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1 Introduction

Vector autoregressive (VAR) models have been applied in several ways to analyze various
forms of present value models. The most immediate one is to incorporate the restrictions
entailed by the present value models to estimate the parameters of the VAR model to
form a basis for statistical testing of the model.

Use of all purpose tests like likelihood ratio and Wald tests often leads to rejection of
the restrictions. A natural question is then whether the rejection is due to essential parts
of the present value models or is due to features of less importance. Campbell and Shiller
(1987) proposed a graphical technique which addresses this issue in a present value model.
As a special case of this let {X;} = (Y, %) be a 2-dimensional time series consisting of
the stock price at the end of period ¢ and of the dividend paid during the period ¢. The
present value model entails that the stock price can be expressed as a discounted sum of
the expected future dividends given the information presently available i.e.

Y, =Y 8By +c. (1)
i=1
which implies
Yy = 0B [Yit1 + yea] + (1 —0). (2)

Note that if the information set contains more variables than the stock prices and
dividends, the conditional expectations may involve these variables. Also, note that in
Campbell and Shiller (1987) ¢ = 0 for the present value model of stock prices. We find it
useful for the discussion to allow for a general value of c.

Equation (2) shows that if both Y; and y, are I(1) variables, S} = Y; — 2y, is
stationary and we find the representation from (1)

5 oo
Y - 1_ = Z t[Aye] +c. (3)
Campbell and Shiller (1987) denoted S} = Y; — 125y, the (actual) spread, and defined

the theoretical spread as S = 155 >0, 8'Ey[Ay,y4), so that the present value model can
be expressed as,

S} =5 +e. (4)
Alternatively, using (1) one may express the spread as
y,— 2 O BAYi + Agent] + (5)
_ — c
LTI 5% 1_5" t+1 Ye+1 )

which says that the spread is linear in the optimal forecast of the change in the sum of
the stock price and the dividend Also (5) may be written in the form (4) by defining the
theoretical spread as S? = < Fi[AY; 1 + Ayiqq].
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The basic idea of the procedure suggested by Campbell and Shiller (1987), is to com-
pare an estimator of the actual spread

J

S; :Yt—myt?

and an estimator of the theoretical spread, S?, that is, a forecast of a weighted average
of the future change in dividends

1 o
SEITE 0 Ey[Ay]- (6)
1-90
i=1

Also one could consider forecasts of

)
This seems as a sensible thing to do. Both the spread and the theoretical spread have
intrinsic meaning. If the restrictions implied by the present value model are valid, both
versions estimate the same thing. This idea is implemented by Campbell and Shiller in a
number of steps

e Estimate the cointegrating relation Y; — %yt by regression.

Transform the data to the stationary variables S’tl =Y, — %Syt and Ay;.

Fit a VAR model to the demeaned stationary variables (Stl, Ayy).

Calculate the forecast of E;[Ay,] from the fitted model and calculate S? from (6).

Compare Stl and S'tz, e.g. by plotting them in the same diagram and compute
statistics as correlation or variance ratio.

There are several problems with this procedure

1) The three first steps are in fact a two-step procedure which ignores that there is a
relation between the original observations and the transformed series. In fact, the
parameters of the stationary VAR model for the transformed series are functions of
the parameters of the reduced rank VAR of the original observations.

2) There may be several possibilities for transforming to a stationary system, e.g.
Campbell and Shiller (1987, p. 1067) mention that also (S}, AY;) can be used for
fitting a VAR model. These alternatives may result in different fitted stationary
models, and hence in different forecasts.



3) There are other definitions of a theoretical spread which can be used, as we have
seen, i.e. S3.

4) For systems containing more than just two variables, there may be more stationary
linear combinations of the variables than the one described by the spread, so the
spread need not identify the cointegrating relations.

5) It is not clear what is the appropriate framework for evaluating the uncertainty of the
forecasts, the original I(1) system or the stationary VAR model for the transformed
data.

We suggest in the present note that this implementation of the basic idea can be im-
proved by conducting the analysis in a cointegrated VAR model of the originals series.
There has recently been some work indicating that such results would be useful. Kur-
mann (2005) compared measures of theoretical and observed inflation in a New Keynesian
pricing model following Campbell and Shiller’s approach. Carriero et al (2006) compared
spread between long- and short-term interes rates using similar ideas.

In the next section we define the model, show how the statistics of interest can be
derived and consider some potential applications. In section 3 the asymptotic distribution
of the actual spread and of the correlation and variance ratios are derived. In the last
section the results using the procedures we propose are compared to those of two previous
studies by Campbell and Shiller (1987) and Engsted (2002).

We use the following notation. If a p x r matrix «, where » < p, has full rank, a
denotes a p x (p—r) matrix of full rank such that o/, a = 0. The matrix a(c’a) ™! is defined
as @, so that o’a = I, and a«’ is a projection matrix, vec(a)) denotes the vector consisting
of the stacked columns of «, and ® is the Kronecker product defined as C ® D = {C;;D}.

Convergence in probability is denoted by L and = means convergence in distribution.

2 The statistical model

2.1 The statistical model

Assume that the p—dimensional data vector is generated by the cointegrated VAR
AXt = O{(/@/Xt_l + /ﬁ)lt) + FlAXt—l + -+ Fk—lAXt—k-i-l + o + & (8)

where o and § are p X r matrices and that the errors ¢, are independent multivariate
Gaussian variables with mean zero and covariance matrix 2. Let §* = (8',k1)" and
Xiq = (Xi4,1)

For the asymptotic analysis we also assume that the process is I(1), which means that
the characteristic polynomial corresponding to model (8) has all zeros outside the unit



circle or exactly at 1. Furthermore, the matrix o/, '3, where I' = [, = I'y — - -+ — 'y,
has full rank p — r. Under these assumptions, we have the representation

t 00
Xi=C (gi+po) + Y Cileri + ar(t — i) + o) + Ag (9)

i=1 i=0
t
=0 &+&t+&+ Y+ A

i=1
where Y} is stationary, Ay depends on initial values so that #’Ay = 0, and the matrix C'
is given by

C=p0L(a\ TBL) e,

see e.g. Johansen (1995a). In order to forecast the process, it is convenient to consider
model (8) formulated in the stationary companion form. From (8) it follows that

