directly in the framework of a
linear model.

Example 4.2

We start with the general dynamic model of a single equation, but (for reasons of
simplicity) we consider only one explanatory variable which is assumed to be ex-
ogenous:
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(E4.3) aL)y: = 8 + ByL) x + u;.

In the long-run equilibrium it holds that

Vi = Vel = oo = Yip = o = Y,
Xt = X1 = woo = Xpoqg = o0 = X,
u = 0.
From this we get for the long-run equilibrium:
(E4.4) a(l)y = 8 +B«() X,
S8 L BO
a,d o,
= pn+px
with

W= d/ay(1), B = By(1)op(1).

According to (4.9), if y and x are weakly stationary (or, as discussed in Chapter 6,
nonstationary but cointegrated), the following representation of the general dy-
namic linear model is an alternative to (E4.3). Here, the short- and long-run effects
are separated and can be directly estimated:

(B45) o, (L) (1-D)y: = 8 + B (L)1 -L)x — Yoyur + ViXu + u

with
o, @L) =1-oL—-.. - a L,
* p .
o, = —Azlaj, i=1,2,..,p-1,
j=1+
q 1 (L) Bo - BTL o T B;—I Lq_ls

qa
B = _Z Bj > .] = 1’23"'!(1719 B(J: BO'

j=1i+1

Yo = ap(1), vi = By(D).
In equilibrium Ay, = Ax, = 0 and u, = 0 hold and, therefore, y, = y as well as x, =
X for all t. From this it follows that

~ Y%y to+y X =0

or



132 4 Vector Autoregressive Processes

—a 1)y + 8+ B()X = 0,

and again we get (E4.4) as representation of the long-run equilibrium.

Example 4.3

We consider the relation between the German (GER) and the Swiss (SER) three
months money market rates. We use monthly data for the period from January
1975 to November 1998. Preliminary Granger causality tests (the results of which
are not given here) have indicated that, along with an instantaneous relation, there
is a simple causal relation from German to Swiss interest rates: The null hypothe-
sis that there is also a simple relation in the reverse direction can neither be re-
jected by using first differences nor by using levels at any conventional signifi-
cance level. Assuming that the instantaneous causation runs from German to
Swiss interest rates, using levels we get the following equation for the Swiss rates:

SER, = — 0.121 + 0.717 GER, + 0.994 SER,, — 0.080 SER,,
(-1.60)  (9.10) (18.68) (-1.57)

~ 0.636GER,, + 1,
(~7.66)

R? = 0.965, SE = 0.466, Q(10) = 8.810 (p = 0.550).

(The numbers in parentheses are again the estimated t statistics). If we estimate the
error correction representation directly, we get the following result:

ASER, = — 0.121 + 0.717 AGER, + 0.080 ASER., — 0.086 SER,,
(-1.60)  (9.10) (1.57) (~4.00)

+ 0.081 GER,, +
(3.66)

Both relations are observationally equivalent. Aside from the multiple correlation
coefficient, all test statistics for the equation as well as the residual error variance
take the same values. On the other hand, as the variance of the dependent variable
is reduced by taking first differences, the R”> necessarily decreases; its value is
now 0.286.

Moreover, the linear estimate of the error correction model is equivalent to the
following non-linear estimation:

ASER, = 0.717 AGER, + 0.080 ASER.; — 0.086 (SER,, + 1.419
(9.10) (1.57) (~4.00) (1.63)

— 0.946GER,,) +
(~6.98)
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The estimate shows that during this period Swiss short-run interest rates devel-
oped parallelly with the German rates, but on a level lower by about 1.5 percent-
age points, i.e. the so-called ‘Swiss interest rate bonus’ was about 1.5 percentage
points. As the estimated coefficient of GER;, is not significantly different from
one, this relation is consistent with a relative version of uncovered interest parity.

Relation (4.1), the starting point of the entire approach, is the reduced form
of a dynamic linear econometric system where each equation includes the
same explanatory variables. Therefore, the different equations of this sys-
tem can be estimated using OLS. This leads to consistent estimates of the
parameters with the same efficiency as a generalised least squares estima-
tor. However, if there are zero restrictions, the individual equations of the
system are considered as seemingly unrelated and are therefore simultane-
ously estimated as a system. Here, the SUR method is applied to get effi-
cient estimates.

To estimate the system, the order p, i.e. the maximal lag of the system,
has to be determined. As (4.1) shows, the same maximal lag is used for all
variables. In order to fix p, the information criteria described in Section
2.1.5 can be used again. HELMUT LUTKEPOHL (1991, pp. 128ft.), for ex-
ample, showed that in the multivariate case with k variables, T observa-
tions, a constant term and a maximal lag of p, these criteria are as follows:

(1)  The final prediction error (FPE):

k
T+ kp + 1
—p} Eﬁﬁ(p)|

(4.10a) FPE(p) = [T “kp _ 1

(i) The Akaike criterion (AIC):

(4.10b) AIC(p) = In

2
Za@)] + (k+ sz)?-

(iii) The Hannan-Quinn criterion (HQ):

(4.10c) HQ(p) = In w

Zu@)| + (k+pk’)

(iv) The Schwarz criterion (SC):

In(T)

(4.10d) SC(p) = In -

Zu@)] + (k + pk®)

PIP (p)| is the determinant of the variance-covariance matrix of the esti-

mated residuals. Again it holds that the Hannan-Quinn criterion as well as
the Schwarz criterion consistently determine the (finite) order of the true
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maximal lag, while the final prediction error and the Akaike criterion tend
to overestimate it. This is also reflected in the following relations which,
because of the different punishing terms, hold for these criteria:

(@) p(SC) < p (HQ),

(i1) p (SC) < p (AIC) for T > 8,
(iii) p (HQ) < p (AIC) for T > 16.
Example 4.4

We use the same quarterly data and the same period from 1965 to 1989 as in Ex-
amples 3.1 to 3.5: the annual growth rate of real GDP (A4In(GDP,)), the annual
growth rate of the real quantity of money M1 (A4n(M1,)), and the interest rate dif-
ferential (GLR — GSR). Considering the whole system, we get the following val-
ues for the information criteria:

p = 2: AIC = 10.210, SC = 10.757,
p = 3: AIC = 10.341, SC = 11.123,
p = 4: AIC = 10409, SC = 11.425.

Thus, according to the Akaike as well as to the Schwarz criterion (and, therefore,
also according to the Hannan-Quinn criterion) we get an optimal lag length of two
periods. This leads to the following estimates:

A, In(GDP, ) 0.142 0.611 0.078 —0.133] [ A,In(GDP,, )
An(ML,) | = |1.094| + | -0.183 0.761 0.981 || A,In(MI, )
(GLR —-GSR), 0.510 ~0.015 0.036 0.995| | (GLR ~GSR), ,
0.096  0.091  0.205] [ A,In(GDP,,,) i,

+ | -0.024 —-0.108 -0.438| | A,In(Ml, ) | + |d,,

-0.077 -0.070 —0.128 | | (GLR-GSR),_, i,

For the individual equations we get the following test statistics:
@) A4n(GDP,):  SE=1.327, AIC=3.471, SC=3.654,
Q(10) =16.406 (p = 0.089),

(ii) Adn(ML,):  SE=1.905, AIC=4.194, SC =4.376,
Q(10) = 20.024 (p = 0.029),

(iii) GLR-GSR: SE=0.786, AIC =2.422, SC =2.605,
Q(10) = 17.296 (p = 0.068).
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Between the residuals the following correlations exist:
612 = 01023 ﬁ]; = 0045, ﬁ23 = 0285

Again, we see the instantaneous relation between the growth rate of real M1 and
the interest rate differential.

Although the VAR(2) model is the best with respect to information criteria, the
values of the Box-Ljung statistic indicate that the residuals of all three equations
are still autocorrelated. Thus, the dynamics of the system is not fully captured.
However, when specifying vector autoregressive models it is important that the re-
siduals are really white noise. If we estimate a VAR(4) model, we get the follow-
ing values for the test statistics of the different equations:

(i) AJdn(GDP,):  SE=1.333, AIC=3.533, SC =3.872,
Q(8) =9.340 (p = 0.314),

(ii) Adn(M1,):  SE=1.762, AIC =4.092, SC=4.431,
Q(8) = 11.390 (p = 0.181),

(iii) GLR-GSR: SE=0.777, AIC =2.454, SC =2.793,
Q(8) = 9.661 (p = 0.290).

For the instantaneous correlations we get:

P, =0.081, p,; =0.054, p,, =0.280.

The values of these criteria change considerably. The standard error of regression
slightly improves in the M1 equation and hardly changes in the other equations.
The Akaike criterion also improves in the M1 equation, but deteriorates slightly in
the other equation, while the Schwarz criterion always deteriorates. On the other
hand, the values of the Box-Ljung Q statistic improve considerably in all three
equations; now the null hypothesis that there is no autocorrelation left in the re-
siduals can never be rejected. The lowest p value is 0.18. Thus we will use the
VAR(4) model for all further calculations in this chapter.

Contrary to the parsimony principle applied in the univariate analysis, the
VAR(p) models are over-parameterised systems. The individual parame-
ters can hardly be interpreted meaningfully. For this reason, other methods,
like Granger causality tests, impulse response analyses and variance de-
compositions, are employed. These methods are presented in the follow-
ing.
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4.2 Granger Causality

Now we will consider the Granger causal relations between the two sub-
vectors X; and X, of the vector X. X; has the dimension m and X, the di-
mension k — m, 0 <m < k. For the MA representation we get

(4.11a) X, = [X“} - {“IL{BH(L) Bn(L)HUM]
X Ha B, (L) B,(L)||U,,

The corresponding AR representation is:

|:A11(L) A12(L):| |:Xlt:| |:81:| |:Ultj|
(4.11b) o= + M
AyuL) A, Xy, 5, U,,

Irrespective of instantaneous causality; the following is true for (4.11):

(1) X, is not Granger causal to X; if and only if Bj»(L) = 0. Analogous to
Section 3.2.1 it holds that B1,(L) = 0 is equivalent to A;,(L) = 0. Thus,
it also holds that X is not Granger causal to X; if and only if A(L) =
0 in the corresponding AR representation.

(i) X, is not Granger causal to X, if and only if B,;(L) = 0. Analogous to
Section 3.2.1 it holds that B,;(L) = 0 is equivalent to A, (L) = 0. Thus,
it also holds that X, is not Granger causal to X, if and only if A,;(L)
= 0 in the corresponding AR representation.

As in the bivariate case instantaneous relations involve some complica-
tions. The variance-covariance matrix of the system (4.1) can be decom-
posed into:

(4.12) w = PP,

where P is a regular lower triangular matrix. Such a (Choleski) decomposi-
tion exists for each regular variance-covariance matrix. Using this triangu-
lar matrix, the MA representation (4.3) can be transformed in the following
way:

0

pt U Z(BJ UH')

i=1

(4.13) X,

w+PP'U - i(BjPP-‘ u,)

i=1

Xi
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0

= pt+tPW - Z(®JWH)

e
= pt M)W,
with
®, = BjP, ® =P, W, =P'U,
Tww = P'Z,P" = P'PPP"
= Iy

Thus, the following decomposition exists for the subvectors:
X, - {X} _ [u} SO 0 [W}
Xz,t “’2 ®21 ®22 W2,t

+ ©, O, {W"“} + ...
®121 ®122 W2.t—1

W is a vector of innovations whose elements — contrary to the elements of
U — are also instantaneously uncorrelated. Moreover, the variances of these
elements are 1.

The transformation with matrix P implies an ordering of the variables;
causal directions are assumed for the instantaneous relations. The variable
X; has an impact on the variable xj, j > 1, while the instantaneous relation in
the reverse direction is excluded. In terms of traditional econometrics, this
implies that the model is exactly identified and, correspondingly, the pa-
rameters of the structural form can be consistently estimated using OLS.
This method to identify the model is one possibility to proceed from the
reduced to the structural form of a simultaneous system of equations and to
give the innovations an economic interpretation. This structural form is
called structural VAR. Due to the exact identification, the residuals of the
different equations are not crosscorrelated with each other.

The following holds for this system: There is no instantaneous causality
if and only if @), = 0. In this situation Z,, is block diagonal, i.e. it holds

that
E[Ul,t U2,t’] = O

The fact that X, is not causal to X, and that there is no instantaneous cau-
sality leads to
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0,=0 A O,=0,=.. =0

Such results depend, of course, on the sequence of the different variables,
1.e. on the kind of causal order assumed for the instantaneous relations.

Example 4.5

If we divide the three variables of the vector of Example 4.4 in the following way:
X; = [A4n(GDPy)], X,' = [Agdn(M1,;) GLR - GSR],

we get the following results by using Wald tests:
(i) He—~(X;—X): %* = 28272 (p=0.000),

(i) Hp—(X;—Xy): #°= 25.992 (p=0.001),
(iii) Hp:~(X;—Xy): %°=  0.658 (p=0.720).

Thus, there is feedback but no instantaneous relation between the subvectors.

4.3 Impulse Response Analysis

In the following, we show how, at a specific point of time t;, an impulse
that originates from one equation proceeds through the system: How does
a change in the residuals u, - or in the innovations w., ,i=1, ..., k, influ-

ity 2
ence the components of the vector X? In system (4.3), the use of the multi-
variate Wold representation instead of the MA representation

Xt = l,t +lP()Ut+ ‘P1 Ut-l + \PzUt_z + \P3Ut_3 + “ee
Yo=1 ¥,=-B;, 1 =1,2,..,

with \V}i, =0, 1, 2, .., results in the so-called impulse response se-

quences. They measure the effect of a unit impulse, i.e. of a shock with the
size of one standard deviation of the error term u; of the variable i at time t,
on the variable j in later periods. As U, are the residuals of the reduced
form, they are in general crosscorrelated and, therefore, have no direct
economic interpretation. Thus, it makes sense not to investigate shocks
with respect to the residuals U but with respect to the innovations W which
are not crosscorrelated. Because of the Choleski decomposition of the
variance-covariance matrix of the residuals U, in accordance with the con-
siderations in Section 4.2, the innovations can be calculated as

W, = P'U,
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with a lower triangular matrix P. Due to (4.13), the MA representation of
X can — analogously to the Wold decomposition — be written as

(414) Xt = U + CD() Wt + (D] Wt—l + (Dz Wt_g + ...
with @y =P and ®;=-B; P=V¥; P, i=1,2, ... Here, ¢ are impact multi-

pliers that measure the immediate impact of a unit shock in variable i on
variable j. The lagged effects are described by the k> impulse response se-

quences ¢, 1,j=1, ...k, t=1,2, ..., ; they show how each of the k vari-

T
i 2

ables are influenced by each of the k innovations. The reaction of the vec-
tor X at time ty+m on the innovations at time t, leads to

AX,\w = ¥n U, = On W, ,

to+m
or, if we only consider non crosscorrelated unit shocks,

AX im = Onm.
If we set m =1, 2, ..., we can observe (and graphically represent) the time
path. If it is a stationary system, the effect expires over time, i.e. the values
of the impulse response function (at least asymptotically) approach zero.
This implies that after a unique shock the variables return to their mean.
The cumulative impulse response function describes the effects of a
permanent shock on the system. The cumulative effects of a unit shock up
to period ty+m are given by

2,
j=0

If, in a stationary system, m tends to infinity, we get

(4.15) lim{Z(Dj } = @) = B()P = A()'P
m—oo j:0
for the long-run effect.

Example 4.6

Again, we consider the model of Example 4.1. To calculate the innovations of this
VAR(1) process, it is assumed that x, does not have an instantaneous impact on
x;. For the decomposition X, = P P', we denote the elements of the lower triangu-
lar matrix as:
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P = |:p11 O:| .
p21 p22

{1.00 0.70} _ { P PuPa }
0.70 1.49 PuDPs Pa + P

From this we derive p;; = p2; = 1 and p,; = 0.7. The innovations W can be calcu-

Due to (4.12) we get

lated as
Wi | P w, | | LO 0.0]|uy,
W, u,, 0.7 1.0]|u,, |’
or
Response of X1 to X1 Response of X1 to X2
1.2 1.2
0.8 0.8
0.4 0.4
0.0 0.0
24 6 8 10 12 14 16 18 20 24 6 8 10 12 14 16 18 20
Response of X2 to X1 Response of X2 to X2
1.2 1.2
1.0 1.0
0.8 0.8
0.6 0.6
0.4 0.4
0.2 0.2
0.0 0.0
2 4 6 8 10 12 14 16 18 20 2468101214161820

Figure 4.1: Impulse response functions
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Wit = U

Woir = Uyt — 0.7 Ut
For the impulse response analysis, we need representation (4.14). This leads to
Xi = A X + U,

2 AU

i=0

= Y APP'U, = > OV,
i=0 i
with
®; = AP, i=

Thus, we get the following matrices:

Accumulated Response of X1 to X1 Accumulated Response of X1 to X2

3 3
27// 2]
14 14
0 0
-1 -1
2 2]
3] 3
-4 : : : -4

10

15

20

Accumulated Response of X2 to X1

T T T

5 10 15 20

Accumulated Response of X2 to X2

—_ O = N W A

10

15

20

—_ O~ N W A L

Figure 4.2: Cumulative impulse response functions
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~[10 00 039 -030 ~[020 -036
o7 1o]” Y o2 060 7 |-005 045
0.13 -0.35
(D3 = 5 ee
20.09 038

The numerical results as well as the graphical representations of the impulse re-
sponse functions in Figure 4.1 show that an innovation in x; does not have a per-
manent effect on the system. The impact on the variable itself as well as on X, is
dying away relatively fast. For the latter, we get a slightly positive impact for the
first period, and, subsequently, very small negative impacts.

By contrast, a shock in x, has a longer lasting impact on the variable itself as
well as on x;. As, in order to identify the system, we assumed that P is a lower tri-
angular matrix, i.e. that x, has no instantaneous impact on x, the first value in the
impulse response function of x; on X; is zero.

Response of DLGDPR to DLGDPR Response of DLGDPR to DLMIR Response of DLGDPR to GLSR
1.6 1.6 1.6
12 g 12 12
0.8 \ 0.8 e 0.8{
0.44 \ ////// 0.4 o 0.4 777777
0.0\ ol o N 00l : -
0.4 /’_‘,./ ’’’’’’’’’’’ 0.4 \\ /’/”/’/,,,, 0.4 N ST
-0.8 - : -0.8 : B 0.8 : : :
5 10 15 20 5 10 15 20 5 10 15 20
Response of DLMIR to DLGDPR Response of DLMIR to DLMIR Response of DLMIR to GLSR
3 3 3
2
oo /
04 - o A
1 1
P -2 2
5 10 15 20 5 10 15 20 5 10 15 20
Response of GLSR to DLGDPR Response of GLSR to DLMIR Response of GLSR to GLSR
1.2 1.2 1.2
0.8 0.8 08y
0.4 0.4 04]
77777777777 0.0 S ——— X i
7777777 0.4 R
o8l ‘ 0.8 B ‘ 0.8
5 10 15 20 5 10 15 20 5 10 15 20

Figure 4.3: Impulse response functions
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The cumulative impulse response functions in Figure 4.2 show that after the
initial effect of the reaction of x, on x; the system converges monotonically to its
long-run limiting values (multipliers). Because of (4.15) and (E4.1) we get

; _1 2714 -4.268
A(Y'P = 1-A)'P =
-0.286 5.714
Accummulated Response Accummulated Response Accummulated Response
of DLGDPR to DLGDPR of DLGDPR to DLMIR of DLGDPR to GLSR
8 8 s
6 6 6
4 4y T 4
244 2 g —
0 (= ="
-2 B -2
4 4 -4
5 10 15 20 5 10 s 20 5 10 15 20
Accummulated Response Accummulated Response Accummulated Response
of DLMIR to DLGDPR of DLMIR to DLMIR of DLMIR to GLSR
8 8 8
6 6 6
4 4 4
2 24 24/
() — 0 0E
-2 240 e -2
-4 4 4
5 10 s 20 5 10 15 20 5 10 15 20
Accummulated Response Accummulated Response Accummulated Response
of GLSR to DLGDPR of GLSR to DLMIR of GLSR to GLSR
8 8 8
6 6 6
4 4 4
2 2 2
[ e e [ ol
2 2 2
44 T e e 4
5 10 15 20 2746 8 1012 14 16 18 20 5 10 s 20
Figure 4.4: Cumulative impulse response functions
Example 4.7

For the system given in Examples 4.4 and 4.5, ordinary and cumulative impulse
response functions are estimated. We assumed for the instantaneous relations that
the interest rate differential has an impact on the quantity of money as well as on
GDP, while the instantaneous impact of real M1 is restricted to GDP. Thus, we as-
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sume the following ordering of the variables: (GLR — GSR) — A4n(Ml1,) —
A4ln(GDP,)).

The results are presented in Figures 4.3 and 4.4. Furthermore, the analytically
derived 95 percent confidence intervals are indicated. Figure 4.3 shows that in the
short run, the increase of the interest rate differential has a positive impact on real
money as well as — with some delay — on GDP. (GEBHARD KIRCHGASSNER and
MARCEL R. SAvIOZ (2001) showed that this effect results from the reduction of
the short-run interest rate and not from an increase of the long-run interest rate.)
Additionally, there is a short-run impact of real M1 on GDP. This impact lasts two
years at the most; after nine quarters the impulse response function is no longer
significantly different from zero. As Figure 4.4 shows, the only long-run impact is
that of the interest rate differential on the two other variables; all other cumulative
impulse response functions are no longer significantly different from zero after
three years at the latest.

4.4 Variance Decomposition

The starting point of the following discussion is the transformed Wold rep-
resentation (4.14)

X = p+ D (0;W,), Zww =L
j=0
Taking conditional expectations, we get

0

E(Xud] = p + T_ZI(CDJ E[[erfj]) + Z(®] W[+‘l:7j)'

i=t

Due to E[{Ws] = 0 for s > 0 the terms for j=0, 1, ..., T-1 can be omitted,
while the values for j > t are already realised and therefore observable.
Thus, following the considerations in Section 2.4, we get for the optimal
forecasts

(4.16) X,(x) =p+ i(q’j Wmfj)-

For the data generating process we can write

0

Xiw = R+ Z(CDJ Wm—j)'

i=0

The forecast error is given by



4.4 Variance Decomposition 145

(4.17) F(Xi) = Xex — X, (1)

-1

F(Xu) = 2 (D, W)

i=0

With an increasing forecast horizon, i.e. for T — oo, the forecast error con-
verges to the stochastic part of the process.

The forecast error can be decomposed in the following way: For its j-th
component, j € {1, ..., k}, it holds that

t-1

-1
Xjwe — X;,(7) = Z( i Wl,H—r—i) Tt 2(4)31( wk,H—r—i)
iz0

i=0

5 S 6nvan)]

m =1 i=0

i.e. we have a summation not only over the different time periods, i =0, ...,
t-1, but also over the contributions of the different innovations w,,, m =1,
L k.
As X, =1, i.e. because the individual elements of W are not only white
noise and uncorrelated with each other but also have variance of one, it
holds for the variance of the components of this forecast error that

k t-1 ) 2
E [Zl ;)d);m Wm,t+‘tiJ

(4.18)  E[(xee — %;,(1)]

I
M
g
—_—
el
E]
@

m=1 i=0

i.e. because of E[Wp,tri Wrrs] = 0 except for m = r and i = s, all cross
terms are omitted, and because of E[(Wp-i)’] = 1 only the squares of the
coefficients are left.

On the other hand, the variance can be decomposed into those parts that
are generated by the impact of the individual innovations w,, m =1, ..., k,
on the variable j when a forecast over t periods is performed. In this case,
we get

(4.19) o, =————, m= L.,k 1=12..
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for the respective shares.

