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Abstract

We develop a new automatically-computable test for super exogene-
ity, using a variant of general-to-specific modelling. Based on the recent
developments in impulse saturation applied to marginal models under the
null that no impulses matter, we select the significant impulses for testing
in the conditional. The approximate analytical non-centrality of the test
is derived for a failure of invariance and for a failure of weak exogeneity
when there is a shift in the marginal model. Monte Carlo simulations
confirm the nominal significance levels under the null, and power against
the two alternatives.

Keywords: super exogeneity; general-to-specific; test power; indicators; co-
breaking
JEL classifications: C51; C22

1 Introduction

In all areas of policy which involve regime shifts or structural breaks in con-
ditioning variables, superexogeneity of the parameters of conditional models
under changes in the distributions of conditioning variables is of paramount im-
portance. In models without contemporaneous conditioning variables, such as
vector autoregressions, invariance under such shifts is equally relevant. Tests
for superexogeneity have been proposed by Engle, Hendry and Richard (1983),
Hendry (1988), Favero (1989), Favero and Hendry (1992), Engle and Hendry
(1993), Psaradakis and Sola (1996), Jansen and Teriisvirta (1996) and Krolzig
and Toro (2002), inter alia. Ericsson and Irons (1994) overview the literature at
the time of publication. Stanley (2000) provides a more recent survey. Favero
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and Hendry (1992), building on Hendry (1988), considered the impact of non-
constant marginal processes on conditional models, and concluded that location
shifts were essential for detecting violations attributable to the Lucas (1976) cri-
tique. Engle and Hendry (1993) examined the impact on a conditional model of
changes in the moments of the conditioning variables, using a linear approxima-
tion: tests for superexogeneity were constructed by replacing the unobservable
changing moments by proxies based on models of the process generating the
conditioning variables, including models based on ARCH processes (see Engle,
1982), thereby allowing for non-constant error variances to capture changes in
regimes. However, Psaradakis and Sola (1996) claim that such tests have rela-
tively low power for rejecting the Lucas (1976) critique. Jansen and Terésvirta
(1996) propose self-exciting threshold models for testing constancy in the con-
ditional model as well as superexogeneity. Krolzig and Toro (2002) developed
superexogeneity tests based on a reduced-rank technique for co-breaking shown
by the presence of common deterministic shifts, and demonstrated that their
proposal dominated existing tests (on co-breaking, see Clements and Hendry
(1999) and Hendry and Massman (2005)). We suggest new additions to this set
of possible tests, show that their rejection frequencies under the null are close to
their nominal significance levels, and examine their power properties for failures
of weak exogeneity (WE) and invariance.

The ability to detect outliers and shifts in a model using the dummy satura-
tion technique (see Hendry, Johansen and Santos, 2005) opens the door to this
new class of automatically computable superexogeneity and invariance tests.
The marginal model (or system) is saturated with impulse indicators (entering
an indicator for every observation in feasible subsets: e.g. dummy saturating
the first half of the sample and storing the significant indicators; then checking
the other half) and all significant outcomes are retained. The authors derive
the probability of falsely retaining impulses for a location-scale IID process, and
obtain the distribution of the estimated mean and variance under saturation.
We extend that idea to test the relevance in the conditional model of all the
retained impulses from the marginal models. As we show below, such a test has
the correct size under the null of superexogeneity of the conditioning variables
for the parameters of the conditional model over a range of significance levels
of the marginal model saturation tests. Moreover, it has good power to detect
failures of superexogeneity. Finally, it can be computed automatically — that is
without explicit user intervention, as occurs with (say) residual autocorrelation
tests — once the desired nominal significance of the marginal saturation and
conditional superexogeneity tests have been specified.

Five conditions should be satisfied for an automatic superexogeneity test.
First the test should not require ex-ante knowledge by the investigator of the
timing, signs and magnitudes of any breaks in the marginal processes for the
conditioning variables. The test proposed here uses impulse saturation of the
marginal equations to determine these aspects. Secondly, the correct data gen-
eration process for the marginal variables should not need to be known for the
test to have the desired rejection frequency under the null. That condition is sat-
isfied here when there are no unit roots (stochastic trends) in any variables: we



will investigate the generalization of the approach to unit root non-stationarity
in due course. Thirdly, the conditional model, should not need to be over-
identified under the alternative of a failure of superexogeneity, as required for
tests in the class proposed (say) by Revankar and Hartley (1973). Fourthly,
the test must have power against any form of failure of superexogeneity or in-
variance in the conditional model when there are location shifts in some of the
marginal processes. Below we establish the general form of the non-centrality
parameters of the proposed tests in the two main cases. Finally, the test should
be computed without additional user intervention. That is true for the impulse
saturation test based on PcGets, although as yet the precise form of the test
procedure is not yet implemented in any released version.!

The structure of the paper is as follows. Section 2 considers superexogeneity
in a regression context to elucidate the testable hypotheses which it entails.
Next, section 3 discusses three different ways in which superexogeneity can fail.
Section 4 describes the impulse saturation tests (see Hendry et. al. 2005) and
how these can be extended to test superexogeneity. Section 5 provides Monte
Carlo evidence on the null rejection frequency (NRF) of the proposed procedure.
Then, section 6 provides detailed analytic derivations for three multivariate
examples of superexogeneity failures, namely a failure of weak exogeneity under
non-constant marginal processes; a failure of invariance of the conditional model
parameters to shifts in those of the marginal distributions; and a failure of WE
with constant marginal processes, which is a case where the proposed tests may
have little power. Section 7 investigates the powers of the proposed tests in an
extensive set of Monte Carlo experiments related to the analysis in section 6 for
a bivariate DGP. Section 8 concludes.

2 Superexogeneity in a regression context

Consider the sequentially factorized joint DGP of an n-dimensional vector process
{x:}:
T T
TIDx(xe | Xi-1,0) = [] Dypz (vt | 26, X1, 61) Dz (2 | Xoo1,5) (1)
t=1

t=1

where x, = (y} : z;) and ¢ = (¢} : ¢3) = £ () € R*. The parameters of the y
and z processes need to be variation-free for z; to be weakly exogenous for the
parameters of interest ¢ = h(¢,), but that does not rule out the possibility
that ¢, may change if ¢, is changed. Superexogeneity augments WE with such
parameter invariance in the conditional model.

When Dy (+) is the multivariate normal, we can express (1) as the uncondi-

tional model:
Yt Myt o1t Ol
~ N J ’ J 2
( Zy > " [( Mo ¢ >’< o2t Moot )] )

1PcGets is an Ox Package (see Doornik, 2001, and Hendry and Krolzig, 1999) designed for
general-to-specific automatic model selection.




where p; , and p, , are possibly functions of X;_;. To define the parameters of
interest, we let the economic theory formulation entail:

My = Ho + 5/N2,t (3)

where 3 is the primary parameter of interest. The Lucas (1976) critique explic-
itly considers a model where expectations (the latent decision variables given
by the p, ;) are incorrectly modelled by the outcomes z;. From (2) and (3):

Elye | z¢) = py s + 0-112,1522721,15 (ze — poy)
= o+ (B — 0-/12,1522_21,15) Moy + Ullz,tzz_zl,tzt
= o+ V1, T ’le,tzt (4)

_ ! o . .
where 75, = 0"127,522217,5 and v, ; = (B- '727,5) o .- The conditional variance is
w? = 11,6 — a’lQ,tEgzlytaglyt. Thus, the vectors of parameters of the conditional
and marginal densities respectively are

¢1,t = (,Uo V1, Yot wf) and ¢, = (Hz ¢ 222 t)
When (4) is specified as the regression model for t =1,...,T"
yr = o + B’z + ¢ where € ~ IN [O,wz] (5)

four conditions must be satisfied for z; to be super exogenous for (B, wz) (see,
e.g., Engle and Hendry (1993)):

a

(a)

(b) B =12
)
)

Y2, = V2 is constant Vi;

(c) w? 2 is constant V¢;

(d) ¢, is invariant to C?2.

