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ARTICLE INFO ABSTRACT

Article history: We propose the first comprehensive treatment of high-dimensional time series factor
Received 16 February 2017 models with multiple change-points in their second-order structure. We operate under
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tions of change-points consistently as well as identifying whether they originate in the
common or idiosyncratic components. Through the use of wavelets, we transform the
problem of change-point detection in the second-order structure of a high-dimensional

Available online xxxx

l[fieey:él‘(l)vri(ii stationary factor model time series, into the (relatively easier) problem of change-point detection in the means
Change-point detection of high-dimensional panel data. Also, our methodology circumvents the difficult issue
Principal component analysis of the accurate estimation of the true number of factors in the presence of multiple
Wavelet transformation change-points by adopting a screening procedure. We further show that consistent factor
Double CUSUM binary segmentation analysis is achieved over each segment defined by the change-points estimated by the

proposed methodology. In extensive simulation studies, we observe that factor analysis
prior to change-point detection improves the detectability of change-points, and identify
and describe an interesting ‘spillover’ effect in which substantial breaks in the idiosyncratic
components get, naturally enough, identified as change-points in the common compo-
nents, which prompts us to regard the corresponding change-points as also acting as a
form of ‘factors’. Our methodology is implemented in the R package factorcpt, available

from CRAN.
© 2018 The Author(s). Published by Elsevier B.V. This is an open access article under the
CCBY license (http://creativecommons.org/licenses/by/4.0/).

1. Introduction

High-dimensional time series data abound in modern data science, including finance (e.g., simultaneously measured
returns on a large number of assets (Fan et al., 2011b; Barigozzi and Hallin, 2017)), economics (e.g., country-level macroe-
conomic data (Stock and Watson, 2009) or retail price index data (Groen et al., 2013)), neuroimaging (e.g., measurements
of brain activity (Schréder and Ombao, 2016; Barnett and Onnela, 2016)) and biology (e.g., transcriptomics data (Omranian
et al., 2015) or Hi-C data matrices (Brault et al., 2016)).

Factor modelling, in which the individual elements of a high-dimensional time series are modelled as sums of a common
component (a linear combination of a small number of possibly unknown factors), plus each individual element’s own
idiosyncratic noise, is a well-established technique for dimension reduction in time series. Time series factor models are
classified, in relation to the effect of factors on the observed time series, into ‘static’ (only a contemporaneous effect, see
e.g., (Stock and Watson, 2002; Bai and Ng, 2002; Bai, 2003)) or ‘dynamic’ (lagged factors may also have an effect, see
e.g., (Forni and Lippi, 2001; Hallin and Lippi, 2013)) factor models.
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It is increasingly recognised that in several important application areas, such as those mentioned at the beginning of this
section, nonstationary time series data are commonly observed. Arguably the simplest realistic departure from stationarity,
which also leads to sparse and interpretable time series modelling, is piecewise-stationarity, in which the time series is
modelled as approximately stationary between neighbouring change-points, and changing its distribution (e.g., the mean or
covariance structure) at each change-point.

The main aim of this work is to provide the first comprehensive framework for the estimation of time series factor models
with multiple change-points in their second-order structure. The existing literature on time series factor modelling has
only partially embraced nonstationarity. One way in which a change-point is typically handled in the literature is via the
assumption that the structural break in the loadings is ‘moderate’ and it affects only a limited number of series, so that it
does not adversely impact the quality of traditional stationary principal component analysis (PCA)-type estimation (Stock
and Watson, 2002, 2009; Bates et al., 2013).

However, opinions diverge on the empirically relevant degrees of temporal instability in the factor loadings, and several
authors observe that ‘large’ changes in the stochastic data-generating mechanism have the potential to severely distort the
estimation of the factor structure. Investigations into the effect of a single break in the loadings or the number of factors on
the factor structure, with accompanying change-point tests and estimators for its location, can be found in Breitung and
Eickmeier (2011), Chen et al. (2014), Han and Inoue (2014), Corradi and Swanson (2014), Yamamoto and Tanaka (2015),
Baltagi et al. (2017), Bai et al. (2017) and Massacci (2017). Lasso-type estimation is considered for change-point analysis
under factor modelling in Cheng et al. (2016) and Ma and Su (2016): the former concerns single change-point detection
in the loadings and the number of factors, while the latter considers multiple change-point detection in loadings only. Note
that the £;-penalty of the Lasso is not optimal for change-point detection, as investigated in Brodsky and Darkhovsky (1993)
and Cho and Fryzlewicz (2011). In summary, apart from Ma and Su (2016) and Sun et al. (2016) (the latter considers factor
models with multiple change-points but for a small number of time series only), the existing change-point methods proposed
for factor models focus on detecting a single break of a particular type, namely a break in the loadings or the number of factors.

We now describe in detail the contribution and findings of this work, at the same time giving an overview of the
organisation of the paper.

(a) We propose a comprehensive methodology for the consistent estimation of multiple change-points in the second-order
structure of a high-dimensional time series governed by a factor model. This is in contrast to the substantial time series
factor model literature, which is overwhelmingly concerned with testing for a single change-point. In practice, the
possibility of the presence of multiple change-points cannot be ruled out from a dataset consisting of observations over
a long stretch of time, as illustrated in our applications to financial and macroeconomic time series data in Section 8.
Our estimators are ‘interpretable’ in the sense that they enable the identification of whether each change-point
originates from the common or idiosyncratic components. Through simulation studies (Section 7), it is demonstrated
that in high-dimensional time series segmentation, factor analysis prior to change-point detection improves the
detectability of change-points that appear only in either of the common or the idiosyncratic components.

(b) We operate under the most flexible definition of piecewise-stationarity, embracing all possible structural instabilities
under factor modelling: it allows factors and idiosyncratic components to have unrestricted piecewise-stationary
second-order structures, including changes in their autocorrelation structures (Section 2).

(c) Wederive a uniform convergence rate for the PCA-based estimator of the common components under the factor model

with multiple change-points in Theorems 1 and 2 (Section 3.1). A key to the derivation of the theoretical results is the

introduction of the ‘capped’ PCA estimator of the common components, which controls for the possible contribution
of spurious factors to individual common components even when the number of factors is over-specified.

Through the use of wavelets, we transform the problem of change-point detection in the second-order structure of

a high-dimensional time series, into the (relatively easier) problem of change-point detection in the means of high-

dimensional panel data. More specifically, in the first stage of the proposed methodology, we decompose the observed

time series into common and idiosyncratic components, and we compute wavelet transforms for each component

(separately), see e.g., Nason et al. (2000), Fryzlewicz and Nason (2006) and Van Bellegem and von Sachs (2008)

for the use of locally stationary wavelet models for time series data. In this way, any change-point in the second-

order structure of common or idiosyncratic components is detectable as a change-point in the means of the wavelet-

transformed series (Sections 3.2 and 3.3).

(e) Each of the panels of transformed common and idiosyncratic components serves as an input to the second stage of

our methodology, which requires an algorithm for multiple change-point detection in the means of high-dimensional

panel data. For this, a number of methodologies have been investigated in the literature, such as Horvath and

Huskova (2012), Enikeeva and Harchaoui (2015), Jirak (2015), Cho and Fryzlewicz (2015) and Wang and Samworth

(2018). In Section 4.1, we adopt the Double CUSUM Binary Segmentation procedure proposed in Cho (2016), which

achieves consistency in estimating the total number and locations of the multiple change-points while permitting both

within-series and cross-sectional correlations. In Section 4.2, we prove that this consistency result carries over to the
consistency in multiple change-point detection in the common and idiosyncratic components, as the dimensions of

the data, n and T, diverge (Theorem 3).

Motivated by the theoretical finding noted in (c), our methodology is equipped with a step that screens the results

of change-point analysis over a range of factor numbers employed for the estimation of common components

(d

—

(f

-
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Fig. 1. Flowchart of the proposed methodology.

(Section 4.3). It enables us to circumvent the challenging problem of accurately estimating the true number of
factors in contrast to much of the existing literature, and plays the key role for the proposed methodology to achieve
consistent change-point estimation.

(g) Once all the change-points are estimated, we show that the common components are consistently estimated via PCA
on each estimated segment (Section 5). Such result is new to the literature on factor models with structural breaks.

(h) We identify and describe an interesting ‘spillover’ effect in which change-points attributed to large breaks in the
second-order structure of the idiosyncratic components get (seemingly falsely) identified as change-points in the
common components (Section 7). We argue that this phenomenon is only too natural and expected, and can be
ascribed to the prominent change-points playing the role of ‘common factors’, regardless of whether they originate
in the common or idiosyncratic components. We refer to this new point of view as regarding change-points as factors.

(i) We provide an R package named factorcpt, which implements our methodology. The package is available from
CRAN (Cho et al., 2016).

An overview of the proposed methodology

We provide an overview of the change-point detection methodology with an accompanying flowchart in Fig. 1. For each
step, we provide a reference to the relevant section in the paper.

Input: time series {x;, i=1,...,n, t =1,...,T}and a set of factor number candidates R = {r,r+ 1,...,7}.

Iteration: repeat Stages 1-2 for all k € R.

Stage 1: Factor analysis and wavelet transformation. PCA: x; is decomposed into the common component estimated

with k factors (')?i’g) and the idiosyncratic component (’e\ft) via PCA (Section 3.1).
Wavelet transformation: Z’; and’e}’i are separately transformed into panels with (almost) piecewise constant signals via
wavelet-based transformations g;(-) and h;(-, -) (Section 3.3).

Stage 2: High-dimensional panel data segmentation. The joint application of the Double CUSUM Binary Segmentation
(Section 4.1) and stationary bootstrap (Section 6.1) algorithms on the panels obtained in Stage 1, returns the sets of
change-points detected for the common (8% (k)) and idiosyncratic (B8¢(k)) components.

Screening over k € R: the sets BX(k) are screened to obtain the final estimates 8% and B¢ (Section 4.3).

Notation

For a given m x n matrix B with b; = [B];; denoting its (i, j) element, its spectral norm is defined as ||B|| = /1(BBT),

where u(C) denotes the kth largest eigenvalue of C, and its Frobenius norm as ||B||r = /2?1:12;:1171'2;- For a given set IT,

we denote its cardinality by |I7]. The indicator function is denoted by I(-). Also, we use the notations a V b = max(a, b) and
a A b = min(a, b). Besides, a ~ b indicates that a is of the order of b, and a >> b that a~'b — 0. We denote an n x n-matrix
of zeros by O,,.

2. Piecewise stationary factor model

In this section, we define a piecewise stationary factor model which provides a framework for developing our change-
point detection methodology. Throughout, we assume that we observe an n-dimensional vector of time series X, =
(X1t, . .., X) T, following a factor model and undergoing an unknown number of change-points in its second-order structure.