With an increasing time horizon, i.e. for T — oo, it is not only the vari-
ance of the forecast error but also the variance of the variable itself that can
be decomposed into those fractions that are generated by the different in-
novations w,,. As these fractions are, by construction, orthogonal to each
other, they add up to one. Thus, the analysis of the forecast errors leads to
a decomposition of the variances of the system’s variables.

Example 4.8

The variance decomposition of the VAR(1) process described in Examples 4.1 and
4.6 is presented in Table 4.1. Here, the immediate effects in the first period are
presented, the effects after 4, 8, and 20 periods as well as the long-run effects. In
the first period, according to the identifying restriction that there is no instantane-
ous effect from x, to x;, in the first period the variance of x, is exclusively gener-
ated by its own innovations. The impact of x, on X, increases monotonically and
in the long-run generates about 42 percent of the variance of this variable. Con-
trary to this, the impact of x; on x,, rather strong with 33 percent in the first pe-
riod, decreases over time, and in the long-run generates only about 20 percent of
the variance of x,. Thus, 80 percent of the variance of x, are generated by its own
innovations and only 20 percent by those of x;, while only 58 percent of the variance
of x; are generated by its own innovations, but 42 percent by the innovations of x,.

Table 4.1: Variance Decomposition

Forecast horizon X X,
X1 100.000 0.000
1 period
Xy 32.834 67.166
X1 77.866 22.134
4 periods
X2 23.089 76.911
X1 65.085 34915
8 periods
X2 20.957 79.043
X 58.527 41.473
20 periods
X3 19.838 80.162
X 58.020 41.980
infinity
X2 19.748 80.252
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Example 4.9

The variance decomposition for the vector autoregressive process of Example 4.4
is given in Table 4.2a. First, we again suppose the causal direction (GLR — GSR)
— Aydn(M1,) — A4n(GDP,). We consider the immediate reaction, i.e. the reaction
in the same quarter in which the innovation occurs, forecast horizons of one, two,
and five years, as well as an infinite forecast horizon in order to capture the de-
composition of the total variance.

Table 4.2a: Variance Decomposition
1/65 — 4/89, 100 Observations

Forecast horizon A4In(GDP)) Agn(M1)) GLR - GSR

A4In(GDP)) 99.231 0.482 0.286

1 quarter AIn(M1)) 0.000 92.202 7.798
GLR - GSR 0.000 0.000 100.000

A4n(GDP)) 82.898 12.479 4.621

1 year Agdn(M1,)) 8.994 41.336 49.670
GLR - GSR 9.223 0.487 90.289

A4n(GDP)) 51.948 15.604 32.448

2 years Agdn(M1,) 13.896 34910 51.193
GLR - GSR 16.124 8.998 74.878

A4In(GDP,) 48.235 16.049 35.716

5 years Agdn(M1,)) 14.738 35.244 50.018
GLR - GSR 15.719 13.062 71.219

A4n(GDP)) 48.187 16.132 35.681

infinity Agdn(M1,)) 14.733 35.258 50.009
GLR - GSR 15.676 13.079 71.244

In the first quarter, the variances of all variables are mainly driven by their own
innovations. This also holds for the growth rate of real GDP. Again, this indicates
that there is hardly any instantaneous relation between the two monetary variables
on the one hand and the real variable on the other hand. During the first year it is
mainly the quantity of money that has an impact on GDP, while the interest rate
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spread, which has already had a considerable impact on the quantity of money in
the first year, only fully affects real GDP in the second year. After about two
years, the process of monetary policy influencing real developments is almost
complete. Altogether, about half of the variance of the growth rate of real GDP is
caused by its own innovations, while the other half results from monetary innova-
tions. About two thirds of them are generated by the interest rate differential and
less than one third by the quantity of money. Moreover, there is a clear hierarchy
between the two monetary variables: while the interest rate has a strong impact on
the quantity of money, also in the long run, the reverse impact is quite weak. In
addition, the feedback from real development to monetary variables is also rather
weak.

Table 4.2b:  Variance Decomposition
1/65 — 4/89, 100 Observations

Forecast horizon A4n(GDP)) A4n(M1,) GLR - GSR

A4In(GDP,) 99.231 0.667 0.102

1 quarter AIn(M1)) 0.000 100.000 0.000
GLR — GSR 0.000 7.798 92.292

A4ln(GDP,) 82.898 15.740 1.361

1 year AIn(M1,) 8.994 60.685 30.321
GLR - GSR 9.223 7.326 83.450

A4ln(GDP,) 51.948 26.995 21.057

2 years Ajn(M1)) 13.896 50.669 35.435
GLR - GSR 16.124 11.184 72.692

A4In(GDP,) 48.234 25.978 25.787

5 years AIn(M1)) 14.738 50.970 34.292
GLR - GSR 15.719 16.065 68.216

A4ln(GDP,) 48.187 26.033 25.780

infinity Adn(M1,) 14.733 50.999 34.286
GLR - GSR 15.676 16.136 68.188

As we have shown repeatedly, there is a well pronounced instantaneous relation
between the two monetary variables. Insofar, the order of the variables in the sys-
tem has a considerable impact on the results. To show this, we have changed the
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order between these two variables in Table 4.2b, i.c. we now suppose the causal
ordering A4n(M1,;) — (GLR — GSR) — A4In(GDP,). The result is that the two
monetary variables have about the same impact on the variance of real GDP. On
the other hand, the hierarchy between the two monetary variables mentioned
above is hardly influenced by this.

4.5 Concluding Remarks

The concept of vector autoregressive processes which was originally pro-
posed by CHRISTOPHER A. SIMS (1980) has become an indispensable in-
strument of empirical economic research. One reason is that two new
methods of analysis were developed, impulse response analysis and vari-
ance decomposition, which provided new insights into the dynamic rela-
tions between the variables of a system. However, Chapter 6 will show
that this approach is today mainly employed in the analysis of systems
with nonstationary variables.

The new procedures are mainly based on the MA representation of the
system. First, the AR representation is used, and a finite order AR process
is estimated. However, to analyse the effects, a transition to the MA repre-
sentation is unavoidable. This shows that the MA representation intro-
duced in Chapter 2 is not only an analytical device but also crucial to the
substantive interpretation of the relations between the different variables of
a system.

Considering vector autoregressions, it becomes obvious that — compared
to traditional econometrics — the significance of the residuals has drasti-
cally changed. In traditional econometrics, they were merely regarded as
unexplained effects ‘disturbing’ the true relationship between the vari-
ables. In vector autoregressions they are the channel through which new
information flows into the system. For this reason they require special con-
sideration. As the variance decomposition shows, all stochastic variables
are finally generated by such innovations. Statistical analysis has to ask at
what time such an innovation first appears in the system and how it ‘moves
along’ the system. All other substantive questions can be traced back to
these questions.

Finally, there is the same problem as when we discussed the concept of
Granger causality: data analysis alone is not sufficient to make meaningful
statements about the relations between (economic) variables. First, we
need information on which variables are to be jointly investigated in such a
system. When considering vector autoregressions, this question is of spe-
cial relevance as only rather few variables (with a finite number of lags)
can be included, given the large number of parameters to be estimated.
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Furthermore, the problem of how to handle instantaneous relations is
more severe than when testing for Granger causality. If such relations ex-
ist, and they nearly always exist, we need external information, i.e. infor-
mation not included in the data, to order the variables. Even if, at first
glance, the VAR approach seems to get along without theoretical consid-
erations, we need considerable theoretical (pre-)information to apply it cor-
rectly to economic data and to be able to interpret it in a meaningful way.
Here, ‘theory-free’ data analysis is as impossible as in other contexts. A
further development taking this into account is the approach of structural
vector autoregressions where identifying restrictions are used to generate
the innovations W and to give intuitive meaning to them.
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5 Nonstationary Processes

So far we have only considered stationary time series. As a matter of fact,
however, most economic time series are trending, like, for example, the
GDP series investigated in Chapter 1. We tried to eliminate the trend by
using first differences or growth rates. These filtered series can be investi-
gated by employing the concepts that were developed for the analysis of
stationary time series.

There are, however, two basic problems with this procedure. Firstly, if
we employ these transformations, information is lost about the trends
which have been eliminated. However, if there exist relations between the
long-run components of economic time series, this lost information might
be of special interest to economists. Secondly, we exclusively used visual
inspection to determine whether a series is stationary or nonstationary.
This procedure might raise problems whenever the roots of the lag poly-
nomial in the autoregressive part of a possible stationary process are close
to one. In this case, it is appropriate to use test procedures in order to de-
cide by means of statistical criteria whether we will consider the time se-
ries as a realisation of a stationary or a nonstationary process.

In the following, we first present two different concepts of trending be-
haviour, the concepts of deterministic and of stochastic trends (Section
5.1). Then we discuss the elimination of such trends (Section 5.2). In Sec-
tion 5.3 we present tests for unit roots (stationarity) and in Section 5.4 pos-
sible decompositions of time series in a stationary and a nonstationary
component. In Section 5.5 we present some generalisations before we fi-
nally discuss economic implications of models with either deterministic or
stochastic trends. (Section 5.6).

5.1 Forms of Nonstationarity

Due to the fact that a time series represents only one realisation of a sto-
chastic process, only some special forms of nonstationarity can be handled.
One possibility is that the expectations are time dependent, i.e. that the
mean is determined by a deterministic trend. Such a trend might usually be
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modelled or at least approximated by a polynomial in t, possibly after hav-
ing performed logarithmic transformations. Such a process is no longer
mean stationary but still covariance stationary. Such trendstationary proc-
esses can be written as

(5.1) o= D8t +x,
=0

where x is a stationary and invertible ARMA(p,q) process with mean zero.
Thus, we have

(5:2) aL)xe = PL)u..

It is easy to see that
Ely] = ZSj t o=
=0

and that

E[(yi = (Yo — )] = E[XiXe] = 7x(D).

500
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Figure 5.1:  Linear and quadratic trend, superimposed
by a pure random process
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Because of the constant variance of the process, its realisations fluctuate
with limited amplitude around the deterministic trend. Refer to Figure 5.1,
where a linear and quadratic trend is superimposed by a pure random proc-
ess. The deviations from the trend are always transitory. If long-run fore-
casts are performed for such a process, these follow the mean function, and
the forecast errors stay finite, no matter how long the forecast horizon
might be. This is essentially a deterministic approach. Despite the fact that
such deterministic trends are quite often used in popular analyses, they are
in most cases no appropriate instrument for long-run forecasts.

400

3004 J

200 i

100 - -

——

100 L ———

Figure 5.2:  Realisations of AR(1) processes
a=1.03 (----), a=0.97 (——)

Another possibility to generate nonstationary processes is to use autore-
gressive processes which violate the stability conditions. If we consider,
for example, an AR(1) process with a > 1 and the given initial condition

y0>
Yo = O0yu +u, o>1

we immediately get

Therefore, we get
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Elyd = o o = Mt

Thus, the mean of this process grows exponentially for o > 1.
The variance of this process can be calculated as follows,

Vlyl = A+ +a'+.+a*") o7,
2t
a” -1
= 3 Gi N
a -1

i.e. the variance also grows exponentially with t. Thus, the process is ex-
plosive.

We get a stationary development for AR(1) processes if —1 < a < 1, but
explosive solutions if |a| > 1. The realisations of such processes with a =
1.03 and o = 0.97 are shown in Figure 5.2. If a < -1 the variance increases
in t as for a > 1, whereas the mean alternates with an explosive amplitude.

The special case of a = 1 results in a random walk:

(5.3) Vi = Yo T U,

where u is again a pure random process. Adding a constant term leads to a
random walk with drift,

(54) ¢ = 6 + Y1 + U .

For a given initial condition y, we get the representation
t

(5.5) Vo = Yo+ 3t + Y.
i=1

All first and second order moments are time dependent. In particular for
0<t<twe get

Elyd = yo + 6t = p,
V[yt] = tcz = ’Y(Oat) s
Covly, Yol = (t—7) ¢ = Y(T,t) .

Thus, the autocorrelation function is also time dependent:

(tt) = _ter oo =T T
P Jt(t=1) t Vot

The autocorrelation coefficients converge to one for given T and increasing
t. Thus we get a relatively smooth development of the realisations, despite
the fact that the variance increases with t. Moreover, the random walk 1is
mean stationary for § = 0. The nonstationarity results from the time de-
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pendence of the variance and the covariances. Contrary to the situation of
stationary processes which fluctuate around their mean with a limited am-
plitude, the reversion to a fixed value (mean reverting behaviour) rarely
occurs for nonstationary processes. Figure 5.3 shows the behaviour of a
random walk with and without drift. The linear trend generated by the
positive drift parameter can clearly be recognised.

160
140
120
1004
80
60 -
40

204

0 T T T T T T T T T T T T T T T T T T T

Figure 5.3:  Random walk with (-----) and without (——) drift

It results in an obvious generalisation if the pure random process u in (5.3)
or (5.4), respectively, is substituted by a general, weakly stationary AR-
MA(p,q) process, denoted as x:

(5.6) Yo = 0 F yu T X

Transforming (5.6) by using w, := y, — y..; eliminates the nonstationarity, as
w; = O + X, is stationary. Such processes are called difference stationary or
integrated processes, as the original process recurs by inverting the process
of taking differences, i.e. by summation (integration). Thus, the following
definition generally holds:

* A stochastic process y is integrated of order d (I(d)), if it can be trans-
formed to a stationary (invertible) stochastic process by differencing d
times, 1.€.

(1-L)Y'y, = §+x,
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where x is an ARMA(p,q) process. The original process y is then de-
noted as an ARIMA(p,d,q) process. It contains d roots of 1.0 (unit roots).

Such processes are characterised by stochastic trends. For a linear stochas-
tic trend, the expectation of the change in the process is constant, whereas
for a linear deterministic trend the change in the process itself is constant.

Let m = 1 and x; = u; in relation (5.1). We thus get the trend-stationary
process

5.7 yi = 809 + 61t + u,

whereas relation (5.5) holds for the random walk with drift:

t
Vi = yo + Ot + Zui.

i=1
Both processes contain a linear deterministic trend and a stochastic part.
The latter is stationary in relation (5.7), but nonstationary in relation (5.5).
This implies that shocks only have a transitory effect in (5.7) because they
disappear after one period, whereas they have a permanent impact in (5.5).

Let w; := y; — y¢.; in equation (5.6) and substitute (5.2). We thus have

w, = O+ @ +u,
o(L)
or
(5.8) aL)yw, = o(1)d + B(L)u,
or
(5.8 aL)(1-L)y, = & + BL)u.

We thus get an AR part of order p+1 with one root of 1.0, while all other
roots are larger than 1.0 (in modulus). This is an ARIMA(p,1,q) process. If
first differences are not sufficient to get a weakly stationary process, we
have to difference the series d-times. In this case, equation (5.8") can be
generalised to the ARIMA(p,d,q) process

(5.9) aL)(1-L)'y. = & + B(L)u.

as was already done in the definition above.
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5.2 Trend Elimination

To transform the nonstationary processes (5.1) and (5.9) into stationary
processes, the deterministic or the stochastic trend have to be eliminated,
respectively. Let us assume that m = 1 in relation (5.1) and d = 1 in rela-
tion (5.9). In this case, we have a linear deterministic or stochastic trend.
According to their definition, the nonstationarity of I(1) processes can be
eliminated by forming first differences. The same procedure might be ap-
plied to models with a linear deterministic trend. Taking first differences
on both sides of relation (5.1) we get (form = 1)

Yi—¥Ye1 T 01 + X¢— X1 -

Because of (5.2) this can also be written as

aL)yw, = a(l)o;+(1-L)BL)u.

We get a stationary ARMA(p,q+1) process for w which, however, is not
invertible because of the unit root in the MA part. Using first differences
does not lead back to the original stationary process x but to a new station-
ary process which exhibits artificial short-run cycles due to over-
differentiation. (In case of a quadratic deterministic trend, we get similar
results by differencing the series twice.)

In Figure 5.4, the scatter diagrams between the differences of the non-
stationary series and the original white noise processes, which have gener-
ated the trend stationary and difference stationary series, show clear differ-
ences. Whereas differencing the random walk reproduces exactly the
realisation of the white noise process, the first differences of the trend sta-
tionary process do not correspond to the realisations of the generating
white noise process.

One might also try to eliminate the linear trend by a regression on a time
trend. The scatter diagrams in Figure 5.5 show that this method is appro-
priate for trend stationary processes. The regression residuals largely cor-
respond to the realisations of the generating white noise process. On the
other hand, there is no relation between the regression residuals and the re-
alisations of the white noise process for integrated processes.

The results in Table 5.1 further clarify this situation. For the realisation
of a trend stationary process with a constant term of 5.0 and a slope coeffi-
cient of 1.0 we get, as expected, estimates of the regression on time which
are quite close to the true parameters. The adjusted coefficient of determi-
nation is high and the Durbin-Watson statistic gives no indication of first
order autocorrelation. Taking the usual t statistic in case of the realisation
of the random walk, we also get a highly significant regression coefficient
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for the trend variable. Furthermore, we get — for the ‘wrong’ model — an
acceptable value of the coefficient of determination, even if the Durbin-
Watson statistic correctly indicates high first order autocorrelation. This is
also true for the random walk with drift. However, the coefficient of de-
termination and the t statistic of the regression coefficient of the trend
variable are now much higher due to the fact that this process implicitly
contains a linear trend.

Table 5.1: Results of Linear Trend Elimination

(100 Observations)
Model with a
linear trend random walk random walk with drift
Constant term 5.678 19.673 18.673
(9.79 {16.89) {16.03)
— 0.993 0.191 1.191
(99.60) (9.55) (59.48)
R’ 0.990 0.477 0973
Durbin-Watson 2.085 0.247 0.247

Figure 5.6 shows the residuals, the actual and the estimated values of re-
gressions of the model with linear trend and the random walk with drift on
a linear trend. It is obvious that the residuals of the model of a random
walk with drift still contain systematic variations which might be wrongly
interpreted as genuine cycles.

These examples clearly indicate that the analysis of nonstationary time
series requires a serious investigation of the trending behaviour, i.e. of the
causes of the nonstationarity, as an inappropriate trend elimination proce-
dure might generate artificial movements in the resulting time series. There
is a risk that these statistical artefacts are interpreted in terms of econom-
ics.

5.3 Unit Root Tests

As we have seen, it is important to take the kind of nonstationarity into ac-
count, i.e. to ask whether the series contains a deterministic or a stochastic
trend when it comes to transforming nonstationary into stationary time se-
ries. Otherwise, statistical artefacts might appear in the transformed series.
Within the framework of the Box-Jenkins approach, nonstationary behav-



164 5 Nonstationary Processes

iour of time series is covered by ARIMA(p,d,q) models. Time series ana-
lysts have long tried to find the order of differencing, d, leading to a sta-
tionary ARMA process simply by considering the autocorrelation function.
For these purposes, the estimated correlograms of the levels and the suc-
cessive differences are investigated. If the autocorrelation coefficients de-
crease very slowly with increasing order, this is taken as evidence of non-
stationarity. The following rule of thumb can be used for this procedure:
Determine the order of differencing in such a way that the autocorrelation
coefficients approach zero quite rapidly and that the variance of the result-
ing series is smallest compared to variances resulting from other orders of
differencing. Generally, this guarantees that there is no overdifferencing:
overdifferenced series often have a rather pronounced negative first order
autocorrelation coefficient, and the estimated variance of the series is often
increased by the transformation which actually leads to overdifferencing.

This descriptive procedure can be generalised if not only multiple unit
roots are determined by successive differencing but when, quite generally,
all roots with an absolute value of one are determined in the characteristic
equation or in the lag polynomial of the autoregressive part.

This approach, which goes back to GEORGE C. TIAO and RUEY S. TSAY
(1983), uses the following model as starting point:

(5.10) nLa@)y: = &+ PBLu,

where all roots of n(L) = 0 are on the unit circle and all roots of a(L) = 0
and B(L) = 0 are outside the unit circle. If, instead of the true model (5.10),
autoregressive models with increasing order k = 1, 2, ..., p™ are estimated
with ordinary least squares,

(5.11) Vi = @+ ayg o+ oayw + v,

it can be shown that all roots on the unit circle are consistently estimated.
This is true despite the fact that the residuals of (5.11) will usually be auto-
correlated because of the wrong AR order and/or the missing MA part.
Due to the autocorrelation of the residuals, however, this consistency result
does not hold for the roots of the stable part of the model. But even if the
order of the estimated AR process exceeds the order of the nonstationary
part (L), the number of the roots on the unit circle remains constant. This
stability property can be used to determine all roots which cause nonsta-
tionarity. In order to do so, the roots of the characteristic equation (or the
corresponding lag polynomial) of the AR(k) process in equation (5.11)

(5.12) A - A — -4 =0, k=1,2,.,p™,
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are successively calculated. This allows us to determine the degree of the
polynomial of the nonstationary autoregressive factor as well as the corre-
sponding transformation which has to be applied in order to eliminate this
factor.

5.3.1 Dickey-Fuller Tests

The procedures described so far neither provide a formal test nor do they
allow to distinguish between trend stationary and difference stationary be-
haviour of a time series. Both demands can principally be satisfied by us-
ing unit root tests. Such tests have first been developed by WAYNE A.
FULLER (1976, pp. 366 ft.) as well as by DAVID A. DICKEY and WAYNE A.
FULLER (1979, 1981).

If we set m = 1 in relation (5.1) and if we suppose that we have a sta-
tionary AR(1) process in (5.2), we get

1

5.13 = §y + Ot +
( ) Yyt 0 1 1—OL1L

Ut

or
Vi = [(1 — (7.1)60 + oy 6]] + (1 — (11)6] t+oy yrr tu.

With a = (1 — a;)d + o4 61, B=(1 — 01)d; and p = ay, this relation can be
written as

(5.14) Vi = a+Bt+pye Tu.
If the AR(1) process has a unit root, i.e. if a; = 1,
(5.15) yi = Oty tu

leads to a random walk with drift, which can be used as the null hypothesis
of a test, while the alternative hypothesis, |o;| < 1, leads to a trend station-
ary process.

If we want to distinguish between a stationary AR(1) process with a
mean different from zero and a nonstationary AR(1) process, with &, # 0
and 98; = 0 and under the null hypothesis a; =1,

Vi = Y tu

leads to a random walk without drift, while the alternative is a stationary
AR(1) process with mean different from zero.

If we can assume a priori that the mean is zero, i.e. that 8o = 0, the null
hypothesis a; = 1 again leads to a random walk without drift, whereas the
alternative is
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Vi = PpYu tu with|p|<1.

These distinctions with respect to the alternative hypotheses are necessary
as in all three cases even the asymptotic distributions under the null hy-
pothesis no longer correspond to the standard distributions. They also de-
pend on other parameters, especially on those of the trend and the mean. If
we start from the general model (5.14), the null hypothesis is p = 1 in all
three cases, i.e. the AR part has a unit root. It can be shown that, under the
null hypothesis, the least squares estimator of p is downward biased and
has a skewed left distribution. Thus, even if the null hypothesis p = 1 is
true, we expect values smaller than one for p. Correspondingly, the usual t

statistic of p — 1, which is normally used as test statistic, no longer follows

a t distribution. Critical values for the t tests of all three cases have first
been provided by WAYNE A. FULLER (1976, Table 8.5.2, p. 373). They
were derived by using simulations. Today, slightly more precise critical
values are usually employed which were derived through simulations by
JAMES G. MACKINNON (1991, p. 275). Nowadays, these values are inte-
grated in many computer programs. For a one-sided test against the alter-
native p < 1, a significance level of 5 percent and 100 observations, the
critical values are -1.94 for a zero mean, -2.89 if the mean is different from
zero and -3.46 if a linear trend is included in addition. As all these values
are larger in absolute value than the critical value of the t distribution,
which is -1.65, using this distribution would reject the null hypothesis far
too often. The decision would mistakenly be in favour of a stationary or
trend stationary process despite the fact that the series contains a random
walk with or without drift. If the combined hypotheses o = =0and p=1,
or B =0 and p = 1, respectively, are to be tested, the F tests proposed by
DAVID A. DICKEY and WAYNE A. FULLER (1981) with the critical values
tabulated by these authors (pp. 1062f.) can be used.