X =X+ ri(t+1) =X+ ri(t+ 1) + Fa(f Xy + kit) (10)
+ FTIAX 1+ -+ BTt AX g1 + B0 + e
= (Ba+ L)B" X7 4k + FTIAX 4+ BT 1 AXy oy + o + (s
We define the stacked stationary process
Zi = Zt—l(ﬁ*> = (X:i1ﬁ*, AX;—D T 7AX£—k+1>,'

of dimension [ = r + p(k — 1).
For k > 1, Z; satisfies the AR(1) equation

Zy=AZi 1+ p+ Qey, (11)
where the [ x [ matrix A and the [ x p matrix ) are given by
fa+I BTy - BTx g
« Fl cee kal Ip
A= 0 I, 0 Q= 0 (12)
0 o - 1 0 0

and p = Quo + (k7,0...,0)’. Because (11), regarded as a difference equation, has a
stationary solution, all eigenvalues of A must have modulus less than one. For k = 1, the
autoregressive equation can be expressed in Z; = 8" X/, and f'a + I,.. The autoregressive
formulation implies that
i—1
EZ) = A'Z + Z Ajg =AZ + Biu,
5=0

B, = (I, — AY(I, — A)~".



From the conditional expectations E;(Z;1;) we can now pick out the conditional ex-
pectations of the differences, on which forecasts can be based, because

Eo(AX143) = Oprs Ly Op 1) Bl Zeei) = d[A1Z, + By, (13)

For k = 1, the formula is easier as E;(AX;1;) = Ey(af¥ X ;_1) + po and E (67 X/[,;) =
(I, + B a)Ey(5" X} ;1) + k1 + B po. Thus

E(AXi) = oL + fo) ' 87X — a(B'a) ML — (I + F'a) (8 1o + K1) + 1o

For technical reasons it is convenient to use, in this case also, an autoregressive represen-
tation where the vector Z,_; contains the differences AX,;_;. For £ = 1 the matrix A will
then be singular and equal to

A:<ﬁ’aoj—]r 8) (14)

Unless otherwise stated, when & = 1, A will be given by (14), l = r + p and Z;, 1 =
(X785 AXG )"

2.2 A general definition of actual and theoretical spreads

In the statistical model it is convenient to define the spreads in terms of the stationary
cointegrating relations. Thus we define in general the actual spread as

Bri(v)' X} = B1(v)' Xy + kit = d' Z,(57). (15)

When the spread is normed on the first element, a = (1,0,...,0) € R', otherwise a =
(1/B11,0,...,0) € R. If k; = 0 we use 3, (v)' Xy = a’'Z;(3), and if further u = aky we use
Bi(w) X} = 01(v) Xt + ko = d' Z(5%).

The spread (7(v) is linear in v, which is a vector of m; < p + 1 — r parameters
describing the spread. Then (7 may be written

07 = h] + Hjv,. (16)

where h is a (p+ 1) x 1 vector and Hj is (p + 1) X m; matrix.
We assume that the other » — 1 columns of §* are just identified by linear restrictions
and a normalization, which we express as

B = hi + Hv;. (17)

Here hf is a (p+ 1) x 1 vector and Hf is (p+ 1) x m; = (p+ 1) x (p + 1 — r), matrix
so that ] has m; = p+ 1 — r free parameters ¢ = 2,...,r. Also let H} = (H},, H};) and
assume finally that all columns of § are identified.
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A theoretical spread will be used in a wider sense than in Campbell and Shiller (1987).
Thus both the formulations (1) and (5) may be taking as starting point, and it turns out
in the examples below that the theoretical spread can written in the form

VIf(A)Z(87) + g(A)p] (18)

where b is a suitably defined vector, and f(A) and g(A) are suitably defined matrices.
Strictly speaking f and g also depend on the parameters in the cointegrating relations,
but the estimators of these are super-consistent, so that we have suppressed them in the
notation. All the estimators necessary to compute Aand pie. U,qQ, fl, e fk_l, flo, k1 are

the maximum likelihood estimator in the model (8), conditioned on the initial observations
X—k+17 e 7XO-

Example 1: the present value model. Consider again the present value model with X; =
(Y:, yi, 21)’, where Y; and y; are defined as before and z; are additional variables of interest
to be included in the information set. Let a be the [-dimensional vector where only the
first element is non-zero and equal to one. Then the actual spread, i.e. S} from the
introduction, can be expressed as

Stl = }/1;/ - Yy = a,Zt7

1-9
and 07 = (1, —1%5, 0,...,0), is assumed identified by the zero restrictions. In this case
there is only one parameter, v = §/(1 — ¢), to be estimated, and m; = 1.

As for the theoretical spread, i.e. S?, as in the introduction,

i §'Fy|Zyy) = 0A(L — 0A) 1 Z, + i 5 Z Ay

i=1 i=1 7=1

= SA(L, — 6A)'Z, + IL_&(J, —§A)

Pre-multiplying Z; by 0/ = e,d’, where d is defined in (13) and e; is the p-dimensional vector

where only the i’th element is non-zero and equal to one, picks out the first difference

series for the dividends. Taking
)

FA) = AL = 5A) ™, g(4) =

J

TR

the theoretical spread may be written on the form (18).

An alternative formulation is to express the spread as the optimal forecast of the
change in the sum of the stock price and dividend, i.e. as S? in (7). Then the theoretical
spread, which is also of the form (18), will be

(11,0, 0 (AZ(5) + )

=155 =



where
FA) = A, gla) = =2
1—-6 7 1-9
Example 2: uncovered interest parity. If Xy = (i14,424,d;)’, where i1 and i5; are domestic
and foreign interest rates respectively, and d; is the depreciation of own currency. The

uncovered interest parity is defined as

L,V =(1,10,....,00d. W

il,t — iy = Et[dt—i—l]a
which can also be expressed as
i1 — G2p — dp = Ey[Adiq].
In this case it is natural to consider the forecast of the right hand side given by
57 = exd (AZ(5") + i),

so that
f(A)=A, g(A) =1,V =e;d 1

Example 3: term structure of interest rate. Consider next the term structure of interest
rate where RE") is an n-period discount yield or interest rate. We focus on periods of three

and one months. The linearized form of the expectation hypotheses of the term structure
(EHTS) can be expressed as

1
RY = S(RY + B[R + B[R] + (19)
where c is a risk premium. Thus, the EHTS implies that the actual interest spread
1 2
St =R" - RY = gEt[ARg)ﬂ + gEt[ARﬁ)l] +c

is a cointegrating relations if (RE?’), REI)) is I(1).