Please cite this article in press as: Barigozzi M., et al., Simultaneous multiple change-point and factor analysis for high-dimensional time series. Journal
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The location of the change-points is also unknown. Each of element x; can be written as:

Xie = Xie +€ic = A £ + e, i=1,...,n, t=1,...,T, (1)

where x; = (xit,---» xne)" and € = (eq, ..., €)' denote the common and the idiosyncratic components of X;, with

E(xit) = E(e€;r) = O for all i, t. We refer to r as the number of factors in model (1). Then the common components are driven

by the r factors f; = (fir, ..., fr)" with E(f;) = 0, and A; = (Ai1, ..., Air)| denotes the r-dimensional vector of loadings.

We denote the n x r matrix of factor loadings by A = [A1, ..., A,]". The change-points in the second-order structure of X;

are classified into 8X = {nf, ..., n} }, those in the common components, and B¢ = {5, ..., n;_}, those in the idiosyncratic
X €

components.

Remark 1. In the factor model (1), both the loadings and the factor number are time-invariant. However, it is well established
in the literature on factor models with structural breaks, that any change in the number of factors or loadings can be
represented by a factor model with stable loadings and time-varying factors. In doing so, r, the dimension of the factor space
under (1), satisfies r > r,, where r, denotes the minimum number of factors of each segment [nf,‘ +1, ngﬂ], b=o0,...,B,,
over which the common components remain stationary. We provide a comprehensive example illustrating this point in
Appendix A. Many tests and estimation methods for changes in the loadings rely on this equivalence between the two
representations of time-varying factor models, see e.g., Han and Inoue (2014), Chen et al. (2014). Therefore, we work with
the representation in (1), where all change-points in the common components are imposed on the second-order structure of
f; as detailed in Assumption 1. At the same time, we occasionally speak of changes in the loadings or the number of factors,
referring to those changes in f; that can be ascribed back to such changes.

We denote by 8(t) = max{0 < b < BX : nl’f + 1 < t} the index of the change-point in y; that is nearest to, and strictly
to the left of ¢, and by n ( )= max{nb nk+1<t, b=0,...,B,)} the latest change-point in x; strictly before t, with the
notational convention 770 =0and ’73 41 = T. Similarly, n(t) is defined with respect to n; € B¢, and y(t) denotes the index
of the change-point in € that is nearest to t while being strictly to its left. Then, we impose the following conditions on f;
and ;.

Assumption 1.

(i) There exist weakly stationary processes f2 = (ff,...,f2)" associated with the intervals [} + 1,7}, ] for b =
0,...,B, suchthatE Ab) = 0forallj, t, and

maxE[fﬁ fﬁ( )] ( fr—gm))

1<j<r
for some fixed o5 € [0, 1). _
(i) Let x) = (Xf.---»x)" = Af? and denote the (auto)covariance matrix of x? by I'’(t) = E{x},.(x))'} =

AE{f?_ (f2)T}AT. Then, there exists fixed 7, < oo such that forany b = 1, ..., B,, we have f)’(’(t) — fi"l(r) £ 0,
for some |7| < 7,.

(iii) There exist weakly stationary processes e? = (ei’t, cees efq’[)T associated with the intervals [ny + 1,n;,,] for b =

0,...,B. such thatE(e}) = 0 foralli, t,and

2
max E{e,t e);(t)} —O< - n(t))

1<i<n

for some fixed p, € [0, 1).
(iv) Denote the (auto)covariance matrix of €2 by Fb( )= E{etﬂ(et) }. Then, there exists fixed 7. < oo such that for any
b=1,...,B.,wehave I'’(r) — T'"~\(z );éO for some |7| < T..

Assumption 1(i)- (11) indicates that foreachb =0, .. ., B, , the common component y; is ‘close’ to a stationary process X,r
over the segment [y + 1, 5 +1] such that the effect of tran51t10n from one segment to another diminishes at a geometric rate
as t moves away from n;, and any n € B* coincides with a change-point in the autocovariance or cross-covariance matrices
of xf(t). The same arguments apply to €; under Assumption 1 (iii)-(iv). The treatment of such approximately piecewise
stationary f; and ¢, is similar to that in Fryzlewicz and Subba Rao (2014).

Note that the literature on factor models with structural breaks have primarily focused on the case of a single change-
point in the loadings or factor number see e.g., Breitung and Eickmeier (2011), Chen et al. (2014) and Han and Inoue
(2014). We emphasise that to the best of our knowledge, the model (1) equipped with Assumption 1 is the first one to
offer a comprehensive framework that allows for multiple change-points that are not confined to breaks in the loadings
or the emergence of a new factor, but also includes breaks in the second-order structure of the factors and idiosyncratic
components.

We now list and motivate the assumptions imposed on the piecewise stationary factor model see e.g., Stock and Watson
(2002), Bai and Ng (2002), Bai (2003), Forni et al. (2009) and Fan et al. (2013) for similar conditions on stationary factor
models.

Please cite this article in press as: Barigozzi M., et al., Simultaneous multiple change-point and factor analysis for high-dimensional time series. Journal
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Assumption 2.
(i) T'Y L E(EE) =1,.
(ii) There exists some fixed ¢, ff € (0, o) such that, foranyz > Oandj=1,...,r,

P(lfie| > 2) < exp{1 — (z/¢;)"}.

Assumption 3.

(i) There exists a positive definite r x r matrix H with distinct eigenvalues, such that n'ATA— Hasn — oo.

(ii) There exists A e (0, co) such that [A;| < A for all i, j.
Assumption 4.

(i) There exists C. € (0, oo) such that

_1 n e
ii'=1t,t'=s
for any sequence of coefficients {a;}, satisfying )\ ,a? = 1.

(ii) € are normally distributed.

Assumption 5.

(i) {f;, 1<t <T}and{e, 1 <t < T}areindependent.
(ii) Denoting the o-algebra generated by {(f;, ¢;), s <t < e} by 7, let

sup |P(A)P(B) — P(AN B)|.

00
Be}'[+k

a(k) = max
<t<T

Then, there exists some fixed c,, 8 € (0, co) satisfying 3,8[1 + B! > 1, such that, for all k € Z*, we have
a(k) < exp(—cukP).
We adopt the normalisation given in Assumption 2(i) for the purpose of identification; in general, factors and loadings

are recoverable up to a linear invertible transformation only. Similar assumptions are found in the factor model literature,
see e.g..equation (2.1) of Fan et al. (2013). In order to motivate Assumptions 2(i), 3 and 4 (i), we introduce the notations

1 '7,),{+] ”§+1
b T b T b b AT
Ff :m Z E(f[ft), Fe:ﬁ Z E(Gtet), FX:AFfA ,
b+1 b t=r]§+l b+1 b [:'7§+1
.1 BX .1 Be
Ty= 2 0 = mOTy, Te=2) Ol —np)I? and Io=Ty+ I
b=0 b=0
We denote the eigenvalues (in non-increasing order) of I‘f(’, I’f, I, I'y and I'; by ,u‘)’(‘j, /,LZJ, Mxjr My j and pic j, TESPECtively.
Then, Assumptions 2(i) and 3 imply that Ml)’(yj, j=1,..., 1, are diverging as n — oo and, in particular, are of order n for
allb =0, ..., B,. Assumption 3 implicitly rules out change-points which are due to weak changes in the loadings, in the

sense that the magnitudes of the changes in the loadings are small, or only a small fraction of x;; undergoes the change. A
similar requirement can be found in e.g., Assumption 1 of Chen et al. (2014) and Assumption 10 of Han and Inoue (2014).
We note that Bai et al. (2017) studies the consistency of a least squares estimator for a single change-point attributed to a
possibly weak break in the loadings in the above sense. In Section 7, we provide numerical results on the effect of the size
of the break on our proposed methodology.

Assumption 4(i) guarantees that, whena = (a;, ..., a,)" is a normalised eigenvector of Ff, then the largest eigenvalue
of FEb is bounded forallb = 0, ..., B. and n, that is “2.1 < Cc. This is the same assumption as those made in Chamberlain
and Rothschild (1983) and Forni et al. (2009) and comparable to Assumption C.4 of Bai (2003) and Assumption 2.1 of Fan
et al. (2011a) in the stationary case. Note that Assumption 4(i) is sufficient in guaranteeing the commonness of y;; and the
idiosyncrasy of €; according to Definitions 2.1 and 2.2 of Hallin and Lippi (2013). Assumption 4 (ii) may be relaxed to allow
for €;; of exponential-type tails, provided that the tail behaviour carries over to the cross-sectional sums of €;. Note that the
normality of the idiosyncratic component does not necessarily imply the normality of the data since the factors are allowed
to be non-normal.

Assumption 5 is commonly found in the factor model literature (see e.g., Assumptions 3.1-3.2 of Fan et al. 2011a).
In particular, the exponential-type tail conditions in Assumptions 2 (ii) and 4 (ii), along with the mixing condition in
Assumption 5 (ii), allow us to control the deviation of sample covariance estimates from their population counterparts,
via Bernstein-type inequality (see e.g., Theorem 1.4 of Bosq (1998) and Theorem 1 of Merlevéde et al. (2011).

Please cite this article in press as: Barigozzi M., et al., Simultaneous multiple change-point and factor analysis for high-dimensional time series. Journal
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We also assume the following on the minimum distance between two adjacent change-points.
Assumption 6. There exists a fixed ¢, € (0, 1) such that

H i X X 7 € €
mm[ min | ny |, min | n |] >c,T.
0<b<By Tb+1 b 0<b=<Be Mo+ b 7

Under Assumptions 2-6, the eigenvalues of I', and I’ satisfy:

(C1) there exist some fixed [ ¢isuchthatforj=1,...,r,

0 < ¢ < liminfM < limsupM < G < 00,
n—o0o n n—oo n
and Gj4q <gjforj= 1,...,r—1;
(C2) pe1 < C, foranyn.

Moreover, by Wey!’s inequality, we have the following asymptotic behaviour of the eigenvalues of I'y:

(C3) ther largest eigenvalues, (ix 1, . . ., iy, r, are diverging linearly in nas n — oo;
(C4) the (r + 1)th largest eigenvalue, uy r+1, Stays bounded for any n.

From (C1)-(C4) above, it is clear that for identification of the common and idiosyncratic components, factor models need
to be studied in the asymptotic limit where n — ooand T — oo. This requirement, in practice, recommends the use of large
cross-sections to apply PCA for factor analysis. In particular, we require

Assumption 7. n — oo as T — oo, withn = O(T*) for some « € (0, c0).

Under Assumption 7, we are able to establish the consistency in estimation of the common components as well as that
of the change-points in high-dimensional settings where n > T, even when the factor number r is unknown.