Example 5.1

To demonstrate the deviation of the distributions of the estimated parameters p

and t from the standard distributions, we performed a Monte-Carlo simulation.
We generated 100'000 realisations with T =200 observations for the model

(E5.1) Yo = pYeur T W
with p = 1.0. Then, we estimated relation (5.15). The empirical distributions of p

and t (which are smoothed with a kernel estimator) are given in Figure 5.7. First
of all, we can see that p is not symmetrically distributed around its true value of
one; the mean of the estimated coefficients is 0.973. Thus, there is a systematic
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Figure 5.7:  Density of the estimated autocorrelation coefficient and the
t statistic under the null hypothesis of a random walk.

underestimation of the autoregressive parameter. Second, this leads to a strong de-
viation of the estimated t values under the null hypothesis Hy: p = 1.0 of the corre-
sponding t distribution; the mean of the distribution of the estimated t statistic is
-1.534 instead of the theoretical value of zero. The area under the density function
left of -1.96, the critical value which is usually employed for this sample size, is
not 2.5 percent but 30.18 percent. For a one-sided test, a significance level of 5
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percent and the usual critical value of -1.64, the null hypothesis would be rejected
in 35.58 percent of all cases. However, if we use the critical values of J.G.
MACKINNON (1991), which, in this situation, are -2.876 at the 5 percent level and
-3.465 at the 1 percent level, with rejection rates of 4.99 percent and 0.99 percent,
the significance levels are almost exactly realised in our simulations.

In order to use the conventional t value directly, which implies a test of the
estimated parameter against the null hypothesis of zero, relation (5.14) can
be transformed by subtracting y..; on both sides:

(5.16) Ay; = a+Bt+(p—- Dy +u;.

If the autoregressive process is of order higher than one, i.e. if we have an
AR(p) process with p > 1, the tests can be generalised quite easily, because
an AR(p) process

Vi = 0¥ T 0¥ T o0 Yy T
can immediately be reparameterised as
Yo = pYur T 01 Ay 0, Ay + o+ 05 Ay Uy
with

p = 0 = Zocj, 9i=fzp:ocj, i=1,2,3,..,p— 1.

j=1 j=i+l

If this AR(p) process has a unit root, it holds that I —o; =0, —... —a, = 0
or p = 1, respectively. All alternative hypotheses discussed so far can be
applied to this more general situation. In addition, the same asymptotic dis-
tributions hold as in the AR(1) case. This allows us to use the same critical
values. Thus, for the situation with deterministic trend the generalisation of
the test equation (5.16) is

517 Ay, = a+tBt+(p—1)yu 0, Ay + ... + 0 Ayt ug

for the Augmented Dickey-Fuller (ADF) test, where k is chosen to ensure
that the residuals follow a pure random process.

If the data generating process is trend stationary but the unit root test is
mistakenly performed without including a time trend, these tests have, as
PIERRE PERRON (1988) showed, asymptotically disappearing power, i.e.
the null hypothesis of a random walk is not rejected often enough, and is
never rejected in the limiting case. Thus, the quality of a unit root test
largely depends on whether the test is performed within the appropriate
model. If the data suggest that a deterministic trend might exist, one should
start with model (5.17) to perform the tests and use the simplified versions
only if the null hypothesis Hp: B = 0 cannot be rejected and it is, therefore,
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not necessary to include a time trend into the test equation. The analogous
argumentation holds for the constant term.

Correspondingly, PIERRE PERRON (1988) proposed the following strat-
egy to perform unit root tests: We start with the general model (5.17)

K
Ay = o + B(t-T/2) + (p—1) yur + ZeiAYI—i +u,
i

where the trend variable is centred, however, ensuring that it has no effect
on the estimated constant term. (T denotes the sample size.) We can use
the Dickey-Fuller t test with the null hypothesis Hy: p = 1 and the alterna-
tive hypothesis that y, is trend stationary. We can also use an F test in order
to test the combined hypothesis Hy: (o, B, p) = (a, 0, 1). If this hypothesis
is rejected, it might be assumed that a deterministic trend exists. In addi-
tion, we can test this with the null hypothesis Hy: p = 0. If both null hy-
potheses cannot be rejected, we can, in a second step, use the model

k
(5.17") Ay, = o+ (p—Dyu + D.0Ay +u

i=1

and again perform a t test for the null hypothesis Hp: p = 1, i.e. we test for
a unit root. In this situation, the alternative hypothesis is the existence of a
stationary AR process.

If, in addition, it has to be tested whether the constant term is zero, we
can again perform an F test with Hy: (a, p) = (0, 1). If this null hypothesis
cannot be rejected, we can use the model

k
(5.17") Aye = (p-Dya + Y. 06Ay, + u,

i=1

in order to test Hy: p=1.

Even if the residuals in model (5.14) are generated by an MA or ARMA
process, test equation (5.17) can be used because invertible MA and
ARMA processes can be approximated by higher order autoregressive
processes. However, this might lead to a considerable reduction of the test
power. Thus, with increasing k it is — ceteris paribus — increasingly diffi-
cult to reject the null hypothesis of nonstationarity.

If the true data generating process is an ARIMA(0,1,1) process, i.e. if

(1-L)y. = (1-8L)u

with 0 < 3 < 1, problems arise if B is close to (but still smaller than) one.
Then, the unit root in the autoregressive part is nearly outweighed by the
MA part. Using simulations, G. WILLIAM SCHWERT (1987, 1989) showed
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that in this case the true null hypothesis is rejected far too often. SAD E.
SAD and DAVID A. DICKEY (1985) proposed a procedure that takes into
account the MA component and thus reduces the bias of the test results
considerably. In all cases, the critical values derived by J.G. MACKINNON
(1991) for the t tests and by D.A. DICKEY and W.A. FULLER (1981, p.
1063) for the F tests can be used.
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Figure 5.8:  Development of the Swiss, German/European and US
Euromarket interest rates. Monthly data,
January 1983 — December 2002

Example 5.2

Figure 5.8 shows the Euromarket three months interest rates of the United States
(UER), Switzerland (SER) and ‘Euroland’ (GER/EER). As the Euro has been the
common currency of the member countries of the European Monetary Union only
since January 1, 1999, and as, in the period before, many of these countries
pegged their currencies more or less to the strongest European currency, the Ger-
man Mark, we use the German interest rate for the period up to December 1998.
To test whether these series have a unit root, we performed ADF tests. As these
data do not contain obvious trends - which, by the way, would be surprising in
case of interest rates - we performed the tests with model (5.17"). To determine the
lag length k, we used the Hannan-Quinn criterion.

The results are given in Table 5.2. It is obvious that the hypothesis of a unit
root cannot be rejected for all three interest rates. In a second step, using model
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(5.17"), we applied the test on the first differences of these time series to deter-
mine the order of integration. Here, the null hypothesis of nonstationarity can
clearly be rejected. Taking this into account, we assume that the interest rate series
are integrated of order one (I(1)). It follows from this that ARIMA(p,1,q) proc-
esses are appropriate statistical models for such series. The interest rate series
show high persistence and (at best) only very weakly pronounced mean reverting
behaviour.

Table 5.2: Results of the Augmented Dickey-Fuller Tests
1/1983 — 12/2002, 240 Observations

Variable Levels 1. Differences
k test statistic k test statistic
-1.194 -7.866
SER 3 (0.678) 2 (0.000)
-0.957 -11.959
GER/EER ! (0.768) 0 (0.000)
-0.995 -11.151
UER ! (0.755) 0 (0.000)
The tests were performed for levels with as well as for first differences without a con-
stant term. The numbers in parentheses are the p values. The number of lags, k, has been
determined with the Hannan-Quinn criterion.

5.3.2 The Phillips-Perron Test

An alternative approach to consider autoregressive and/or heteroskedastic
error terms in relation (5.14) goes back to PETER C.B. PHILLIPS and
PIERRE PERRON (1988). Here, unlike in equation (5.17), these effects are
not modelled by adding lagged differences in the parametric part of the
equation. The test statistic for the hypothesis p = 1 is, however, rather ad-
justed by a non-parametric estimate of the variance of the estimated pa-
rameter p that takes the autocorrelation of the residuals into account.

To estimate the adjusted variance of the residuals the two authors pro-
pose

(5.18) s2 = Zu + = i(wim iﬁtﬁtij,

i=1 t=i+l

where 1 are the least squares residuals of equation (5.14). The truncation
parameter m denotes the maximal order up to which the autocovariances
are included. With sample size T, m has to increase to infinity, but not as
fast as T. The wy, are weights that do not only ensure the consistency of
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this variance estimator but also its non-negativity. PIERRE PERRON (1988)
proposed to use the following weights which go back to M.S. BARTLETT
(1948):

i

(5.19) Wim = 1 — i=1,..,m

m+ 1

Using this adjusted variance, we get the following F Test with the null hy-
pothesis Hy: (a, B, p) = (o, 0, 1) for the model with time trend and constant
term in equation (5.14):

B R TO (s> —g>

(5200 B, = -, - S oy - Domos)

St 2 2 48 |X'X|

where s is the estimated standard error of regression (5.14) and X the ma-
trix of predetermined variables, i.e. the matrix X contains, besides the vec-

tor of ones, the two column vectors y.; and t:
[1 yei t].

f:n is the conventional F statistic for the null hypothesis given above. In-

stead of the usual t statistic to test the null hypothesis Ho: p = 1 in this
model with trend, the following adjusted test statistic has been proposed:

_ . 2 _ Tl
(5.21) [ o= Sq - Gw = ST
Stm 4STm \/3 |X'X|

Here, t,, denotes the usual t statistic.

If the tests in (5.20) and (5.21) cannot reject the corresponding null hy-
potheses, it might be assumed that there is no deterministic trend. In this
case, the stronger null hypothesis Hy: (o, B, p) = (0, 0, 1) can be tested with
the following statistic:

T° (51, =5°)

- s = (s3 —s%) .
5.20' FL = —F, - "™ "2 1T(p-1) -
( ) Tr Tr (p ) 48 |va|

2
STm 3STm

Under the assumption that there is no deterministic trend in the data, the
test statistic
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" T S . (Szll’l _Sz) y T2 (Szm B Sz)
(5.20") F}l = _s Fu — —; ;! Tp-1) - —_— T —
Tm Tm 4 Z(Yt —}’)
t=1

tests the combined null hypothesis Hy: (o, p) = (0, 1). Here, Fu is the usual

F statistic for this null hypothesis. If it cannot be rejected, we can check
the null hypothesis Hy: p = 1 in the model without deterministic compo-
nents with

(5.21") - S o 05 Gt

i.e. we check whether the series contains a random walk without drift. If
this hypothesis is rejected, with

(5 21') ’E — ii[‘ _ 0.5 (s'zrm_sz)T

3 STm H T .
STm Z(yt_Y)

t=1

the hypothesis of a random walk with drift can be tested. fp and fp are

again the usual t statistics. In all cases, the critical values derived by J.G.
MACKINNON (1991) for the t tests and by D.A. DICKEY and W.A. FULLER
(1981, p. 1063) for the F tests can be used.

The augmented Dickey-Fuller test, which parametrically models the
autocorrelation of the residuals, has the advantage that we can test whether
the residuals of the estimated test equation are still autocorrelated. This is
not possible with the Phillips-Perron test. On the other hand, the advantage
of this nonparametric approach is that the results are less sensitive to small
changes of the truncation parameter m. (However, as DONALD W. AN-
DREWS (1991) showed, the choice of m is not without problems when it
comes to practical applications. Here, m is often chosen equal to approxi-
mately the fourth root of the sample size.) The power of the ADF test is
reduced by too large a number of lagged differences. On the other hand,
too small a number of lags has the effect that the test is no longer correctly
applicable due to the autocorrelation of the estimated residuals. Firstly, for
the nonparametric tests the number of lags has no impact on the estimated
parameters, and, secondly, if the autocorrelation coefficients tend towards
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zero they have, at best, a small impact on the estimated variance. The in-
crease of m does not reduce the sample size of the estimated equation.
Thus, one should assume that nonparametric tests are better suited to cope
with the autocorrelation of the residuals. However, this holds only partly.
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normal distribution with the same variance and p = 0.95
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Figure 5.9a:  Density of the estimated coefficients and of the t statistics
for the null hypothesis of an AR(1) process with p = 0.95.
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Figure 5.9b: Density of the estimated coefficients and of the t statistics
for the null hypothesis of an AR(1) process with p = 0.90.

G. WILLIAM SCHWERT (1987, 1989) showed in a simulation study that,
once the model contains an MA term with negative autocorrelation, the
true null hypothesis is even more often rejected when using the Phillips-
Perron test as compared to the augmented Dickey-Fuller test. Thus, the
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procedure proposed by SAD E. SAD and DAVID A. DICKEY (1985), which
considers this problem, should definitely be applied in this case.

One problem with the ADF test as well as with the Phillips-Perron test
is that their power is rather low if, under the alternative hypothesis, the
first order autocorrelation coefficient is close to one, if, for example, 0.95
< p <1 holds for an AR(1) process. In such situations, i.e. if the mean re-
verting behaviour is only very weakly pronounced, very large sample sizes
are necessary to reject the null hypothesis. With economic data, however,
such a sample size is rare, at least as long as only monthly, quarterly or
even annual data are available.

Example 5.3

To illustrate the problems with respect to the power of unit root tests, we once
again performed Monte-Carlo simulations. In order to do so, we again generated
100'000 realisations with a sample size of 200 observations for model (E5.1).
However, in this simulation we used the values p = 0.95 and p = 0.90 for the auto-
regressive parameter.

As Figures 5.9a and 5.9b show, the estimated values are also shifted considera-
bly to the left. The estimated means are 0.928 for p = 0.95 and 0.880 for p = 0.90.
Thus, only 25.1 percent and 32.3 percent of the estimated values are on the right
of the true value for p = 0.95 and for p = 0.90 respectively.

The density functions of the t statistics indicate the low test power for values of
p close to 1.0. If the test is performed for the null hypothesis p = 1.0 and the true
value is p = 0.95, even by applying the critical values of J.G. MACKINNON (1991),
the null hypothesis can only be rejected in 8.3 percent of all situations using the 1
percent significance level and in 30.5 percent of all situations using the 5 percent
significance level. Thus, the type II error occurs in 91.7 or 69.5 percent of all
situations. However, for p = 0.90 it occurs much less often: when testing at the 1
percent level we falsely accept the null hypothesis in 52.6 percent of all cases and
at the 5 percent level in 14.7 percent of all cases.

5.3.3 Unit Root Tests and Structural Breaks

A further problem arises if (trend) stationary processes have a structural
break. In such situations, the tests described so far are usually unable to re-
ject the null hypothesis of a unit root even if the sample size increases: the
power of the test tends asymptotically towards zero. If we know the date of
the structural break, we can perform unit root tests separately for the time
before and after the structural break. The problem is, however, that the
power of these tests is reduced due to the smaller sample sizes.

An alternative to this procedure was proposed by PIERRE PERRON (1989,
1994). He assumes that the date of the structural break, t*, is known. A
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typical example for such an assumption is the German Unification. He dis-
tinguishes two models: the first one is formulated in analogy to an additive
outlier (AO model) and represents a sudden break in level or a change in
the slope of the deterministic trend. The second model allows for an outlier
in the innovations (Ol model) and assumes a gradual adjustment to the
new situation; the shocks on the trend function (the deterministic compo-
nent of the model) have the same impact on the level of the series as regu-
lar shocks.

As most economic time series exhibit a trend, PIERRE PERRON uses AO
models showing a coincidence of structural break with deterministic trend.
Thus, in order to eliminate deterministic components, he first of all esti-
mates the following relations with OLS:

(5.22) ye = a+ Bt+ 8 DV, + x,
(5.22" yo = o+ Bt + 8 DV, + & DV, (t-t*) + x,
(5.22" ye = o + Bt + 5DV (t—t*) + x,

where the dummy variable DV is zero up to the structural break which
takes place in t* and one afterwards. For the residuals of the equations
(5.22) or (5.22", X,, he performs the augmented Dickey-Fuller-Test based

on the following regression:

k k
(523) A%, = (p-1) %, + D>.dADV_ + D 0A%_ + u.
i=1

i=0

JURGEN WOLTERS and UWE HASSLER (2006) demonstrate why it is neces-
sary to include lagged ADV in (5.23).
For the residuals of equation (5.22"), PERRON uses the regression

k
(5.23" AX, = (p-1) %, + ZeiA)’iH + u.
i=1

For the OI model with a linear trend, however, we get the following test
equation for a structural break in the level of the series

(5.24) yi = o+ Bt + 8DV, + 5ADV, + (p—1)yu

k
+ Z:GiAyH + u.
i=1

For the model with a structural break in the level of the series as well as in
its deterministic trend we get
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(524)  y, = o+ Bt+ 3DV, + 8, ADV, + & ADV, (t - t¥)

k
+ (p=Dyu + D.6Ay + u.
i=1

In the AO as well as in the OI model, the test statistic is the t value of p — 1.

Critical values which also depend on the date of the structural break are
given in PIERRE PERRON (1989, pp. 1376ff.; 1994, pp. 137ft.).

5.3.4 A Test with the Null Hypothesis of Stationarity

An alternative procedure for testing the stationarity properties of time se-
ries was proposed by DENIS KWIATKOWSKI, PETER C.B. PHILLIPS, PETER
SCHMIDT and YONGCHEOL SHIN (KPSS, 1992). They developed a test
where the null hypothesis is not the existence of a unit root but — quite the
contrary — stationarity. (This test is therefore often called a stationarity test
contrary to the unit root tests discussed so far.)

Contrary to relation (5.14) where we assume high positive autocorrela-
tion in the time series, the starting point of this KPSS test is the following
model:

(5.25) v = o +Bt+u,

where now instead of the commonly used constant term, a random walk,

(5.252) O =0 g

is allowed.

The residuals of (5.25a), €, are assumed to be independently and identi-
cally normally distributed. Under the null hypothesis that y is trend sta-
tionary, the variance of ¢ is zero, i.e. o, is a constant. The problem is now
to find a test procedure which can discriminate between a constant term
and a random walk. Such a test is designed for situations in which a ran-
dom walk might possibly be added to a (trend) stationary component. It is
the purpose of the test to detect this random walk.

The KPSS test tries to discriminate as follows between a purely trend
stationary process and a process with an additive random walk. In a first
step, y is regressed on a constant term and possibly also on a deterministic
trend, i.e. it is adjusted for the mean and for the possible impact of a de-
terministic trend. In a second step, partial sums of the residuals G of these
regressions are considered:
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t
Sty = Zui,j g
i=1

where j = u, Tr, indicates whether the original series is only adjusted for
the mean or also for a deterministic trend. If y is a stationary process, the
sum of the residuals with zero mean, is integrated of order one. The sum of
the squares of an I(1) process diverges with T2 Therefore, the test statistic

2
1 z] (Stsj)
oY — t= SR
(5.26) n = T T, j=u T,
has a limiting distribution that does not depend on additional parameters.
Critical values for this statistic, which are again derived with simulations,
are given by D. KWIATKOWSKI, P.C.B. PHILLIPS, P. SCHMIDT and Y. SHIN
(1992, p. 166).
In this form, the test presupposes that the residuals of the original proc-
ess (5.25) are white noise. As this is usually not the case, the possible
autocorrelation must be taken into account. The authors suggest that in-

stead of si , as with the Phillips-Perron test, the estimator for the variance

defined in (5.18), s — adjusted for the impact of autocorrelation — should

be employed. Asymptotically, the same critical values as in the model with
white noise residuals are appropriate.

Example 5.4

UWE HASSLER and JURGEN WOLTERS (1995) asked whether the inflation rates of
consumer prices (calculated with respect to the previous month) in the United
States, the United Kingdom, France, Germany and Italy are weakly stationary.
They used seasonally adjusted monthly data from January 1969 to September
1992. They employed the ADF test and the Phillips-Perron test, where the null
hypothesis postulates a unit root, as well as the KPSS test, where we assume weak
stationarity under the null hypothesis, and they performed the test for different lag
lengths k and different truncation parameters, m, respectively. All test equations
contain a constant term but no trend variable.

The results are given in Table 5.3. Irrespective of the number of autocovari-
ances included, the Phillips-Perron test always rejects the null hypothesis of a unit
root at least at the 1 percent significance level. According to these results, the in-
flation rates of all countries are stationary. On the other hand, the KPSS test nearly
always rejects the null hypothesis of stationarity also at the 1 percent level. Thus,
according to these results, the inflation rates exhibit nonstationary behaviour. The
situation is different for the ADF test. The null hypothesis of a unit root is always
rejected for k = 3, but only in three out of five cases for k = 6, and never for k =
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12, not even at the 10 percent level. In this example, the results of the semi-
parametric tests, the Phillips-Perron and the KPSS tests, are hardly influenced by
the value of m, whereas the results of the ADF test are sensitive to changes of k.
Moreover, the results of the two semi-parametric tests contradict each other.

Table 5.3: Results of Unit Root and Stationarity Tests for Inflation
1/1969 — 9/1992, 285 Observations

m/k | United States  United Kingdom  France = Germany Italy
Phillips- 6 -8.95%* -9.30%* -5.82%*  _10.32%* -6.40%*
Perron 1y | _10.20% -10.54%* -6.84%%  _11.65%*  -7.30%
KPSS 6 0.81%*%* 1.02%%* 1.57%%* 1.26%* 0.94%*%*
12 0.51* 0.65%* 0.91** 0.80** 0.56%*
ADF 3 -4.43%%* -4.48** 2.71(%) -4.98**  -331%
6 -3.06* -2.97* -1.71 -3.49%% 224
12 -1.86 -2.27 -1.29 -1.75 -2.39

(*), ,* or ,** denotes that the correspondi ng null hypothesis can be rejected at the 10,
5, or 1 percent significance level, respectively.

Source: U. HASSLER and J. WOLTERS (1995, Tables 3 and 4, p. 39).

As Example 5.4 shows, problems arise whenever different test procedures
produce different, contradictory results and when these results are to be in-
terpreted. One reason for such contradictions might be the fact that the
tests discussed so far can only differentiate between the integer orders of
integration d = 0 and d = 1, which corresponds to the methodology of the
ARIMA(p, d, q) models with d =0, 1, 2, ..., . One possibility to handle the
problem is to gain more flexibility by abandoning the restriction to integer
orders of integration: d might be treated as a real number. How this is done
within the framework of fractionally integrated ARMA models is dis-
cussed below in Section 5.5.

5.4 Decomposition of Time Series

If one takes into account that nonstationary time series might contain a sta-
tionary component along with the nonstationary one, the decomposition of
the series into two components, a permanent and a transitory one, seems
fairly obvious:

(5.27) Yo = Yty
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where y® denotes the permanent (nonstationary) and y' transitory (station-
ary) component. Such a decomposition makes it possible to find a measure
of the persistence of the series, i.e. for the relative importance of changes
in its permanent component compared to changes in the series itself.

Such a decomposition was proposed, for example, by STEPHEN BEVE-
RIDGE and CHARLES R. NELSON (1981). They showed that every ARIMA
model with d = 1 can be represented as the sum of a random walk, possibly
with drift,

(5.28) yi = ptyy tvi,

and a stationary component which is the difference between the process y
itself and its nonstationary component y®.