Therefore, if we let X; = (R§3),R§”,zg)’ , where the elements of z; are additional
variables of interest, the EHTS model fit into the framework described above. Obvious
candidates as elements of z; are other interest rates of different periods. Then more
elaborate EHTS than (19) may also be investigated.

The actual spread is directly observed, so 5’,51 =S} B = (1,-1,0,...,0) and there
are no parameters to be estimated in the actual spread, i.e. m; = 0. A reduced rank
VAR model (8) with a restricted constant term, py = ax{, appears to be most natural,
as linear trends are unlikely to be present in interest data. The stacked process satisfies
the equation

Zy = AZ1 + Qaky + Qey,



and gives the conditional expectations

EJARM| = eLBy[d Zy1) = €,d' (AZ; + Qakly),
E; [ARSr)z] = L Ey[d Zyy) = €yd' (A2 Z, + AQak) + Qaikl).

Thus in this context the theoretical spread is
1
52 = ge’gd'[AzZt +2AZ; + AQaky + 3Qaky).

In the case . .
f(A) = g(AQ +24), g(4) = 5(A+3D), MV =eyd. W

3 Asymptotic distributions of spreads, correlation,
variance ratio, and noise ratio

We consider the asymptotic distribution of the spreads and of numerical summaries used to
describe them such as correlation, variance ratio and noise ratio. A process of considerable
interest is the difference of the estimators of the spreads, T'/2(S} — S2). It turns out that
the limit does not exist. Therefore, we have to analyze it by considering some functionals
like those mentioned, correlation, variance ratio and noise ratio.

3.1 The spreads

Both the actual spread, S} = g;(v)' X} = a’'Z;, where a is the first unit vector, and the
theoretical spread S? = V/[f(A)Z; + g(A)u)], where b is a suitable selection vector, can be

expressed in terms of Z;. For S; = (S}, S?)" we define ¢ and n by

/

o= (i ) 2+ gt ) = v+ .

and let py = E[Z;], us = Yuz +n and Lg = ¥z’ where Xz is the covariance matrix
of Z;. Then, let

1 & 1

Ur == Z(St — 1s)(Sy — ps) = w; Z(Zt — nz)(Zy = pz)"y'. (21)

t=1 t=1

~

Denote by Sy, Ur the estimates we get by replacing all parameters by their maximum
likelihood estimates. In the appendix the following proposition is proved.

Proposition 1 Let f and g be continuously differentiable and define the derivative F' =
dvec(f(A))/O(vec(A))'. Then



ST i Ks (22)
Ir 5 B (23)

i) On D*0,1], we find
uﬁvec(U[Tu] — Up) = Wy(u) —uWy (1)
where Wy is Brownian motion with variance ¥y, which is found as the variance of

{(C®yEz) Ky + (WX @ Q}F(EZ' @ 1), (v @ ¥)]V. (24)

where 1 is defined in (20) and ¢ = (01x1,b)". The variance of V = (V{,V3)" is given
by (27) in Lemma 2 in the appendix.

When k =1, ¥,;' in (24) shall be substituted with (I, 0)'((I, 0)Xz(I. 0))~1(I, 0).

Remark 1. Tt is worth emphasizing that the asymptotic variance of Uec(UT) consists
of two parts. On the one hand, the term (¢ ® 1¥)V5, which depends on the coefficients
of the VAR only through the value of f(A). On the other hand, a component which
depends on the linearization of f(A) with respect to A, and which will take into account
the variation in the estimated coefficients in A.

There are also other random variables whose distributions are of interest. As shown in
Lemma 3 in the appendix the asymptotic distribution of 7/ 2(5 '~ Stry) = T2 (Ziru—

Zira)) = TY?(B7(0) — B (v)) Xy, 1s mixed Gaussian. But the asymptotic distribution of

T/ 2(5'[2Tu] — Sfp,;) 1s rather involved, as we shall now see. We find that

TSty — Stray) = T2V F(A) Zigay (5%) =  F(A) Ziry (57) + g(A)
=V (AT Zi7(5*) — Ziru(B7)] + VT2 f(A
[g(A

i — g(A)u]
[Zir ) —
— VT 2lg(A)i — g(A)p] + Op(T1).

F(A)] 2 (57)

The first term converges in distribution, as we have pointed out, and the last term con-
verges by an application of the delta method. The second term is more complicated
because although the factor TV/2[f(A) — f(A)] converges in distribution by an application
of the delta method, the process Zp,)(3*) does not converge to anything as a process in
D0, 1].

The same remark holds for the difference of the estimated actual spread and the
estimated theoretical spread: S[lTu] — S’[QTM, which of course is the most interesting process
to analyze.

As a consequence some functionals of the processes S[ITUJ and S'[ZTU] for which we can
find the asymptotic properties, will be considered in the next section.
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3.2 Correlation, variance ratio and noise ratio

The dependency of the movements of the estimates of the actual and theoretical spreads
is often described by the correlation, the variance ratio and the noise ratio of the two
series, defined as

p=Cou(S}, 52)/\/Var(SHVar(s?),
vr = Var(S})/Var(S?),
nr = Var(S} — SZ)/Var(S}).

We give below the asymptotic distributions of these quantities estimated recursively
on the interval 1 < ¢ < [Tu|, that is as processes on D[0, 1]. We find that for p, say, we
get

S, 2T (prrg — pr) = Blu) — uB(1)

so that sup tests can be applied. Here Z;l/ % is the asymptotic variance of pr, as given in
Proposition 2 below, and B(u) is a standard Brownian motion. Similar results hold for
the other quantities.

It follows from Proposition 1 that the estimators are consistent, so that

R 5) _ a/ZZf(A)Ib 25
o s ab f(A)S 5 f(A)b (25)
Y P o a’Eza

T T RS, f(AY
B a'Sya+ Y (AL, f(A)b — 2d'S, f(A)b (26)
a'Xza

where Y7 is the covariance matrix of Z;.