Remark 2. The multiple change-point detection algorithm adopted in Stage 2 of our methodology still achieves consistency
when Assumption 6 is relaxed to allow min{|n;, , — 0}, |nj.; — n5l} = ¢,T" for some fixed c > 0 and v € (6/7, 1], with
B = By increasing in T such that By = O(log?T). However, under these relaxed conditions, it is no longer guaranteed that r,
and, consequently, Iy have r diverging eigenvalues. Therefore, in this paper we limit the scope of our theoretical results to
the more restricted setting of Assumption 6.

3. Factor analysis and wavelet transformation
3.1. Estimation of the common and idiosyncratic components

Decomposing x;; into common and idiosyncratic components is an essential step for the separate treatment of the change-
points in y; and €, such that we can identify the origins of detected change-points. Therefore, in this section, we establish
the asymptotic bounds on the estimation error of the common and idiosyncratic components, when using PCA under the
piecewise stationary factor model in (1).

Let W, ; denote the n-dimensional normalised eigenvector corresponding to the jth largest eigenvalue of the sample
covariance matrix, Iy, with its entries @X,ij, i = 1,...,n. When the number of factors r is known, the PCA estimator of
Xic is defined as xi; = z;:@,c,,,w;jxt, for which the following theorem holds.

Theorem 1. Under Assumptions 1-7, the PCA estimator of y; with r known satisfies

~ —0 lognv 1 l0g T
max max [xic — xiel = p( T ﬁ)og ,

for some fixed 6 > 1+ (B;' v 1/2).

Proofs of Theorem 1 and all other theoretical results are provided in Appendix B.

Despite the presence of multiple change-points, allowed both in the variance and autocorrelations of f;, the rate of
convergence for %j, is almost as fast as the one derived for the stationary case, e.g., Theorem 3 of Bai (2003), and Theorem 1
of Pelger (2015) and Theorem 5 of Ait-Sahalia and Xiu (2017) in the context of factor modelling high-frequency data. We
highlight that Theorem 1 derives a uniform bound on the estimation erroroveri = 1,...,nandt = 1, ..., T; similar results
are found in Theorem 4 of Fan et al. (2013).

However, the true number of factors r is typically unknown and, since the seminal paper by Bai and Ng(2002), estimation
of the number of factors has been one of the most researched problems in the factor model literature see also Alessi et al.
(2010), Onatski (2010) and Ahn and Horenstein (2013). Although, (Han and Inoue, 2014 )(in their Proposition 1) and (Chen
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etal.,2014)(in their Proposition 2) showed that the information criteria of Bai and Ng(2002) achieve asymptotic consistency
in estimating r in the presence of a single break in the loadings, it has been observed that such an approach tends to exhibit
poor finite sample performance when the idiosyncratic components are both serially and cross-sectionally correlated, or
when Var(e;; ) is large compared to Var( x; ). Also, it was noted that the factor number estimates heavily depend on the relative
magnitude of nand T and the choice of penalty terms as demonstrated in the numerical studies of Bai and Ng (2002)and Ahn
and Horenstein (2013). While the majority of change-point methods for factor models rely on the consistent estimation of
the number of factors (Breitung and Eickmeier, 2011; Han and Inoue, 2014; Chen et al., 2014; Corradi and Swanson, 2014),
our empirical study on simulated data, available in the supplementary document, indicates that this dependence on a single
estimate may lead to failure in change-point detection.

To remedy this, we propose to consider a range of factor number candidates in our change-point analysis, in particular,
allowing for the over-specification of the number of factors. In high dimensions, the estimated eigenvectors Wy ; forj > r
are in general not consistent, as implied by Theorem 2 of Yu et al. (2015). Thus, estimates of common components based on
more than r principal components may be subject to a non-negligible overestimation error. In order to control the effect of
over-specifying the number of factors, we propose a modified PCA estimator of y;; defined as 5{,’{ = ij 1 Wy, ,wa X, where
each element of Wy ; is ‘capped’ according to the rule

~ ~ H<|A | < Cy ) + (D) - Cuw (| | Cuw )
Wy, ijj = Wx,ijj Wyii| = —= 51gnw w, > — ),
X,ij X,ij X,ij \/ﬁ X,ij \/ﬁ X, 1j \/ﬁ

for some fixed c,, > 0. The estimated loadings are then given by’):,-j = /niby ; and the factors byfjr =n"Y 2\TVXT_ Xe. Apractical
way of choosing c,, is discussed in Section 6.2. '
Note that, thanks to the result in (C3) and Lemmas 2 and 3 in Appendix B, we have max <j<,MaX1<j<n|Wy,j| = Op(1/+/1).

In other words, asymptotically, the capping does not alter the contribution from the r leading eigenvectors of fx to 5@’;
even when the capping is applied without the knowledge of r. On the other hand, by means of this capping, we control the
contribution from the ‘spurious’ eigenvectors when k > r, which allows us to establish the following bound on the partial
sums of the estimation errors even when the factor number is over-specified.

Theorem 2. Suppose that Assumptions 1-7 hold, and let 6 be defined as in Theorem 1. Then, the capped estimator Z’E satisfies
the following:

(i) whenk =r,

e
log n 1
max ma X —xi)|=0 ( v—)loGT; 2
max max ——— TH \g(xn i) p{ Vo (2)

(ii) whenk > r,

= 0,(log’T); (3)

1 s
max max ——— £ —
1<i<n 1<s<e<T /e — S+ 1 ‘ g(xw Xlt)
with 6 given in Theorem 1.

The bound in (2) concerns the case in which we correctly specify the number of factors and is in agreement with
Theorem 1. Turning to when the factor number is over-specified, Forni et al. (2000) (in their Corollary 2) and (Onatski,
2015) (in his Proposition 1) reported similar results for the stationary case. However, the uniform consistency of 5@’; k>r,
in the presence of multiple change-points, has not been spelled out before in the factor model literature to the best of our
knowledge; we achieve this via the proposed capping. On the other hand, it is possible to show that with k < r, the estimation
error in 7,’; is non-negligible. Lastly, thanks to Lemma 4 in Appendix B, it is straightforward to show that analogous bounds
hold for the idiosyncratic component €% = x; — XX

Although the over-specification of k > r brings the bound in (2) to increase by /n A /T, we can still guarantee that
all change-points in y; (€;) are detectable from ; X ( +) provided that k > r, as shown in Proposition 1 and Theorem 3. In
what follows, we continue describing our methodology by supposing that k > r is given, and we refer to Section 4.3 for the
complete description of the proposed ‘screening’ procedure that considers a range of values for k.

3.2. Wavelet periodograms and cross-periodograms

As the first stage of the proposed methodology, we construct a wavelet-based transformation (WT) of the estimated
common and idiosyncratic components x¥ and €k from Section 3.1, which serves as an input to the algorithm for high-
dimensional change-point analysis in Stage 2. In order to motivate the WT, which will be formally introduced in Section 3.3,
we limit our discussion in this section to the (unobservable) common component y;:; the same arguments hold verbatim
for the idiosyncratic one. In practice, the WT is performed on the estimated common component, XX, and the effect of
considering estimated quantities rather than the true ones is studied in Section 3.3.

Please cite this article in press as: Barigozzi M., et al., Simultaneous multiple change-point and factor analysis for high-dimensional time series. Journal
of Econometrics (2018), https://doi.org/10.1016/j.jeconom.2018.05.003.




8 M. Barigozzi et al. / Journal of Econometrics I (1111) IR1-1HE

Nason et al. (2000) have proposed the use of wavelets as building blocks in nonstationary time series analogous to Fourier
exponentials in the classical Cramér representation for stationary processes. The simplest example of a wavelet system, Haar
wavelets, are defined as

Y =210 <1<27 1= 1) = 22127 <1<27 —1),

withj € {—1, -2, ...} denoting the wavelet scale, and | € Z denoting the location. Small negative values of the scale
parameter j denote fine scales where the wavelet vectors are more localised and oscillatory, while large negative values
denote coarser scales with longer, less oscillatory wavelet vectors.

Recall the notation g(t ) max{O <b <B, : nf+1 < t}. Wavelet coefficients ofxﬁm (introduced in Assumption 1) are
defined asd; ;s = Z,LJO_ ! X, t , .1, With respect to ¥; = (Y0, - - -, ¥, £j4) , a vector of discrete wavelets at scale j. Note that
the support of ; is of length £; = M 27 for afixed M > 0 (which depends on the choice of wavelet family), so that we have
access to wavelet coefficients from at most |log, T ] scales for a time series of length T. In other words, wavelet coefficients
are obtained by filtering Xf © with respect to wavelet vectors of finite lengths.

Wavelet periodogram and cross-periodogram sequences of X’g ) are defined as L = |dj,it|2 and I j»¢ = d;d; ;. It has
been shown that the expectations of these sequences have a one-to-one correspondence with the second-order structure of
the input time series, see Cho and Fryzlewicz (2012) for the case of univariate time series and (Cho and Fryzlewicz, 2015)
for the high-dimensional case. To illustrate, suppose that t — £; + 1 > »*(t) + 1. Then,

L£i—1 Li—1
t—I t—1) t—I) _ Bt—I—
Eldl” = Z Ol W = D D B S W
LI= =0 |t|<Lj
= Zm" Olii%(r), 4)
[Tl<Lj
where ¥j(t) = >,V V4. (With ¥;; = Ounless 0 < | < £; — 1) denotes the autocorrelation wavelets (Nason et

al., 2000) and Ff(t) = E{XHI(X[) }. That is, provided that ¢ is sufficiently distanced (by £;) from any change-points to

its left, Eldjq,-[l2 is a wavelet transformation of the (auto)covariances E( X;r( ) X,’S r(i)z) |t|] < £; — 1. Similar arguments hold

between wavelet cross-periodograms and cross-covariances of X it A(E) . Following Cho and Fr yzlewicz (2015), we conclude
that under Assumption 1 (ii), any jump in the autocovariance and cross-covariance structures of xt Jis translated to a jump
in the means of its wavelet periodogram and cross-periodogram sequences at some wavelet scale j, in the following sense:
{E|dj1,-t|2, 1 <i<n, E(djidj), 1 <i<1i < n}are ‘almost’ piecewise constant with their change-points coinciding with
those in BX, apart from intervals of length £; around the change-points.

It is reasonable to limit our consideration to wavelets at the first J5 finest scales j = —1, ..., =Jf (with J§ < |log, T]),
in order to control the possible bias in change-point estimation that arises from the transition intervals of length £;. On
the other hand, due to the compactness of the support of ¥;, a change in I’f (t)(r) that appears only at some large lags
(It = Lop = M2t ), is not detectable as a change-point in the wavelet periodogram and cross-periodogram sequences at
the few finest scales (j > —J), see (4). To strike a balance between the above quantities related to the choice of J;, we set
J§ = [Clog,log"T | for some v € (0, 1] and some fixed C > 0. We refer to Section 6.2 for the choice of C. Then,

(a) any change in Fﬁ () that occurs at (at least) one out of an increasing number of lags (|t| < Mlog"T), is registered
as a change-point in the expectations of the wavelet (cross-)periodograms of Xﬁ [),

(b) the possible bias in the registered locations of the change-points is controlled to be at most O(log"T).