Condition (a) requires that 0’127t22_217t is constant over time, which could
occur because the two components move in tandem through being connected
by GllQ,t = 75322+, as well as because the o;; happened not to change over the
sample. Condition (b) then entails that z; is weakly exogenous for a constant 3.
Together, (a)+(b) also entail that v, , = 0 and hence the conditional expectation
in (4) is independent of py ;. Condition (c) then entails in turn that o171 —
0'1127t22721’t0'217t = anyt—B’Em’t,@ = w? is constant. Finally, in (d), C?2 is a class
of interventions changing the marginal process parameters ¢,, so (d) requires
no cross-links between the conditional and marginal parameters. When the four
conditions (a)—(d) are satisfied, then:

Elys | 2] = po + B’z (6)



in which case z; is super exogenous for 3 in this model. That requires in turn:
0'/12,15 = ﬁlzzz,t vt. (7)

The necessary condition (7) requires that the means in (3) are interrelated by
the same parameter 3 as the covariances o3, are with the variances s ;.
Under superexogeneity, the joint density is

Y ) O N to + B 1o 4 w? + B'S20.8 By (8)
Z " Kot ’ Y00.8 Yoo

so the conditional-marginal factorization is

Yt | Z -~ Mo + ﬁth w? o’
()l () (0 s )] e

Consequently, under superexogeneity, the parameters (5, ¥22,¢) can change
in the marginal model:

zg ~ N, [/1'2,t7 222,:&] (10)
without altering the parameters of (5). Deterministic shift co-breaking will
occur in (8) as (1 : ﬂ/) x¢ does not depend on p, ;. Conversely, if z; is not super
exogenous for 3, then changes in (10) should affect (5).

3 Failures of superexogeneity

Superexogeneity may fail for any of three reasons:

(i) z: is not weakly exogenous for 3, in which case the coefficient in a regres-
sion of y; on z; will not coincide with 3;

(i) the regression coefficient is not constant;
(iii) B is not invariant to changes in C%2.
From (4), when z; is not super exogenous for 3 but (3) holds:
Elye | 2] = pn e + 0'/12,1522721,15 (Zt - H2,t)
= po + B’z + ('712,15 - 5/) (Zt - Nz,t)
=g+ Bz + (’7/2,15 - IBI) Vo (11)
where vy 4 is the error on the marginal model (10):
Zt = Mg, + Vot where vap ~IN, [0, 2227,5]

If py, were to be modelled by lagged values of x;, an approach that won’t be
pursued here, the sequential factorization would yield the augmented VAR:

S
zZ; = o + Zﬂjxt_j +va: where va~IN,_; [0, 2227,5] (12)
j=1
The introduction alluded to the currently available tests for superexogeneity.
The next section proposes new tests for superexogeneity based on impulse satu-
ration, after briefly reviewing this procedure as applied to the marginal process.



4 Impulse saturation tests

A key recent development is that of testing for non-constancy by adding a com-
plete set of impulse indicators {1{t},t = 1,...,T} to a marginal model (see
Hendry et al. 2005). This procedure can be applied to the marginal models for
the putative super exogenous conditioning variables. First, the associated sig-
nificant dummies in the marginal processes are recorded. Secondly, those which
are retained are tested as an added variable set in the conditional model. Specif-
ically, after the first stage when m impulse indicators are retained, a marginal
model like (12) has been extended to:

m

Zi = T + Z Hth,j + Zpi,(al)l{t:ti} + V;,t (13)
j=1 i=1

where the coefficients of the significant impulses are denoted p; (,,) to emphasize
their dependence on the significance level «y used in the marginal model. As
just noted, this test has the appropriate null rejection frequency.

The second stage is to add the m retained impulses to the conditional model,
yielding

m
Yr = o + I@/Zt + ZTiy(az)l{t:ti} + € (14)
i=1
and conduct an F-test for the significance of (71,(a2),..,7m,(a2)) at level ao.
Under the null of superexogeneity, the F-test of the joint significance of the m
impulse indicators in the conditional model should have an approximate F distri-
bution and thereby allow an appropriately sized test: section 5 presents Monte
Carlo evidence confirming this. Under the alternative, the test will have power
in a variety of situations discussed in section 6. Crucially, such a test can be
completely automated, bringing superexogeneity into the purview of hypotheses
about a model that can be as easily tested as (say) residual autocorrelation.

A key feature of such a test is that the null rejection frequency of super-
exogeneity by this F-test in the conditional model should not depend on the
significance level, a, set for each individual test in the marginal model. Monte
Carlo evidence presented in section 5.1 supports that contention. Thus, the
main consideration for choosing a; is power against reasonable alternatives to
superexogeneity. Too large a value of «p will lead to an F-test with large de-
grees of freedom; too small will lead to few, or even no, impulses being retained
from the marginal models. For example, with four regressors and T = 100
then a; = 0.01 would yield four impulses in general, whereas a; = 0.05 would
provide 20.

From Hendry and Santos (2005), a variant of the test in (14), discussed
in more detail below, which could have different power characteristics, is to
combine the m impulses detected in all the equations of (13) into an index:

m n—1
it = Z/Q\iv(al)l{t:ti} where /Q\iv(al) = Zﬁjviv(al) (15)
i=1 j=1



SO,
m n—1

lig = Z Zﬁj,i,(al)l{t:ti} (16)

i=1 j=1
From (16), 1, is the linear combination, at time ¢, of the estimated coefficients

from the retained indicators in each of the n — 1 marginal models.
Hence, the index test of superexogeneity is the test of the null ¢; =0 in:

Yt = pio + B2 + 01 (a1t + €t (17)

This provides an alternative scalar test, which should be approximately t-
distributed under the null of superexogeneity. Also, for testing a failure of
invariance, the indices must be interacted with z; as in:

m n—1

b0 =D > Prian)Zit L=t} (18)

i=1 j=1
and then test for the null of ¢; = ¢y =0 in:

Yt = po + 8% + 01 (ag)l1t + Po(a)l2t T € (19)

By focusing on the empirically detected departures in the marginal process,
such tests should have power under the alternative: below, we derive their
large-sample non-centralities in three cases.

Alternatively, if some interest resides in which of the z;; is responsible for
any failure of superexogeneity, then a vector test of the form in (20) could be
used, which might have more or fewer degrees of freedom than the corresponding
F-test in (14):

L2.1,t
12,2, iz
Loy = : where 19+ = E Dji ()it Lt=t:} (20)
: i=1
Lan—1,t

with m; being the number of retained impulses in the marginal model for z; ;.

5 The null rejection frequency of the superexo-
geneity test

In these Monte Carlo experiments superexogeneity holds as the null and we
consider three settings for the marginal process: where there are no breaks in
5.1; a variance change in 5.2; and a mean shift in 5.3. In each case, the baseline
DGP is a bivariate system which can be expressed as (see, e.g., Hendry, (1995)):

(5)=(2)-(o 5] £



which in turn implies 3 = 2 = v and w? = 1, the parameters of interest in the
conditional econometric model.

The aim of the Monte Carlo experiments is to establish the null rejection fre-
quencies of the extended superexogeneity tests, and ascertain their dependence,
if any, on the nominal significance level for impulse retention in the marginal
process. Thus, impulse saturation of the marginal model and retention of the
relevant indicators should not require us to change the critical values used to test
such indicators in the conditional model. If so, pre-searching for the relevant
dates at which shifts might have occurred in the marginal, does not affect testing
for associated shifts in the conditional. From bivariate normal theory we expect
this to be the outcome, since the errors in the conditional are independent from
those in the marginal.