In the special case of k = 1 and r = 1, there is only one cointegration vector, and both
estimated spreads can be expressed as linear functions of B’ X}, which is scalar. This can
be seen from the discussion at the end of section 2.1, because the conditional expectations
of the differences are functions of 5’ X} only. One consequence is that both the empirical,
p, and population correlation, p equal 1. Another is that the three dimensional asymptotic
distribution considered in Proposition 2 must be degenerate.

By a straightforward application of the delta method we get the following result from
Proposition 1.

Proposition 2 Let matriz 3, be the asymptotic 3 X 3 variance of Tl/Q(UTll, Ule, UTQQ),
which can be found as a sub-matriz of Xy in Proposition 1. Then

i
UV (P — pr) = W) — ulW,(1),
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; ; _ 1 2y
where the variance of W, is ¥, = ;p“ciYyc1 for

1 —2 1 ,
b [afzza’ Y f(AYL U f(A)X, f(A)’b] ‘

C

ii)
UTY2(Gr gy — Trr) = Wi (1) — uWy, (1),

where W, has variance 3., = cy¥,co for

co = (V' f(A)S2f(A)D)2[b' f(A)S2f(A)D,0, —a'Yza]'.

iii)

uTY 2 (W g — 7)) = War () — uWor (1),

where W, has variance ¥, = cy¥,c3 for

cs = (a'Sza) [0 f(A)Zzf(A)D+2d'S 5 f(A)'b, —2a'S za, d'S za] .

Ezxample 1, continued. Here f(A) = ﬁA(Il—éA)*l = ﬁ[—[l—l—(]l—éA)*l] which
shows that

1
1-9)
0 .

- a5 (I — 6A) (A — A)(I —6A)~".

FA) = f(A) = (I = 6A) ™ — (I, — 6A) 7]

The linearization needed to compute the variance in (24) is therefore in this case,

vec{[f(A) — f(A)]} = a f 5 (I, — 6A)Y ' @ (I, — 6A)Yvee((A — A))
0 n—1 -1 A —-1/2
= m[([, — AT ® (I, — 6A) Mvec((A — A)) + op(T~12),

and the estimated standard error of the correlation can be worked out as described above.

In addition to the level variance ratio based on S; which works for general models of
the form we consider, Campbell and Shiller (1987) also suggested an innovation variance
ratio which is tailored to present value models. The variable

J

1 0
-0

5)315171 +

ftlIStl_( Ay,

is a measure of the excess return on stock.

11



Now, define a similar quantity in terms of the theoretical spread

1

5 Ayt

& =50 —(

)
)Siy + 1-35

After some algebra this is seen to equal

IR
§=1—5 > {EAYn] — Eea[Ayerd}

=0

which can be interpreted as an innovation from time ¢ —1 to time ¢ of the expected present
value of Ay,. Let & = (£}, €2) where &} and €2 are the estimators of £ and &2 respectively.

Then we may proceed as described for the level variance ratio to derive the asymptotic
distribution of the innovation variance ratio because both innovations may be expressed
as linear combinations of elements of Z; and Z;_;. [ |

Ezample 2, continued. Then f(A) = A, so the asymptotic distribution follows from
(24) with F' = Ip2. |

Ezxample 3, continued. In this case
N 1 - 2. 1 2
A —f(A)==-A2+ZA—--A?-ZA
FUA) = f(A) = 34+ 24— A2
2

(At 4) + 2H)(A~ 4) = §(A FI)(A = A) 4 op(T12),

—_

— (§
so the asymptotic distribution of the correlation and the variance ratio can be worked out
using (24) with F =, ® 2(A+ 1I,). [

Remark 2. In order to take into account that the correlation is bounded by 1 in ab-
solute value it is useful to consider the function %log(%g), with inverse tanh, which is
asymptotically Gaussian with mean 3 log(%Z) and variance 4= (5 e )2ci X, c1. An approx-

14+

imate 95% confidence interval has therefore bounds tanh|[; log(T/’;) + 1992,/ Ll Sucl.

1 1—p2

Remark 3. Campbell and Shiller (1989) suggested computing the aspymptotic distri-
bution of the correlation and variance ratio using numerical differentiation with respect
to the elements of the matrix A.

Remark 4. The arguments used to derive the asymptotic distributions relied on the
fact that the parameters in the cointegration vectors are super-consistent, and hence can
be treated as known. The situation where all these parameters actually are known, as in
Examples 2 and 3, is therefore completely covered by the treatment above.
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Figure 1: Real stock prices (solid line) and real dividends, multiplied by 20, (dashed line)
of American stocks 1872-1986.

4 Some simple applications

We will compare the result of applying the methods proposed in this paper to the results
reported in Campbell and Shiller (1987) and Engsted (2002). These studies are carried
out in a bivariate setup so the situations are particularly simple, as pointed out in the
introduction. The intention of the exercises is therefore to compare the traditional pro-
posals and the modifications we suggest, and see how they differ. Both contain important
lessons.

4.1 A present value model of Campbell and Shiller reconsidered

Campbell and Shiller used a VAR-model containing an unrestricted constant term to
analyze series of U.S. stock prices and dividends for the years 1872-1986. The series are
displayed in Figure 1. As explained in the introduction they fitted a VAR-model of lag
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length two to two-dimensional series consisting of the estimated actual spread and the
differenced dividend series after having removed the means. Let X; = (P, D;)’, where P,
is the stock price series, and Dy is the dividend series.

We fit a two-dimensional VAR of the form

AXy=af' X, 1 +TAX, 1+ p+ ey,

i.e. a model with an unrestricted constant term. A likelihood ratio test of the restrictions
on the coefficients implied by the present value relations yields a p-value of 0.11, see
Johansen and Swensen (1999).

_ _~ A N ~ A\
o _| —~ N /DTN - N </ / _7/ N\ \ / N .
N / N NARAR VAt Y A AN ANV VAR Ny
Ny (UNN v \/ \sv 0y
v

o 4

o

I

1

o

I 4

]

T T T T T T
1880 1900 1920 1940 1960 1980
Time

o

«

o _|

—

o -

o

<

-30
|

1880 1900 1920 1940 1960 1980

Time

Figure 2: Plot of estimates of actual spread (solid line) and first theoretical spread, S,
(dashed line) of U.S. stocks 1872-1986: upper panel as described in text, lower panel
centered at the means.