3.3. Wavelet-based transformation for change-point analysis

In this section, we propose the WT of estimated common and idiosyncratic components, and show that the change-points
in the complex (autocovariance and cross-covariance) structure of (unobservable) x; and €;, are made detectable as the
change-points in the relatively simple structure (means) of the panel of the wavelet transformed Xk and €k +- This panel then
serves as an input to Stage 2 of our methodology, as described in Section 4. As in Section 3.2, we limit the discussion of
the WT and its properties when applied to the change-point analysis of the common components; the same arguments are
applicable to that of the idiosyncratic components.

Let di; = Zf:jo_lj(\i’f[_,wj,, denote the wavelet coefficients of x%. Then, for each j = —1,-2,..., —J, we pro-
pose the following transformation which takes 5(\1’5 and produces a panel of n(n 4+ 1)/2-dimensional sequences with
elements:

£i-1

GRE) = Gk - Xogyin) = [yl = ‘ > Zﬁ_,wz}, 1<i<n,
=0
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ak ok p ok ~k ~k ~k = -
hies Xie) = WXt -+ Xiegppn X -+ X,-/,[_Ljﬂ) = |dj i + sirdj ¢l

l:jf] Lj*]
~k ~k . .
Z X1Vl =+ Si Z XicpVirl, 1<i<i <n,
1=0 =0
where s;7 € {—1, 1} For example, with Haar wavelets at scalej = -1,

gﬁ(j(\i’;) f|X1t ’iil,{t—ll and h_ (Xllé’j(\lkt) [lxzt ’iilft—l'i'sii’(’iil’(t_zl’{,tfl)"

Remark 3. Notice that gj(zt) is simply the squared root of the wavelet periodogram of ')Z at scale j. Arguments supporting
the choice of h; in place of wavelet cross-periodogram sequences can be found in Sectlon 3.1.2 of Cho and Fryzlewicz
(2015), where it is guaranteed that any change detectable from dj it - d] ¢ can also be detected from h; (X,[, Xk ) with either
of s;iy € {1, —1}. As per the recommendation made therein, we select s;y = —mgn{cor(?,’;, Z"[)} where cor(j(\,’f, Z"t) denotes
the sample correlation between },’; and j(‘l.’ft overt = 1, ..., T.This is in an empirical effort to select s;7 that better brings out

any change in E{h;(xi¢, xi¢)} for the given data.

As with wavelet periodograms and cross-periodograms discussed in Section 3.2, the transformed series gj(j(\i’f) and

hj(ii’f, 5{" ) contain the change-points in the second-order structure of Xﬂ 9 as change-points in their ‘signals’. This is
formallsed in the following proposition.

Proposition 1. Suppose that all the conditions in Theorem 2 hold. For some fixed k > r and J§ = |Clog,log"T], consider the
N = Jf n(n + 1)/2-dimensional panel

G 1<i<n K xp) 1<i<i<m —Jf<j<-1,1<t<T} (5)

and denote as y,: a generic element of (5). Then, we have the following decomposition:

Yer = Zot + Eyt,s e=1,...,N, t=1,...,T. (6)
(i) ze are piecewise constant as the corresponding elements of
[EOE N, 1= i< B ) 1=i<i=m —ffsjs -t 1=e=<T], )
That is, all change-points in z,; belong to BX = {nf, cees ngX} and foreach b € {1, ..., B, }, there exists at least a single
index ¢ € {1, ..., N} for which |z£,,]g+1 - Zﬁrzi,‘l # 0.

(i) maxi<esvmaxiss<esr(e — s+ 1)1 [35¢_ee| = Op(log”™T).

B(t)

Therefore, the panel data in (5) contains all change-points in the second-order structure of x; " as the change-points in

its piecewise constant signals represented by z;.
Let us denote by ¥, an element of the panel obtained by transforming y; in place of z’; in (5). Then, the proof of
Proposition 1 is based on the following decomposition

Eot = Yor — 2ot = {E(.Vét) — Zy} + {ylt - E(y(t)} + (Ve _ylt) =1+1+1I.

Then, I accounts for the discrepancy between yx;; and Xﬁ ) and is controlled by Assumption 1(i), and II follows from the weak
dependence structure and the tail behaviour of f; assumed in Assumptions 2 (ii) and 5. Term III arises from the estimation
error in X which can be bounded as shown in Theorem 2, which further motivates the WT of X via gj and h; rather than
using its wavelet (cross-)periodograms.

To conclude, note that the WT of €¥ are collected into the N-dimensional panel

{gE@), 1<i<n nEe) 1<i<i<nm —Jf<j<-1,1<t=<T} (8)
for change-point analysis, where the elements of (8) are also decomposed into piecewise constant signals
{E{gj(e””)} 1<i<n bV O 1<i<i<nm —Jf<j<-l1<t< T] 9)

and error terms of bounded partial sums; see Appendix C where we present the result analogous to Proposition 1 for the
idiosyncratic components.

4. High-dimensional panel data segmentation
4.1. Double CUSUM binary segmentation

Cumulative sum (CUSUM) statistics have been widely adopted for change-point detection in both univariate and
multivariate data. In order to detect change-points in the N-dimensional additive panel data in (5), we compute N univariate
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CUSUM series and aggregate the high-dimensional CUSUM series via the Double CUSUM statistic proposed by Cho (2016),
which achieves this through point-wise, data-driven partitioning of the panel data. When dealing with multiple change-
point detection, the Double CUSUM statistic is used jointly with binary segmentation in an algorithm, which we refer to
as the Double CUSUM Binary Segmentation (DCBS) algorithm. The DCBS algorithm guarantees the consistency in multiple
change-point detection in high-dimensional settings, as shown in Theorem 3, while allowing for the cross-sectional size of
change to decrease with increasing sample size (see Assumption 9). Further, it admits both serial- and cross-correlations in
the data, which is a case highly relevant for the time series factor model considered in this paper

Consider the N-dimensional input panel {y,;, £ =1,...,N; t =1, ..., T},computed from X,r ore for the change-point
analysis in either the common or the idiosyncratic components via WT see (5) and (8) for their defmltlons We define the
CUSUM series of y,: over a generic segment [s, e] forsome 1 <s <e <T,as

b e
1 (b—s—i—])(e—b)( 1 1 )
o -
Vsbe = o e—s+1 b—s+t1 ;:s Yer e_thEbHJ/er )

forb = s,...,e — 1, where o, denotes a scaling constant for treating all rows of the panel datayy, 1 < £ < N on equal
footing; see Remark 4 for its choice. We note that if &, in (6) were i.i.d. Gaussian random variables, the maximum likelihood
estimator of the change-point location for {y,, s < t < e} would coincide with arg maxbe[s,e)lys‘ib.eL
Proposed in Cho (2016), the Double CUSUM (DC) operator aggregates the N series of CUSUM statistics from y, and
returns a two-dimensional array of DC statistics:
(0) )
s,b,e

Dpelm) = (2 Zlyi‘ie

forb=s,...,e—1landm=1,..., N, where |y§ﬁle| denotes the CUSUM statistics at b ordered according to their moduli,

ie., |ys(lb)e| > > |y§ﬁ?e|. Notice that Ds j (m) takes the contrast between the m largest CUSUM values |y§ﬁie|, 1<¢<m

and the rest at each b, and thus partitions the coordinates into the m that are the most likely to contain a change-point and
those which are not in a point-wise manner. Then, the test statistic is derived by maximising the two-dimensional array of
DC statistics over both time and cross-sectional indices, as

Tse = Max max Dsp(m), (10)
bels,e) 1<m<N
which is compared against a threshold 7y r for determining the presence of a change-point over the interval [s, e]. If
Ts.e > 7n.T, the location of the change-point is identified as

7 = arg max max Dsp(m).
be[s,e) 1I<=m<N

Remark 4 (Choice of 0;.). Cho (2016) assumes second-order stationarity on the error term &, in (6), which enables the use
of its long-run variance estimator as the scaling term o,. However, it is not trivial to define a similar quantity in the problem
considered here, particularly due to the possible nonstationarities in 4. Following Cho and Fryzlewicz (2015), in order for

the CUSUM series computed on y,; not to depend on the level of E(yft), we also adopt the choice of o, = /T~! ZL] yit. Note
that the asymptotic consistency of the DCBS algorithm in Theorem 3 does not depend on the choice of o/, provided that it
is bounded away from zero and from the above for all £ = 1, ..., N with probability tending to one (see Assumption (A6)
of Cho (2016)). By adopting arguments similar to those in the proof of Lemma 6 in Cho and Fryzlewicz (2012), it can be
shown that our choice of oy satisfies these properties.

We now formulate the DCBS algorithm which is equipped with the threshold 7y 1. The index u is used to denote the level
(indicating the progression of the segmentation procedure) and v to denote the location of the node at each level.

The Double CUSUM Binary Segmentation (DCBS) algorithm
Step 0: Set(u,v)=(1,1),s,, =1,e,, =T and B=9.
Step 1: At the current level u, repeat the following for all v.
Step 1.1: Lettings = s,, and e = e, ,, obtain the series of CUSUMs y"b forb e [s,e)and £ = 1,..., N, on which
Ds pe(m) is computed over all b and m.
Step 1.2: Obtain the test statistic 75 = MaXpe[s e)MaXi<m<nDs,p,e(M).
Step 1.3: If 75, < 7mn.1, Quit searching for change-points on the interval [s, e]. On the other hand, if 75, > mn 1, locate
7 = arg Maxpe(s e)Maxi<m<nDs p (M), add it to the set of estimated change-points B, and proceed to Step 1.4.
Step 1.4: Divide the interval [sL, vs €uv] mto two sub-intervals [Sy+1.20-1, €ut+1.20—1] and [Sy41.20, €ut1.20], Where
Su+1,20-1 = Su,vs Cut 1,201 = 7, Sug1,20 = 7 + 1and eyq2y = ey .
Step 2: Once [s,,,, €y,,] for all v are examined at level u, setu «<— u + 1and go to Step 1.