We consider a constant DGP and two DGPs with changes in the z; process,
all under the null of superexogeneity, where invariance and WE hold before
and after the change in the marginal process. We examine several significance
levels for testing and retaining impulses in the saturated location-scale model
for the marginal, and also allow the significance levels for testing in the condi-
tional to vary. The impulse saturation uses a partition of 7'/2 with M = 10000
replications conducted in the Monte Carlo experiments.

5.1 Constant marginal under the null of superexogeneity
We use the simple marginal model, defined by:
zZt = 1 + ve (22)

where v; ~ IN[0,5]. This econometric model mimics the location-scale model
analysis in Hendry et al. (2005). As a sample split of 7'/2 is used, the econo-
metric models for the marginal are

T/2
2t = o + Zdjtlt +ot (23)
t=1
and
T
2t = fg + Z Vely + & (24)
t=T/2+1

Let S,, denote the set of significant dummies in the econometric models (23)
and (24). Hence, the second stage of the extended test is to estimate

ye=Bz+ > ¢l +v (25)

i€5a,

and to test the joint significance of the dummies defined by S, in the conditional
model. Averaging across the M replications, we obtain the average relative
frequency with which a block of indicators included in (25), due to belonging to
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Figure 1: Null rejection frequencies in conditional when «; varies for a constant
marginal

Sa,, is retained in the conditional. Given that we have imposed superexogeneity
by design, we expect such a null rejection frequency to be close to the postulated
nominal significance level. This would constitute evidence that no distortion in
selection of indicators was introduced by dummy saturation in the marginal
model followed by testing for joint significance of the retained dummies of the
marginal in the conditional.

However, the marginal tests should not use too low a probability of retaining
impulses, or else the conditional must automatically have a zero null rejection
frequency. At T = 50 and a3 = 0.01, about one impulse per two trials will
be retained, so half the time no impulses will be retained; on the other half
of the trials, about ay will be retained, so roughly 0.5as will be found over-
all, as simulation confirms (unconditional rejection frequencies were recorded
throughout).

Figure 1 reports the empirical rejection frequencies of the null in the condi-
tional model when the significant dummies from the marginal are added as in
(25). As before, a; represents the nominal significance level used for the t-tests
on each individual indicator in the marginal model (horizontal axis), and as
represents the significance level for the F and t-tests on the retained dummies
in the conditional (vertical axis).

The simulated null rejection frequencies and the nominal significance levels



in the conditional model are close for the F and t-tests so long as T' x a3 > 3
(see Hendry and Krolzig, 2001). Then, there is no distortion in the number of
retained dummies for either test in the conditional under the null, when t-tests
are used in the marginal model. However, constant marginal processes are the
‘worst-case’: the next two sections consider mean and variance changes where
many outliers are retained, so there are fewer cases of zero impulses to enter in
the conditional leading to a more constant real as.

5.2 Changes in the variance of z; under the null of super-
exogeneity

The DGP for t > T1 = 0.87 is given by:

(2)-s)(CE w)] w

so 022 is multiplied by a positive scalar , where 012 adjusts accordingly.
Then, the new 73, is such that:

Y2, = ; :W:'Yu:2:5 (27)

Hence, the change in ¢, ; induced by a change in 022+ does not cause a change
in vy, Also, v, = (8- Yo.t) oy = 0. Thus, in this class of DGPs, ¢, ; is
invariant to changes in ¢, ; induced by changes in o2 ;. Since weak exogeneity
and invariance hold, superexogeneity holds, so the null distributions of the tests
should remain as in subsection 5.1.

Figure 2 reports the empirical rejection frequencies of the null in the condi-
tional model when testing the significant dummies from the marginal. Again, as
represents the significance level for the F and t-tests on the retained dummies in
the conditional (vertical axis), and the horizontal axis corresponds to the three
values of 0, for a; = 0.025, throughout. In particular, 6 € {2;5;10}.

Both the F and t-tests have appropriate null rejection frequencies, even when
the variance of the marginal process changes markedly. Neither test is confused
between variance changes in the marginal and failure of superexogeneity, when
the null holds.

5.3 Changes in the mean of z; under the null of superex-
ogeneity

We modify the baseline DGP (21) to:

() ~mf(5m ) (2 1)) o

where § = 1 until ¢ > T} = 0.87, in both cases with 8 = 2. Superexogeneity
holds before and after the level shift. We assume that the variance-covariance

10
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Figure 2: Null rejection frequencies of F and t-tests in conditional for a variance
shift in the marginal

matrix remains the same before and after the shift, but it could be allowed to
change as well, provided the values matched conditions for superexogeneity.
We consider rather extreme cases of level shifts where the current uncondi-
tional mean of z; is multiplied by factors of § =2, § = 10 up to § = 100. Figure
3 reports the empirical rejection frequencies where the horizontal axis corre-
sponds to values of 4, again for a; = 0.025 throughout. For large shifts, when

T > 100 the empirical rejection frequencies are never more than two tenths of
a percentage point away from the nominal significance levels postulated. Both
tests do well for all larger sample sizes in failing to spuriously reject the null of
superexogeneity when the null is true, but are slightly undersized at 7' = 50 for
small shifts, when sometimes no impulses may be retained.

Overall, we conclude that the new tests have appropriate null rejection fre-
quencies for both constant and changing marginal processes, so we turn to their
ability to detect failures of superexogeneity. This is a two-stage process: first
detect shifts in the marginal, then use those to detect shifts in the conditional.
The power properties of impulse saturation in the first stage will matter but
should be referred to Hendry and Santos (2006).

11
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Figure 3: Null rejection frequencies of F and t-tests in the coditional when there
is a mean shift in the marginal

6 Three superexogeneity failures

In this section,? we derive explicit outcomes for three forms of superexogene-
ity failure, namely weak exogeneity failure when the marginal process is non-
constant in section 6.1; invariance failure in section 6.2; and weak exogeneity
failure when the marginal process is constant in section 6.3. In each case, we ob-
tain the non-centralities and approximate powers of the tests for a known break,

then modify these in light of the stage 1 pre-test for indicators (see Hendry and
Santos, 2006, for this analysis).

2Throughout this section we shall often use the approximation E[ﬁ] S

[E(X’X)] 'E(X’Y). The appendix to this chapter derives the power series expansion
that allows for this approximation. This appendix is based on control variate theory (see,
inter alia, Hendry (1973, 1984) and Hendry and Harrison (1974)).