Starting point for the decomposition is the general ARIMA(p,1,q)
model. To make things easier, we use the Wold decomposition of Ay, writ-
ten in the following form:

yo = pty@)utye.
By recursive substitution we get
pry@) uct pt+y(l) v +ye

2u+y(L) (u+ue) +ye

yi

t
tp+y(l) Y u+y.

i=1

With the additional assumptions y, = 0 and u, = 0 for t <0 it follows that
© t—1

yo =tk Dy u |

=0 i

i=j

This can be transformed to

© -1 5 j-1
Yo T t“"'z\i’j[ utij_z\Vj[_ uti]‘

Il
-+
=
J’_
<
g
p—
TN
T
=
L
~
|
.MS
=
L.
/N
DM
=
~

Defining
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t—1
yio= tutw() (Zunj,

i=0
leads to the representation given in (5.28). Thus, we get
(5.29) yo = ntyl tvDu,
where v = y(1) u,.
(530)  y; = &D)uw, with & = - Yy, i=0,1,2,...

j=itl

holds for the transitory component y, =y, — y’.

The permanent component y* can also be represented by the observed
values of y. To show this, we start with the representation of an
ARIMA(p,1,q) process,

aL) Ay, = & + p(L)u, with p = &/a(l),

where the roots of a(L) = 0 and B(L) = 0 are all outside the unit circle.
Solving for u results in
a(L) 0 a(lL) a(l)

t = = _A t =

[0 R O T R T R
Thus, (5.29) leads to

Ut

Ay, = p+ vy
- BOMUD) a0 ]
a()| B(L) B(1)
or
B() a(L)
5.31 v = PO .
(5.3D) i o) B(L)y

respectively, i.e. the permanent component can be represented as a
weighted average of the observed values.
As a measure of the persistence of the time series, P, we define
2 2 2
c 1 c
(5.32) p= S - W) o

2 2
GAy GAy
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The problem with this decomposition, however, is that the residuals of the
stationary and the nonstationary parts are perfectly negatively correlated,
except for the degenerated case y(1) = 0, where the permanent component
is the straight line pt. If we assume a different value for the correlation be-
tween these two parts, we get a different decomposition. (An obvious as-
sumption would be that the innovations of the permanent and transitory
parts are uncorrelated.) Thus, depending on the assumption about the cor-
relation between the two innovation series, we can derive rather different
decompositions leading to different values of the persistency measure.

An alternative measure for the persistence of a time series was proposed
by JOHN H. COCHRANE (1988). He considers the ratio of the variance of
the changes that are accumulated over k periods to the variance of the one
period change,

1 E(YH—k _yt—1)2
k+1  E(y,-y.)

As the changes (of an I(1) process) are stationary by definition, and be-
cause of

(5.33) Vi = k=1,2, ...

E[(yt+j - Yt+j—1)(yt - yt—l)]

pg) =

E[(Yt - Y1—1)2] ’
we get

N .

] .

5.34 Vi = 1 +2 1 - — .
( ) k ;( k+1jp(])
If k tends to infinity, we get
(5.35) lim Vo =1+ 2> p(j) -

i

As p(k) tends towards zero with increasing k in stationary processes, J.H.
COCHRANE (1988) proposed to increase k until Vi approaches its maxi-
mum and to use this k to estimate the persistence of a series.

Example 5.5

The special case of a random walk, y, = y,; + u, results in:
E[(yen— yt-l)2] = E[(Ayuk + Aypga + ...+ A}’t)z]
k+1) o’
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According to (5.32), we thus get
Vi =1, k=1,2,..,

i.e. this measure shows that the random walk does not contain any stationary
(transitory) component besides the stochastic trend.

A different approach to decompose a time series into a permanent compo-
nent y® and a transitory (cyclical) component y' goes back to ROBERT J.
HODRICK and EDWARD C. PRESCOTT (1997). Contrary to the approach of
S. BEVERIDGE and CH.R. NELSON (1981) which is based on an
ARIMA(p,1,q) model, R.J. HODRICK and E.C. PRESCOTT (1997) do not
presume an explicit model for the observed time series. The idea is rather
to model the permanent component y* sufficiently smooth. The sum of
squares of the second differences of y® is taken as a measure of the
smoothness of the time path. On average, the cyclical component, y' =y —
y? should not deviate substantially from zero over the observation period.
To approach these goals, the following objective function is minimised
with respect to y*

2

(536 Z(y1:0) = Ny XZ((yiul—yE’)—(yf—yL))

The smoothness of y” can be controlled for with the penalty parameter A.
The larger A is chosen, the smoother is the time path of y*. For A — oo, y*
follows a linear trend. The values of A depend on the periodicity of the
data. In practical applications, the following values are often chosen: A =
100 for annual data, A = 1'600 for quarterly data, and A = 14'400 for
monthly data. The result of this minimisation is the so-called Hodrick-
Prescott (HP) filter which provides the permanent or trend component, re-
spectively.

Example 5.6

The permanent component of the annual German inflation rate is to be determined
by using the Beveridge-Nelson approach and the HP filter. We investigate the pe-
riod from the first quarter of 1975 to the last quarter of 1998, as this corresponds
to the period when the German Bundesbank used the quantity of money as its tar-
get. To measure inflation we use the implicit deflator of the gross national product
(PGNP), i.e. IR; = 100 - (In(PGNP,) — In(PGNP,,)). Estimating an ARIMA model
leads to the following result:

(E5.2) AIR, = — 0308AIR., + G + 0.275 s,
(=3.29) (2.68)



5.4 Decomposition of Time Series 185

l_{2

= 0.145, SE = 0.571, Q(6) = 4.233 (p = 0.645),

where the t values are again indicated in parentheses. Both estimated coefficients
differ significantly from zero at the 1 percent level, and the Box-Ljung Q statistic,
calculated with 8 correlation coefficients (6 degrees of freedom), does not indicate
any remaining autocorrelation of the residuals. For the ARIMA(4, 1, 2) model in

(E5.2) we get:
(E5.3a)
(E5.3b)

1+0.308 L% and
1+0.275 L%

a(L)
B(L)

0

Figure 5.10a:

1975

1980 1985 1990 1995

German Inflation Rate: Actual values (——), permanent com-
ponent according to S. BEVERIDGE and CH.R. NELSON (------- ),
permanent component according to R.J. HODRICK and E.C.
PRESCOTT (- - — - — ).

The Wold representation y(L) is derived by a series expansion of B(L)/a(L). This

results in

_ BM®)
y(L) o)

nH = B _ 1275 0.975
a(l) 1.308
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Because of the parameters estimated in (E5.2), we get G4, = 1.188 G for the
variance of AIR. According to (5.31), the permanent component IRP®N is

4
IR{”BN = 0.975% ., or
1+ 0275 L
IRFPY = —0.275 IRMSY + 0.9751R; + 0.300 IR,

Figure 5.10a shows the observed inflation rate IR, together with the permanent
component IRP®N which was calculated according to the Beveridge-Nelson ap-
proach. The development of the permanent component is quite similar to the ac-
tual inflation rate. The only difference is that it does not exhibit the extreme am-
plitudes of the original series. Contrary to this, when using the HP filter, the
permanent component of the series, IR™™ which is also shown in F igure 5.10a, is
much smoother. It must be taken into account that it was not calculated with A =
1'600, which is normally used for quarterly data, but with A = 100, because other-
wise the development would have been too smooth.

1.6
1.2
0.8+
0.4-
0.0tk ! \
-0.8 1
-1.2 -

'16||||
1975 1980 1985 1990 1995

— o =

-
=

<

Figure 5.10b:  German Inflation Rate: cyclical component according to
S. BEVERIDGE and CH.R. NELSON (-------- -), cyclical component
according to R.J. HODRICK and E.C. PRESCOTT (——).

Figure 5.10b shows the cyclical components IR"®™ and IR""", the differences be-
tween the actual inflation rate and the two estimates of its permanent component.
The values calculated by the HP filter have a much larger amplitude and a consid-
erable less smooth development than the values calculated according to
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S. BEVERIDGE and CH.R. NELSON (1981). Nevertheless, the negative and positive
deviations of both series mostly occur in the same periods. The correlation be-
tween the two cyclical components is 0.638.

5.5 Further Developments

As shown above in Example 5.4, problems arise if tests lead to systemati-
cally contradictory results which cannot be interpreted as being statistical
artefacts. This indicates that the approach used so far to handle nonstation-
arities is not flexible enough. The fractionally integrated models discussed
below are one possibility to cope with this problem and to get more flexi-
ble solutions.

A further, not yet discussed problem arises whenever fourth differences
(for quarterly data) or twelfth differences (for monthly data) are performed
in order to transform a nonstationary into a stationary time series. This
procedure is often used when annual growth rates are calculated (with
quarterly or monthly data). The problem of seasonal integration which is
presupposed by this procedure shall also be discussed in the following.

5.5.1 Fractional Integration

As mentioned above, the concept of integrated time series should be ex-
tended to that effect that the order of integration, d, is no longer restricted
to be an integer number. It might be any real number. By forming first dif-
ferences, we can always reduce the value of d by one. In the following, we
therefore only consider the interval 0 < d < 1. In analogy to the definition
of integrated variables given in Section 5.1 the following definition holds:

* A stochastic process y is fractionally integrated of order d, 0 <d <1, if
it can be transformed into a weakly stationary invertible process using
the filter (1 —L)°, i.e.

(1-L)Yy = 8+x,
where x is an ARMA(p,q) process. The transformation (1 — L) results
from the binomial series development
(mﬂ(umd=1—a—ﬁ%ﬂﬁ—mﬂ1%ﬁﬂﬁ—

j-1-d

S dU withd = i, do = 1.
i=o
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The original process y is then denoted as an ARFIMA(p,d,q) process
(Autoregressive Fractional Integrated Moving Average Process).

The coefficients d; are quadratically sumable for |d| < 0.5. For this rea-
son, the process is stationary for 0 < d < 0.5, but nonstationary for d > 0.5.
Thus, there is a whole range of values of d (0.5 < d < 1) that generate per-
sistent processes and not only the single value d = 1 (or integer multiples
of it), like with the ARIMA(p,d,q) models. In case of d > 0.5, the time se-
ries is said to have a long memory.

The inverse filter (1 — L) is given by the substitution of d by -d in
(5.37),

(537) 1-L)% = 1 +dL +

+d0+®9+®ﬁ o

dd+d)
2! 3!

Thus, if we apply the filter (1 — L) on the stationary and invertible
ARMA(p,q) process with the representation a(L) x; = B(L) u,, we get an
ARFIMA process with

ye = (1-— L)'d X;.

If x, = u,, i.e. a pure random process, we get the model of a pure, fraction-
ally integrated noise:

(5.38) (1-LY'y. = u or y. = (1-L)"u,.

The series expansion in (5.37) or (5.37'), respectively, indicates that this
process might be represented as a special AR(o) or MA(w) process. Rela-
tion (5.38) gives the most parsimonious parameterisation of it, employing
only one single parameter.

The unit root tests discussed in Sections 5.3.1 and 5.3.2 test the null hy-
pothesis d = 1 against the alternative hypothesis d = 0, while the KPSS test
described in Section 5.3.4 tests the null hypothesis d = 0 against the alter-
native hypothesis d = 1. If the ‘true’ d is between zero and one, both null
hypotheses might be rejected, as was the case in Example 5.4. The reason
for this apparent contradiction between the results of the two tests is that
the modelling approach only allowed for zero and one to be possible or-
ders of integration and was thus too restrictive.

Example 5.7

Due to the contradicting results with respect to the stationarity properties pre-
sented in Example 5.4, UWE HASSLER and JURGEN WOLTERS (1995) estimated
ARFIMA models for the inflation rates of these countries. They showed that ac-
cording to (5.38), the monthly inflation rates of all these countries can be mod-
elled as purely fractionally integrated white noise . The values of d vary from d =
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0.40 for Germany, d = 0.41 for the United States, d = 0.51 for the United King-
dom, d = 0.54 for France up to d = 0.57 for Italy. The null hypothesis that the or-
der of integration equals 0.5 can in no case be rejected. As fractional processes
with d > 0.5 are nonstationary, at least the interest rates of the United Kingdom,
France and Italy show persistent behaviour, even if they are not I(1).

5.5.2 Seasonal Integration

The integrated processes discussed so far exhibit nonstationary behaviour
because there is a unit root in the lag polynomial of the autoregressive part.
This can be eliminated by forming first differences. One might ask
whether there are additional roots on the unit circle which imply nonsta-
tionarity and can be economically interpreted. As shown in Section 1.2, the
application of the filter 1— L* generated developments of quarterly data
which no longer exhibit seasonal variations. The factorisation

(1-2zY) = 1-2)-(1+2) = (1-2)-(1+2)-(1-iz2)- (1 +iz)
where i* = -1, immediately shows that 1 —z* has four roots on the unit cir-
cle, i.e.

zZ) = 1, 7z, = -1, Z34 = +1.

Using the filter 1 — L, the following process can be generated with u, as
white noise

1-LD)y = u,
or
Vi = Vi1 T U

This corresponds to a random walk which can be used to model stochastic
trend behaviour. Applying the filter 1 + L, the process

(5.39) Vi = -yu + U

can be similarly generated. For large values of t, the correlation between
two adjacent elements of this process approaches -1, i.e. the process exhib-
its regular two-period fluctuations which correspond to fluctuations within
a period of half a year for quarterly data. This also becomes clear if y.; is
substituted in (5.39), which leads to

Vi = V2 T U — U

If we only considered every second observation, we would again get a ran-
dom walk.
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The roots % i correspond to the filter 1 + L* which can generate the
process

(5.40) Vi = -Ye2 T ou.

Here, all adjacent elements are uncorrelated, while the correlation between
the values of y which are two periods apart from each other converges to
-1 for large values of t. Thus, the process exhibits fluctuations with a
length of four periods, corresponding to seasonal variations in the context
of quarterly data. This also becomes clear if y., in (5.40) is substituted.
This leads to

Vi = Y4 t U — U

If we only considered every fourth period, we would again get a random
walk.

Thus, the processes with roots -1 and + i capture the nonstationary sea-
sonal fluctuations of quarterly data. To eliminate such fluctuations, the fil-
ter

(1+L)-(1+L» = 1 +L +L*+L°,

must be used, i.e. a fourth order moving average eliminates nonstationary
seasonal fluctuations of quarterly data. Because of

(1-L% = (1-L)-(1 + L + L* + LY,

forming annual differences also eliminates any stochastic trend, as Figures
1.4 and 1.5 in Chapter I already showed.

In analogy to the ADF test, SVEND HYLLEBERG, ROBERT F. ENGLE,
CLIVE W.J. GRANGER and B.S. YOO (1990) (HEGY) developed a proce-
dure which not only tests for the stochastic trend but also for the different
seasonal roots. In order to perform this test, the quarterly series y has to be
transformed in the following way:

yiu = (1 + L+ L%+ L)y,
vy = —(1 - L +L*- L)y,
yie = —(1 - LYy,
yar = (1 - L4)Yt-

y1 is a series which no longer contains any seasonal unit root. y, is a series
which does not contain a stochastic trend, nor any annual fluctuations,
whereas the stochastic trend as well as the half annual cycle have been
eliminated from y;. Finally, y, does not have any root on the unit circle.
Disregarding all deterministic terms like the constant term, a time trend or
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seasonal dummies, the following equation is estimated by OLS in order to
perform the HEGY test:

0*(L)ysy = My ¥ My2 TMWYyse + Ty T U,

where the order of the lag polynomial 6*(L) is chosen in a way that the es-
timated residuals G are white noise.
The null hypothesis that there is no stochastic trend is stated as

H(): T = 0,

the null hypothesis that there is no nonstationary semi-annual component
as

H()Z m = 0
and the null hypothesis that there is no nonstationary annual component as
HQI T3 = My = 0.

The test statistics are the corresponding t or F values, respectively. As with
the 'usual' unit root test, the classical t and F distributions do not hold for
this test. Depending on which deterministic terms are included, different
critical values are appropriate. The corresponding values for the HEGY
test, derived again with simulations, are provided in S. HYLLEBERG et al.
(1990, Tables 1a and 1b, pp. 226f).

5.6 Deterministic versus Stochastic Trends
in Economic Time Series

It has hardly ever been disputed that economic time series are trending,
even though procedures for stationary variables have mostly been applied.
As mentioned in Chapter 1, even the classical time series analysis distin-
guished between trend, (business) cycle, seasonal variation and irregular
movements. However, the ‘nature’ of the trend has hardly ever been con-
sidered. Depending on the kind of procedure, either high order moving av-
erages were calculated or linear or polynomial (deterministic) trends esti-
mated and subtracted from the original series. Series transformed in this
way were used for further investigations.

Whether such a trend is deterministic or stochastic, however, is not only
important for the application of the appropriate statistical procedures but
also has an impact on the economic interpretation. If, for example, the
logarithm of the gross national product follows a linear deterministic trend,
the model not only implies a constant long-run growth rate but also the fact
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that all deviations from the long-run equilibrium path are only temporary;
all deviations are counter-balanced in the long run. Contrary to this, when
the series follows a stochastic trend, singular changes have permanent con-
sequences: the series has a (long) memory. Even if the long-run growth
rate is fixed, a variable deviating from the growth path it has followed so
far will hardly ever return to the path: from this new initial point, the de-
velopment continues with the same (average) growth rate but along a new
path (with a different level). Thus, these kinds of shocks are called perma-
nent contrary to the transitory shocks in the model with a deterministic
trend.

Permanent and transitory shocks have a different economic meaning.
Permanent shocks are usually attributed to the supply side, transitory
shocks rather to the demand side of the economy. Correspondingly, unex-
pected changes of the quantity of money are typically interpreted as transi-
tory shocks: They might have real effects in the short run, but they have no
long-run impact at least as long as the classical dichotomy is accepted.
Therefore, monetary policy might be stabilising in the short run, but has
hardly any long-run effect on economic growth, at least as long as inflation
is ‘moderate’. One indication for this is that empirical studies on the rela-
tion between (moderate) inflation and economic growth do not exhibit
conclusive results. Contrary to this, a technology shock is usually seen as
permanent: The development of a new technology which has not been
available so far has a permanent effect on the production possibilities in an
economy and might, therefore, shift the economy to a new growth path
with a higher initial position. Against this background it is understandable
that it has been extensively discussed in the United States whether GNP
has a unit root or not, a question which at first glance seems to be a purely
technical one.

The distinction between permanent and transitory shocks has, above all,
an impact on business cycle theory. Traditional Keynesian as well as
Monetarist approaches assume that cyclical fluctuations are caused by
transitory shocks. As shown in Chapter 2, given a specific structure of the
economic system (or the time series representing this system), uncorrelated
random shocks can generate cycles with certain frequencies. If the neces-
sary information is available, (anti-cyclical) stabilisation policy can coun-
teract and thus smooth the economic development. Correspondingly, in
their discussion on the possibility of the government to perform an active
stabilisation policy, Monetarists and Keynesians focused on two questions:
(i) Which one is the better instrument, monetary or fiscal policyXii) Does
the government (or the central bank, respectively) have the information
necessary to perform a successful stabilisation policy or does it even make
things worse because interventions often take place at the wrong point of
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time?The general possibility of stabilisation policy was not called into
question.

A quite different stance has been taken by the Real Business Cycle The-
ory which belongs to the New Classical Macroeconomics. It attempts to
interpret business cycles as results of technology shocks. In such a model,
any economic policy that tries to stabilise business cycles is useless in the
first place. Theoretical models with such properties have been developed.
However, the empirical evidence is not very convincing. Even if the exis-
tence of permanent shocks is taken into account, it is sensible to assume
that there are both temporary and permanent shocks on the supply side as
well as on the demand side. The question no longer is whether such im-
pacts exist at all but rather how strong the different impacts (shocks) are in
relation to each other. Recent empirical research goes in this direction.

This implies, however, that the same model has to allow for transitory as
well as permanent shocks. While the traditional models of a deterministic
trend do not have this possibility, as they only know transitory deviations
of the fixed long-run equilibrium path, models with a stochastic trend usu-
ally also contain a transitory component. It is the purpose of the procedures
discussed in Section 5.4 to differentiate between these two components.

Finally, it must be mentioned that, given the existence of permanent
shocks, the distinction between trend and cycle is dubious. From an eco-
nomic perspective, this implies that a distinct separation between eco-
nomic growth on the one hand and the development of the business cycle
on the other hand is no longer possible; if the economic system has the ap-
propriate structure, economic growth occurs in cycles. This is a new way
to take up an old idea, which was already developed by JOSEPH A.
SCHUMPETER in his Theory of Economic Development. In this theory,
business cycles are also generated by supply shocks and not by demand
shocks.

For all this, however, we should take into account that we always use
samples for empirical analysis and that the ‘true’ data generating processes
are different from the ones assumed in our models. For example, we often
assume that the investigated variables are normally distributed. This im-
plies that the occurring values can be both very high and very low, even if
we know that this would be impossible in a concrete situation. Body
heights are a classical example of this. The same is true for the differentia-
tion between stationary and nonstationary variables. If a variable is really
stationary, the estimator for the mean of the coming year might be better
provided by the mean of some past observations with long distances be-
tween each other than by the mean of the last three months. On the other
hand, the assumption of nonstationarity implies that, with increasing time
horizon, the variable will almost certainly exceed any limit. Both assump-
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tions are, for example, invalid for interest rates. When we investigate sam-
ples, perform tests and finally decide to (preliminarily) regard the variable
as stationary or nonstationary, we assume that the chosen model is the best
available approximation on the unknown data generating process of the
model classes we considered. This might be different in case of a different
time period or a different frequency of data.
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6 Cointegration

In the preceding chapter, we used stochastic trends to model nonstationary
behaviour of time series, i.e. the variance of the data generating process in-
creases over time, the series exhibits persistent behaviour and its first dif-
ference is stationary. For many economic time series, such a data generat-
ing process is a sufficient approximation, so that in the following we only
consider processes which are integrated of order one (I(1)).

For a long time, econometricians have not taken into account that eco-
nomic time series might be integrated. They applied traditional statistical
procedures developed for the investigation of stationary stochastic series.
CLIVE W.J. GRANGER and PAUL NEWBOLD (1974) showed that this might
lead to severe problems. In a simulation study they regressed two inde-
pendently generated random walks on each other. They observed that the
least-squares regression parameters do not converge towards zero but to-
wards random variables with a non-degenerated distribution. Testing these
parameters by employing the critical values of the usual t distribution, the
null hypothesis of a zero coefficient is (wrongly) rejected much too often.
Furthermore, the coefficient of determination does not converge towards
the theoretically correct value of zero but towards a non-degenerated dis-
tribution. The estimated residuals show I(1) behaviour as expected for
theoretical reasons. This implies that the Durbin-Watson statistic of the re-
siduals converges towards zero.

Example 6.1

We performed Monte Carlo simulations to illustrate the problem of spurious re-
gressions. First, we generated 100'000 replications with a sample size of T = 200
observations for two independent random walks x and y. Then we estimated the
following equation:

yi = a+ bx + v

using ordinary least squares. As both series are independently generated, the slope
coefficient as well as the R? should be zero. In this case, v follows a random walk,
i.e. the first order autocorrelation coefficient is one and the value of the Durbin-
Watson statistic zero. Figure 6.1 shows the density functions of the t statistic of

b, R? and the Durbin-Watson statistic (smoothed by a kernel estimator).
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The test statistic f has a symmetric density function, which, however, has a
much larger variance than the standard normal distribution. The vertical dashed
lines show the critical values of the normal distribution for the 2.5 and 97.5 per-
centiles, + 1.96. If the classical distribution theory would be used (wrongly), a
significant result would not only arise in 5 percent but in 83.32 percent of all
cases. The correct values for the 2.5 and 97.5 percentiles are = 21.06, indicated by
solid lines.

The density function of R? shows that values greater than 0.2 (0.5) have a prob-
ability of 46.13 (16.13) percent despite the fact that the true R* should be zero.
The classical F distribution for the null hypothesis Hy: R? = 0, applied with 200
observations, leads to a critical value of 0.019 at the 5 percent level. Thus, when
using this wrong distribution, almost all estimates would be accepted as being sig-
nificant.