Step 1.3 provides a stopping rule to the DCBS algorithm, by which the search for further change-points is terminated once
Ts.e < my 1 on every segment defined by two adjacent estimated change -points in 5. Depending on the choice of the 1nput
panel data yy, as in (5) or (8), the DCBS algorithm returns B (k) or B¢(k), the sets of change-points detected from X “ and €
respectively.

l[‘
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4.2. Consistency in multiple change-point detection

In this section, we show the consistency of change-points estimated for the common and idiosyncratic components by
the DCBS algorithm, in terms of their total number and locations. Consider the panel {yy, £ =1,...,N; t =1, ..., T} that
represents the WTs of x" and €k . asin (5) and (8), respectively. In either case, let n,, b =1, ..., B denote the change-points
in the piecewise constant 51gnals z¢ underlying y,, (see (7) and (9) for the precise definitions of z,; ), so that we have either
np = ny with B = B, or i, = 7}, with B = B.. We impose the following assumptions on the signals z,; and the change-point
structure therein.

Assumption 8. There exists a fixed constant g > 0 such that max<,<ymaxj<<r|ze| < &.

Assumption 9. At each np, define [T, = {1 <€ < N : §;p = |z, o1 = Zemy | > 0}, the index set of those z,; that undergo a
break at t = 5, and denote its cardmallty by my = |IT}]. Further, let (Sb =my ZeEnb |8¢.5], the average size of jumps in z,;

att = ny. Then Ay r = min;<p-p./mM,0) satisfies (v Nlog’ *'T) 1Ay ;T4 — oo as T — oo.

Assumption 8 requ1res the expectations of the WTs of Xf and e defined in Assumption 1 to be bounded, which in fact

holds trivially as leo sz = 1forallj.

Assumption 9 imposes a condition on the minimal cross-sectional size of the changes in z,, represented by Ay r. Under
Assumption 3, the change-points which are due to breaks in the loadings or (dis)appearance of new factors (see Remark 1),
are implicitly required to be ‘dense’, in the sense that the number of coordinates in x[ affected by the changes is of order
n. Consequently, such changes appear in a large number (of order n?) of elements of F )( ) and, therefore, that of the WT

of the second-order structure, z;;. Similarly, noting that [T’b(r)],- 7= er
functions of fﬂ results in a dense change-point that affects a large number of z;;. In other words, for change-point analysis in
the common components, Assumption 9 is reduced to requiring ( 1/]Tlog““T) 1Tl/“m1n1<b<3 8b — 00,asT — oo, allowing

A b i i
j_lkuk,r}/E()‘].tf ¢4 )» @ break in the autocovariance

for the average jump size in individual coordinates z;; to tend to zero at a rate slower than T~'/4, and is no longer dependent
on 1. On the other hand, our model in (1) does not impose any assumption on the ‘denseness’of n;, b = 1, ..., B, and sparse
change-points (with m, <« n?) in the idiosyncratic components are detectable provided that their sparsity is compensated
by the size of jumps, Jp. .
LetB={m, b=1,...,B, 1 <7; < --- < 73 < T} denote the change-points detected from {y;, £ = 1,...,N; t =
, T} by the DCBS algorithm, i.e., B = BX (k) or B = B¢(k), depending on whether y is the WT ofj(\,-’; or’e\f‘t for some fixed
k. Accordingly, we have either n, = 771),( with B = B,, or , = n, with B = B.. Then the following theorem establishes that
the DCBS algorithm performs consistent change-point analysis for both the common and the idiosyncratic components.

Theorem 3. Suppose that Assumptions 1-9 hold, and let 0 be defined as in Theorem 1. Also, let the threshold my 1 satisfy
CNAGog” T < my r < C" Ay rT"/? for some fixed C', C” > 0. Then, there exists ¢; > 0 such that

P(E:B; My — | < Crn 1 for b= 1,...,§) -1

as T — oo, where wy.r = NARZTlogZ(’““T.

Theorem 3 shows both the total number and the locations of the change-points in 3% and B¢ are consistently estimated;
in the rescaled time ¢ /T € [0, 1], the bound on the bias in estimated change-point locations satisfies wy r /T — 0asT — oo
under Assumption 9. The optimality in change-point detection may be defined as when the true and estimated change-
points are within the distance of 0,(1) (Korostelev, 1987). With our approach, near-optimality in change-point estimation
is achieved up to a logarithmic factor when the change-points are cross-sectionally dense (m, ~ N) with average size §j
bounded away from zero, so that Ayt ~ VN.

4.3. Screening over a range of factor number candidates

In this section, we detail a screening procedure motivated by Theorem 2, which enables us to bypass the challenging task
of estimating the number of factors in the presence of (possibly) multiple change-points in the factor structure.

The performance of most methods proposed for change-point analysis under factor modelling, such as those listed in
Introduction, relies heavily on accurate estimation of the factor number. Thanks to Theorem 2, however, mis-specifying
the factor number in our methodology does not influence the theoretical consistency as reported in Theorem 3, provided
that we choose k sufficiently large to satisfy k > r. Based on this observation, we propose to screen BX(k), the set of
change-points detected from Y Xw for a range of factor number candidates denoted as R = {r,r + 1,...,7}. Specifically,
we select the B (k) with the largest cardmahty over k and, if there is a tie, we select BX(k) with the largest k. Denoting
k* = max{k € R : |BX(I<)| = maxk/enlBX(k )|}, change-points in the idiosyncratic components are detected from

ok, o — ok
€ =€ = Xit — Xi» where X = Xit -
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As noted below Theorem 2, using k < r factors leads to x < with non-negligible estimation error which may not contain
all the change- pomts in BX as change-points in its second- order structure. Moreover, with such k, some 7} ’s may appear as
change-points in€¥, which we refer to as the spillage of change-points in the common components over to the idiosyncratic
components. This justifies the proposed screening procedure and the choice of k*.

For r, we use the number of factors estimated by minimising the information criterion of Bai and Ng (2002) using as
penalty p(n,T) = (n A T)"'log(n A T); in principle, any other procedure for factor number estimation may be adopted
to select r. The range R also involves the choice of the maximum number of factors, 7. In the factor modelling literature,
this choice is a commonly faced problem, e.g., when estimating the number of factors using an information criterion-type
estimator. In the literature on stationary factor models, the maximum number of factors is usually fixed at a small number
(r = 8isusedin Bai and Ng (2002)) for practical purposes. However, the presence of change-points tends to increase the
number of factors, as shown with an example in Appendix A. Therefore, we set r = 20 v |+/n A T], where the second term
dominates the first when n and T are large.

5. Factor analysis after change-point detection

Once the change-points are detected, we can estimate the factor space over each segment IX [AX + 1,7} +1] b =
0,. BX, defined by two consecutive change- pomts estimated from the common components. Denoting the sample
covariance matrix over t € IX by I‘” = (an - ’7b Z[E,g xtxt , let W/ denote the eigenvector of F” corresponding

to its jth largest eigenvalue. Then, for a fixed number of factors k, the segment specific estimator of y;; is obtained via PCA

~(b,k) k =p
as g0 = =i Wy (WE )T,

The number of factors 1y, in the bth segment can be estimated by means of the information criterion proposed in Bai and
Ng (2002):

Mh+1
- . 1 - -
Tp = arg mmﬁ[log{i,\x = E E (xir — xl(tb e } + kp(n, T)], (11)
1=ksr n(yyq = M) t—rl 1
b

where 7 denotes the maximum allowable factor number, and the penalty function p(n, T) satisfies p(n, T) — 0 as well
as (n* A VTlog #%T - p(n,T) — oo. Motivated by the formulation of penalties in Bai and Ng (2002), we may use
p(n, T)=(n+ ﬁ)/(nﬁ)loga(n A ~/T) for some a > 2/Bs.

Let A}, be the n x r, matrix of loadings for the bth segment. In order to discuss the theoretical properties of segment-wise
factor analysis, we require the following assumption that extends Assumption 3(i) to each segment I;/.

Assumption 10. There exists a positive definite r, x r, matrix Hy such thatn='A,} A, — Hy as n — oo.

Then, we obtain the asymptotic results in Propositions 2 and 3 for the segment-wise estimators of the factor number and
the common components.

Proposition 2. Suppose that all the conditions in Theorem 3 and Assumption 10 hold. Forallb =0, ... ,§X,’r], returned by (11)
satisfies P(T, =1,) — lasn, T — oo.

Proposition 3. Suppose that all the conditions in Theorem 3 and Assumption 10 hold. Then, forallb =0, . .. ,§X,

~(b.rp) log n )
— xit| = vV —
max I}g}dxl xitl = Op [(,/ T NG log’T

From Propositions 2 and 3, we have the guarantee that the factor space is consistently estimated by PCA over each
estimated segment. We may further refine the post change-point analysis by first determining Whether’ﬁf" can be associated
with (a) a break in the loadings or factor number, or (b) that in the autocorrelation structure of the factors only. This can be
accomplished by comparing 7;,_; and T}, against the factor number estimated from the pooled segment Ig[] @) I,f: a break in
the loadings or factor number necessarily brings in a change in the number of factors from the pooled segment. However, if
(b) is the case, the segments before and after 'ﬁff as well as the pooled one return the identical number of factors, and we can
perform the joint factor analysis of the two segments.

6. Computational aspects
6.1. Bootstrap procedure for threshold selection
The range of theoretical rates supplied for 7y 1 in Theorem 3, involves typically unattainable knowledge of the minimum

cross-sectional size of the changes. Hence, we propose a bootstrap procedure for the selection ofﬂ,f,‘ rand zry ;, the thresholds

for change-point analysis of j; Xk and ek €;:» respectively. We omit N and T from their subscripts for notational convenience when
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there is no confusion. Although a formal proof on the validity of the proposed bootstrap algorithm is beyond the scope of
the current paper, simulation studies reported in Section 7 demonstrate its good performance when applied jointly with
our proposed methodology. We refer to Trapani (2013), Corradi and Swanson (2014), Gongalves and Perron (2014, 2016)
for alternative bootstrap methods under factor models and Jentsch and Politis (2015) for the linear process ootstrap for
multivariate time series in general.

We propose a new bootstrap procedure which is specifically motivated by the separate treatment of common and
idiosyncratic components in our change-point detection methodology. Namely, the resampling method produces bootstrap
samples from the common and idiosyncratic components independently, relying on the consistency of the estimated
components with an over-specified factor number as reported in Theorem 2.

Let 7; (k) and 75, (k) denote the test statistics 75 . computed on the interval [s, e] for the panel data obtained from the
WT of ! ch and € €;, respectively. The proposed resampling procedure aims at approximating the distributions of 7%(k) and
7,%(k) under the null hypothesis of no change- point which then can be used for the selection of 7, (k) and s (k). the
correspondmg, interval-specific test criteria for X” and € + over [s, e], an interval which is considered at some iteration of the
DCBS algorithm.