The method for estimating the theoretical spread described in Section 2 can be used
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Table 1: The matrix A for U.S. stocks (standard errors in parenthesis)
0.733 —0.170 —9.815

(0.076) (0.115) (4.055)
—0.118 0.160 —4.683
(0.071) (0.107) (3.780)

0.004 0.010 0.153

(0.001) (0.002) (0.076)

with k1 = 0 and Z;_1(08) = Z;—1 = (X[_18,AX]_,)". Figure 2 shows plots of the actual
spread and the estimated theoretical spread defined as estimated present value of the
dividends, in the upper panel. This corresponds to estimates of both sides of (4) in the
introduction, with ¢ = 0. As one can see the levels of the two series are quite different.
However, when series are centered at the same mean, corresponding to Campell and
Shiller’s (1987) demeaning, the result is similar to the corresponding one in Campbell
and Shiller (1987). These results are not so surprising in light of the linear trend which
is evident in the plot of the series. The transformation used by Campbell and Shiller
(1987) removes this to a large extent, so the transformed series appear stationary. A
further demeaning, before fitting a VAR-model without a constant, centers both spreads
approximately at zero. However, the modified method we propose is based on a VAR-
model with a constant. Due to the linear trend the differences of the dividends are
mostly positive. Because the theoretical spread is a weighted sum of these differences, the
estimates of the theoretical spread can also be expected to be positive, as is indeed the
case, see the upper panel in Figure 2. Using the approach of Campbell and Shiller (1987)
it is difficult to discover a non-zero ¢ in formulas (1)-(5) when the series contain a trend,
but using the modified approach such a feature appears immediately.

Table 2: Comparison of results by using the modified and traditional procedures.

Modified procedure Traditional procedure
est. std. err., est. std. err.,
estimate two terms one term estimate est. std. err.
corr(Sk, S2) 0.94 0.11 0.10 0.911 0.207
vr(Sk, S2) 3.60 2.37 2.31 4.786 5.380
nr(S}, S%) 0.29 0.25 0.24 - -
corr(Sk, S2) -0.46 0.39 0.43 - -
vr(Sh, S3) 0.05 0.05 0.05 - -
nr(Sk, S3) 23.52 20.60 20.25 - -
100(1 —9)/d 2.98 - - 3.2 -

In Figure 3 a similar exercise is done, but now defining the theoretical spread as linear
in the forecast of the change in stock price and dividend, i.e as S? defined in (7) in the
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Figure 3: Plot of estimates of actual spread (solid line) and second theoretical spread,
S3. (dashed line) of U.S. stocks 1872-1986: upper panel as described in text, lower panel
centered at the means.
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introduction. In this case the two spreads differ much more. The discrepancy may not
be so surprising if one looks at the estimated matrix 121, which can be found in Table 1.
Remark the large, but not significant, negative value of the entry corresponding to the
element (1,2) in f, -4.68. In the estimate of the first theoretical spread only forecasts of
the change in dividends are used, which means that the last row of A(I — 5121)*1 is used
for combining the elements of Z;. With ¢ = 0.971 this row equals (0.012,0.009,0.001).
For the estimate of the second theoretical spread both forecasts of the stock prices and
dividends are used. Hence, the two last rows in A are involved, which means that the
coefficient —4.68 will have a direct influence on the estimated spread in this case.

It may be worth pointing out that Campbell and Shiller (1987) do not find the present
value model for stock prices convincing either, see e.g. pp. 1083-1085. Hence, the
discrepancy between the behavior of the two theoretical spreads supports their impression.
Turning to the numerical summaries, the results from the modifications we propose are
compared to those of Campbell and Shiller (1987) in the first and second row of Table
2. The two rightmost columns in Table 2 are taken from Campbell and Shiller (1987).
The estimates of the standard errors from the asymptotic distribution are smaller than
the estimates using numerical differentiation proposed by Campbell and Shiller (1989),
regardless of whether one or two terms of (24) are included in the asymptotic variance.
Actually, Campbell and Shiller (1989) treat the covariance matrix of Z; as fixed. That
corresponds to the situation where the asymptotic variance as given in (24) in Proposition
1, is calculated just from the first term in (24). When the covariance matrix is not
considered as fixed an extra term, (¢ ® 1)Va, is necessary. As to the estimate of the
variance ratio reported in the second row, remark the estimates of the standard errors
are similar, regardless of whether one or two terms are included in the estimate of the
variance. Also, note that the variance ratio is not significantly different from 1, and
the noise ratio is not significantly different from zero. The results for the alternative
theoretical spread defined by the forecast of the change in the sum of the one period stock
price and dividend, i.e what is denoted S} in the introduction are displayed in rows four
to six. They confirm the impression one gets from Figure 3.

In Figure 4 a recursive plot of the correlation between the estimate of the actual and
the first theoretical spread is displayed. From Proposition 2 it follows that the asymptotic
distribution is a Brownian bridge on [0, 1], whose maximum has a 95%-quantile equal to
1.36. There is therefore no indication that the correlation is nonconstant from a test based
on the supremum of p;,t = 1874, ...,1986.

4.2 A present value model for Danish stock prices

Consider next the example used by Engsted (2002) to illustrate various measures of fit
for rational expectations models. The yearly bivariate time series X; = (P, D)’ he
considered consists of real stock prices, P;, and dividends, D;, for the period 1922-1996
and is displayed in Figure 4. He computed estimates of the actual and theoretical spread
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Figure 4: Recursive plot of tT-1/25,%(p, — pr) where p, = corr(S!, S2) of U.S. stocks
1872-1986.

by the procedure proposed by Campbell and Shiller (1987). The stock index FP; is a
weighted portfolio measured at the end of year ¢, and D, is the dividend paid during
the same year. As in Engsted (2002) we used lag length 1 and fitted a reduced rank
VAR-model of the form

AXt = Oéﬁ/Xt_l + K + Et.