12



6.1 Weak exogeneity failure under non-constancy

Consider the normally-distributed n x 1 vector random variable x; = (y; : z})’
where the conditional expectation of y; is

Ely: | 2] = M1+ ‘7'/1222_21 (Zt - Nz,t) =y + ’Y/ (Zt - Hz,t) (29)

with conditional variance
E {(yt — E [yelze])? | Zt} = (011 — 01955, 012)

where the parameter of interest is 3 in the theoretical model (ignoring intercepts
for simplicity of exposition):
M1t = /@/NZ,t (30)
Then,
g =Bz + (v = B) (2t — poy) + € (31)

where €, = y; — E[ys|z¢] given (30), so E[e¢|z;] = 0. Such a model is a possible

example of the Lucas (1976) critique where the agents’ behavioural rule depends

on E[z;] as in (30), whereas the econometric equation uses z, leading to (31).
The joint distribution of x; is

2 ﬁlﬂz,t o1 Oy
( Zy > Nn [( Mot >7< 012 Y22 >} (32)

To complete the model, we postulate an explicit breaking process for {z;}
which will induce a violation in super, as well as weak exogeneity through v # 3,
where v = 22_210'12, namely

Zy = Al{t>T1} + Vot (33)

so E[z¢{] = Aly>1} = po,- In general, there could be breaks in the different
marginal processes at different times, but little additional insight is gleaned
over the one-off break in (33) which may affect one or more z;s. The relevant
moments of the joint process are

[Zt] )‘1{15>T1

Ely] = B'Elze] = B'M>myy
[ZtZ ] =E [(Al{t>T1} + Vo t) (Al{t>T1} + Vz,t)l} = AA/l{t>T1} + Yoo
Elzeye] = E[(Alpsmy +vau) (B A sy +v1e)] = A (B'A) Loty + a2y

If the break is not handled, the fitted model is the regression

Y = Ko + K12 + Uy (34)
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where E[z;us] = 0. Then, in (34), letting (T —T1) /T =r:

=|(&)]= [ (et cimn ) 7 i( o )]
- ( 7"1)\ r»fi\l 2P )_1 ( rA (5&6{1 o0y >
(5)- (%)

d. =H; 'S (8-7) (35)

and H; ! is the inverse of the determinant. Consequently,

where

yr = ko +K)ze +ug = rNd, + (8 —d,.) ze +uy = B'ze —d. (2, — 7 A) +uy (36)

showing that the coefficients are a function of the proportion r of the sample
affected by the shift in the marginal process. Recursive estimation and testing
for constancy could reveal that problem, but here we consider the extent to
which adding the impulse indicators from the marginal process will also do so.
Adding the impulse dummies to the marginal model at best would yield

T
Zy = Z /ﬁi,(al)l{t:ti} +V§,t
i=Ty+1
fort; =T1+1,...,T where
Pi(a) = At Vay, (37)

with
V;t =0 Vt>1T;

noting that
T

1{t>T1}: Z 1{t:ti}
i=Ty+1

Potentially, some irrelevant impulses may be retained and some relevant ones
omitted, both of which could lower the power derived below. However, when a
break occurs, few non-break impulses are retained, although for small values of
A some of the p; (,,) may be omitted.

Recording which impulses matter, and adding these to (34) given (39), yields
the full-sample regression (considering first the case where all relevant impulses
were detected in the marginal model):

T

Yo =70+ ThZt + Z i (an) Lit=t;} + €t (38)
i=Ty+1
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To see whether such a regression will have any power to detect failures of super-
exogeneity, consider the ‘instantaneous’ relation given by:
Elys | 2] = <ot + S142e
so that
Yt = So,t T §/17tzt + e (39)
where E [e;] = 0 and E [z;e;] = 0 implying

E S0t - 1 ,)\'1{t>T1} - ) ,BI)\l{t>T1}
Sit T\ Al AN sy + Yo A(BA) Lysry + ooy
_ < A (B =) Li>myy )
Y

This suggests the model:

v =z + X (B-7) lusmy +et (40)

matching (36), so that adding all the indicators selected from the marginal
model should substantively improve the fit when 3 # . Indeed, (40) coincides
with the DGP here, so {e;} is an innovation process.

The power of the F-test of

H(): 61‘@2 = O VZ',

in (38) by an Fg:%72 depends on the strength of the superexogeneity violation,
|3 — ~|, the magnitudes of the breaks, A, the sample size T, the relative number
of periods affected by the break, and on «s.

Before deriving that power, we noted above that test power could potentially
be increased by forming indices of the impulses found in the marginal model (see
Hendry and Santos, 2005). Thus, instead of adding the T'—T7 individual 17,—y,y,
one could add the composite variables ¢1 ; and 2+ as in (15). This always results
in an automatically computed test as

Yt = T0 4+ T'2Z¢ + To,(az)l1,t + T3,(a) b2t + €2 (41)

6.1.1 Asymptotic power of the index test

A case where theoretical analysis is feasible is when 1457} is known, and the
test only depends on the index 1~ 7,y. In this specific case, the index-based test
is equivalent to a Chow (1960) test for a known break point (see Salkever, 1976),
but that equivalence will not hold in general for (say) intermittent changes.
Then, the index-based test is of the null, Hyp: 79 =0 in

Yo = T12Z¢ + T2 (an) LTy ) + U (42)
where the DGP is (40) written as

Y =72+ (B—7) Mpsry +e (43)
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Since (43) is correctly specified, v and (3 —~) A are consistently estimated

with
A/(ﬂ— ) L [ZLl] o
)] e S

ot (T r NI NS ) (44)

T ~3'A by

The power depends on A, r, T, g¢, g, as well as on the departure between ~
and B induced by the failure of superexogeneity. Since

/
€t =V1t — 7Y Var

then,
O'z =011 — 0'/1222_210'12
Let
¥ =KK' so KEpK=1, ,
where

K/Zt = K/)\l{t>T1} + K/V27t

and A* = /rK’\ is the normalized break impact. Then, the non-centrality of
a t-test of Hp: 79 = 0 in (42) is

(B MWTr VI K (B-7)

E [th,(DéQ)(<)O7',a2 = = = Pra,
\/1+TA2221)\ \/ 0'11— 1222’7 \/1+)\* )\*
(45)
The non-centrality ¢, ., in (45) would be zero if 3 = v (no failure of weak
exogeneity), or if A = 0 or 7 = 0 (no shift in the marginal process). Other-
wise, ¢, 4, is monotonically increasing in VT, |3 — | and in A* (even though
increasing \* also increases the denominator), and monotonically decreasing in
0. and Yoo, ceteris paribus.
We compute the power function using the approximation to th (a2)(907 az)

by a chi-squared with 1 degree of freedom discussed in Hendry (1995), with

£ (00) (Praz) ~ XF (F.0z) »and X7 (970,) = hx7, (0). Then, P [x7 (#7.0,) > s [Fh] =

P [x2 (0) > h™'cq,]. For example, when @2, = 5 for co, = 4, then h =
51/26 ~ 2 and m = 13 with P [x33 (0) > 2] ~ 0.9998.

Finally, ¢? ., should also be the non-centrality of the Correspondlng F-test.
However, the power may not be monotonic in the arguments of go, ay» Since the
degrees of freedom of the F-test alter with 7: a given value of A} achieved by a
larger /r will have lower power than that from a smaller \/r. More precisely,
we approximate the Fg % 9 ((pr a2) by its numerator x3. ((,0,«7&2) and that in
turn using the more general formulae for k* =T — T} = T'r. Then,

P [X%“r (@T,ag) > COL2 | Hl] = P I:X%L (0) > h_chQ] (46)
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where
Tr+2¢7 ,, Tr+ ¢} .,
=——2 and m=—-=2
Tr + @Z,az h

6.1.2 Allowing for stage 1

The above results are conditional on keeping all and only the relevant impulses
from the marginal, but the analysis in Hendry and Santos (2006) revealed that
was itself dependent on the parameters of the marginal DGPs. Nevertheless, we
can extend the analysis to allow for such an effect by distinguishing the number
of elements in the index ¢1 ; from the length of the break. In a bivariate setting,
corresponding to (40) when the DGP is (43), we have

( E[i3:] Elzy] [Yet1, t
E l Z Elz14 E [ztz] Z E [ys2¢]
_( par Apar - BApar
T\ Apar Ar+ o9 BN 4+ yorag

() SR ()

where pg is the probability of retaining an impulse in the impulse saturated
marginal (see Hendry and Santos, 2006). Comparing (48) with the consistent
estimates and their variances in (44), which result when the break date is known,
the effect of stage 1 selection is bound to be a loss of power. More precisely,
letting the estimated stage 2 model be

Yt = ko2t + K] (ag)l1,t + Ut (49)

leads to a modified non-centrality corresponding to (45) when n = 2 but for
(49), namely

* \% T B A *
E [t'ﬁ‘v(%) (507'7042)] = rea(f — 1) = Pra, (50)
(1 + )\ZTJEQI)

SO
E [ 2 ( *2 ):| _ Trpd (B - 7)2 )\2 . Pdgz@z,a %2
wiy(az) \rmaz/| o2 (1 + )\zragzl) o2 = Pra
where , ,
2 2 (1=pa) A" (B=")

0, =024 02 (51)

)\27" (1 — pd) + 09292
Thus, the power falls directly because pg < 1 and indirectly because 02 > o2.
For example, combining the parameter values for the tests just above with a
location shift that delivers® pg = 0.16 (where \*> = 695 = 5, 8 — v = 0.25,

3See the analysis in Hendry and Santos (2006) and Santos (2006).