Among the many block bootstrap procedures proposed in the literature for bootstrapping time series (see (Politis and
White, 2004) for an overview), stationary bootstrap (SB) proposed in Politis and Romano (1994) generates bootstrap samples
which are statlonary conditional on the observed data (see Appendix D.4 for details). Based on the SB, our procedure derives
nf.(k) and ¢ “o(k). Recall that }\u and jjt denote the loadings and factors estimated via the capped PCA forj = 1, ..., k, see
Section 3.1.

Stationary bootstrap algorithm for factor models.

Step1 For the common components: For each! € {1,..., k}, produce the SB sample of {ﬁ t=1,...,Tas {fy, t =
1,...,T}. Compute x\* = X Jufy.
For the 1dlosyncrat1c components: Produce the SB sample of {ef = (¢k, ..., &), t = 1,..., T} as {ek* = (ks ...

ek r=1,..., T}
Step 2: Generate y;, through transforming y;;* or el’;' using g;(-) and h;(-, -) as described in Section 3.3.
Step 3: Compute Y} , onyj, and generate the test statistic 77, according to (10).
Step 4: Repeat Steps 1-3 R times. The critical value 7%(k) or 75 (k) for the segment [s, e] is selected as the (1—«)-quantile
of the R bootstrap test statistics 7., at given a € (0, 1).

The bootstrap algorithm is designed to produce x¥* and e** that mimic the second-order structure of ')Z’[‘ and ?’t‘
respectively, when there is no change-point present, and thus approximates the distributions of the test statistics under the
null hypothesis. In the algorithm, the treatment of the common and idiosyncratic components differs only in the application
of SB in Step 1: since the factors estimated from the PCA are uncorrelated by construction, we generate the SB samples
of f][ for each j separately, while the n elements of € €; are resampled jointly in an attempt to preserve the cross-sectional
dependence therein. We discuss the choice of the bootstrap size R and the level of quantile « in Section 6.2.

6.2. Selection of tuning parameters

The proposed methodology involves the choice of tuning parameters for the capped PCA, WT, DCBS algorithm and the
bootstrap procedure. We here list the values used for the simulation studies (Section 7) and real data analysis (Section 8).
We provide further guidance on the implementation of the proposed methodology in Appendix D.

In the examples considered in Section 7, we have not observed unreasonably large contributions to X from spurious
factors. As noticed in Section 3.1, selecting a suff1c1ent1y large constant as c,, effectively disables the capping for the
(unknown) r leading principal components to X,t For this reason, in the current implementation, we disable the capping.
However, this does not necessarily mean that capping will always be of no practical use. Therefore, we recommend the data-
driven choice of ¢, = /nMax1j<yMax;<j<n| Wy ;j|. With such c,,, the capping is enabled for only those Wy ;; withr+1 < j < T,
where r and r denote the smallest and largest number of factors considered in Section 4.3.

For the WT, we propose to use Jf = |Clog,log”T | number of finest Haar wavelets for some v € (0, 1]and C > 0, in
order to control for any bias in change-point estimation arising from WT. Noting that the bias increases at the rate 2¢ with
increasing C, we recommend the choice of J; = [log,log, T| in practice.

Although omitted from the description of the DCBS algorithm, we select a parameter dr controlling the minimum
distance between two estimated change-points. In light of Remark 2 and Theorem 3, we choose to use dp = [log?’T A
0.25T5/7]. Note that we can avoid using this parameter by replacing the binary segmentation procedure with wild binary
segmentation (Fryzlewicz, 2014), such that the Double CUSUM is applied over randomly drawn intervals to derive the test
statistic. It is conjectured that such a procedure will place a tighter bound on the bias in estimated change-point locations,
as well as bypassing the need for the parameter dr. We leave the investigation in this direction for the future research.

Finally, for the proposed bootstrap procedure, we use the bootstrap sample size R = 200 for the simulation studies and
R = 500 for the real data analysis. As for the level of quantile, we select « = 0.05; note that this choice does not indicate
the significance level in hypothesis testing.
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7. Simulation studies

In this section, we apply the proposed change-point detection methodology to both single and multiple change-point
scenarios under factor modelling. While our methodology is designed for multiple change-point detection, Section 7.1 gives
us insight into its performance in the presence of a single change-point, which is of the type, size and denseness that vary in
a systematic manner. Multiple change-point scenarios are considered in Section 7.2.

7.1. Single change-point scenarios

The following stationary g-factor model allows for serial correlations in fj; and both serial and cross-sectional correlations
in €;:

q 2
q 1-p
Xip = E Aifie + /D€, where ¥ =¢ - . , 12
it poe l}f}t + €it ¢ 1— ,sz 1+ 2Hﬂ2 (12)
fit = prifie—1 + e, Up~iigN(0, 1), (13)
€it = Pe,i€ij—1 + Vi + Bi E Vitke,  Vie~iaN(0, 1), (14)

|k|<Hj, k#0

and Aj~iig(0, 1). The stationary factor model in (12) has been frequently adopted for empirical studies in the factor model
literature including (Bai and Ng, 2002). Throughout we set ¢ = 5. The parameters py; = pf — 0.05( — 1) with oy = 0.4,
and p. i~iiaU(—p, p) with p = 0.5, determine the autocorrelations in the factors and idiosyncratic components, while
H; = H = min(n/20, 10) and B; (randomly drawn from {— 3, 8} with 8 = 0.2), determine the cross-sectional correlations
in €;. The parameter ¢, or its inverse ¢~ !, is chosen from {1, 1.5, 2, 2.5} depending on the change-point scenario, in order to
investigate the impact of the ratio between the variance of the common and idiosyncratic components, on the performance
of the change-point detection methodology. We fix the number of observations at T = 200 and vary the dimensionality as
n € {100, 300}.
A single change-point is introduced to either y;: or €; at n; = [T /3] = 67 as follows.

(S1) Change in the loadings. For a randomly chosen index set S C {1,...,n}, the loadings A;, i € S are shifted by
Aij~iaN(0, 02), where o € +/2(1,0.75, 0.5, 0.25}.

(S2) Change in pf j. The signs of the AR parameters in (13) are switched such that the autocorrelations of f;; change while
their variance remains the same.

(S3) A new factor. ForarandomlychosensS C {1, ..., n},anew factorisintroduced to yi;, i € S:fqr1,t = Pffqt1,0—1FUgt1,t
with g1 ~iaNV(0, 1) and A; g11~iiaN(0, 02), where o = /2.

(S4) Change in p. ;. Forarandomly chosen S C {1, ..., n}, the corresponding p. ;, i € S in (14) have their signs switched
so that the autocorrelations of such ¢;; change while their variance remains the same.

(S5) Change in the covariance of ¢;. For a randomly chosen S C {1, ..., n}, the bandwidth H;, i € S in (14) doubles.

In (S1) and (S3)-(S5), the size of the index set S is controlled by the parameter ¢ € {1, 0.75, 0.5, 0.25}, as |S| = [on].

For each simulated dataset, we consider the range of possible factor numbers k € R selected as described in Section 4.3.
For any given k, we estimate the common and idiosyncratic components and proceed with WT of Stage 1, to which only the
first iteration of the DCBS algorithm is applied. In this way, we test for the existence of at most a single change-point in the
common and idiosyncratic components separately and, if its presence is detected, we identify its location in time. With a
slight abuse of notation, we refer to the simultaneous testing and locating procedure as the DC test, and report its detection
power and accuracy in change-point estimation.

As noted in Introduction, existing methods for change-point analysis under factor modelling are not applicable to the
scenarios other than (S1) and (S3). Hence, we compare the performance of the DC test to change-point tests based on two
other high-dimensional CUSUM aggregation approaches, which are referred to as the MAX and AVG tests: after Stage 1,
the N-dimensional CUSUMs of the WT series are aggregated via taking their point-wise maximum or average, respectively,
which replaces the Double CUSUM statistics in Stage 2. In addition, we report the detection power of a variant of the DC
test, where the first iteration of the DCBS algorithm is applied to the panel data consisting of the WT of x;;, and compare
its performance against DC, MAX and AVG tests applied to the WT of 5(‘1’; under (S1)-(S3), and that of?ﬁ under (S4)-(S5).

We include this approach, termed the DC-NFA (no factor analysis) test, in order to demonstrate the advantage in linking the
factor modelling and change-point detection as proposed in our methodology.

Figs. 2-7 plot the detection power of our change-point test as well as that of MAX, AVG and DC-NFA tests under different
scenarios over 100 realisations when n = 100 (we only present the results from (S1) when o € {+/2, 0.024/2}). Since
(€ir) do not contain any change under (S4)-(S5) ((S1)-(S3)), testing for a change-point in€;; ();) in these scenarios offers
insights into the size behaviour of DC, MAX and AVG tests.

Overall, change-point detection becomes more challenging as o (the size of changes) or ¢ (the proportion of the
coordinates with the change) decreases, and also as Var(y;;)/Var(x;;) decreases (with increasing ¢) under (S1)-(S3) and
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Fig. 3. (S1) Detection power of change-point tests when o = 0.25+/2.

increases (with increasing ¢ ~!) under (S4)-(S5). In all scenarios, the DC test shows superior performance to the DC-NFA
test. This confirms that the factor analysis prior to change-point analysis is an essential step in markedly improving the
detection power, as well as in identifying the origins of the change-points; without a factor analysis, a change-point that
appears in either of yx;; or €;; may be ‘masked’ by the presence of the other component and thus escape detection.

The DC and AVG tests generally attain similar powers, while the MAX test tends to have considerably lower power
in scenarios such as (S2), (S4) and (S5). An exception is under (S3), where the MAX test attains larger power than the
others in some settings with decreasing ¢ (Fig. 5). It may be explained by the fact that the smaller o is, the sparser the
change-point becomes cross-sectionally, which is a setting that favours the approach taken in MAX in aggregating the high-
dimensional CUSUM series (see the discussions in Section 2.1 of Cho and Fryzlewicz (2015). Between the DC and AVG tests,
the former outperforms the latter in the more challenging settings when the change is sparse cross-sectionally (with small
o), particularly when the change is attributed to the introduction of a single factor to the existing five as in (S3).

Apart from (S5), the origin of the change-point is correctly identified in the sense that it is detected only from ;i under
(S1)—(S3) or €; under (S4) with power strictly above @ = 0.05. In (S5), we observe spillage of the change-point in €;:
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the change-point is detected from both %;: and €, particularly when a large proportion of ¢; undergoes the change of an

increase in the bandwidth H; in (14), and when Var(x;; )/Var(x;) is small (with large ¢), see Fig. 7. This supports the notion
of a pervasive change-point being a factor, i.e., a significant break that affects the majority of the idiosyncratic components
in their second-order structure, may be viewed as a common feature. We also note that due to the relatively large variance
of common component, the detection power of the DC-NFA test behaves as that of the DC test applied to ;: rather than’e;;
in this scenario.