The p-value of the likelihood ratio test of the restrictions on the coefficients implied by
the present value relations is 0.21, see Johansen and Swensen (2004). The method for
estimating the theoretical spread described in Section 2 can be applied with x; = 0, g =
akg. The actual spread, S}, is the normed cointegration vector S} = P, —§/(1—8) Dy + kg
because (2/31 = —d/(1 — ¢). Using the appropriate modifications described in Section 2,
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Figure 5: Real stock prices (solid line) and real dividends (dashed line) of Danish stocks
1922-1996.

because the lag length k is equal t, we get

AXt — O55*/ ( Xfi—l ) + & and ﬁ*/ ( )1(15 ) — (1+ﬁ,a)ﬁ*, ( Xii—l ) +6/5t
where §* = (8, ko). Then

;5’5Et[AXt+’L] = ;5104[1 +B’a]iflﬁ*l ( )](jt > _ 60&[1 . 5(1 + 6/05)]716*’ ( ):ft > 7

and the theoretical spread is

2 1 > i 1 5@2 o 5
S = 1_5;5Et[ADt“] S A==t Fay T T=g P R0
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Table 3: Comparison of results for Danish stocks using the modified procedure with the
results of Engsted

Modified procedure Engsted results

estimate sd estimate
corr (S}, S?) 1.00 0.000 0.9999
vr(SE, S?) 3.35 1.882 3.38
nr(SE, S%) 0.205 0.139 0.210
100(1 —4)/9 6.17 —

Both estimated spreads are therefore linear functions of the estimated cointegration vector.
Hence the correlation is 1, which may explain the correlation 0.999 obtained by Engsted
(2003) after fitting a VAR model to (S}, AD,)".

Also the alternative definition of the theoretical spread, i.e the one denoted by S? in
the introduction, has this feature because

B
A1Dt+1 _ ! o aq 0
2 ( Ay ) R e A ( o ) (B = g et o).

so that S} = Fy[AP 1 + ADyq] = (aq + ag) P, — §/(1 — §) Dy + ko.

Figure 6, which displays the actual and first theoretical spread, is almost identical to
the corresponding figure in Engsted (2002). The ratio between the theoretical and actual
spread, which we denote as v, is estimated as 4 = (8/(1 — 0))do[l — 6(1 4+ F'a)] ™" = 0.55.
The estimates of the variance ratio and noise ratio between the two series are close to
those reported by Engsted, see Table 3. In this case A is given by (14) and it is seen that

o 1 o

JA) = 75 AL =) = a5 a ssa 1 gy

so that with @ = (1,0,0)" and b = (0,0, 1) we find &' f(A) = ~ya’. Therefore
(a'Sza,d' Xz f(A)D, U f(A)L2f(A)D) = Xz11(1,7,9?)

which shows that p = sign(vy),vr = v72,nr = (1 — v)? and that the estimates and their
variance are functions of o and (3, and their estimates and their variances. Hence the
asymptotic distributions are identical, whether the covariance matrix of Z; = (X/3, AX])’
is considered as fixed or not.

5 Conclusion

In Campbell and Shiller (1987) a method based on comparing actual and theoretical
spreads was introduced. In this paper we have reconsidered the proposals in an I(1)
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Figure 6: Plot of the estimates of actual spread (solid line) and first theoretical spread,
52, (dashed line) of Danish stocks 1922-1996.

framework with a particular view to how the basic ideas can be extended to higher di-
mensions than the bivariate setup originally treated. We pointed out several problems
that had to be resolved, proposed a statistical model for that purpose, and illustrated its
potentiality in a number of examples. The asymptotic distribution of the difference of the
spreads turns out to not exist as a process. However, the distributions of the commonly
used numerical summaries, such as correlation, variance ratio and noise ratio, converge
in distribution. The limiting distributions are Gaussian, and corresponding invariance
principles have been worked out. Finally, we consider the additional insights that can
be gained from applying the setup and methods to the data on U.S. stock prices and
dividends originally studied by Campbell and Shiller (1987), and of the data on Danish
stocks illustrated by Engsted (2002).
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6 Appendix

We first give some general results in Lemma 1 and Lemma 2 about the asymptotic behavior
of product moments derived from a multivariate AR(1) process. In Lemma 3 and Lemma
4 we then find the asymptotic properties of the estimators of the statistical model defined
in Section 2.

Lemma 1 i) Let X; of dimension n;, i = 1,...,4 be multivariate Gaussian random
variables and let Cov(X;, X;) = X;;. Then

Cov(vec(X1X5),vec(X3X))) = (X2s @ X13) + (Zo3 @ X14) Krgns

where K, s the commutation matriz defined by vec(M) = K, ,,vec(M’) for any
ns X ny matriz M, see for instance Liitkepohl (2005, p. 663).

ii) Let Xy of dimension n;, i = 1,...,4 be multivariate Gaussian linear stationary
processes with finite variances and let Cov( Xy, Xjs) = vij(t — s). Then

T T
T 'Cou( Zvec X1 X5) ,Zvec(thXflt))
t=1 t=1
— Z (724(h) @ 713(h) 4+ 723(R) @ Y14(h) Kngn,)-

h=—00

Proof of i). The result is a multivariate version of the well known result for Gaussian
univariate variables that

COU(XlXQ, X3X4) = COU(X17 X3)OO’U(X2, X4) + COU(X17 X4)OO’U(X2, Xg)

It can be generalized to non Gaussian variables by adding an extra term depending on
the fourth cumulant, see e.g. Anderson (1971, Thorem 8.4.2).

Let B,,xn, and C,,xn, be arbitrary matrices. A general linear function of vec(X; X))
is vec(B')vec(X1X}) = tr{ BX,; X}} = X}, BX; and we therefore investigate

OO’U(X;BXl, XQCX;;) = Z BijckmCO’U(XQinj, X4kX3m)
ijkm
= Z BiiCrm (204,213 jm + L23.im 214,k )
ijkm
= tr{BY13C" Sy, } + tr{BX14C¥53}
= vec(B') (Xa4 @ 313)vec(C') 4+ vec(B') (Xa3 @ Xqg)vec(C)
= vec(B') [(324 @ X13) 4 (X3 @ X14) Kpyny Jvec(C'),
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where we apply the formula tr(ABCD) = vec(A') (D' ® B)vec(C).
Proof of ii). The covariance equals

T
T Z Z Cov(vec( X1, XY,), vee( X35 X))

t=1 s=1

=T Z Z Yoa(t — 5) @ M13(t — 5)) + (V23(t — 8) @ Y14(t — 5)) Koy,

t=

—_

s=1

~

=71 Z W 724( ) & 713(h)) + (723(h) ® ’Yl4(h))Kn3n4]

which converges as indicated.