17



Tr =20,0% =1s0 02 =1.23), E [ti,{ (a2) (gpj?w)] = 0.65, which is a notable
reduction in the non-centrality. However, increasing to A = 2.5,/099 raises
pg to 0.71 and E[ti,{ (o) (¢32,,)] to 114, so the power rises quickly towards

the maximum, essentially reaching that bound by A = 4,/022. Notice from (51)
that o2 need not tend monotonically to o2 as \ increases, although it eventually
converges since pg — 1 as A gets sufficiently large.

6.2 Invariance failure

We now allow the parameters of the marginal and conditional to be directly
cross-linked, where the marginal remains

zy = Aoyt + Vo = Algsmy + Vo

with E[z;] = Alyy>1,} = po,. Moreover, there is no ‘direct’ violation of WE,
in that v = 3, but the cross-link between the means violates superexogeneity,

namely py, = Bift5, when

By = Bo + Bily>ny (52)

Yt Mg w? + 31200, B2
(o) ~me G ) (5252 %5 )] o

Thus, the parameters of the conditional distribution shift when those of the
marginal process alter. Since v, = (3,

where

Elye | 2] = Bibto, + By (2 — 1o4) = Boze + B1zel >y (54)

The marginal model is the same as in the previous section, so ﬁi,(al) = A+
va,t, from (37), and hence a test based on adding the associated {1} } and
{1{t:ti}zj,ti}7 or their matching summaries as in (15), should also have power
against violations of invariance, as we now show.

The regression equation postulated by the econometrician is the same as
(34), but the data moments differ for the changed DGP:

E [Zt] = Al{t>T1}
Elv:] = (/86 + 5I11{t>T1}) Elz:) = (/86 + /311) Algsy

Elziz)] = E | (Mo +Vae) Agomy +var)'| = MW lony + o
Elzu] = E [(ALgsmy +v2e) (B0 + Bilgsmy) Apsmyy + o1
= (AN +X22) (Bp + B1) 1>y + Z2280 (1 — 1psiy)
Eleosy] = E :(1{t>T1} A+ va,]) <(50 +B11usmy) Alpsny + ”lytﬂ

= (’\’\/ + 222) (Bo + B1) Lpgsmy
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Hence, the implicit full-sample parameters of (34) become

EKE?NQ[iKELJSﬁ%)(dﬁé(éﬁb)
- < Alr ,\Xr)\rzm > 1 < AN (ﬂﬁ%)tgg;xﬂﬁﬁlr) >
_ ( ﬁoiﬁl > _ ( —X'T > (ANT (r = 1) + 535) " S, (1 1)

Infl

which is similar in form to (35), and simplifies to the vector (0 : B, + B1) when
A=0.
The ‘instantaneous’ relation is again given by

Y+ = So,t T §/17tzt + e (55)
where

ot = Efys] — Cll,tE [z:] = (Bo + ﬂl)l Algsryy — gll,t)\l{t>T1} =0

and

¢~ (E[(z — Elz]) (2 — Elz))])” El(ye — E [wa]) (= — E )]
= 55, E vy, vay]

=B+ B1lyu>1y

so as expected
ye = Boze + Bzl sy + €0 = T2 + Thzl sy + € (56)

Since

T T
1{t>T1}Zt = Z 1{t:ti}zt = Z ﬁz‘l{t:ti}
i=T1+1 i=T1+1

(say), then adding a complete set of impulses from the marginal model should
detect departures from superexogeneity. The index equivalent here requires
adding the impulses from the marginal model times z;, so differs from the pre-
vious case, albeit that both indices, 11+ = 1{y>7} and ta = 1yy>7y2¢, could
be calculated and added.

6.2.1 Asymptotic power of the test of invariance

Two issues where theoretical analysis can shed light concern the power of the
test based on 75 (adding ¢2; as in (56), which is the model analogue of (54), so
that E[e;] = 0 = E [e¢|2¢]), and just adding the index 1g~7,;. First, for adding
Lo ¢!

Y = T/lzt + 7/27(042)112,15 + uy (57)
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The variances of the parameter estimates from (57) are approximately

(2 )=l ( &) Eeeid)]

t=1

o (AN + 255) [E)\)\’+222;T] >:|—1

2
T [( ()\)\IJFEQQ)T )\)\I+222 r

o? r¥5 —r3g;
- Tr(1—r) ( —rE5s ((1 —7) (AN + 222)_1 + TEEZI) )
Consequently, as A* = 1/rK’\, and noting that

(=) (N +Z22) ™ 4725 o N+ S0) (PAN 4 S) S
an F-test of 79 = 0 is

B [(/\/\/ + Xg2) (rAX + 222)_1 222} By

E [FTQ,(aQ) ((rbz,az)] - (T - 2”) r (1 - T)

o2(n—1)
B By (KN (NAY +oD) (WA +T) T K8,
= (T — 2n) (1 — T) 2 (n — 1) - d)T,ag
2 2

as e; = Yy — E [y¢|z¢] so 07 = w?.
In a scalar setting, so n = 2,

E [t (fi) )] B 51\/T ()\2 +022) r(l—71)oa B VT (1=7)B1\/T+ ()\*)2 s
T27((X‘2) T2 Oe\/m W*m T,02

with w* = w/\/22. Again, ¢, ,, is monotonically increasing in A*, in 3; and
in r for fixed A; and because of the form of (52), ¢, ,, # 0 even if A" = 0.

Then, ¢z,a2 represents the non-centrality of the F-test: this can be checked
by the mean value in the Monte Carlo simulations, using the formula in Johnson
and Kotz (1970, pp. 190) that:

) ko (kl + d)ia )
E {F@ (fi’?aQ)} = m (58)
6.2.2 Allowing for stage 1 effects

Returning to (57), where ¢g; reflects the power of the stage 1 selection of im-
pulses, the estimators become

e|[(7)]= li( o) €l ﬂ [i( e )]

(B (I-R'En(1-1) B
_< ’ %1222(122?")51 ) 1) (59)
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where
= (AA/ + 222) T (1 — pd) + oo (1 — ’I“)
The bias effect vanishes when pg = 1 as R = X33 (1 — r). From (59):
2
~ o - _
V7o) = 28 ([N + B2) par] ' +R)

so the F-test of 79 = 0 has an expected value of

_ 1
) B1TnR™! ([(AX + X52) par] et R_l) R™'%5,08,

E [FT27(C¥2) (¢:,2az)] =(T-2n)(1-r)

o2 (n—1)
It is difficult to simplify this further, but in the bivariate case, we have
E {tz ( %2 )} - Tpdﬁ% ()\2 + 0’22) r(l— 7“)2 o2y
T2,(a2) \raz 02 (N1 4 022) [(A2 +022) 7 (1 — pg) + 022 (1 — 7)]