We present in a supplementary document the results on other data generating processes taken from the literature on
testing for a single change-point under factor models, as well as tables and figures summarising the simulation results
for (51)-(S5) with n = 300, along with box plots of the estimated change-points 7;. The performance of all tests under
consideration generally improve when n = 300.

7.2. Multiple change-point scenarios

7.2.1. Model (M1)

This model is intended to mimic the behaviour of the Standard and Poor’s 100 log-return data, analysed in Section 8.1.
The information criterion of Bai and Ng(2002) returned q = 4 factors for these data and, imposing stability on the loadings,
common factors four and idiosyncratic components were estimated by means of PCA as fi;, j = 1, ..., q and €. Estimated
factors exhibit little serial correlations, show the evidence of multiple change-points in their variance and heavy tails. The
same evidence holds for the estimated idiosyncratic components. Based on these observations, we adopt the following data
generating model:

-1

q n n
Xie = Xit + VD€ = Zkyfjt + Vo€, where ¥ =¢- ZVar(X,-t) ZVar(e,-t) ,

j=1 i=1 i=1
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U'[
fie = { "
Jt (U‘Sj,b)gb

€ = Vit
it = (Ggib)gb - Vjt

- Uje

for1 <t <nf,
forny +1 <t <n),, withb > 1,

for1 <t <nf,
formp, +1 <t <mnp,, withb > 1,

where \75r(~) denotes the sample variance operator, uj¢, vi~iiqt; and g, = 1 for even b and g, = —1 otherwise. We use the

loadings estimated from the S&P100 data without capping, denoted by Xl,, and 5 b (8F

») i chosen from the same dataset

by contrasting pairs of intervals with visibly different Vz?r(}";[) (Var(&)). The change pomts in the common components are
introduced to Var(f;;) at nf = [T/3]and r];( = [T /2], and those in the idiosyncratic components to Var(e;;) at nj = [T /2] and
n5 = [4T/5]. The magnitude of each change is controlled by o € {1, 0.75, 0.5, 0.25}, while ¢ € {1, 1.5, 2, 2.5} determines

Please cite this article in press as: Barigozzi M., et al., Simultaneous multiple change-point and factor analysis for high-dimensional time series. Journal
of Econometrics (2018), https://doi.org/10. 1016/] .jeconom.2018.05.003.




18 M. Barigozzi et al. / Journal of Econometrics I (1111) IR1-1HE
(L (L [ [
8 - o 8 o 2 o 2 o
[ [ [ [
3 - i 3 i 3 i 3 1
[ [ [ |
g [ = 1 =] 1 = 1
| | |
o _| o o o
« « « [} « [}
| |
o =] =] - =] -
T T T T T T T T T T T T T T T T T T T T T T T T
0 100 200 300 400 500 0 100 200 300 400 500 0 100 200 300 400 500 0 100 200 300 400 500
8 [ 8 [ 8 [ 8 [
[ [ [ [
8 L 3 L 8 L 8 L
[ [ [ [
o | [ o [ o 1 o |
< . < < <
[ | | |
o | | ° | ° | ° |
| |
o - [S) [S) - [S) -
T T T T T T T T T T T T T T T T T T T T T T T T
0 100 200 300 400 500 0 100 200 300 400 500 0 100 200 300 400 500 0 100 200 300 400 500
o [ ° [ ° [ ° [
© [ 0 [ © [ © 1
2 4 [} I S [} I S [} I S [}
[ [ [ |
8 [ 3 [ 3 1 3 1
s v 9 v 9 | 9 |
| i | |
o | o i o | o |
| |
o 4 P Y o 2 o v o v
T T T T T T T T T T T T T T T T T T T T T T T T
0 100 200 300 400 500 0 100 200 300 400 500 0 100 200 300 400 500 0 100 200 300 400 500
(L (L [ [
o _| . o . o . o
© [ © [ @ [ @ |
3 4 [ 3 [ 3 | 3 |
2 i 2 i 2 | 2 |
[ [ | |
& (I 3 (I 3 | 3 |
< b S b S | S |
o | b o b o | o |
- i . - i - | - |
o 1 1 e, o 1 1 o 1 o 1
T T T T T T T T T T T T T T T T T T T T T T T T
0 100 200 300 400 500 0 100 200 300 400 500 0 100 200 300 400 500 0 100 200 300 400 500

Fig. 8. (M1) Locations of the change-points estimated from 5(\{{, Xit (oracle),’e‘; and ¢;; (oracle) by the DCBS algorithm (left to right) foro € {1, 0.75, 0.5, 0.25}
(top to bottom) whenn = 100, T = 500 and ¢ = 1; vertical lines indicate the locations of the true change-points n;, b = 1,2 (dashed) and n;, b = 1,2
(dotted); recall that } = 5.

the ratio between the variance of the common and idiosyncratic components (the larger ¢, the smaller Var( x;;)/Var(x;) is).
We fix T = 500 and vary n € {100, 300}.

We report the performance of our methodology over 100 realisations when n = 100 in Figs. 8 and 9 for the two extreme
cases with ¢ € {1,2.5}. We also apply the DCBS algorithm to the WT of true common and idiosyncratic components
generated under (M1) and report the corresponding results, which serve as a benchmark against which the efficacy of the
PCA-based factor analysis of the proposed methodology is assessed. Additional simulation results with varying ¢ and n are
reported in the supplementary document.

The DCBS algorithm detects the two change-points in the idiosyncratic components equally well from €;; and e,
regardless of the values of ¢ and o. On the other hand, detection of nfj, b = 1,2 is highly variable with respect to these
parameters. When the size of the change is large (o € {1, 0.75}), the panel data generated from transforming ¥; serves
as good an input to the DCBS algorithm as that generated from transforming y;: in terms of translating the presence and
locations of both change-points.

With decreasing Var( x;;)/Var(x;), the change-point n5, which appears only in the idiosyncratic components, is detected
with increasing frequency as a change-point in the common components from ¥, when (a) ¢ > 0.75 (the change in €;
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Fig. 9. (M1) Locations of the estimated change-points whenn = 100, T = 500 and ¢ = 2.5.

is large and thus all three change-points are detected from ), or (b) o = 0.25 (the changes in y; are ignored and a
single change-point is detected at n§ from ;*). This phenomenon is in line with the observation made for the model (S5) in
Section 7.1, on the spillage of change-points in the idiosyncratic components over to the common components: a significant
co-movement in the dependence structure of ¢;; may be regarded as being pervasive and common, and hence is captured as
a change in the dependence structure of the common components by our proposed methodology.

Lastly, we note that although we impose normality on the idiosyncratic components for the theoretical development,
these results show that our methodology works well even when the data exhibits some deviations of normality, such as
heavy-tails.

7.2.2. Model (M2)
In this model, change-points are introduced as in (S1)-(S4) of Section 7.1. More specifically,

P b for1<t<nf=I[T/3],
PET A+ Ali e ST) fornf +1 <t <T,
fi = orifii—1 +ug,  for1 <t <nf =[T/2],
a —pf jfj.e—1 +uje, for 77%( =[T/2]+1=<t<T,
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Pei€ic—1+ Vie + Bi Z Vitk,t for1 <t <n{=I[3T/5],
3
€it = . E . E .
/Og,,‘{ﬂ(l ¢ S]) - H(l € 31 )}Ei,t—l + vie + ,Bi Z Vitk,t for n +1<t<T,
q
Zkij,tﬁt + \Fﬁéit for 1 <t< ,7;( — [4T/5],
Xit = j:q]
Z)"ij,tfjt + \fZ)\i,q+1fq+l,tH(i €S+ Ve for N +1<t=<T,
j=1

with ¢ = 5 and Ay, ujr, vi~iigN(0, 1). The parameters ps j, pei, Bi, H and ¥ are chosen identically as in Section 7.1. In
summary, three change-points in the common components are introduced to the loadings (nlx ), autocorrelations of the
factors (775 ) and the number of factors (n§ ), while a single change-point in the idiosyncratic components is introduced
to their serial correlations (n¢). The cardinality of the index sets Sf, S§ and S¢ determines the sparsity of the change-
points 17, n5 and 75, respectively. We randomly draw each index set from {1, ..., n} with its cardinality set at [on],
where ¢ € {1,0.75, 0.5, 0.25}. Also, in the case of nf, the size of the shifts in the loadings is controlled by the parameter
o€ ﬁ{l, 0.75, 0.5, 0.25}, as Aj~iiaN(0, o2). Finally, we set ¢ € {1, 1.5, 2, 2.5}, a parameter that features in o, in order
to investigate the impact of Var(x;)/Var(x;) on the performance of the change-point detection methodology. We fix the
number of observations at T = 500 and the dimensionality at n = 100.

We report the performance of our methodology over 100 realisations in Figs. 10 and 11 for the two extreme cases when
¢ € {1,2.5} with o = 0.75+/2. Also, we include the results from applying the DCBS algorithm to the WT of true common
and idiosyncratic components generated under (M2) as a benchmark case. Additional simulation results with varying ¢ and
o are reported in the supplementary document.

In accordance with the observations made under single change-point scenarios (Section 7.1), detecting change-points in
the common components, nf and T)§ in particular, becomes more challenging as they grow sparse cross-sectionally (with
decreasing o) and as Var( x;; )/Var(x;) decreases (with increasing ¢). For the settings considered here, the DCBS algorithm
applied to WT of €;; performs as well as that applied to the WT of the true €;;, regardless of the model parameters ¢ and . Not
surprisingly, as the break in the loadings grows weaker with decreasing o, the detection rate of nf deteriorates, especially
when o = 0.25+/2. Comparing the performance of the DCBS algorithm applied to 5(\),; and yx;;, the gap is not so striking in
the detection of the change-point n; in the autocorrelations of the factors. As for 7 and ﬂ§, provided that the breaks in
the loadings and the number of factors are moderately dense (¢ > 0.5), and the magnitude of the former reasonably large
(6 > 0.5+/2), we can expect the common components estimated via PCA to recover the both change-points as those in their
second-order structure, for a range of ¢.