Lemma 2 Let Y, = AY, 1 + &; be an |—dimensional stationary vector autoregressive
process and let §; be i.i.d. N;(0,®). Then

(1) Yy = >0y A'0—; has mean zero and variance Ly = Y .o  A'®A” which can be
written vec(Xy) = (I;z — A @ A) lvec(P).

(i) TP Y, 20 and T2 YY), 55y,

(iii) Let
T T
Vie =D Yiud) and Vaor = Y_(Yia¥{, - )

t=1 t=1

and Vi = (vee(Viy) vec(Viz) then

Yn X
: -1 v 1 212
TlgroloT Var(Vp) =Xy = ( SR ) (27)
where
Y1 =2y QP

Yor =g —A® A)(AZy @ ) + (¢ ® AXy) Ky
222 - [(EY ® Ey -+ ([lQ - A ® A)il(AEY ® AZy)
+ (By A @ Sy A — A" @ A DI + Ky)

(iv) Finally
T Viry = Wy (u)

as processes on D*(0, where Wy (u) is an (21)? — dimensional Brownian motion

with vartance Xy .
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Proof of (i). We find
Y, =AY+ 0= ) A6,
i=0

which has mean zero and variance

i Aip AV,
1=0

which in vectorized form is (Iz — A ® A) 'vec(P).
Proof of (ii). The convergence follows from the law of large numbers.
Proof of (iii). We define

v(h) = Cov(Yiyp,Y;) = A"Sy if h > 0 and Sy A" if h < 0,
o(h) = Cov(Yin, 6;) = A"® if h >0 and 0 if h < 0,
n(h) = Cov(St4n,0:) = ® if h =0 and 0 if h # 0.

From Lemma 1 we find that

T*IVar(vec(VQ/,[Tu]))

= > [((h) @(h) + (y(h) ® y(h)) K]

h=—o0

= (EY ® 2y + Z(AhEY (24 Ath) + Z(EyAh, & EyAh,))(Ilz + Kll)
h=1 h=1

=y @Sy + (Ip — A A)H(ASy @ AYy)

+ Sy A @Sy A — A'@ A (I + Ky).

Similarly

T_ICOU(WC(V%,[TU}% U@C(Vll,[Tu]»

T
= T_ICOU(Z vec(Y,.1Y, ), Z vec(0Y/) 1))

t=1 t=1

= > () @ 6(h = 1) + (d(h = 1) @ (k) Ku]
— i[(Ath ® AM1d) 4+ (AM1O @ ANy Ky

=(Ip — AR A)'(ASy @ @) + (P ® AXy)Ky).
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Finally

T
Var(vec(V{ 1)) = Var(T™/? Z vec(6:Y/ 1))

t=1
e8]

= > ) @nh) +(¢(h—1) @ $(~h+ 1)) Ky = Zy © @.

h=—o0

Proof of (iv). We can apply Theorem 21.1 in Billingsley (1968) which gives an in-
variance principle for ¢—mixing sequences. We study the joint asymptotic distribution of
S Y Y 5N Vi 18] by considering the univariate process

me = f(0,01-1,...) = tr{BVY/ = Xy)} + tr{C(6:11Y)) },

for arbitrary [ x [ matrices B and C. We define an m— dependent approximation to Y; by

Y'tm — Zm: Aiétfi
1=0

with the remainder term
o oo
Y)= ) A =AY A,
i=m+1 i=1

so that
Yy =3V + 37 = Var(Y,™) + Var(Y/).

We define
nt' = tr{BY"Y" — 9)} + tr{C(0:1Y™)}

and have to show that for
U = E (1 — 77?1)2

[e.e]
Z V%Q < Q.
m=1

This follows if we can show that v, is exponentially decreasing in m.
We find using Y; = Y™ + Y, that

it holds that

me—n = tr{BY YV + VY = 59)) + tr{Coen Y},

so that all terms contain an exponentially decreasing factor A™, which implies that
> va!? < 0o and Theorem 21.1 of Billingsley (1968) now gives the required result.
The variance was found in (7). [ |
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Lemma 3 Let the I(1) process X, be given by the cointegrated VAR model with restricted
linear term, (8). Assume that (3 is identified by the restrictions

Bf=h;+Hv,i=1...,r

where hf is a (p+1) x 1 vector and H} is (p+1) xm; so that 3 has m; free parameters. Let
¢ denote the trend coefficient in the process Xy, see (9), then H X[ has trend coefficient

If 7; # 0, we define the normalization matriz
A = (T7%7,,T7'7)
where 7, = 7;(7/1;) Y, and let H; = (I,,0)H}. Then
Al H Xy = ( L HOW () > — Gy(u)
and the limit in distribution of {TY2AZ} (37 — 7)Y is the mized Gaussian distribution
{Bi} = {Q ' /Ol(Gz‘ - G)(G; — Gi)/du}_l{/ol(Gz‘ —G)([dW)Q o},

where G; = fol Gi(u)du. Finally we have the results

TV2(B; = 57) X = BiGi(u) (28)
XT}B: =B Xi X8 - ) = B / GG, (29)

=1

A similar result holds if 7, = 0, but then G; = H;CW (u).
It follows that likelihood ratio tests for hypotheses on 3* are asymptotically distributed
2

as x-.

~

Proof: From (9) it follows that

[T]
HY Xiry = H' ( [ﬁL]Tfﬁ . ) + 1 ( 026:1 - ) + 1 < Aot 500+ Yir ) - (30)

so that in the direction 7;, the linear term dominates, and orthogonal to this the random
walk dominates:

T 7 H X, = u

Tl Xy —
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which we write as
A HY X, = Gi(u).
Let Ry, denote the residuals of X} ; corrected for lagged differences and a constant. Then

the likelihood profile for the parameters («a, 3, §2) gives the score for v; normalized by A;r,
which converges in distribution to a mixed Gaussian distribution

T 1
> A H Ryel ;= / (Gi — G (AW YQ ey
t=1 0

and the information for (v;,v;) normalized by T-Y2A!. and T-Y2A;r converges in dis-
tribution

T 1
Qo Ty A HY Ry Ry H Ajr = ojQ 'y / Gi(u)G)(u)du,
t=1 0

so that the asymptotic distribution of {T/2AZ} (37 — 37)} is mixed Gaussian as indicated.