PdT22 (1 — ’I“) Ug

02 [(A? +022) 7 (1 = pa) + 022 (1 = 7)]

2
(br,ozg

6.2.3 Asymptotic power of the incorrect index invariance test

Now, the fitted conditional model is the incorrect specification, assuming a
known break:

ye = (17) 20 + o (az)ltit T €1 (60)
with average estimated parameters:

e[(7 )] =[S Et )] [ (&)
_ < (AX&ZEQQ) );r >‘ < rAXN (B, +£12)1552§60+m1) )

< Bo + 164 )
NB(1-7)

Although these estimators are inconsistent for 3, and 3, respectively, the im-
portant issue is the power of the test on the relevance of ¢;; which yields for

r#0:

/ . 11 B
E[tT;,mz)(w?,az)]: VITNB (1-r) VTXYK™'8, (1-7)

e JILHTNSHEA) (w2 18, ()T K18y (1), /(1 ATNY)

2
= /I/J’I‘,DLQ

noting that
e; = Boze + /Bllztl{t>T1} +e— (By + 517“)/ z,— BiA(1—71) Tgsmy
=B [zt (1{t>T1} — r) -A(1-7) 1{t>T1}] + e
=B [(Lpsry —7) Alpsmy +vae) = AL =7) Lpsmy] +e
=B1var (Lgsmyy —7) + e
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SO
9 1 T , 2 2 /
oo =B 7 Y Brver (Lsmy — 1) + )| =W’ + 818207 (1 —7)
t=1

Thus, v, , is again monotonic in A*, but need not be monotonic in 7 for fixed

2 : 2 2 2
A. Also, ti;,(w) (1/}7,,(!2) is less powerful than tiz,(w) (¢r,a2)7 as ¢y n, > Vi,
Thus, ¢72~,a2’ the non-centrality of the F-test, which is applicable in the present

setting, has an important invariance to the source of the superexogeneity failure,

and should exceed w%ya .

6.3 Weak exogeneity failure under constancy

Reconsider the bivariate example in (31) above, but where all parameters are
constant, so

v =Bz +er =Bz — (B—7) (2 — pa) + 1, (61)
with
Zt = [y + Vo
but E[e;|z:] # 0 as
e =1+ (v2 = B) vayu

and E[n;|z;] = 0. One mode of generating such a model is when y; = 3'z{ + 7,,
but the outcome z; is used in place of the expectation zf. Writing the fitted
model as

Y = To + T2t + ut (62)

then,

~ -1
El 70 | ~ 1 — 5 B 1y
™1 —py (Ko + Xo2) BoksB + 227,
— ( (,3*’72)/H2 )
Y2
so 71 estimates the regression coefficient v, rather than the structural parameter
B3, and correspondingly, E[z;u;] = 0 in (62).
Now, only impulses corresponding to randomly large v, ; will be retained,

of which there will be o/I" on average. The index of these impulses again has
the form:

aT
we =Y Bigey L=t}
=1

where
Pi(a) = V2,t; when |v27t11| > Ca
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Thus,

!
€t =Yt —To — T1Zt — T2Wy

aT
= Bty + 95 (20 — p2) + 1 — (B —2) o — Vo2 — T2 Y Bi oy Li=t.}
i=1
aT
=72y vnlimry + (63)
=1

Since the largest of the vo ¢, in (63) are eliminated by setting 7o = 0 to deliver
the innovation component 7,, there will be essentially no detectability of the
failure of weak exogeneity.

7 Simulating the powers of automatic superex-
ogeneity tests

We have undertaken simulation analyses for all three scenarios for a bivariate
relation.* The null DGP is given by (21), implying v = 2.

7.1 Failure of weak exogeneity under non-constancy

We begin by considering violations of superexogeneity due to a failure of weak
exogeneity (WE), 8 # ~ although invariance holds. Further, we consider a level
shift in the marginal process. The relationship p ; = By, holds both in the
first and in the second regime, but

Pot = Algsmy + poyg (64)

and so
pre = BNty + By = BAL >y + o (65)

Hence B is the level shift of y; at T7. We allow S\ to vary across Monte Carlo
experiments, obtaining results associated with level shifts of different magni-
tudes. In particular, d = \/\/02; takes the values 1, 2, 2.5, 3 and 4. We
also allow (8 to vary across experiments to obtain different degrees of departure
from WE: in particular, 5 takes the values 0.75, 1, 1.5 and 1.75, where the first
represents the strongest departure from weak exogeneity, and the last repre-
sents the weakest. Finally, we also consider different sample sizes (T' = 100 and
T = 300) and different break points Tj. Throughout all Monte Carlo experi-
ments, M = 10000 replications were conducted. For the impulse saturation in
the marginal model, a partition of 7'/2 was always used.

We begin by investigating the empirical power of the F-test. Table (1) reports
the empirical mean rejection frequencies of the null in the joint F-test when a

4Monte Carlo results for a trivariate relation are available upon request. They lead to the
same conclusions as the ones below.
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sample size of T' = 300 is used and 0.05 significance levels are employed both in
the marginal and in the conditional models. The level shift occurs at observation
251. Hence, the second regime has a length of k* = 50, so r = 1/6. The power of
the test increases with the decrease in 3, as expected, since a smaller 3 indicates
a stronger violation of the weak exogeneity condition. Furthermore, the power
is also increasing with the magnitude of the level shift. Even mild violations of
the null are easily detected for level shifts of 2.50. The non-centrality ¢2 . in
this bivariate case, from (50), is l

_ k"pa (B — '7)2 d*og

e, = 66
Proy o2 (14 d?r) (66)
with power po = P [xZ, (0) > h™'cq, ] where
k* +2<)072a2 k* +<)0$a
— T g gy = e 67

d |B=07]B8=1]B8=15]B=175
1.0 | 0.1910 | 0.1527 | 0.0777 | 0.0539
2.0 | 0.9722 | 0.9362 | 0.5289 | 0.1497
2.5 0.9999 | 0.9930 | 0.9173 | 0.3388
3.0 | 1.0000 | 1.0000 | 0.9985 | 0.6527
4.0 [ 1.0000 | 1.0000 | 1.0000 | 0.9672

Table 1: WE failure with level shift in the marginal: 77 = 251, T" = 300,
a1 = as = 0.05, F-test

In table (2), we investigate the impact of reducing the length of the second
regime to k* = 25. All the other defaults from the previous experiments apply.

d |B=07]B8=1]B8=15]pB=175
1.0 | 0.3767 | 0.2742 | 0.0969 | 0.0601
2.0 | 0.9999 | 0.9968 | 0.8026 | 0.2376
2.5 | 1.0000 | 1.0000 | 0.9902 | 0.5045
3.0 | 1.0000 | 1.0000 | 1.0000 | 0.7970
4.0 [ 1.0000 | 1.0000 | 1.0000 | 0.9839

Table 2: WE failure with level shift in the marginal: 77 = 276, T = 300,
a1 = as = 0.05, F-test

Empirical power is never smaller when the break length diminishes: the
degrees of freedom of the F-test must be playing a fundamental role here, as
suggested in section 6.1.1. This is partly the motivation to look into the second
class of superexogeneity tests: those based on an index replacing the indicators.