In these simulations, the estimated values of the Durbin-Watson statistic are be-
tween zero and 0.4. The probability that a value greater than 0.2 occurs is 4.62
percent. This almost corresponds to the figures given by ROBERT F. ENGLE and
BYUNG SAM Y00 (1987, Table 4); they report a critical value of 0.20 at the five
percent significance level for a sample size of 200 observations. Thus, contrary to
the t and F tests, the Durbin-Watson test provides the expected results.

To avoid such spurious relations, time series analysts advised against the
use of the original series but recommended that they should be transformed
to that effect that they can be considered as realisations of weakly station-
ary processes. GEORGE E.P. Box and GWILYM M. JENKINS (1970, pp.
378ft.), for example, recommended that, in order to estimate the dynamic
relations between time series, one had to difference the series until their
correlograms no longer indicated nonstationarity, and that after these trans-
formations the cross-correlation functions should be used to identify the
relation. This is one possible reason for the spurious independence results
of Granger causality tests mentioned in Chapter 3.

Example 6.2

The following example illustrates how differencing leads to an underestimation of
the true relation between I(1) variables. Given the following relations:

(E6.1) Yo = Wt ouy,
(E6.2) Xy = Wy + Uy,
(E6.3) Wi = W t+ Uy,

where u;, 1 = {x, y, w} are three pure random processes and u,, is independently
generated from uy, and uy. Thus, y and x are I(1) processes; they contain a common
stochastic trend.
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To eliminate this trend, first differences are performed. The following regres-
sion is estimated to capture the relation between the two variables:

Ay, = alAx + v, t=1,..,T.

The least squares estimator gives the following result:

T T
ZAXt Ayt Z(uw,t _*_Aux,t)(u’wwt +Auy")
3 = 42l = =l
T T
Z(Axt)z Z(uw,t +Aux,t)2

is

oo

Thus, the probability limit of

c. +20,,
limd = ———
P c. +20.
Contrary to the true one to one relation between the levels of x and y, the estima-
tion in differences leads to a slope parameter which is smaller than one if u, and u,

are uncorrelated. The larger the variance o~

2 is compared to the variance o. the
smaller is this estimate. This holds even more if u, and u, are negatively corre-

lated. If their correlation is positive, both under- or overestimations might occur.

This example reveals two problems. Firstly, estimated regression coeffi-
cients may not be significantly different from zero, although the respective
relation exists. Secondly, estimated regression coefficients might be biased
downwards because of errors-in-variables, even if they are statistically
significant. To evade the Skylla of spurious independence as well as the
Charybdis of spurious regressions, i.e. to render the type I and type II er-
rors as unlikely as possible, C.W.J. GRANGER and P. NEWBOLD (1974, p.
118) recommended to estimate the relations in the levels as well as in first
differences, in order to be better able to (economically) interpret the re-
sults.

To solve this problem, it is necessary to develop statistical procedures
which are suited for capturing relations between nonstationary variables
correctly. This solution is provided by the theory of cointegrated relations
developed in the 1980s. The idea goes back to CLIVE W.J. GRANGER
(1981, 1986) and was popularised in papers by ROBERT F. ENGLE and
CLIVE W.J. GRANGER (1987), JAMES H. STOCK (1987) as well as SOREN
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JOHANSEN (1988). Today, these procedures have become standard instru-
ments for every time series econometrician. There are two main reasons
for the rapid dissemination of this approach: First, the estimated cointe-
grating relations are closely connected to economic equilibrium relations.
Second, in many applications it is sufficient to use ordinary least squares to
get consistent estimates. Thus, traditional programme packages can be
used further on.

A quite simple approach to avoid the spurious regression problem with
I(1) variables is to include lagged values of the dependent and independent
variables into the regression since, in this case, parameter values exist for
which the residuals are 1(0). Applying OLS results in consistent estimates
of all parameters. (See J.D. HAMILTON (1994, pp. 5611f.).)

In the following, we define cointegrated processes and present their
properties (Section 6.1). Section 6.2 shows how single equation models
with integrated variables can be estimated and how cointegration tests can
be performed. The handling of systems of such equations using vector
autoregressions as discussed in Chapter 4 is described in Section 6.3. Sec-
tion 6.4. discusses the significance of these procedures for the analysis of
long-run economic (equilibrium) relations.

6.1 Definition and Properties of Cointegrated Processes

Quite generally, cointegration might be characterised by two or more I(1)
variables indicating a common long-run development, i.e. they do not drift
away from each other except for transitory fluctuations. This defines a sta-
tistical equilibrium which, in empirical applications, can often be inter-
preted as a long-run economic relation.

R.F. ENGLE and C.W.J. GRANGER (1987) defined cointegration as fol-
lows:

e The elements of a k-dimensional vector Y are cointegrated of order (d,
¢), Y ~ CI(d, c), if all elements of Y are integrated of order d, I(d), and
if there exists at least one non-trivial linear combination z of these
variables, which is I(d-c), where d > ¢ > 0 holds, i.e. iff

B'Y, = z~I(d-c).

The vector B is denoted as cointegration vector. The cointegration rank
r is equal to the number of linearly independent cointegration vectors.
The cointegration vectors are the columns of the cointegration matrix
B, with
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B'Y, = Z.

If all variables are I(1), it holds that 0 <r <k. For r = 0, the elements of the
vector Y are not cointegrated. Correspondingly, the appropriate model is a
system of first differences.

Important properties of cointegrated relations were summarised in the
Granger Representation Theorem, presented by R.F. ENGLE and C.W.J.
GRANGER (1987, pp. 255f.). The most important part of this theorem is:

e If the kx1 vector Y is cointegrated of order CI(1, 1) with cointegration
rank t, besides the AR representation

ALY, = U,

with U; being white noise, there also exists an error correction repre-
sentation (as discussed in Section 4.1)

A*L)(1-L)Y, = -T'Z,y + Uy,
with
A(l) = T "B,
I' and B being kxr matrices of rank r, 0 <r <k, and
Z, = B'Y,

being an rx1 vector of I1(0) variables.
In addition to this theorem, the following two lemmata hold:

Lemma I: If x; and y; are I(1) and cointegrated, x; and y;., are also coin-
tegrated for any T.

Lemma 2: If x and y are I(1) and cointegrated, x is Granger causal to y
and/or y is Granger causal to X.

Lemma I holds because
Yir = Y T AYtH + + ..t AYm,

implying that yy. differs from y, only by a stationary term, which does not
change the cointegration relation. Lemma 2 holds because an error correc-
tion representation exists for at least one of any two cointegrated variables,
and error correction representations always imply Granger causal relations.
However, the reverse — Granger causality between integrated variables im-
plies cointegration — does not hold.
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6.2 Cointegration in Single Equation Models:
Representation, Estimation and Testing

In the following, we start with the most simple case, a bivariate model, i.e.
a simple regression relation between two I(1) variables. Then we extend
the analysis to a multivariate (single equation) regression model.

6.2.1 Bivariate Cointegration

Let x and y be two I(1) processes. In general, any linear combination of
these two variables will again be an I(1) process. However, if there exists a
parameter b so that the linear combination

(6.1) yvi—bx, = z + a

is stationary, then x and y are cointegrated. The I(0) process z has an ex-
pectation of zero. The parameter a defines the level of the corresponding
equilibrium relation which is given by

(6.2) y =a+ bx.

The vector B' = [1 -b] is the cointegration vector. It is unique only because
of its normalisation, as a-f' with a # 0 also leads to a stationary linear
combination of y and x. The stationary process z describes the deviations
from the equilibrium, the equilibrium error. Because of the finite variance
of z, the deviations of the equilibrium are bounded; the system is always
returning to its equilibrium path. Thus, relation (6.2) is an attractor.

Cointegration of x and y implies that both variables follow a common
stochastic trend which can be modelled as a random walk,

(6.3a) W = Wy o,

where u is again a white noise process. Thus, the two cointegrated I(1)
processes can, for example, be represented as

(6.3b) y¢ = bw, + y, with §, ~1(0)
and
(6.3¢) xe = w¢ + X, with X, ~I(0).

The linear combination

(6.3d) yvi—bxy = §,-bX, = z

t
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is stationary, as a linear combination of stationary processes is again sta-
tionary. Thus, (6.3d) is a cointegrating relation.

According to the Granger representation theorem, there exists an error
correction representation for any cointegrating relation. In the bivariate
case its reduced form can be written as:

ng n,
a) — YVy(Ye1 —bxe1) + ZaxjAXt—j + ZayjAyH. + uyy,

=1 j=1

(6.4a) Ay,

kx k)’
(6.4b) Ax, = by + vy —bxu) + D bAX, .+ D b Ay, .+ uy,
j=1 j=

with uy and uy as pure random processes. If x and y are cointegrated, at
least one v;, i = X, y, has to be different from zero. It is obvious that, in this
case, a relation exists between the levels of the variables. A model esti-
mated only in first differences would be misspecified because the term yy,
— b X is missing. The representation (6.4) has the advantage that it only
contains stationary variables although the underlying relation is between
nonstationary (I(1)) variables. Thus, if the variables are cointegrated and
the cointegration vector in (6.4) is known, the traditional statistical proce-
dures can be applied for estimating and testing. The parameterisation in
system (6.4) provides a separation of the short-run adjustment processes
modelled by the lagged differences of the variables from the adjustment to
the long-run equilibrium because the system also reacts to the deviations
from the equilibrium relation which are lagged by one period.

In case of b > 0, system (6.4) is stable whenever 0 <7y, <2 and also 0 <
¥x < 2 hold, and if at least one of the two parameters is different from zero.
This implies that — ceteris paribus — a positive deviation from the long-run
equilibrium leads to a reduction of y and an increase of x and, therefore, to
a reduction of the initial equilibrium error: the system tends towards its at-
tractor (6.2). If the initial equilibrium error is negative, a corresponding ad-
justment process is initiated. If one of the two adjustment coefficients is
zero, i.e. if y, = 0, the adjustment is only possible via changes in y. The
development of the I(1) variable x is independent of the equilibrium error,
it is — so to speak — the stochastic trend driving the system. In this situa-
tion, x is called weakly exogenous. If y, > 0 and v, is negative, or if y, > 0
and vy, is negative, the system might also be stable. According to S.
JOHANSEN (1995, p. 54), however, this depends on the other parameters of
the system.

Thus, in a bivariate system with two I(1) variables, only the following
two situations can occur:
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(i) The two variables are not cointegrated, i.e. yx = yy = 0. Then the sys-
tem contains two stochastic trends.

(i1) The two variables are cointegrated, i.e. at least one y;, i = X, y, is posi-
tive. Then the system contains one cointegrating relation and one
common stochastic trend. It follows from Lemma 2 that at least one
simple Granger-causal relation between x and y exists.

Example 6.3

Let the ARIMA(1,1,0) process

(E6.4) (1-al)Ax, = u, with |o/ <1,

be given, and the relation

(E6.52) yi = bx, + 2z, b£0,

with

(E6.5b) Ze = pzy T Vi,

where u, and v, are white noise. Because of the definition of cointegration, it is ob-
vious that x and y are cointegrated for |p| < 1. However, if p = 1, there is no coin-
tegration. In this case, the development of y is determined by two stochastic
trends.

To derive the error correction model corresponding to (E6.4) and (E6.5a,b), we
first insert (E6.5b) in (E6.4a). This leads to

Vi = PpYer +bXe —pbxy + v

Subtracting y;; on both sides of this equation and adding as well as subtracting the
term b X, on the right hand side, we get the structural form of the error correction
representation,

Ayt = —(1—P)Yt-l + b(l_p)xt—l + bAX[ + Vi .

By taking (E6.4) into account, the reduced form of the error correction model is
given by

(E6.6a) AXt = OLAXH + Uxt »
(E6.6b) Ay, = <(1-p) (yer = bxep) + baAx + uy,,

where u,; = u,and uy = v, + bu,.

The error correction equation of x, (E6.6a), does not contain the equilibrium er-
ror y — b x. Thus, x is weakly exogenous and drives the whole system. If there is
cointegration, i.e. for -1 < p <1, it holds that 0 <y, <2 for the adjustment parame-
ter vy = (1 — p). Thus, the system is stable; y is adjusting to the long-run equilib-
rium. For p = 1, i.e. if there is no cointegration, (E6.6b) no longer contains the er-
ror-correction term. The system contains two stochastic trends. In any case, the
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error correction model only contains stationary variables, the differences of I(1)
variables and the stationary equilibrium error.

6.2.2 Cointegration with More Than Two Variables

If there are only two I(1) variables after normalisation, there are either only
one (unique) cointegrating relation and one common stochastic trend or
two stochastic trends. The situation is much more complicated if there are
more than two I(1) variables which are cointegrated.

Let us consider the situation of three I(1) variables, y;, i = 1, 2, 3. Then
two independent cointegrating relations could exist, as, for example, by as-
suming zero expectations for all variables:

Vit = bayar + 71y, by # 0,
Yoo = b3ysi + 7z, by #0.

In this case, B, =[1-b, 0] and B, = [0 1 -b;] are linearly independent.
However, linear combinations of ; and , provide cointegration vectors
which include all three I(1) variables, Y' = [y; y» y3],

Y
B, = vyp + (1-7)B = |1-y(1+b,)|, 0<y<Il.
_(I_Y)b3

B3, are again cointegrating vectors. This follows from
B, Yo = vy + (1-y (1 +b))ys — (1-7y) bsys,

Y (Yie—baya) + (1 —7) (yar— b3 yso)
= vzig t (1-v)2 = 2y,

where z, as a linear combination of the two I(0) processes z; and z; is also
stationary. For y = 1, we get the cointegration vector B;, and for y = 0 the
cointegration vector ,. These two vectors form the basis of the cointegra-
tion space with dimension two, r = 2, because there are only two linearly
independent cointegration vectors. However, as there exists an infinite
number of bases for this space, the representation of the equilibrium rela-
tions is not unique. Thus, we again face the well known identification
problem of traditional econometrics; only additional a priory restrictions
(which are not contained in the data) can lead to a unique representation.
With k = 3 I(1) variables and r = k — 1 = 2 cointegrating relations, the
system contains just one stochastic trend; otherwise the supposed pairwise
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cointegration between y; and y», y, and ys, as well as y; and y; would be
impossible.

On the other hand, if a system of three I(1) variables contains two sto-
chastic trends, there can only be one cointegrating relation, and the corre-
sponding cointegration vector is again unique after normalisation, e.g. for

pB'=11 —52 —l:~)3 ]. Then the long-run equilibrium relation is

Yir = b2y2,t + b3}’3,t-

According to the definition in Section 6.1, a vector with k integrated vari-
ables of order one, I(1), is cointegrated of rank r, 0 < r <k, if there exist
exactly r linearly independent cointegration vectors 3; # 0,i=1,2, ..., 1.
Combining the cointegration vectors as columns of the cointegration ma-
trix B,

B = [Bl Bz Br]
indicates the deviations of the r statistical equilibria Z' = [z, 7, ... z;] as
(6.5) B'Y, = Z.

In case of I(1) variables, the system contains k — r common stochastic
trends. The cointegration rank r must always be smaller than the number of
I(1) variables k, because otherwise the cointegration matrix B would be
invertible and Y, = B"'Z, would be a linear combination of stationary proc-
esses. This contradicts the assumption that all k variables are I(1). If r=k —
1, we get the special case of only one common stochastic trend in the sys-
tem. Therefore, pairwise cointegrating relations exist between all compo-
nents of Y.

6.2.3 Testing Cointegration in Static Models

In order to handle cointegrating relations in single equation models cor-
rectly, it has to be presupposed that there exists at most one cointegrating
relation between k I(1) variables which comprehends all variables. In this
case, unit root tests can be used to test for cointegration by applying them
to the residuals of an estimated (static) equilibrium relation. If y; is taken
to be the dependent variable and if there exists no cointegration relation
between y,, ..., i, the test equation is given by

k
(6.6) yig = a+ ijyj,t + z
=2
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for the k I(1) variables, where (in the case of cointegration) z is again the
equilibrium error. The parameters b,, b, ..., by can be estimated consis-
tently with the least squares approach. This method minimises the residual
variance. If the estimated parameters differ from the true cointegration pa-
rameters, the residual process is nonstationary, i.e. its variance is increas-
ing with increasing sample size T. On the other hand, the residual process
is stationary for the cointegrating parameters and, therefore, has a finite
variance. Apparently, this is the minimum.

Table 6.1: Critical Values of the Dickey-Fuller Test on
Cointegration in the Static Model

k

Model with constant term

0.10 -2.57 -3.05 -3.45 -3.81
0.05 -2.86 -3.34 -3.74 -4.10
0.01 -3.43 -3.90 -4.30 -4.65

Model with constant term and time trend

0.10 -3.13 -3.50 -3.83 -4.15
0.05 -3.41 -3.78 -4.12 -4.43
0.01 -3.96 -4.33 -4.67 -4.97

The values for k =1 are the critical values of the Dickey-Fuller unit root test.

Source: U.HASSLER (2004, Table 1, p. 111).

Following this logic, R.F. ENGLE and C.W.J. GRANGER (1987) proposed a
testing procedure for the null hypothesis that there is no cointegrating rela-
tion and, therefore, the residual process is nonstationary, Hy: z ~ I(1),
against the alternative of cointegration, i.e. that this process is stationary,
Hi: z ~ I(0). It requires two steps to perform this test. Firstly, relation (6.6)
is estimated with OLS. Secondly, the augmented Dickey-Fuller test, as
presented in Section 5.3.1, is applied to the estimated residuals. As OLS
residuals have a zero mean by construction, the version without determi-
nistic terms, (5.17"), is used. However, the critical values are different be-
cause the test is applied to a ‘generated’ and not to an observed time series.
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They depend on the number of I(1) variables k but also on the determinis-
tic components of the equilibrium relation, i.e. on whether a constant term
and/or a deterministic time trend is included in model (6.6).

Table 6.1 shows some asymptotic critical values derived through simu-
lations by JAMES G. MACKINNON (1991). The null hypothesis of no coin-
tegration is rejected for too small values of the test statistic. The values for
k = 1 are those of the augmented Dickey-Fuller unit root test. Following
the considerations in UWE HASSLER (2004), the critical values for the
model with a constant term are valid if and only if the regressors in (6.6)
only contain a unit root but no linear trend. If, on the other hand, the data
generation process of at least one (single) regressor in (6.6) also contains a
linear trend, the correct critical values are those in the lower part of Table
6.1 for the case k-1. However, these values are hardly different from those
of the model without a trend.

The test is correct if and only if the explanatory variables, y,, y3, ..., Yk,
themselves are not cointegrated and the unique cointegration relation in-
cludes y,. In practical applications, it is recommended to start with small
models in relation (6.6) and to add additional variables only as long as the
null hypothesis of no cointegration cannot be rejected. Due to the invari-
ance property of cointegration, i.e. that two or more variables do not
change their cointegration property if further I(1) variables are added, the
specific-to-general approach is appropriate in this framework.

In the case of cointegration, the parameter estimates 62,153,...,Bk , in

equation (6.6) are super consistent, i.e. they converge with a rate of T to-
wards their true values, and therefore their convergence is faster than the
one of parameters estimated in regressions with stationary variables, which

converge with a rate of JT. Contrary to the stationary case, simultaneity
of the variables or errors in variables do not inhibit this consistency result.
However, the estimates are biased for finite samples. ANINDYA BANERIJEE,
JUuAN J. DoLADO, DAVID F. HENDRY and GREGOR W. SMITH (1986)
showed that 1 — R” is a measure of the bias. The reason for this is that in
the case of cointegration R* tends towards one with increasing sample size,
because the variances of the nonstationary regressors, which increase with
the sample size, dominate the finite variance of the stationary error term.

Example 6.4

The situation of a simple regression can be used to demonstrate the bias. Let y and
x be cointegrated I(1) variables, i.e. the relation

(E6.72) vi = a+bx + 7,



212 6 Cointegration

holds and z, is stationary. As explained above, this relation can be estimated super-
consistently with OLS. The same holds for the reverse regression

(E67b) Xy = a+ BYt + Vi

The product of the two regression coefficients estimated with OLS leads to:
A ~ v 2

o = COXDT ey

VIy]-VIx]

If the variables are cointegrated, R? tends towards one, i.e. b tends towardsb'.
To the extent that R? is smaller than one for finite samples, the product of the two
estimated coefficients is systematically underestimated.

Moreover, standard inference procedures are not possible as, in general,
the t statistics do not have asymptotically normal distributions. However,
following PENTI SAIKKONEN (1991) as well as JAMES H. STOCK and
MARC W. WATSON (1993), a simple correction can be applied to the test
equation (6.6) ensuring that the estimation is still super consistent and that
the estimated t statistics are, nevertheless, asymptotically normally distrib-
uted: Additional lagged and future differences of the regressors are in-
cluded to ensure that the I(1) regressors are uncorrelated with the residuals:

k k; k;
(6.7 yi. = a+ zbjyj,t + Z Ty AYZ,t—j Tt Z T AYy
=2 j

=k, =k,

+ 7,

Information criteria might be used to determine the maximal lag and lead

k; and k,. The t statistics of 62,63, oo Bk converge towards a normal dis-

tribution with the corresponding true parameters as expectations and the
variance o*/V][ z, ], with

o = V[z,]+2 icOv[ztzm].

=1

This long-run variance can be estimated according to (5.18).

Example 6.5

Figure 6.2 shows the logarithm of the real quantity of money MI in per capita
terms, m, the logarithm of the real per capita Gross National Product (GNP), vy,
and the long-run interest rate, r, for the Federal Republic of Germany. We use
quarterly data from the first quarter of 1960 to the last quarter of 1989, i.e. for the
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period before the German Unification. Unit root tests clearly indicate that all three
time series are I(1). The Engle-Granger approach is used to investigate whether
cointegration relations exist between these variables. However, this approach can
only be applied if there exists just one cointegrating relation. Thus, we start by
checking whether the time series are pairwise cointegrated. The null hypothesis of
no cointegration can never be rejected in all three possible cases.

In the next step we regress the quantity of money, m, on GNP, y, and the inter-
est rate, r. We chose m as the dependent variable as we are interested in a long-run
money demand function. When estimating this relation with OLS, we include sea-
sonal dummies along with the constant term because m as well as y exhibit strong
seasonal variations. To ensure that the constant term really captures the level ef-
fect, we use centred seasonal dummies s;, 1= 1, 2, 3, which take on the value 0.75
for the i-th quarter and -0.25 elsewhere. Thus, we have an annual mean of zero.
The estimated relation (with the standard errors in parentheses) is:

(E6.8) m, = —1.370 + 1113y, — 3.059 1, + 0.0365,, + 0.036s,
(0.124) (0.016) (0.260) (0.010)  (0.010)

- 0.018s,, +
(0.010)

to

R?> = 0987, SE = 0.038, T = 116.

The Dickey-Fuller unit root test for the estimated residuals z provides the follow-
ing test equation:

A2, = —02402_, + {,.
(=3.66)

The estimated test statistic is -3.66. m and y contain a linear trend as we can see
from Figure 6.2. Due to economic reasons, (E6.8) does not include a trend. There-
fore we have to take the critical values for k = 2 from the lower part of Table 6.1.
These critical values are -3.50 at the 10 percent and -3.78 at the 5 percent signifi-
cance level. Thus, the null hypothesis can (only) be rejected at the 10 percent
level. Economically, the estimated parameters are meaningful and can be inter-
preted in the sense of a long-run money demand function. The estimated income
elasticity of the money demand function is close to one and the interest rate elas-
ticity is negative; at an interest rate level of 5 percent, for example, it has the value
of -0.15 (=-3.059 - 0.05).