The asymptotic conditional variance matrix is non-singular because identification im-
plies that 3 H} has full rank m;, see Johansen (2009, Lemma 4). An estimator of the
asymptotic conditional variance is given by

{Alp H'S5 HY Ayr) (31)
where TS7, = 31, Ry R}, |

Lemma 4 Let the I(1) process X; be given by (8) and let ¥z be the asymptotic variance
of the stacked process of dimension | = r + (k — 1)p. Then, as T — oo, T 2vec(A — A)
converges in distribution to Np2(0,%,' ® QQQ') when k > 1. For k = 1, the limit is
]\/v(r-l-p)2 (07 (IT7 O)/«]rv O)EZ(IH 0)/>71(I’/‘7 O) & QQQ/)

Proof. When k > 1
Tl/Q(A - A) = QT1/2 (d - Q, f‘l - Fla s 7fk—1 - Fk‘—l) + OP(l) = Tl/QQ(é - 9) + OP(l)‘

The rest of the proof is as in Theorem 13.5 in Johansen (1995). The rows r+1,...,r+p
of Zy = AZ; 1 + pp + Qg; can be written

AXy = 0Z,_1(B%) + po + &
For fixed 3* this is a regression equation and
T
TV2Q(0 —0) =T " Qel(Zi1(8°) — nz)'S7' + op(1)
i=1

— TPV, 5, + op(L),
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because, referring to Lemma 2, §; = Q&; and Y, 1 = Z;_1(5*) — pz. Since & = QQQ,
it also follows from Lemma 2 that T/2vec(Q(f — 0)) converges in distribution toward
Np(0,%," @ QQQ).

When £ =1

VT(A—A) = (5'0“5'0‘ 0) QVT(a — a,0) + op(1) = VTQ(a — a)(I, 0) + op(1),

a—

which shows the result.ll

Proof of Proposition 1. We first show that replacing Z, with Z, in Sy we get a
difference of Op(T~1/2). From (28) and (29) in Lemma 3 we have that the difference
Zy — Zy is Op(T~'/?) because

T Zirw — Zirw)' = (X (B — £1),0,...,0) = (G} (u)B1,0,...,0).  (32)

Then, see (20),
T T . T T .
TN S = WT Y ZiAn)=vT "> Zitn—@T 'Y Zi+n)  (33)
t=1 t=1 t=1 t=1
T A
=T (2~ Z,) = Op(T'1?).
t=1

Next we show that replacing Z; with Z; and replacing fig by s (or %T by pz) in
UT gives a difference of Op(T~'). Because Y; = Z; — uyz, we may write Z; — jiy =
(Zy — Zy) + Yy + (1z — [1z) and find

[Tu] [Tu]

T (Z - i) -3 (34)

t=1
[T] [Tu] [Tw]

=T (Z— 2)(Z— Z) + T~ 121@ (Z, — Zt)+T‘1Z (Z, — Z,)Y/
t=1

[Tu [Tw]
+ T Tul(pz — fiz)(pz — fiz) - Z Yz — pz) + (fuz — pz)[T! Z /]

[Tu] [Tw]

+ [T Z Wiz = pz) + (fuz — p) [T (2 —

28



Now from (29) of Lemma 3 we find that the first term is Op(T~!). The second and
third term are

(Tu] [Tu]

TN (Z— Z)Y, = (1,0,...,0) T > (37 - By X;Y,
t=1 t=1
T]

=T7(1,,0,...,0)T 2y " TV2[ALL (B — B A X;Y/ = Op(T ™).
t=1

The next three terms are Op(T~!) because from from Lemma 2 with Y; = Z;, — uz,
8 = Qey, and ® = QOQ', fiz — pz = Op(T~2) and T Y, = Op(T-1/2). Finally
the last two terms are products of terms which we have argued each is Op(T~%/?).

We can now prove the relations (22) and (23). The law of large numbers shows that

Sy D bug +n = ps,
Ur 5 S0 = S,

and we have shown above that we can replace Z by Z; and pug by its estimate with a
small error, and Lemma 4 shows we can replace (¢,n) by their estimates, so that (22)
and (23) follows.

We can now find the asymptotic distribution of

[Tu]

ul" (U = 820) = T2 [ (Ze — fiz)(Ze — fiz) gy — 520, (35)

t=1

From (34) it follows that the difference between Uy and what we get by inserting Z, for
Z; and fiz for uyz is Op(T71).
Thus for Y; = Z; — puz, (35) has the same limit distribution as

[T'u]

T2 (g VY Pigy — 0520 (36)
t=1
[Tu]

=T (VY] = B¢ + T2 (g — V)uSz¢ + T YuSz (e — ) + op(1).

t=1

With the notation Vi 7 and Va7 from Lemma 2, using that 6, = Qe;, and ¢ = (0,b)’
we find
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uT Pvec((hirg — ) E20") = uT"Pvec(C(f(Ary) — f(A))S2¢)
= uT" (Y57 @ Qec(f(Aga) — f(A))
= uT"?(YS; @ ¢)Fvec(Aipy — A) + op(1)
= (X7 @ Q) Foec(T*V{ 11, 5,") + 0p(1)
= (V82 ® OF (83" @ L)vee( TV 1) + op(1).

Therefore we can write (36) in vectorized form as
(¢ @ Y)vee(Vy ipy) (37)
+ (022 © ) + (€ @ VI2) K] F(S5" @ I)vee(V{ 1) + 0p(T"?).

When k = 1, we use (1, 0)((I. 0)Xz(1, 0))~*(Z, 0) instead of ¥,*.
From Lemma 2 with Y; = Z,—uz, 0; = Qe;, and ® = QQQ’ we find that uT" ?vec(Uyp, —
Yg) converges in distribution on D*[0,1] to

[(CRYVEL Ky + (V27 ® C)]F(Z}l ®I), v @)V,

which has a variance as indicated. R
Finally we find, replacing g by Ur, that

uTY?vec(Uipy — Ur) = Wy (u) —uWy(1). H
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