We now turn to investigate the effect on power of the sample size. Table (3)
reports Monte Carlo results obtained using 7' = 100. The level shift is assumed
to have occurred at observation 81, yielding k* = 20.
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d |[B=075]B8=1]8=15]B=175
1.0 | 0.1408 | 0.1306 | 0.1057 | 0.0960
2.0 | 0.5553 | 0.4944 | 0.2805 | 0.1487
2.5 | 0.8613 | 0.8180 | 0.5484 | 0.2306
3.0 | 0.9816 | 0.9719 | 0.8447 | 0.3910
4.0 [ 0.0999 | 0.9999 | 0.9972 | 0.7267

Table 3: WE failure with level shift in the marginal: 773 = 81, T' = 100, a; =
0.05 A ag = 0.1, F-test

It is worth noticing that, even for a sample size of T = 100, the test has good
power against mild violations of weak exogeneity, provided there is at least a
level shift, even if not too steep (empirical power is acceptable even for 8 = 1.5
for a break of at least 2.50).

The trade-off between length of the break and power is also a feature of
smaller sample sizes, as illustrated in table (5), where a break of length &* = 30
is assumed to begin at observation 71. The results for very small level shifts
are negligible. Comparing tables (3) and (5), the increase in the length of the
break reduces its empirical power.

Table (4) investigates the use of a 0.05 significance level in the marginal
whilst a 0.1 significance level is used in the conditional. Clearly, the empirical
rejection frequencies are never smaller that those in table (1).

d |B=07]B8=1]B8=15]B=175
1.0 | 0.3063 | 0.2486 | 0.1462 | 0.1099
2.0 | 0.9878 | 0.9690 | 0.6604 | 0.2512
2.5 | 1.0000 | 0.9996 | 0.9570 | 0.4743
3.0 | 1.0000 | 1.0000 | 0.9920 | 0.7700
4.0 | 1.0000 | 1.0000 | 1.0000 | 0.9847

Table 4: WE failure with level shift in the marginal: 77 = 251, T" = 300,
ay; = 0.05 A ag = 0.1, F-test

d |B=075]B8=1]8=15]B=175
2.5 | 0.2602 | 0.2447 | 0.1736 | 0.1182
3.0 | 0.7078 | 0.6805 | 0.4857 | 0.2212
4.0 [ 0.0969 | 0.9955 | 0.9672 | 0.5758

Table 5: WE failure with level shift in the marginal: 77 = 71, T = 100, o =
0.05 A ag = 0.1, F-test

With respect to the single-index test, table (6) reports results for a sample

size of T' = 100 (o1 = 0.05 and «y = 0.1). The shift occurs at observation 81,
implying k* = 20.
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d |[B=075]B8=1]8=15]B=175
1.0 | 0.1477 | 0.1390 | 0.1169 | 0.1094
2.0 | 0.5860 | 0.5462 | 0.3463 | 0.1860
2.5 | 0.8322 | 0.8024 | 0.5971 | 0.3025
3.0 | 0.9522 | 0.9444 | 0.8170 | 0.4730
4.0 | 0.0969 | 0.9951 | 0.9686 | 0.7228

Table 6: WE failure with level shift in the marginal: 73 = 81, T' = 100, oy =
0.05 A ap = 0.1, index test

Comparing tables (6) and (3), although the index-based test has higher
empirical power for small shifts (magnitudes o and 20), the joint F-test does
generally better for shifts of higher magnitudes. No test dominates the other,
for the defaults used in this experiment.

Values for the empirical power of the index-based test, in table (6), are
reasonable. The empirical power is decreasing as [ gets closer to v = 2, as
expected. Furthermore, the power is monotonically increasing with the size of
the shift, for any .

The index-based test is a t-test on a single parameter, so its degrees of
freedom do not depend on the number of indicators picked up from the marginal
model. Hence, it is not to be expected that the test would face similar problems
to those detected with the joint F-test, where a smaller break length could be
associated with higher power.

Table (7) extends the analysis by considering T' = 300, «; = 0.05, ap = 0.1,
and k* = 50. Results are to be compared with table (4).

d |[B=075]B8=1]8=15]B=175
1.0 | 0.1932 | 0.1711 | 0.1217 | 0.1000
2.0 | 0.8661 | 0.8370 | 0.6209 | 0.3139
2.5 | 0.9874 | 0.9817 | 0.9011 | 0.5720
3.0 | 0.9997 | 0.9997 | 0.9891 | 0.8015
4.0 | 1.0000 | 1.0000 | 1.0000 | 0.9687

Table 7: WE failure with level shift in the marginal, 73 = 251, T = 300,
a; = 0.05 A ag = 0.1, index test

For this larger sample size, and these significance levels, the joint F-test
dominates the index based test in terms of power. The only exceptions occur
for some intermediate magnitudes, when 8 = 1.75.

Tables (8) and (9) refer to the double-index test. Confronting with (6) and
(7), respectively, we conclude that for this type of failure of superexogeneity the
single-index test dominates the double-index.
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d |[B=075]B8=1]8=15]B=175
1.0 | 0.1277 | 0.1235 | 0.1087 | 0.1052
2.0 | 0.4855 | 0.4453 | 0.2742 | 0.1515
2.5 | 0.7668 | 0.7328 | 0.5089 | 0.2452
3.0 | 0.9323 | 0.9153 | 0.7572 | 0.3956
4.0 | 0.0951 | 0.9928 | 0.9546 | 0.6484

Table 8: WE failure with level shift in the marginal: 73 = 81, T' = 100, o =
0.05 A ag = 0.1, double-index test

d |[B=07]B8=1]B8=15] =175
1.0 | 0.1763 | 0.1575 | 0.1139 | 0.0980
2.0 | 0.8135 | 0.7772 | 0.5317 | 0.2494
2.5 0.9779 | 0.9681 | 0.8510 | 0.4820
3.0 | 0.9992 | 0.9986 | 0.9788 | 0.7200
4.0 [ 1.0000 | 1.0000 | 0.9997 | 0.9469

Table 9: WE failure with level shift in the marginal: 77 = 251, T" = 300,
a1 = 0.05 A g = 0.1, double-index test

7.2 Failure of invariance when weak exogeneity holds

We now consider a DGP where the null hypothesis of superexogeneity is false,
but weak exogeneity holds (that is: 8, = 7,,Vt). Let T3 besuch that 1 <Ty < T
and, for ¢ < 17, let the DGP be given by:

(5)~nl(3)-(% %)) o
(%)l (3)(53)) o

B = v, even after the break, but since v, = 0127,502_21),5, and the change in o9 is
not offset by the change in 012, the vector of parameters ¢, ;, which contains
v, is not invariant to changes in the parameters’ vector of the marginal model
¢4, which contains o2 .

For the Monte Carlo experiments, we work with the same settings as in pre-
vious subsection. We allow p3 to take values from the set {2;2.5; 3;4} implying
a certain set of pairs of unconditional means. Finally, we also allow the break
length, £*, to vary.

Tables (10) and (11) refer to the joint F-test. Table (10) reports Monte Carlo
results for a sample size of T = 100, with a; = 0.05 and as = 0.1. The break
dates are: 77 =81, T7 = 71 and T; = 61 for k* = 20, 30, 40, respectively.

Table (10) reveals that the test has good power even for a small sample. An
increase in the length of the break period from k* = 20 to k* = 30 augments the

whilst for ¢t > T,
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T=100 | k*=20 | k* =30 | k* =40
ns =2.010.3982 | 0.4939 | 0.5503
uy =251 0.5438 | 0.5998 | 0.5628
us =3.0 | 0.6810 | 0.6926 | 0.5605
us =4.01 09108 | 0.8527 | 0.5342

Table 10: Invariance failure: T'= 100, a; = 0.05 A ay = 0.1, F-test

rejection frequency of the null, nearly always. Nonetheless, a further increase
of equal absolute magnitude in the length of the break can reduce power (for
greater level shifts). There is no monotonicity property.