6.2.4 Testing Cointegration in Dynamic Models

Despite the super consistency of the estimates, the static approach has the
disadvantage that with a finite number of observations the estimated coin-
tegration parameters might be seriously biased. This bias is only slightly
reduced with an increasing number of observations. One possible reason
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for the bias are highly autocorrelated residuals due to the fact that the dy-
namic is neglected in relation (6.6). It is explicitly captured in the error
correction equations. Because of the Granger representation theorem men-
tioned above, a cointegration test can also be performed in the uncondi-
tional error correction equation of yj,

k k]
(6.8) Ay, = 3 — V1 Yie +ZeijH +Za1jAyl’H. +...
=2 =

or

(6.8 Ayy =

|
&
!
=
VR
=
L
!
M-
|

0. LS
Y +Za1jAyl,t—j ..
= i

respectively. With
(6.9) b = =2, j=2,..,k

the expression in parentheses in (6.8') can be written as
(6-10) Yit1r — b, Yor1r — -0 — by Ykt1 = Zg1 .

Ifally;,i=1, ..., k, are I(1), the first differences of these variables are sta-
tionary. Thus, equations (6.8) or (6.8') are only balanced, i.e. the stationary
variable Ay, is explained by stationary variables, if (6.10) is a stationary
linear combination which reflects deviations from the long-run equilibrium
or, if this is not the case, it does not contribute to the explanation of Ay,
i.e. if y; = 0. Thus, for the cointegration test in the error correction frame-
work we get the null hypothesis

Ho: (v1, Y2, ..., i) are not cointegrated, i.e. y; = 0,
against the alternative
H;: the variables are cointegrated, i.e. y; > 0.

If there is cointegration, the adjustment parameter has to be positive, y; >
0, as the model would otherwise not be stable; there would be no adjust-
ment towards the equilibrium. The test is performed in such a way that
equation (6.8) is estimated by using ordinary least squares and the lag
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lengths ki, ... ki are chosen so that the estimated residuals G do not exhibit
significant autocorrelation.
The test statistic is the t value of 7 ;. The null hypothesis that there is no

cointegration is rejected if these values are too small. The corresponding
critical values are given in ANINDYA BANERJEE, JUAN J. DOLADO and
RICARDO MESTRE (1998, Table 1, pp. 276f.). Again, these values depend
on whether relation (6.8) is estimated with or without a constant term or a
trend and, of course, on the number of I(1) variables included in the test
equation. Selected asymptotically valid critical values are given in Table
6.2.

Table 6.2:  Critical Values of the Cointegration Test
in the Error Correction Model

k
o 5 3 4
Model with constant term
0.10 -2.89 -3.19 -3.42
0.05 -3.19 -3.48 -3.74
0.01 -3.78 -4.06 -4.46
Model with constant term and time trend
0.10 -3.39 -3.62 -3.82
0.05 -3.69 -3.91 -4.12
0.01 -4.27 -4.51 -4.72
Source: U. HASSLER (2004, Table 4, p. 112).

UWE HASSLER (2000) showed that in the case that relation (6.8) contains
only a constant term, the critical values are only correct if the I(1) regres-
sors do not contain a deterministic trend. If at least one of the k I(1) vari-
ables contains a deterministic trend, we get the correct critical values from
the lower part of Table 6.2 (for the model with constant term and trend),
now choosing the critical values for the case k — 1. If (6.8) contains only
two I(1) variables, the appropriate critical values are those of unit root tests
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when the test equation includes a deterministic trend, i.e. the critical values
for the model with constant term and trend for k = 1 are given in Table 6.1.

When these tests are applied in empirical research, it is not clear from
the outset which equations of the multivariate error correction model con-
tain the error correction term. Thus, the described test procedure must also
be applied with the dependent variables y», ys, ..., Yk

In relation (6.8) the instantaneous changes of y,, y3, ..., yx might also be
included if the adjustment parameters in the corresponding equations are
zero, i.e. that y, = y;3 = ... =y, = 0. This means that y,, y3, ..., yyxare weakly
exogenous for the estimation of the parameters in the long-run relation. In
a Monte Carlo study, UWE HASSLER and JURGEN WOLTERS (2006)
showed that using the conditional error correction equation, i.e. including
the instantaneous changes of Ay,, Ays, ..., Ay in equation (6.8), results in
a more powerful cointegration test than without these variables. The gen-
eral finding is that in any case, the conditional error correction regression
outperforms the unconditional one.

If there is cointegration, equation (6.10) provides an estimation of the
cointegrating vector if the theoretical values in (6.9) are substituted by
their least squares estimates. This is the non-linear cointegration estimator
going back to JAMES H. STOCK (1987) which is also super consistent. The
representation (6.8') gives the corresponding error correction equation.

Example 6.6

Now we use the data of Example 6.5 to test for cointegration in the error correc-
tion model (6.8). This approach avoids the possible bias in the Engle-Granger pro-
cedure since the short-run dynamic is not neglected. It serves as a starting point
for the estimation of a complete money demand function. To capture the strong
seasonal movements in m and y, the maximal lag for the changes in the explana-
tory variables is four. Centred seasonal dummies are also included. Eliminating
the variable with the lowest t value successively leads to the following parsimoni-
ous model (with t values in parentheses):

(E6.9) Am, = -0. 0.166 m¢; + 0.183y.; — 0.382r,
1 3.

(~3.90) (3.81) (—4.48)
— 0.195Am., + 0.160 Ame, + 0.279Ames — 0.259 Ay,
(-2.42) (2.05) (3.64) (-2.72)

~0.508 Ay, —0.323 Ay —0.191 Ayy —1.215Ar,
(-5.92) (~3.80) (-2.12) (=3.91)
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~0.042s;, —0.001sy, —0.037s5, + 0,
(-2.55)  (=0.10) (-2.25)

R> = 0937, SE = 0.013, T = 115, JB = 10.38 (p=0.01),
LM(1)=0.116 (p = 0.734), LM(2)=1.683 (p=0.191),
LM(4) = 1.050 (p = 0.836), LM(8) = 0.963 (p = 0.470).

The Jarque-Bera test (JB) rejects the null hypothesis of normality of the residuals
at the 1 percent level. On the other hand, the residuals do not show deviations
from white noise according to the Lagrange Multiplier tests (LM(n)) that test
autocorrelation up to order n. This means that the specification in (E6.9) captures
the short- and long-run dynamics of the variables in a reasonable way.

There exists a cointegrating relation between m, y, and r if the estimated coeffi-
cient of m; is significantly negative. In this case, where m and y contain determi-
nistic trends, as can be seen from Figure 6.2, and no trend term is included in
(E6.9), the correct critical value is found in the lower part of Table 6.2 for the case
k = 2. Thus, the critical value with a 5 percent significance level is —3.69. Since
the estimated t value is —3.90, the null hypothesis of no cointegration can be re-
jected at the 5 percent level. Equation (E6.9) is balanced. According to (6.8") and
(6.9), this leads to the following long-run money demand equation:

(E6.10) m = 1.104y — 5.023r.

Comparing this result with the static long-run money demand function in (E6.8),
we see that the income elasticity is about the same but that we get a stronger inter-
est rate effect. Assuming an interest rate of 5 percent, the long-run interest rate
elasticity is -0.25, contrary to -0.15 in the static approach.

6.3 Cointegration in Vector Autoregressive Models

Assuming that the k variables, yi, y», ..., Yk, collected in the vector Y, are
integrated of order one, the following cases are possible: Either there is no
cointegration at all or there exist one or two up to k — 1 linear independent
cointegration vectors. In this case we cannot use single equation proce-
dures which allow at most for one cointegration relation. We no longer get
unique relations as seen in Section 6.2.2. If we have more than two I(1)
variables we must at first estimate the cointegration rank r, i.e. the number
of linearly independent cointegration vectors. This can be done with a pro-
cedure developed by SOREN JOHANSEN (1988).
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6.3.1 The Vector Error Correction Representation

Starting point of this approach is an adequate statistical description of the
linear relations between the k nonstationary variables. The usual way is the
modelling as a vector autoregressive process of finite order p. We can use
the techniques for stationary processes presented in Chapter 4. Therefore,
we have

P
(6.11) Y. = Y AY, +D + U,
j=1

where U denotes a normally distributed k-dimensional white noise process,
D represents the deterministic terms, and A;, j = 1, 2, ..., p, are kxk-
dimensional parameter matrices. The reparametrisation as a vector error
correction model as described in Sections 4.1 and 6.1 leads to

p-1
(6.12) AY, = —IIYu + D AJAY,_, + D+ U,
j=1
with
p N p
M=Al)=1-YA, und A} = - A, j=12..,pL
j=1

i=j+1

The matrix IT represents the long-run relations between the variables.

Since all components of Y, are I(1) variables, each component of AY,___
AY 1 1s stationary and each component of Y. is also integrated of order
one. This makes relation (6.12) unbalanced as long as IT has a full rank of
k. In this case the inverse matrix IT" exists and we could solve equation
(6.12) for Y, as a linear combination of stationary variables. However,
this would be a contradiction. Therefore, IT must have a reduced rank of r
< k. Then, the following decomposition exists:

(6.13) Inm = T B',

(kxk) (kxr) (rxk)

where all matrices have rank r. B'Y,, are r stationary linear combinations
which guarantee that the equations of system (6.12) are balanced. The col-
umns of B contain the r linearly independent cointegration vectors and the
matrix I contains the so-called loading coefficients which measure the
contributions of the r long-run relations in the different equations of the
system. The adjustment processes to the equilibria can be derived from
these coefficients.
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If there is no cointegration, i.e. if r = 0, I1 is the zero matrix and (6.12) is
a VAR of order p-1 in AY. This system possesses k unit roots, i.e. k sto-
chastic trends. If r = k — 1, the system contains exactly one common sto-
chastic trend and all the variables of the system are pairwise cointegrated.
As a general rule, the system (6.12) contains k — r common stochastic
trends and r linearly independent cointegration vectors for a cointegration
rank r with 0 <r <k.

Example 6.7

Let the following three-dimensional VAR(3) without deterministic terms be given:

13 0 038 -07 0 -02
Y. = |02 04 0 | Yy +|-01 03 0 | Yy
0 -03 12 0 06 -02
-05 0 03
+ =01 03 0 | Yy + U
0 0 -02
with
E[ui,t uj,t-k] =0 for 176_] and k ;é O,
B ]_Ofork;tO L~ 123
ul,t ul,t—k 612 fOI' k=0 , 1 5 Ly I
Using (6.12) we find the error correction representation:
09 0 03 12 0 05
AY, = - |0 0 0 | Yo +]102 06 0 | AYy,
0 -03 02 0 -0.6 04
05 0 03
+ 101 =03 0 | AY, + U
0 0 02

The matrix IT contains the long-run equilibrium relations

09 0 -03
ImT =10 0 0
0 -03 02
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Since the rank of IT is two, we have two cointegrating relations and one common
stochastic trend. Thus, any two variables are pairwise cointegrated. Normalising
the first cointegration vector on y; and the second one on y;, we find the following
decomposition of the 3x3 matrix IT in the 3x2 loading matrix I" and the 2x3 coin-
tegration matrix B'":

0.9 0 1 09 0 03
10 -4

0 0 =10 0 0
0 -3 1

0 02 0 -03 02

Thus, the two long-run relations are

1

(E6.11a) Yig — 5 Yir T Zig
3

(E6.11b) Vit — E Yot T Zy

Substituting (E6.11b) into (E6.11a) transforms the first equilibrium relation into

1 1 -
Y — 5 Yor = Zip Tt 5 Lt T Zyy-

This leads to the following decomposition

0.9 0.3 ] 09 0 03
1 -1 0

0 0 =10 0 0
0 -2 1

0 02 0 -03 02

This example shows that the decomposition in (6.13) is not unique, as we
get

(6.14) 0 =B = I'H'HB' = IB'

for any regular rxr matrix H.

This is the reason why we can only estimate the cointegration rank r.
We are confronted with the usual identification problem for structural
econometric systems. The cointegration vectors describing the economic
long-run equilibria can only be estimated if meaningful economic restric-
tions are imposed.
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6.3.2 The Johansen Approach

The approach proposed by SOGREN JOHANSEN (1988) is a maximum likeli-
hood estimation of (6.12) that considers restriction (6.13). Assuming first
of all that the system (6.11) does not contain deterministic terms, we can
write

(6.15) AY, + I'B'Y, = AAY_ + ..+ A _AY_ ., + U.

t—p+1

We get the maximum likelihood estimation of A7, j =1, ..., p-1, by apply-

ing ordinary least squares on (6.15) if I' and B are given. Eliminating the
influence of the short-run dynamics on AY, and Y., by regressing AY,
(Y1) on the lagged differences, we get the residuals Ry (Ry;) for which

(6.16) Ry = —TBR;, + U,

holds. Here, Ry is a vector of stationary and R; a vector of nonstationary
processes. The idea of the Johansen approach is to find those linear combi-
nations B'R; which show the highest correlations with Ry. The optimal
values of I" and the variance-covariance matrix X of U can be derived for
known B by ordinary least squares estimation of (6.16). We get

(6.17) ['(B) = —SuB(B'S;B)’
and
(6.18) $(B) = Sw — SuB(B'S;B)' B'S)
with
T ]
(6.19) Si = T'Y.R,R|, for i,j =01

t=1

It can be shown that the likelihood function concentrated with (6.17) and
(6.18) is proportional to |2(B) |72 . Therefore, the optimal values of B re-
sult from minimising the determinant

| Soo — SuB(B'S1B)" B'Syo|

with respect to B. SOREN JOHANSEN (1995, pp. 91f.) showed that this is
equivalent to the solution of the following eigenvalue problem

(6.20) | 2811 — S10Sy S| = 0

with the eigenvalues A; and the corresponding k-dimensional eigenvectors
v;,i=1, 2, ..., k, for which
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Ai Siivi = S10Sy Soi Vi.
Using the arbitrary normalisation
vi
Sulvi .. w] = I,
Vi
with I being the k-dimensional identity matrix, leads to a unique solution.

1> 71, > ik > 0 holds for the ordered estimated eigenvalues. It can be

shown that for k I(1) variables with cointegration rank r exactly r eigen-
values are positive and the remaining k — r eigenvalues are asymptotically
zero. The cointegrating vectors are estimated by the corresponding eigen-
vectors and combined in the kxr matrix

The number of significantly positive eigenvalues determines the rank r of
the cointegration space. This leads to two different likelihood ratio test
procedures:

(1) The so-called trace test has the null hypothesis
Hy: There are at most r positive eigenvalues

against the alternative hypothesis that there are more than r positive
eigenvalues. The test statistic is given by

k
(6.21) Tr(r) = —T ) In(1-4,).
i=r+l1
(i) The so-called Ay test analyses whether there are r or r + 1 cointegrat-
ing vectors. The null hypothesis is

Hy: There are exactly r positive eigenvalues

against the alternative hypothesis that there are exactly r + 1 positive
eigenvalues. The corresponding test statistic is given by

(622) 7\fmalx(ra I'+1) = = T 11’1(1—71”1) °

The series of tests starts with r = 0 and is performed until the first time the
null hypothesis cannot be rejected. The cointegration rank is given by the
corresponding value of r. The null hypothesis is rejected for too large val-
ues of the test statistic. Since the test statistics do not follow standard as-
ymptotic distributions, the critical values are generated by simulations. The
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critical values depend on the included deterministic terms in the VAR(p)
of relation (6.11) and the specification of the deterministics in the long-run
relations of the corresponding error-correction model. To present the pos-
sible situations, we substitute (6.13) into (6.12) and generalise the resulting
vector error correction model to

p-1
(6.23) AY, = -TB¥Y , +c+dt+YAAY, + U,
j=I
with
Bll Blk 61 al ~
B* = | : " 1| = [B'¢ d]
Brl Brk 6r glr
and
_YI,t—I_
3 Yo,
Yo = | Yea| = 1
1 t—1
_t_l_

If we use seasonally unadjusted data, centred seasonal dummies should
also be included as regressors in (6.23).

The following five parameterisations of the deterministic terms in (6.23)
are possible:

(i) The levels Y do not contain deterministic trends and the cointegrating
relations do not contain constant terms:

I'B*Y , —c—dt = TB'Yy.

(i) The levels Y do not contain deterministic trends but the cointegrating
relations contain constant terms:

IB*Y, , —c—dt = T(B'Yy + ).

(iii) The levels Y contain linear deterministic trends and the cointegrating
relations contain constant terms:

I'B*Y , —c—dt = T(B'Yy + &) +Tpu.
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In this case (and the following cases), the decomposition of the con-
stants is arbitrary. S. JOHANSEN (1995) chooses the orthogonal com-
plement matrix I'; of I’ with I'T, = 0 and [I":T",] invertible for the
decomposition.

(iv) The levels Y and the cointegrating relations contain linear determinis-
tic trends:

IB*Y , —c—dt = T(B'Yy + & + d(t-1)) +Tu.

(v) The levels Y contain quadratic deterministic trends and the cointe-
grating relations contain linear deterministic trends:

IB*Y , —c—dt = T(B'Yy + & + d(t-1)) +T(u+31).

By using simulations, critical values for these five situations were derived
by MICHAEL OSTERWALD LENUM (1992) and S. JOHANSEN (1995, Tables
15.1to 15.5, pp 214f%.).

Because of (6.14), the cointegration vectors are not identified. They are
simply stationary linear combinations which do not necessarily have mean-
ingful economic interpretations. They might, however, represent linear
combinations of economic equilibrium conditions. Thus, the question is
how to test linear restrictions in the r cointegrating vectors. S. JOHANSEN
(1988) developed a method to test restrictions on B which have the follow-
ing form

(6.24) Hy B =GO,

where G is a given kxs matrix with full rank s, s <k, and @ is an sxr ma-
trix of free parameters. Estimating the vector error correction model under
the restriction (6.24) with the Johansen approach results in r positive ei-
genvalues A, > A, >..> A.. A likelihood ratio test compares the unre-

stricted with the restricted model, both with cointegration rank r. The cor-
responding likelihood ratio statistic is given by

(6.25) Z (1 a ;

It is asymptotically y* distributed with r-(k — s) degrees of freedom.
Restrictions can also be formulated with respect to the adjustment pa-
rameters. The property of weak exogeneity is of special interest:

* A variable is weakly exogenous with respect to the cointegration pa-
rameters if and only if no cointegrating relation is included in the equa-
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tion of this variable, i.e. if the corresponding row of the matrix I' con-
tains only zeros.

Example 6.8

From January 1986 to December 1998, the German Bundesbank published
monthly money market rates with times of maturity of one month, r;, three
months, 13, and six months, rs. Figure 6.3 shows the three months money market
rates. (The development of the two other interest rates is quite similar.) Theoreti-
cally, the relation between these interest rates can be described by the expectation
hypothesis of the term structure. Its linearised version is:

(E6.12) = —ZEl[r],m] + O
m iz

m, m =1, 3, 6, denote nominal interest rates with a horizon of m months, ¢, a risk
premium, and E-] the conditional expectation, given all information up to time t.
Because of

Igwi = I+ Arl,tﬂ + AI'1,t+2 + ...t Arl,His
(E6.12) can be written as

m-1
(E6.12') I = T + m=

lt+1] + (pm-
m!]

Performing unit root tests for the interest rates ry, r; and rg, the null hypothesis of
nonstationarity cannot be rejected for the levels of these variables, but it can be re-
jected for their first differences. Thus, the interest rates should be treated as I(1)
variables. Because of (E6.12") it is obvious that

Ime — T ~ 1(0), m = 3,6

for the interest rates spreads.

Therefore, any other difference between the interest rates is also stationary.
Consequently, the three interest rates should contain one stochastic trend and gen-
erate two cointegrating relations. Possible linearly independent cointegration vec-
tors are

B =[10-1], B, =[01-1].
Other representations are also possible, like, for example,
B= BB =[-110L B, =B B =-B, = [0-11].

We use monthly data from January 1987 until December 1998 for the empirical
analysis. First we estimate a VAR in the levels of the variables. Following the in-
formation criteria given from (4.10a) to (4.10d), we get different orders for the
VAR. The Final Prediction Error (as well as the Akaike criterion) suggests a
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maximum lag of three months, the maximum lag suggested by the Hannan-Quinn
criterion is two months and that of the Schwarz criterion one month. Therefore, an
additionally necessary criterion is that the estimated residuals do not exhibit sig-
nificant autocorrelation. According to the Lagrange-Multiplier test, we only get
satisfactory results for a maximum lag of three months. Thus, in the following, we
assume that the order of the VAR is three.

percent

10

3 USSR IR UL BN LR B UL BN LR BLLEL R year
1987 1989 1991 1993 1995 1997

Figure 6.3: German three months money market rate in Frankfurt

For the parameterisation of the corresponding second order vector error correction
models (VECM(2)), we assume that the variables do not contain a linear determi-
nistic trend. Thus, the constant terms are elements of the cointegrating relations.
The results of the trace and the A, tests are given in Table 6.3. As expected ,there
are two cointegrating relations; both are significant at the 1 percent level. Thus, it
is one stochastic trend that drives the whole system. Assuming pairwise cointegra-
tion, we get, for example, the following long-run relations:

r, = 0241 + 1.017 16, + 21
(0.118)  (0.019)

0.150 + 1.017 rg, + 24y
(0.065)  (0.010)

I3

(The standard errors are given in parentheses.) The estimated coefficients of 1,
are not significantly different from one. It follows from this that — according to our
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theoretical considerations, the interest rate spreads z;s = 1| — 1 and z3s = 13 — 16 are
stationary. This implies that z;3 = r; — 13 is also stationary. If the null hypothesis is
accepted then the mean adjusted spreads are given by

(E6.13a) SP31 = 1; — 1, — 0.0087,
(E6.13b) SP63 = 15— 13 — 0.0042 .

The negative constant terms indicate that the term structure is on average (or in
equilibrium) ‘normal’, i.e. the long-run rates are higher than the short-run ones.

Table 6.3: Results of the Johansen Cointegration Test

Hypothesis| Eigenvalue Trace Test C?ltll()::ic\éiil)le Amax TeSt C?ltlf)::ic\éigle
r=0 0.217 63.51 41.07 35.14 26.81
r<i 0.170 28.38 24.60 26.89 20.20
r<2 0.010 1.49 12.97 1.49 12.97

In the following, we estimate a parsimoniously parameterised vector error correc-
tion model. We start with a VECM(2) where the deviations of the equilibrium
(which is represented by the mean-adjusted spreads) are predetermined. Using the
Zellner approach to estimate seemingly unrelated regressions, we successively
eliminate the least significant variables. This leads to the following system of
equations, where the estimated t statistics are given in parentheses:

(E6.14a)  Ar, = 0.648SP31,; — 0.082Ar;, + f,
(10.84) (-1.92)

R®> = 0239, SE = 0.229, LM(2) = 0.38 (p = 0.69),
LM(4) = 038 (p=0.82), LM(8) = 1.33 (p = 0.24).

(E6.14b)  Ars, = 0256SP63, + 0.140 Ars,; + Oy,
(6.83) (2.78)

R? = 0.141, SE = 0.228, LM(2) = 0.30 (p = 0.74),
LM(4) = 0.17 (p =0.95), LM(8) = 0.84 (p = 0.56).

(E614C) AI'G,[ = 0.250 ArG,[»l + ﬁé,t:
(4.41)

R> = 0.113, SE = 0.235, LM(2) = 0.94 (p=10.39),
LM(4) = 0.59 (p=0.67), LM(8) = 1.34 (p = 0.23).
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The estimated residuals of this system do not exhibit significant autocorrelation.
As the equation for Arg does not contain a cointegration vector, the six months rate
is the weakly exogenous variable which drives the whole system. The system is
stable. This can be illustrated in the following way: Assume the three months rate
is out of equilibrium; it is, for example, larger than the six months rate. This im-
plies a reduction of r; from equation (E6.14b) in direction to the equilibrium and
an increase of r; in equation (E6.14a) and thus also a return to the equilibrium. If
13 is smaller than r4, a reverse process which also converges to the equilibrium will
be established.

6.3.3 Analysis of Vector Error Correction Models

In the following, we discuss several concepts which are important for the
interpretation of error correction models, like, for example, the concept of
weak exogeneity or the implementation of Granger causality tests. In any
case, a vector error correction model can be transformed into the corre-
sponding vector autoregressive model. This allows to calculate the impulse
response functions and to decompose the variances.

Taking the cointegration restriction (6.13) into account and neglecting
the deterministic terms, the reduced form of an error correction model
(6.12) can be written as

p-1
(6.26a) AY, = ~T'B'Yy + > AJAY,; + U, U~N(0,X).

J=1

The necessary and sufficient condition for Y not to be integrated of order 2
is that

~ , pol
C = FL(Ik—ZAJ}BL

i=1

has full rank with I'; and B, being the orthogonal complements of I" and B.
In this case, we can solve (6.26a) by deriving its moving average represen-
tation

t
(6.26b) Y, = CY U, + CLU + v,
i=1
where C =B, C' I' and y, denote the initial values. C"(L) is an infinite-
order polynomial in the lag operator with coefficient matrices C; that go

to zero with j going to infinity. C has the rank k — r if (6.26a) has cointe-
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gration rank r. Therefore, equation (6.26b) indicates the stochastic trend
representation of Y with k — r common trends.

In the following, we will derive the conditional error correction repre-
sentation by partitioning the vector Y in (6.26a) into two subvectors X and
Z,i.e. Y'=[X', Z']. This leads to

(6.27) AXl L B'Y. + pﬁ A;j AY i+ Y
. AZt r t-1 A* t—] U ’

z =1 z; z,t

with vectors and matrices having the appropriate dimensions and the vari-
ance-covariance matrix

DYDY ,
2 = . v 2 sz = zxz °
2 2

zX 77

If Z is interpreted as a vector of conditioning variables, even the current
changes of Z, i.e. AZ,, can be applied as explanatory variables for AX. Fol-
lowing SOREN JOHANSEN (1992) or H. PETER BOSWIIK (1995), the equiva-
lent transformation of (6.27) leads to

p-1
(628a) AXi = AyAZ - [, B'Yur + D AL AY, | + Ugyy,

=1

p-1
(6.28b) AZ = — T[,B'Yu + 2 A AY, | +U,.

j=1
Here, it holds that
Ay =23 T.=TI,-AT,, A

Xz 7z

* * *

*
X|z; = ij _IAXOIAXZJ H

j: 17 27 L) p_la UXIZ,t = Ux,t_ AZ UZ,t .

In its systematic part, representation (6.28a) contains the contemporaneous
correlation between AX and AZ. If ., = 0, then X and Z are block recur-
sive and (6.28a, b) is identical with (6.27).

If either (6.27) or (6.28a,b) is the true data generating process, the coin-
tegrating matrix B can be estimated efficiently by using the Johansen ap-
proach or performing a simultaneous estimation of (6.28a,b). However, the
question of whether the cointegration vectors estimated in this way have an
economic interpretation as long-run equilibrium relations remains open
because of (6.14).

S. JOHANSEN (1992), H. P. BoswlK (1995) and NEIL R. ERICSSON
(1995) showed that it is possible to estimate B efficiently from (6.28a)
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without using (6.28b), (i) if Z is weakly exogenous, i.e. I', = 0, (ii) if none
of the cointegrating relations of (6.28b) is also part of (6.28a), or (iii) if the
system is block recursive, i.e. if X,,= 0 holds.

If one of these conditions is fulfilled and if the sub-vector X contains
only one single variable, the conditional error correction equation (6.28a)
is a structural equation and the long-run relation has a structural interpreta-
tion. However, if the subvector X contains more than one single variable,
the conditional error correction equations (6.28a) — in general — no longer
have a structural interpretation because possible instantaneous relations be-
tween the endogenous variables are not covered. Thus, the cointegration
vectors may no longer represent structural relations.

If, on the other hand, Z is weakly exogenous, (6.28a) can be used to de-
rive a structural error correction model by multiplying it with a regular
and correspondingly normalised matrix I'y, which, in addition, contains the
identifying restrictions:

ok ~ P*l ok ~
(6.29) ToAX, = AJAZ - [,B'Yu + Y A, AY  +U

i

x|z,t 2

with
Ay =T,A,, T, =TT, A, =ToA,,,j=12..p1,
U, =I,U

x|z,t X[zt *

The efficient estimation of B in (6.29) generates structural long-run rela-
tions. Only the estimation of structural error correction models leads to
long-run relations with a structural interpretation, as these relations are ex-
actly determined by the identifying restrictions. Every other situation leads
to cointegrating vectors for which we cannot normally expect a direct eco-
nomic interpretation. Usually, however, linear combinations of the cointe-
grating vectors can be interpreted as economic long-run equilibrium rela-
tions.

If there is only one endogenous variable in (6.28a) and if all explanatory
variables are weakly exogenous, the parameters of the long-run relation
can be estimated efficiently by using OLS, and the usual test statistics can
be applied. If, on the other hand, the explanatory variables are not weakly
exogenous and if we have identified cointegrating relations, OLS can still
be applied to get super consistent estimates. However, the asymptotic effi-
ciency is lost and the usual test statistics are no longer applicable.

The concept of Granger causality in the VAR framework has been dis-
cussed in Chapter 4. If vector error correction models are transformed into
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VAR models, the considerations in Section 4.2 hold. On the other hand,
tests for Granger causality can also be performed using error correction
models. CLIVE W.J. GRANGER and JIN-LUNG LIN (1995) showed that the
advantage of this procedure is that it allows to differentiate between long-
run and short-run causal relations.

Example 6.9

Let the following error correction model with two cointegrated I(1) variables be
given,

Ay = =71 (Yier — Byze) + anAya + apAys o +oup,
Ayso = 12w — Byzw) + an Ay T anAys o T oug.

Here,

Zi = Yt — 5Yz,t

represents the long-run relation. The variable y, is not Granger causal to y; if its
lagged values are not included in the equation for y;. Thus, there is no causal rela-
tion from y, to y; if y; = 0 and a;, = 0 holds. There exists only ‘short-run’ causality
if y;=0 but aj, # 0, and only ‘long-run’ causality if y; # 0 but a;, = 0. Similar con-
siderations hold for the question of whether y, is Granger causal to yy.

Cointegration always implies the existence of a Granger causal relation. Thus,
if cointegration exists, at least one vy;, i = 1,2, is different from zero. Apparently,
the opposite relation does not hold.

When testing for Granger causality, problems can arise when it is open
whether the nonstationary variables are cointegrated or not. For this situa-
tion HIRO Y. TODA and TAKU YAMAMOTO (1995) (and in a similar way
also JUAN J. DOLADO and HELMUT LUTKEPOHL (1996)) propose the fol-
lowing procedure: Starting point is a VAR in levels. Using the usual crite-
ria described in Chapter 4, its optimal lag length p is determined. Then, a
VAR of order p+d is estimated, where d is the (assumed) maximum degree
of integration of the variables. Using this VAR, Wald tests for simple
Granger causality are performed, and only the first p coefficients are em-
ployed to perform the test. The disadvantage of this procedure is that,
compared with the error correction representation, the estimates of the
VAR are less efficient due to the additionally included lagged variables. It
avoids, however, misspecifications that might invalidate the test results.

At a first glance, everything said about forecasts with vector autoregres-
sive processes in Section 4.1 holds for the use of cointegrated systems for
forecasting, as every error correction model can be transformed into a
VAR in levels. Here, it also holds that
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Y.(h) = E[Yu], h=12,....

Moreover, it is also possible to calculate impulse response functions and
decompose variances in cointegrated systems. Because of the unit roots,
these statistics converge — if at all — considerably more slowly than in sta-
tionary models. The error correction representation which is possible for
systems of stationary or cointegrated variables interprets the possible pa-
rameters in a more informative way but does not change anything with re-
spect to the relations between the variables. Thus, their explicit considera-
tion does neither lead to different forecasts nor to different impulse-
response functions or different variance decompositions compared to those
of the VAR in levels.

This is different if there are restrictions in the deterministic part of the
model. Then, the use of error correction models should lead to better fore-
casts. This was already presented by ROBERT F. ENGLE and BYUNG SAM
Y00 (1987). However, this is not necessarily the case, as, for example,
PETER F. CHRISTOFFERSEN and FRANCIS X. DIEBOLD (1998) or MICHAEL
P. CLEMENTS and DAVID F. HENDRY (2001) showed. The reason for this is
that, in the long-run, even very small deviations in the constant term of the
cointegrating relation might produce large deviations of the predicted from
the realised values. A possible alternative to forecasts with error correction
models are, therefore, forecasts with a VAR in first differences. As the first
differences eliminate the long-run relations, the implied long-run forecasts
for the levels are more or less the status quo.

Thus, the question arises what is to be predicted. The (unconditional)
long-run development of variables with stochastic trend (without strong
drift) cannot be predicted. This still holds when employing error correction
models. On the other hand, the knowledge of the long-run equilibrium re-
lations given by the error correction representation is necessary for condi-
tional long-run forecasts. Short- to medium-term forecasts can be per-
formed with models in first differences as well as with error correction
models. Using the development of German money market interest rates,
UWE HASSLER and JURGEN WOLTERS (2001) showed that (in this case)
forecasts with an error correction model, with a constant term only in the
cointegration relation, were superior to forecasts based on a VAR in first
differences. It is, however, impossible to say how far this result can be
generalised. Quite generally, models without restrictions on the constant
term seem to produce inferior forecasts for variables without trend than al-
ternative approaches restricting constant terms to zero.



234 6 Cointegration

6.4 Cointegration and Economic Theory

Macroeconomic theory is mainly based on long-run equilibrium relations,
like the quantity equation, purchasing power parity, or uncovered interest
rate parity. Economic theory rarely tells us anything about short-run dy-
namics. Although these relations hardly ever hold exactly in reality, some
of them are part of nearly all usual models. They play a role as, for exam-
ple, purchasing power parity and uncovered interest rate parity in monetary
international economics. It is usually argued that we only observe short-
run deviations from the equilibrium, which is compatible with the long-run
validity of these relations.

The error correction models introduced in Chapter 4 allow for a repre-
sentation which differentiates between long-run equilibrium relations and
short-run adjustment processes. Nevertheless, if the variables are station-
ary, the short-run dynamic has to be correctly specified in order to estimate
the long-run relations consistently. Given that economic theory does
mostly not consider short-run dynamics, these adjustment processes are
usually modelled ad hoc, using statistical criteria.

If variables are nonstationary but cointegrated, it is possible that the pa-
rameters of long-run relations are estimated (super) consistently without
considering the short-run dynamics. Taking the short-run dynamics into
account improves the efficiency of the estimates (and the power of the cor-
responding tests) but does not change the consistency properties. Thus, a
misspecification of the short-run dynamics (or the omission of stationary
variables) does not lead to inconsistent estimates of the equilibrium rela-
tions between the nonstationary variables. The same holds for simultaneity
problems and for errors in the (explanatory) variables. Contrary to esti-
mates with stationary variables, these problems do not lead to inconsistent
estimates.

All these aspects facilitate the empirical examination of economic theo-
ries. In order to estimate long-run equilibrium relations consistently, we no
longer need the complete and fully specified model. It is sufficient to know
which (nonstationary) variables are elements of these relations. It is even
possible to estimate a model with OLS. Thus, the propagation of cointegra-
tion analysis also leads to a kind of renaissance of OLS estimations.

However, if tests are to be performed for the estimated relations, the
price for these more ‘simple’ estimation procedures becomes easily obvi-
ous: Most test statistics do not follow their usual distributions, there are
even massive deviations in some cases. This also holds asymptotically.
Moreover, in most cases the exact distributions for finite samples are un-
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known. Thus, we have to resort to simulated critical values, as presented in
many papers, or generate them by bootstrapping.

This does not mitigate the fact that the development of cointegration
analysis has brought time series econometrics back closer to economic
theory. In the 1970s, the expansion of the Box-Jenkins analysis had gener-
ated a large gap between these two. The results mentioned in Chapter 2
demonstrated that univariate models without (economic) theoretical under-
pinning led to better forecasts of the future development of economic vari-
ables. This seemed to justify the gap. These procedures did, of course, not
allow for conditional forecasts, which are as important for economic policy
as pure predictions. For conditional forecasts we need (empirically sup-
ported) knowledge about the basic long-run equilibrium relations. Such in-
formation can be generated much better and more precisely by using coin-
tegration analysis rather than by employing traditional econometric
methods. Thus, time series analysis and empirical investigations performed
by its methods have again become much more relevant for economic pol-
icy advice than it seemed to be the case in the 1970s.
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7 Autoregressive Conditional Heteroskedasticity

All models discussed so far use the conditional expectation to describe the
mean development of one or more time series. The optimal forecast, in the
sense that the variance of the forecast errors will be minimised, is given by
the conditional mean of the underlying model. Here, it is assumed that the
residuals are not only uncorrelated but also homoskedastic, i.e. that the un-
explained fluctuations have no dependencies in the second moments.
However, BENOIT MANDELBROT (1963) already showed that financial
market data have more outliers than would be compatible with the (usually
assumed) normal distribution and that there are ‘volatility clusters’: small
(large) shocks are again followed by small (large) shocks. This may lead to
‘leptokurtic distributions‘, which — as compared to a normal distribution —
exhibit more mass at the centre and at the tails of the distribution. This re-
sults in ‘excess kurtosis’, i.e. the values of the kurtosis are above three.

Example 7.1

As an example, we take the German Stock Market Index (DAX). We use daily ob-
servations from 2 January 1996 to 19 May 1999, i.e. we have 842 observations.
Figure 7.1a shows the time series, Figure 7.1b the continuous returns, i.e. the first
differences of the logarithms of this series. ‘Clusters’ appear. While the develop-
ment of the series is relatively quiet at the beginning, i.e. the amplitude is small;
more pronounced fluctuations can be observed in the second half of the observa-
tion period. This leads to the excess kurtosis which can be seen in Figure 7.1c:
The kurtosis of the returns is 6.633, i.e. far above the value of 3.0, which would be
expected if the variable were normally distributed. Thus, we get a value of
456.051 (p = 0.000) for the Jarque-Bera statistic. The null hypothesis of normal
distribution has to be rejected at any conventional significance level.

The correlogram of the returns indicates second order autocorrelation. If we es-
timate an AR(2) model (with the modulus of t values in parentheses) for this series
we get:

Aln(DAX,) = 0.001 — 0.090 Aln(DAX,,) + &,
(2.07)  (2.62)

R> = 0.007, SE = 0.015, Q(9) = 5.947 (p = 0.745).
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Figure 7.1:  German Stock Market Index, 2 January 1996 until 19 May
1999, 842 observations (continued)

Figure 7.1d indicates that the residuals of this model no longer exhibit any signifi-
cant autocorrelation. On the other hand, Figure 7.1e shows highly significant
autocorrelation between the squares of these residuals. This indicates dependency
in the second moments of the residuals, which contradicts the assumption of a
constant, time-invariant variance. Thus, € is not pure white noise.

In order to capture such problems by extending the models, we first pre-
sent the conditional and unconditional means and variances of an AR(1)
process. As shown in Section 2.1.1, for the process (2.1)



7 Autoregressive Conditional Heteroskedasticity

244
X¢ = 0+ axe tu, with |of <1,
holds
o o’
E[x] = —— and V[x{] = =
l1-a l-a

Contrary to this, the conditional mean

E[Xt | Xt-h ] = Et.l[xt] = 6 + (xXt_l

is not constant but depends on the observation of the previous period.
However, for the conditional variance it holds that

VIxe | Xen, ... 1 = E[(x—Eu[x])* | Xets -..]
= B[u!|xep,...] = o .

It is constant, just like the unconditional variance. Thus, phenomena like
volatility clusters cannot be described by this model. We need different
distributional assumptions to allow for ‘fat tails’, i.e. for values of the kur-

tosis above three.

S
/\ Modified t-distribution
{o
4 / \
[/ \\
78\
I \
34
24
Standard
normal distribution
1
0 7 = ~== \

Figure 7.2:  Density functions of a transformed t distribution with 5 degrees of
freedom, variance one and a standard normal distribution
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One possibility is to leave the normal distribution and to use, for example,
a t distribution. Figure 7.2 shows a t distribution with five degrees of free-
dom which is transformed so that it has a variance of one, i.e. the same
variance as the standard normal distribution. Its kurtosis is nine. It can
clearly be seen that the sides are steeper compared to the normal distribu-
tion also presented in Figure 7.2. (In ‘stable distributions’, the density
functions are shaped similarly to the t distribution.)

On the other hand, in his paper on inflation in Great Britain, ROBERT F.
ENGLE (1982) retained the normal distribution assumption but allowed the
conditional variance of the residuals to vary linearly with the lagged
squared residuals. This leads to models with autoregressive conditional
heteroskedastic residuals, the ARCH models. The residuals of these mod-
els are also leptokurtic. The idea behind this approach is that the same
models which are used to represent the conditional mean of a variable, i.e.
AR, MA or ARMA models, can be applied to the squared residuals of
equations. Section 7.1 will present these ARCH models. Generalisations
will be discussed in Section 7.2, and problems of estimation and testing in
Section 7.3. We will conclude this chapter with examples of the applica-
tion of ARCH/GARCH models in financial market analysis (Section 7.4).

7.1 ARCH Models

In the following, we will first discuss dependencies of the squared residu-
als by using autoregressive models. The main properties of such models
will be presented. In addition, we will show that it largely depends on the
frequency of data collection whether autoregressive conditional heteroske-
dasticity occurs.

7.1.1 Definition and Representation

Let us assume that the variable y can be explained in a linear model with
the predetermined variables X and the parameter vector p,

(7.1) Vo = X B+ e

Along with truly exogenous deterministic and stochastic variables, the vec-
tor X might also contain lagged endogenous variables. The error term € has

zero mean, E[g] = 0, and a constant unconditional variance, E[g]] = o’ It
also holds that ¢ is not autocorrelated whereas &’ is allowed to be autocor-
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related. It is assumed that this autocorrelation can be captured by an AR(q)
process,

2

(72) & = oy + o) & e

t t

2
, tae, ¥ ..o Foge, T ov,

were Vv, 1S white noise. The information set I, contains all information
which is available at time t (as in Chapter 3), thus 1.1 = {y.1, V2, --vr Xel»
X2, ...}. If the parameter vector B is known, this information set also con-

tains all residuals up to time t — 1 because of g; = y.; — th—i B,i=1,2,....
The conditional variance of g , hf can be written as

(7.3) ht2 = V[g|Ia] = E[ 8t2| L] .

Because of (7.2) we get the ARCH(q) model

(7.4) hi = a + ) oer

with ag>0and 0; >0 fori=1, ..., q— I, as well as aq > 0. These condi-
tions ensure that the conditional variance is always positive.

If a large shock occurs in equation (7.1), i.e. if there is a large positive
or negative value of &, this leads, according to relation (7.4), to a series of
large values for the conditional variance, as the latter is a monotonically
increasing function of lagged squared realised values of . If the occurring
shock is only small, further small shocks are assumed to occur in the near
future. The higher the value of q, the more extended are the volatility clus-
ters.

ARCH effects can, for example, result from random coefficients, as
shown by ANIL K. BERA and MATTHEW L. HIGGINS (1963). Let € be a
time dependent autoregressive process of order q (in contrast to the as-
sumption above),

q
& = Z(I)itgt—i T ou,
i=1

with
u ~ (0,0a0), i =&+ My M ~ (0,09, 1=1,2,...,q,
Cov[ni, nji] = 0 for i # j, Cov[ni, usj] = 0 foralliandj.
Then the conditional variance of the residuals leads to

E[e’|1a] = o + o &

2 2
o T e, Tt g,



7.1 ARCH Models 247

i.e. the residuals do not follow an AR(q) but an ARCH(q) process.

Example 7.2
Assume that the residuals follow the AR(1) process with random coefficient
& = O& T U,
with
o ~ (¢, ) and u ~ (0, o),

where ¢ and u, are independently generated. Then the conditional mean of the re-
siduals results in

Ele [ 1] = e,
and their conditional variance in
Elel|1,] = oo + aje
i.e. the residuals do not only follow an AR(1) but also an ARCH(1) process. This

allows, for example, to model time dependent risk premia.

Large values of q demand models with many parameters, which contra-
dicts the parsimony principle of univariate time series analysis. Therefore,
R.F. ENGLE (1982) proposed the following model with distributed lags
where only two parameters have to be estimated:

q
(7.5) hi = oo + o) wel,
i=1
with
w, = M, i=12..,q.
q(q+1)

These weights decrease linearly and sum up to one.

For estimating and testing, assumptions on the conditional distribution
of € have to be made. Following R.F. ENGLE (1982), it is often assumed
that the residuals follow a conditional normal distribution,

(7.6) &l ~ N(O, htz) .

The assumption of a conditional univariate normal distribution implies that
neither the joint nor the marginal distributions are normal. It is, however,
possible to approximate leptokurtic distributions.
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7.1.2 Unconditional Moments

In the following we use a special version of the /law of iterated expecta-
tions

(7.7) E[Z] = E[E[Z]1]],

where Z is a random variable and I the relevant information as a set of
conditioning random variables.

Due to (7.6), it holds that E[g | I..;] = 0. Thus, because of (7.7) E[g] =0
also holds. Due to (7.7) and (7.3), we get

o = E[e] = E[E[&’|1.]] = E[h}]

t t

for the unconditional variance of the residuals.
Because of (7.4) we get

o> = E[hi] = a + Y o, E[e],] = o + 0 D a;.
This leads to

q
(7.8) o = —0if Ya < 1.
1-> 0, =
i=1
If this condition is violated, this process does not possess a finite variance.
For the kurtosis of an ARCH(1) process, R.F. ENGLE (1982) derived the
following expression
E[e!] 1-of

(7.9) Kle] = (E[gg])z =3 T

Thus, the kurtosis only exists if 3a’ < 1. It is larger than three, i.e. than its

value in case of a normal distribution. We get this value if a; tends towards
zero. Compared to a normal distribution with the same variance, the
ARCH(1) process has more mass in the centre of the distribution and fatter
tails. As shown above, these are the properties often exhibited by financial
market data if they are measured in short time distances.

For the autocovariances, we get

Eleied] = E[E[& e | L]
= E[e. E[&|i1]] = 0O

fort>1.
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As the ARCH(q) process has zero mean and is not autocorrelated, it is
weakly stationary if its variance is finite, i.e. if the above shown condition
that the sum of the oy, 1 =1, ..., q, is smaller than one is fulfilled.

The fact that ¢ is not autocorrelated does, of course, not imply that it is
distributed independently. After all, the autocorrelation of & is modelled in
relation (7.2). This prevents higher moments from disappearing.

Example 7.3

For the time series of the German Stock Market Index used in Example 7.1 we can
estimate the following model:

Aln(DAX,) = 0.0013 — 0.072 Aln(DAX,,) + &
(337)  (-1.97)

t o

h? = 252107 + 0.1638>, + 0.1498>, + 0.107&2, + 0.063&’,
(3.96) (3.79) (3.29) (2.11) (1.72)
+ 012087, + 0.13987 , + 0.139&7 , + 0.085&,,
(2.54) (2.85) (2.62) (2.20)
R?> = -0.004, SE = 0.015, Q(9) = 5.794 (p = 0.760), JB = 65.652.