In table (11), we consider a sample of size T'= 300. We consider breaks at
observations 77 = 261, T} = 251, 71 = 201 and 77 = 161, matching respectively,
k* =40, 50, 100 and 140.

T=300 | k*=40 | k* =50 | k* =100 | k* =140
us =2.0| 0.5413 | 0.6008 | 0.8161 0.8980
us =251 0.7404 | 0.7968 | 0.8907 0.8157
15 =3.0 | 0.8963 | 0.9288 | 0.9456 0.6800
py =4.01 09973 | 0.9991 | 0.9910 0.2878

Table 11: Invariance failure: T'= 300, a; = 0.05 A aiy = 0.1, F-test

There is good power against failure of superexogeneity, for all break lengths,
even for the smallest mean shifts considered. Notwithstanding, table (11) also
highlights the problem we had just discussed for smaller sample sizes: the length
of the break may adversely affect the power to detect departures from superex-
ogeneity. In the case discussed in table (11), this is clear for £* = 140.

We now address the index-based test. We consider only the case where
T = 300. The same defaults as in the previous experiment are used. Table (12)
reports the results.

T=300 | k=40 | k* =50 | k* =100 | k* =140
us =2.010.2016 | 0.2095 | 0.2591 0.3167
uy =251 02802 | 0.2916 | 0.4034 0.5691
us =3.0 | 03602 | 0.3836 | 0.6483 0.8358
us =4.01 0.5725 | 0.6608 | 0.9793 0.9967

Table 12: Invariance failure: T'= 300, a; = 0.05 A as = 0.1, index test

Comparison of tables (12) and (11) shows that the joint F-test dominates
the index-based test (with the exception of the two largest unconditional mean
shifts for k* = 140).

However, in spite of the power dominance of the joint F-test over the index
test, it is also true that power increases monotonically both with the mean shift
and with the break length, for the index test.
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It remains to investigate the effects on power of using a model with two
indices. Adding the two indices to the conditional, with parameters ¢; and ¢,,
the null hypothesis is

Ho: @1 =9 =0 (70)

We consider the same departures from invariance as for the previous cases
in this section, and the same break lengths. Results are reported in tables (13)
and (14) with respect to sample sizes of T'= 300 and T = 100, respectively.

T=300 | k*=40 | k* =50 | k* =100 | k* = 140
usy =2.01] 0.2257 | 0.2604 | 0.4329 0.5453
us =251 03321 | 0.3838 | 0.5285 0.6640
us =3.0] 04518 | 0.5020 | 0.6521 0.8363
ns =4.0 | 0.6300 | 0.6653 | 0.9339 0.9939

Table 13: Invariance failure: T' = 300, a; = ao = 0.025, double-index test

T=100 | k*=20 | k* =30 | k* =40
uy =2.0]0.2440 | 0.3471 0.4874
15 =25 0.3526 | 0.4562 | 0.5923
us =3.0] 0.4829 | 0.5765 | 0.7087
us =4.0 | 0.7630 | 0.8243 | 0.9176

Table 14: Invariance failure: T'= 100, a; = s = 0.025, double-index test

Tables (13) and (14) should be compared with tables (15) and (16), respec-
tively, which report the empirical rejection frequency of the null for the cases
where the simpler index is used in the conditional, and where significance levels
of 0.025 are used in the marginal and the conditional.

T=300 | k*=40 | k* =50 | k* =100 | k* =140
us =2.0 | 0.0957 | 0.1016 | 0.1249 0.1601
uy =251 0.1490 | 0.1576 | 0.2060 0.3335
uy =3.0 | 0.2260 | 0.2472 | 0.3964 0.6473
ws =4.0 | 04241 | 0.4755 | 0.8746 0.9829

Table 15: Invariance failure: T = 300, a; = as = 0.025, index test

The double-index test has greater power to detect departures of superexo-
geneity for invariance failure, than the corresponding single-index tests. This
claim is valid, irrespective of the choice of significance levels®. This dominance
of the double-index test was to be expected on the basis of theory results from
section 6.2.

5Complete Monte Carlo results for this comparison are not reported here but are available
on request.
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T=100 | k*=20 | k* =30 | k* =40
us =2.0| 0.1008 | 0.1175 | 0.1270
us =251 0.1478 | 0.1557 | 0.1570
us =3.0 | 0.2106 | 0.2139 | 0.2480
us =4.01 0.3642 | 0.4276 | 0.5742

Table 16: Invariance failure: T = 100, a; = as = 0.025, index test

7.3 Failure of weak exogeneity under constancy

Finally, we consider a departure from superexogeneity due to a failure in weak
exogeneity (8 # ) alone, when invariance holds and there is no level shift. We
consider the following alternative DGP:

(5)=[00)( 5] m

We allow 3% to take values from the set {0.5;0.75;1;1.25;1.5;1.75}, 8" # ~
when v = 2. All the default settings from previous experiments apply. Table
(17) reports the results for sample sizes of T'= 100, 200 and 300.

In table (17), apart from the empirical rejection frequencies, we also include
the empirical significance level in the conditional («.) for each sample size, when
the nominal significance level in the conditional is as = 0.1.

T =100 | T'=200 | T'= 300
8" =0.50 | 0.096 0.0974 0.1009
" =0.75 | 0.096 0.0974 0.1009
8" =1.00 | 0.096 0.0974 0.1009
8" =1.25 | 0.096 0.0974 0.1009
8" =150 | 0.096 0.0974 0.1009
8" =1.75 | 0.096 0.0974 0.1009
Q. 0.096 0.0974 | 0.1009

Table 17: Failure of weak exogeneity under constancy: a; = 0.05 A ag = 0.1

As expected, the test has virtually no power against this form of failure of the
superexogeneity hypothesis. Indeed, averaging across M = 10000 replications,
we conclude that the mean rejection frequency is the same for any value of 8*
considered, and virtually the same as it would be the case for * = 8 = v = 2,
the value under the null.

8 Conclusion
The concept of automatically computable tests for superexogeneity based on se-

lecting from impulse saturation of the marginal process to test the conditional
is realizable. The tests proposed here have the correct null rejection frequency
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in constant conditional models when the nominal NRF is not too small in the
marginal at small sample sizes (e.g. 0.05), for a variety of marginal processes,
both constant and with breaks. The tests also have power against failures of
superexogeneity when either invariance or weak exogeneity fails and the mar-
ginal process changes. Neither class of tests uniformly dominates the other.
Their theoretical powers were derived analytically for regression models and
explain the simulation outcomes well.

Results of some pilot experiments not reported here suggest very good power
against failures of weak exogeneity with variance breaks in the marginal. How-
ever, this set of results is still rather incomplete and lacks proper theory analysis,
so we have chosen not to include it in this paper.
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Appendix: Control Variate Theory and approximating the expec-
tation of the OLS estimator

The approximations are used in control variate theory: see Hendry (1973),
Hendry and Harrison (1974) and Hendry (1984).

Let
M=E[T™"(X'X)]
E [B} —E [(X’X)_l X’y} =B +E [(X’X)_l X'e}
= B+E[(M+[T7X'X —M]) " T7'X¢]
[ X'X 1 Xe
_ -1 _
—B+E <M{Ik+ {M - 14}) s
[ X'X L Xle
_ -1 _ -1~
=pB+E <Ik+ [M T Ik]) M=
r !
=B+E|@+A)" Ml%}
where: XX
Mt = —L=A
with:

E[A]=0 and plimA =0

T—o0

so from Hannan (1970):

A=0, (17,
and: X/ X
E [MITE} =0 where %)E?OMA Te =0,
s0:

Now expand as a power series:

T+ A)" =T~ A+0, (T7!) =T, — 0, (T71/2)
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so that:
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