Looking at the t values given in parentheses, we can conclude that, with one-sided
tests, all estimated parameters prove to be positive significant at least at the 5 per-
cent level. Thus, they satisfy the conditions for a non-negative variance. The sum
of the ARCH coefficients is 0.965 (< 1). Therefore, the unconditional variance ex-
ists and has a value of 2.33 - 10”. The value of the Jarque-Bera statistic indicates
that the null hypothesis of a normal distribution can still be rejected at any conven-
tional significance level, but now it is much smaller than before. The reason for
this is that the kurtosis is now only 3.806 compared with the kurtosis 6.633 of the
data themselves. Thus, the kurtosis of the estimated residuals, standardised with

A

h, , comes quite close to the one of a normal distribution. In addition, the squared

standardised residuals do no longer exhibit significant autocorrelation. (The estima-
tion of such models is discussed in Section 7.3.)

7.1.3 Temporal Aggregation

In the following, we will derive the behaviour of the conditional variance
of an ARCH(q) process if the series can only be observed over time inter-
vals that are larger than the frequency of the data generating process. For
example, only monthly, quarterly or annual data might be available instead
of daily observations. We consider the case of temporal aggregation where
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only every m-th observation is taken into account. This is, for example, the
case if, instead of (available) daily data, only end-of-month or end-of-
quarter data are used for interest rate or exchange rate data.

We consider an ARCH(1) process with a; = a. By repeated substitution
with q = 1 in relation (7.2), we get:

2 _ 2
€ = Op toag  t v,

= oy + a(o + astz_z + o) vy,

= qy(l+a) + o €, v+ ave,

= qp(l+a) + o (a + a €, Vi) T vt ave,
_ 2 3 2 2

= a(l+ta+ta) + o g ; + v+ ave + a v,

ey

and, finally, for arbitrary m,

m-1 m-1
(7.10) g = o ZOLJ +omel o+ a'v,_. .
=0 =0

The conditional variance in the original relation leads to

h! = E[g]|l.] = a + o g,

fort=1,2,...,T.

If only every second value is observed, i.e. the information set changes
to I[_(z) = { Y2, Yeds «-oy Xt-2, Xt_4, } fort= 2, 4, ceey T, and due to (710)
we get

h2

_ 2 _ 2 2
w Ele/[lcp] = a(1+a) + a” &,

for the conditional variance and m = 2.
In the general situation when only every m-th value is observed, we get,
according to relation (7.10):

1—0( m 2

(7.11) hi = Elg|Lml = a
l-a
fort=m, 2m, 3m, ..., T.

The conditional variance of the temporally aggregated data again fol-
lows an ARCH(1) process. Due to 0 < a < 1, however, the ARCH effect
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becomes the weaker the longer the observational intervals. If m increases
above all limits we get

. o
tim by, =
Here, the temporally aggregated process has a constant conditional vari-
ance. Because of (7.8) it coincides with the unconditional variance of the
ARCH(1) process. This effect was detected by FRANCIS X. DIEBOLD
(1988, pp. 12ff.) when modelling temporally aggregated exchange rates. If,
in addition, the distributional assumption (7.6) holds, not only the condi-
tional distribution is normal but also the unconditional one, i.e. the fat tails
disappear.

Example 7.4

Let the following ARCH(1) model be given:
h! = 0.1 + 0.5¢]

L, t=12.,T
This process has the unconditional variance of

, 01

o = = 02
1 -05

and the kurtosis of

K = 3 1-025 _ 9

1 - 0.75
If we observe only every second value, i.e. for t = 2, 4, ..., the conditional vari-
ance changes to
2
hfm = 0.15 + 025¢,_,

because of (7.11).

The unconditional variance of the temporally aggregated process is still 0.2,
while the kurtosis is reduced to 3.4615. Thus, ARCH effects can hardly be no-
ticed. If we aggregate once again and consider only every fourth observation, i.e.
ift=4,8, ..., we get the following process:

2
h2, = 0.1875 + 0.0625¢; ,.

The variance is still 0.2, but the kurtosis has become 3.0237. Thus, the ARCH ef-
fect has disappeared almost completely.
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Example 7.5

We consider the exchange rate between the Swiss Franc and the U.S. Dollar, as
used in Example 1.3 of Chapter 1. For the period from January 1980 to December
2003, we get the kurtosis of 3.095 for the end-of-month data shown in Figure 1.8.
The value of the Jarque-Bera statistic is 0.870 (p = 0.647). Thus, the null hy-
pothesis of a normal distribution cannot be rejected at any conventional signifi-
cance level. If we use daily data for the same period, we have 5913 observations
and the value of the Jarque-Bera statistic is 1408.207. This extremely high value is
almost exclusively determined by the kurtosis of 5.351, as the value of the skew-
ness of -0.216 is hardly different from the value of -0.126 which is based on
monthly data.

7.2 Generalised ARCH Models

Modelling the dependencies between the squared residuals by ARMA-
models, we get parsimonious parameterisations. These approaches can be
extended to represent asymmetric effects, i.e. to allow for different impacts
of positive and negative shocks.

7.21 GARCH Models

If the maximum lag in ARCH(q) models becomes too large, problems with
the non-negativity constraints might occur if the estimates are not re-
stricted appropriately. To get more parsimoniously parameterised models
in which such problems occur less frequently but which are nevertheless
capable of dealing with long-lasting volatility clusters, the approach of re-
lation (7.5) was applied. Its disadvantage is, however, that possible dynam-
ics of ARCH processes are captured only restrictively, i.e. with given,
linearly declining weights.

Independently of each other, TIM BOLLERSLEV (1986) and STEPHEN J.
TAYLOR (1986) developed a more flexible generalisation of the ARCH ap-
proach, the Generalised Autoregressive Conditional Heteroskedasticity
(GARCH) model which is more flexible than the approach (7.5). They ad-
ditionally included p lagged values of the conditional variance into relation
(7.4). This leads to a GARCH(p,q) process:

(712) hi = ap + &, + ... +oage., + P hl, + ...+ B h7,
Sufficient conditions for the non-negativity of the conditional variance of
this process are a9 >0, 0, >0,1=1,...,q—-1,04>0,B; 20,i=1,...,p—1,
B> 0.
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Using the lag polynomials
al)y =L + ...+ 0qL% BL):=pL+ ..+ B,L",
(7.12) can be written as

(7.13) hi = a + a(L) & + B(L) hy,

t

or, if all roots of 1 — B(L) are outside the unit circle, as

(7.13) o= R 9D
=) 1-B(L)

If the rational function of the lag operator is expanded into a series as, for
example, in Section 2.1.2, we get the ARCH( 0 ) process

(7.14) hi = oy + D3¢

with ocz >0and ¢;>0,i=1, 2, ...,. Thus, GARCH(p,q) models allow the

parsimonious parameterisation for conditional variances in the same way
as ARMA(p,q) models for conditional means.

The non-negativity conditions of the §; are sufficient for the conditional
variances to be strictly positive. Thus, they are less restrictive than the
conditions placed on o; and PB; for equation (7.12).

In the following way we can show that & really follows an ARMA
process: Due to (7.2) and (7.3), vi= €, — h} and

E[vi|11] = E[el —h} |I,4] = 0.

Thus, v has zero mean and is uncorrelated. It satisfies the conditions of
white noise. If we insert (7.12) into & = h? + v, we get
82

— 2 2
¢ T O Fop g ot oog gl

t
+ B1(8371 7\/(.1) + + Bp(Siq *Vt_p) + Vt-

It follows that
n p
(7.15) g = ao + Z(ai +B)er v - ZBI Viio
i=1 i1
with n = max(p, q). Relation (7.15) shows that the structure of dependence

of the squared residuals of a GARCH(p,q) process is given for &* by an
ARMA(n,p) process.
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The considerations to calculate the unconditional variance and the auto-
correlation function of ¢ for a GARCH process are the same as for the
ARCH process in Section 7.1.2. Thus, the residuals are uncorrelated. Ac-
cording to (7.13), we get

(7.16) Vle] = E[e}] = mﬁW

for the variance.
Thus, it is necessary for the existence of the variance of a GARCH(p,q)
process that

al) + p1) = Yo, + 3B, < 1.

Together with the non-negativity constraints given above this condition is
also sufficient. If the above condition holds, the GARCH(p,q) process is
weakly stationary.

7.2.2 The GARCH(1,1) Process

For the empirical modelling of financial market data, a GARCH(1,1)
model is often sufficient. It is given by

(7.17) h?

t

2

= a0+a’8t2—l + B h,,

with ap >0, o> 0 and B > 0. Due to (7.15), the squared residuals follow the
ARMAC(1,1) process

(7.18) &2

L= o T (@FB)el, v By,

which is stable for 0 < a + B < 1. Then, the unconditional variance also ex-
ists:

)

(719) V[St] = m

According to JURGEN FRANKE, WOLFGANG HARDLE and CHRISTIAN
HAFNER (2004, p. 221), the kurtosis also exists if 3a* + 20 + p* < 1:

60’
1-B* —2ap —3a”

(7.20) Kle] = 3 +

It is always above three, the value of the normal distribution, since a > 0
holds. Thus, the GARCH(1,1) process can be used to model distributions
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with fat tails. If o tends towards zero, the heteroskedasticity disappears and
the value of the kurtosis tends towards three. It depends more strongly on a
than on B. Correspondingly, in order to reach high values of the kurtosis,
high values of o are always more effective than high values of .

By transforming (7.17), we can show that the GARCH(1,1) model is
really able to represent long-lasting effects:

(1-BL) h! = ay + a g,

(7.21) h? = 1%B +oad plel .
. >

Duetoa>0,>0and o+ <1, the GARCH(1,1) process is transformed

into an ARCH(o0) process with geometrically declining weights. The lar-

ger P, the longer is the effect of the shocks. Even if a + B = 1, i.e. if we
have an Integrated GARCH process (IGARCH), representation (7.21) is
still valid for the conditional variance whereas the unconditional variance
does not exist in this case.

To forecast the conditional variances of a GARCH(1,1) process, we use
the ARMAC(1,1) representation in (7.18). Following the considerations in
Section 2.4.1, we get the optimal forecasts for the period t + T with T> 0 as

h? = Blel |L].

t+tT|t

(7.18) results in

82 = 0O + ((X+B) 8t2+1:—1 + Vit — BVHT-I .

t+1

Thus, for the one step ahead forecast we get

2
ht+1|t

= E[SQIL] = 0 + (a+p) 812 - Bw
= qy+oe +Bhl.
For t=2 we get
h2

t+2 |t

= E[e},[1] = oo + (a+B)E[e],|1]
and, therefore,

2
ht+2 |t

= a + (a+B) b

t+lt "
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Iteration leads to

I—(a+B)" -
ht2+r|l = Oy % + ((1+B) 1 hlzﬂ\t'

If the forecast horizon grows above all limits, if o + f < 1 and when taking
(7.19) into account, we have

. o

lrlil}o ht2+r\t = ﬁ = V[gt]‘

Thus, the conditional variance of & converges towards its unconditional
variance. This is no longer true for an IGARCH process. In this case we
have a + B = 1, implying that the conditional variance grows linearly with
the forecast horizon. The conditional variance for period t, which defines
the information set for the forecasts, has a permanent influence.

Example 7.6

If we apply an AR(2) process for the mean and a GARCH(1,1) process for the
conditional variance of the DAX returns used in Examples 7.1 and 7.3, the AR(2)
parameter is no longer significantly different from zero even at the 10 percent sig-
nificance level. Thus, the correspondingly reduced model is

Aln(DAX,) = 0.0012 + €,
(3.27)

+  0.829h2

=12

h? = 3.69-10° + 0.1648’

t-1

(322) (6.23) (33.34)

R’ = -0.004, SE = 0.015, Q(10) = 5.686 (p = 0.841), JB = 75.307,

with t values given in parentheses.

The simple as well as the partial autocorrelations of the squared residuals are no
longer significantly different from zero.

Because of a + B = 0.993 the unconditional variance is 0.00056. The high per-
sistence that was already apparent in Example 7.3, where a pure ARCH process
was applied, becomes obvious again if the estimated GARCH(1,1) model is, ac-
cording to (7.21), transformed into an ARCH representation:

h? = 0.0000215 + 0.164 &, + 0.136 &2, + 0.113 &2,

t t=2

+ 0.093 &

-4

+0.077 & + 0.064 & +....

The significant value of the Jarque-Bera statistic is caused by the still existing ex-
cess kurtosis. Although the kurtosis has been reduced drastically, it is still 3.953.
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7.2.3 Nonlinear Extensions

A problem arises especially when estimating higher order ARCH models
without restrictions: the estimated coefficients violate the non-negativity
constraints. To avoid this problem, JOHN GEWEKE (1986) suggested to use
a multiplicative approach for the conditional variance:

h2 a 20,

20 20,
= o . 2 .
€ 8171 81

. . q
€5 g

This expression is always positive, regardless of whether the parameters
are positive or negative. By taking logarithms, we get the estimating equa-
tion

(7.22) In(h?) = ap + a;In(e’,) + ... + 0 ln(effq).

All models discussed so far have the disadvantage that positive and nega-
tive shocks exert the same impact on the conditional variance as the signs
disappear due to squaring. On the other hand, it is well known that the re-
action of volatility of share prices is different if the shocks are negative,
i.e. if they result from bad news, than if they are positive, i.e. if they result
from good news. This leverage effect leads to higher volatility as a result
of negative shocks as compared to positive ones. In the following, two ex-
tensions of the symmetric GARCH(1,1) model are presented which are ca-
pable to treat such asymmetric effects.

The Threshold ARCH model (TARCH), developed by LAWRENCE R.
GLOSTEN, RAVI JAGANNATHAN and DAVID E. RUNKLE (1993) assumes
different GARCH models for positive and negative shocks. Thus, the
TARCH(1,1) model can be written as
(7.23) hi = o +oag, +vye,d, +ph

t=1

with

{1 if € <0

d = .

0 otherwise

If y > 0, a leverage effect is observed as the impulse o + y of negative
shocks is larger than the impulse a of positive shocks.

By presenting an Exponential GARCH model (EGARCH), DANIEL B.
NELSON (1991) not only captures asymmetries but also ensures that the
conditional variance is always positive. The EGARCH(1,1) model can be
written as
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+y E + Bln(h?,).

t-1

t—1

724)  In(h®) = a +a }81

t-1

Here, the standardised residuals e/h are used. The ARCH effect is pro-
duced by the absolute value of the standardised residuals and not by their
squares. The asymmetry is also captured by the standardised residuals. For
v # 0 we find an ARCH effect of a + y for positive residuals and one of o —
vy for negative residuals. If a leverage effect exists, we expect y to be nega-
tive.

Example 7.7

To investigate whether the leverage effect plays a role for the DAX returns, the
data of Example 7.1 are taken to estimate a TARCH(1,1) as well as an
EGARCH(1,1) model. The results of the TARCH model are:

Aln(DAX,) = 0.0011 + €,
(2.89)

+ 0.830h>

t=17

h> = 37510 + 0.1468>, + 0.0328>,d,,

(3.20) (4.34) (0.85) (33.30)

R® = -0.005, SE = 0.015, Q(10) = 5.911 (p = 0.823), JB = 74.492,

where t values are given in parentheses. For the EGARCH model we get:

Aln(DAX,) = 0.0009 + £,

(2.46)
In(h?) = —-0501 + 0281121 — 00592 + 0968 In(h2,),
(-578)  (7.00)|h.,| (=2:99)h,, (120.55)

R® = -0.005, SE = 0.015, Q(10) = 5.147 (p = 0.881), JB = 75.000,

with t values given in parentheses.

The main difference between these two approaches is that the leverage effect is
significant in the EGARCH but not in the TGARCH model. In the former, the
short-run reaction to positive shocks is 0.222 and 0.340 on negative shocks. This
difference is highly significant. In both models, the remaining deviation from a
normal distribution of the residuals is again due to the existing excess kurtosis:
The estimated kurtosis is 3.953 in the TARCH and 3.931 in the EGARCH model.

Usually, it is assumed that higher returns of a financial asset imply a
higher risk. Therefore, mean and variance tend to go into the same direc-
tion. If we assume the risk premium to be time-dependent, this can be rep-
resented by applying the ARCH-in-mean (ARCH-M) approach developed
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by ROBERT F. ENGLE, DAVID M. LILIEN and RASSEL P. ROBINS (1987).
Relation (7.1) is extended to

(7.25) vi = X,B+3h + g,
with
g |l ~ N(O, hY),

where the variance h’ might be generated by an ARCH or GARCH proc-

ess. As this variance is part of model (7.25), the residuals of the original
model (7.1), ¢,

G =yi— X B =038h +¢g,

are now autocorrelated.

7.3 Estimation and Testing

We consider model (7.1)

Yo = X.B+ s,
and allow for a time-dependent conditional variance of g, i.e. we assume
(7.26) el ~ (0, hY),

where fis a distribution function and the conditional variance h? possibly

follows a (G)ARCH process.

If the residuals in (7.1) are independent, as is assumed in the classical
model, autocorrelation appears neither in the estimated residuals nor in
their squares.

Usually, a model for the mean is regarded as appropriate if the estimated
residuals do not exhibit significant autocorrelation and if the null hypothe-
sis of normally distributed residuals cannot be rejected. If the Jarque-Bera
test (described in Section 1.3) indicates that the normality assumption has
to be rejected because the value of the kurtosis is larger than three, this can
be seen as evidence for the existence of (G)ARCH effects. If such effects
exist, the simple as well as the partial autocorrelation functions of the
squared residuals should have values significantly different from zero.
This can be checked by applying the Q and Q* statistics described in Sec-
tion 1.3 on the squared residuals. Under the null hypothesis of no autocor-
relation these statistics are asymptotically * distributed, and the number of
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degrees of freedom is (as in the linear case) equal to the considered num-
ber of autocorrelation coefficients (of the squared residuals) minus the
number of estimated parameters in the equation for the mean.

It can also be checked by using Lagrange Multiplier tests whether auto-
regressive conditional heteroskedasticity exists. The squared residuals are
in an auxiliary regression regressed on a constant and their own lagged
values up to order q,

& = at o &, ..t agél, t V.
The test statistic is T - R?, i.e. the product of the number of observations, T,
and the multiple correlation coefficient of the auxiliary regression, R%. Un-
der the null hypothesis of homoskedasticity this statistic is y’distributed
with q degrees of freedom. Alternatively, an F statistic can be performed
for the combined null hypothesis Hy: oy = a, = ... = 0g = 0.

In these tests, it is possible to employ the OLS residuals of equation
(7.1), as they are consistently estimated despite the existence of (G)ARCH
effects. These estimates are, however, not efficient. If such effects exist,
relations (7.1) and (7.2) (or other (G)ARCH specifications) are therefore
usually estimated simultaneously using maximum likelihood methods. For
the conditional distribution in (7.26) a normal distribution is mostly sup-
posed, i.e. it is assumed that the standardised residuals &/h follow a stan-
dard normal distribution. This does, of course, not imply that the uncondi-
tional distribution is normal, too, because h® is also a random variable
under this assumption. The above ARCH(1) and GARCH(1,1) models ex-
emplified that the tails of the unconditional distribution are typically fatter
than those of the normal distribution.

Normally, when estimating such processes, the stationarity conditions
are not imposed as this would be numerically too complex. To avoid the
risk of these conditions being violated, one should choose rather small val-
ues of p and q. The standard programme systems employ two procedures
with respect to the non-negativity constraints. The first one is to use no re-
strictions at all. If negative values of o; or f; are estimated, it has to be
checked whether all composite parameters 0; in (7.14) are positive. The al-
ternative is to impose the sufficient conditions directly on the o; and B;.
This often leads to corner solutions which do not necessarily represent the
maximum of the likelihood function.

Even if the assumption of the normal distribution of standardised re-
siduals does not hold, the maximum likelihood estimator is still providing
consistent results despite the misspecification of the likelihood function, if
at least the first two moments are specified correctly. However, these quasi
maximum likelihood estimates demand corrections for the consistent esti-
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mation of the standard errors. Such a procedure is to be found, for exam-
ple, in JAMES D. HAMILTON (1994, p. 663).

For (7.26), TIM BOLLERSLEV (1987) assumes a conditional t distribution
with a small number of degrees of freedom. As shown above, for a finite
number of degrees of freedom the t distribution has fatter tails than the
normal distribution. With an increasing number of degrees of freedom,
however, it converges to the latter. (From 100 degrees of freedom on, there
is practically no longer any difference from the normal distribution.) This
provides the possibility to check whether a conditional normal distribution
is appropriate.

7.4 ARCH/GARCH Models as Instruments of Financial
Market Analysis

To evaluate the risk of different portfolio strategies is one of the basic
tasks of financial market analysis. As mentioned in the introduction of this
chapter, when modelling asset returns, it has long been known that the re-
siduals of the estimated models are not homoskedastic but that their vari-
ances partly show strong variations over time. A possibility to reflect this
in the models is provided by the ARCH and GARCH approaches.

The estimated conditional standard deviations of the residuals can, for
example, be used to construct more precise intervals for the forecasts of
asset returns. Point forecasts of returns modelled according to equation
(7.1) are the same regardless of whether the residuals follow a (G)ARCH
process or not. In both cases, the conditional expectation given all informa-
tion up to period t is an optimal forecast (compare Section 2.4).

If the residuals are homoskedastic, the forecast error variance only de-
pends on the length of the forecast horizon but not on the elements of the
information set I. In case of heteroskedastic residuals, we use, according
to (2.57), the information set dependent conditional variances for the con-
struction of forecast error variances. These conditional variances can be
derived from the ARMA representation (7.15) of the squared residuals
which are assumed to follow a GARCH process.

Moreover, estimates of conditional variances to capture volatilities are,
for example, necessary for the following approaches:

e The approach of FISCHER BLACK and MYRON S. SCHOLES (1973) is of-
ten employed to evaluate options. Besides the basic price, the expiry
date, the share price and the riskless interest rate, an estimate of the
volatility is necessary. All of these quantities can usually be observed
directly except for the last one.
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e The Value at Risk (VaR) has recently been applied to capture market
risks. It is defined as the maximum loss to be expected over a fixed time
horizon (holding period) with a specified confidence level. Typically, a
normal distribution is assumed to calculate a VaR for holding periods of
one day or ten days and confidence levels of 95 or 99 percent. This im-
plies that the probability that losses are larger than calculated by the
VaR is five or one percent.

Statistically, the VaR is an a-quantile of the left edge of a distribution
for the change of the value of a portfolio. To calculate this quantile, be-
sides other quantities, the conditional standard deviation of the portfolio
returns, which cannot be observed directly, is necessary .

A variety of models exists for estimation VaR (see especially PHILLIPPE
JORION (2001)). Here, we will focus on approaches which estimate volatil-
ities by time series methods.

Traditionally, ‘historical volatilities’, i.e. the standard deviations of the
last n price changes, are used to estimate this conditional heteroskedastic-
ity. If Ax is the price change of an asset, for this approach it holds that

6, = \/anI:(AXti_ K(t))2 with K(t> - liAthi'

n iz

To give current observations a higher weight, exponentially weighted
moving averages are used.

The ARCH/GARCH approach provides an alternative. ROBERT F.
ENGLE (2001) shows, for example, how a GARCH(1,1) model can be used
to calculate the VaR.

Two different other applications have already been mentioned. Firstly,
the ARCH approach can be used to model time-dependent risk premia.
Secondly, the ARCH-M model allows to represent the possibility that as-
sets with higher expected returns imply higher risk. At least risk neutral
and risk avers investors will only buy assets with higher risk if they can
expect a higher return.

In many practical applications, the ARCH/GARCH approaches have to
be generalised to take multivariate situations into account. The dynamics
of a k-dimensional vector of residuals, which are temporarily uncorrelated
but conditionally heteroskedastic, are to be represented. Then, the condi-
tional covariances have to be modelled in addition to the conditional vari-
ances. To limit the number of parameters to be estimated, additional a pri-
ori restrictions are necessary. Some of the most popular specifications are,
for example, discussed in ANIL K. BERA and MATTHEW L. HIGGINS
(1993).
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