8. Real data analysis
8.1. S&P100 stock returns

In this section, we perform change-point analysis on log returns of the daily closing values of the stocks composing the
Standard and Poor’s 100 (S&P100) index, observed between 4 January 2000 and 10 August 2016 (n = 88 and T = 4177). The
dataset is available from Yahoo Finance. With T = 4 returned by the criterion in (11), the set of factor number candidates is
chosenas R = {4, ..., 20}. Also, a constraint is imposed so that no two change-points are detected within the period of 20
working days. The maximum number of change-points for the common components is attained with k* = 8 (B, = 15), and
we obtain B% (k) c B*(k*)for all k € R \ {8}. Table 1 reports the change-points estimated from Xii and €}, as well as their
order of detection (represented by the level index u of the nodes corresponding to the estimated change-points in the DCBS
algorithm), and Fig. 12 plots two representative daily log return series from the dataset along with 7]‘1’)(

Most of the change-points we find are in a neighbourhood of the events that characterise the financial market (some of

which are not exactly dated). In particular:

1. the burst of the dot-com bubble which took place between March 2000 and October 2002;
2. the start of the second Iraq war in late March 2003;
3. Lehman Brothers bankruptcy in September 2008;
4. the first and second stages of the Greek and EU sovereign debt crisis in the summers of 2011 and 2015, respectively.
By way of investigating the validity of 7%, b = 1,... ,§X, we computed the following quantities over each segment
defined by two neighbouring change-points, ['ﬁf,( +1, ’ﬁf,‘ 1l
k= =p
My
ky(c) = min{l <k<gp: % > c} for some c € (0, 1),
j=1Hx,j
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Fig. 10. (M2) Locations of the change-points estimated from Yi’;. xit (oracle), ’é’,; and €;; (oracle) by the DCBS algorithm (left to right) for o €
{1,0.75, 0.5, 0.25} (top to bottom) when n = 100, T = 500, 0 = 0.75+/2 and ¢ = 1; vertical lines indicate the locations of the true change-points
nf, b=1,2,3(dashed) and n (dotted).

Table 1
S & P100 data: change-points estimated from the common and idiosyncratic components and their order of detection.
~x 43 89 197 331 613 656 816 1895
(& 06/03/2000 10/05/2000 12/10/2000 26/04/2001 14/06/2002 15/08/2002 04/04/2003 19/07/2007
order 3 2 5 4 3 4 1 2
~x 2186 2249 2357 2397 2914 3020 3913
(L 12/09/2008 11/12/2008 19/05/2009 16/07/2009 03/08/2011 04/01/2012 24/07/2015
order 4 5 6 3 5 4 5
~ 85 181 206 268 336 631 652 735
M 04/05/2000 20/09/2000 25/10/2000 25/01/2001 03/05/2001 11/07/2002 09/08/2002 06/12/2002
order 3 4 5 2 4 3 4 1
~c 914 1957 2184 2210 2253 2354 2537 3911
T 25/08/2003 16/10/2007 10/09/2008 16/10/2008 17/12/2008 14/05/2009 04/02/2010 22/07/2015
order 4 5 3 5 6 4 2 3
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Fig. 11. (M2) Locations of the estimated change-points when n = 100, T = 500, o = 0.75+/2 and ¢ = 2.5.

where ﬁ)’jyj denotes the jth largest eigenvalue of f)ﬁ’ andq, = (n—1)A (7;}’;“ —'ﬁl’f — 1).In short, ky(c) is the minimum number

of eigenvalues required so that the proportion of the variance of X, t € [7j; + 1,%{“] accounted for by ﬁ,’j] j=1,...,kc)
exceeds a given c. Varying ¢ € {0.5,0.55, ..., 0.95}, we plot ky(c) over the B, + 1 segments in Fig. 13. We observe that over

long stretches of stationarity, greater numbers of eigenvalues are required to account for the same proportion of variance,
compared to shorter intervals which all tend to be characterised by high volatility. This finding is in accordance with the
observation made in Li et al. (2017), that a small number of factors drive the majority of the cross-sectional correlations
during the periods of high volatility.

8.2. US macroeconomic data

We analyse the US representative macroeconomic dataset of 101 time series, collected quarterly between 1960:Q2 and
2012:Q3 (T = 210), for change-points. Similar datasets have been analysed frequently in the factor model literature, for
example, in Stock and Watson (2002). The dataset is available from the St. Louis Federal Reserve Bank website (https:
|/fred.stlouisfed.org/). We impose a restriction in applying the DCBS algorithm so that no two change-points are detected
within three quarters in analysing the quarterly observations. Applying the information criterion of Bai and Ng (2002),
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Fig. 13. S&P100 data: ky(c) for each [7} + 1,7y hb=1,... ’Ex according to the colour legend in the right; x-axis denotes the time and y-axis denotes
c €{0.5,0.55,...,0.95}.

T = 8 is returned so we choose R = {8, ..., 20}. All k > 14 lead to the identical change-point estimates for the common
component with EX = 5 so that we select k* = 20. We also obtain B*(k) c BX(k*) for all k < 14. Table 2 reports the
change-points estimated from ;; and €, and we plot two representative series from the dataset, gross domestic product
(GDP) growth rate and consumer price inflation (CPI), along with 'ﬁl’f in Fig. 14.

According to the change-points detected, the observations are divided into periods corresponding to different economic
regimes characterised by high or low volatility. In particular, we highlight the following regimes (recessions are dated by
the National Bureau of Economic Research, http://www.nber.org/cycles.html):

1. early 1970s to early 1980s marked by two major economic recessions, which were characterised by high inflation due
to the oil crisis and the level of interest rates;

2. the so-called Great Moderation period which, according to our analysis, started in late 1983 and was characterised by
low volatility of most economic indicators as a result of the implementation of new monetary policies, see also Stock
and Watson (2003);

3. the period of the financial crisis that took place between 2007 and 2009 and corresponds to the most recent (as of
2018) economic recession, with record low levels of GDP growth and inflation and associated high volatility;

4, the post-2009 years corresponding to the slow recovery of the US economy.
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Table 2
Macroeconomic data: change-points estimated from the common and idiosyncratic components and their order of detection.
~x 48 60 95 190 196
b 1972:Q1 1975:Q1 1983:Q4 2007:Q3 2009:Q1
order 2 3 1 2 3
~ 49 58 92 189 194 200
KB 1972:Q2 1974:Q3 1983:Q1 2007:Q2 2008:Q3 2010:Q4
order 2 3 1 2 3 4
GDP growth rate
< T T T 1
I | I I |
I | I I |
AN | I I |
| I I
) I 4
— I | ) |
I | I |
I | I I |
(\Il — I | I I |
I | I I |
I | I I |
< 4 I | I I |
! 1 1 1 1 1
T T T T T
4/1960 4/1973 4/1986 4/1999 712012
cPI
<
~ -
o -
<Ir -

T T T T T
4/1960 4/1973 4/1986 4/1999 7/2012

Fig. 14. Macroeconomic data: GDP growth rate (top) and CPI (bottom) between 1960:Q2 and 2012:Q3, along with 7}, b = 1, ... ,§X (vertical broken
lines).
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Fig. 15. Macroeconomic data: ky(c) for each [7 + 1,7} ahb=1,... ,EX according to the colour legend in the right; x-axis denotes the time and y-axis
denotes ¢ € {0.5,0.55, ..., 0.95}.

Cheng et al. (2016) performed change-point analysis on a similar set of macroeconomic and financial indicators, observed
monthly rather than quarterly, over a shorter span of period between January 1985 and January 2013. Their focus was on
verifying the existence of a structural break corresponding to the beginning of the financial crisis, which they estimated to
be in December 2007, a date which is close to our’n\f{ (considering that we analyse quarterly observations). As in Section 8.1,
we perform a post-change-point analysis by plotting k,(c) computed on each segment defined by 7}/, see Fig. 15, where we
make similar observations about the contrast between the number of factors required over long stretches of stationarity and
short intervals of volatility.
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9. Conclusions

We have provided the first comprehensive treatment of high-dimensional time series factor models with multiple
change-points in their second-order structure. We have proposed an estimation approach based on the capped PCA and
wavelet transformations, first separating common and idiosyncratic components and then performing multiple change-
point analysis on the levels of the transformed data. The number and locations of change-points are estimated consistently
as n, T — oo for both the common and idiosyncratic components. Our methodology is robust to the over-specification
of the number of factors which, in the presence of multiple change-points, may not be accurately estimated by standard
methods. Post change-point detection, we have proved the consistency of the common components estimated via PCA on
each stationary segment.

An extensive numerical study has shown the good practical performance of our method and demonstrated that factor
analysis prior to change-point detection improves the detectability of change-points. Two applications involving economic
data have shown that we are able to pick up most of the structural changes in the economy, such as the recent financial
crisis (2008-2009), economic recessions (mid 1970s and late 2000s) or changes in the monetary policy regime (the start of
the so-called Great Moderation in early 1980s). Our method is implemented in the R package factorcpt, available from
CRAN.
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Appendix A. An example of piecewise stationary factor model

We illustrate with an example that the piecewise stationary factor model (1) under Assumption 1 admits all possible
change-point scenarios that arise under factor modelling for the common components.

Let g1 be an AR(1) process with white noise innovations u; ~ (0, 1), and let g, be a white noise process. Suppose that
the common components, y;, foralli =1, ..., n, are written as

aigie = ai(ogr -1 + Ue) fornf +1=1<t<nj,
aig1c + biga = ai(agr -1 +ur) + bigy  fornf +1 <t <nj,
Cigi + digor = ci(agr -1 + u) + digae  forny +1 <t <nj,
cigie + digy = Gi(Bgr—1 +u) +digoe  forny +1<t<nf =T,

Xit = (15)

for some |a|, || < 1.In (15), x;r begins with a single factor gy, for ¢ < nf, to which three change-points are introduced:
(a) appearance of a new factor g5 at t = nf + 1, (b) changes in both loadings at t = n5 + 1, and (c) changes in the
autocorrelation structure of gy att = n§ + 1. We can re-write (15) into the piecewise stationary factor model in (1)
with constant loadings A; = (a;, b;, ¢;, d;)7, and a factor vector f; of dimension r = 4 and defined over the four segments
[ng +1,n§+1], b=0,...,3as

(€1,0,0,0)" = (agir1+1,0,0,00"  for1<t<nf,
(&1¢» &2, 0, O)T = (otg1,e—1 + Ue, 82, 0, O)T for 77;( +1=<t=<
(5 O,gluth)T =(0,0, ag1,r—1 + U, ng)T for 77; +1<t<
(0,0,81,82)" =(0,0,Bg1 1+ U, &) fornf+1<t<T.

The following four comments help in understanding the properties of model (1).

X
PR
ft = X
%,

1. Note that f; in (16) meets condition Assumption 1(i) with

=000, f=("g.00T, £=000c¢] ), £=002g" g)"

t
where gﬂ) = ozgfg,l + u; and ggf) = ﬂgft),] + u, are stationary AR(1) processes. Indeed, it is clear that f; = ff for
0 < b < 2 and Assumption 1(i) trivially holds in those segments. Then, at n = 775- the AR parameter switches from o to

Bandfort >n+1,
gt = Bt +ur = BBt U1) U ="
= ,Btini]gl.nﬁ + ﬂtinizuﬁz + o Buer +ug,
g = Be)  +ue =g A+ BT s+ BUtey e,
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Since |«|, |B] < 1, both g and ggf) have finite variance. Therefore, by selecting p; = B% € [0, 1), we have

E(gie — 82 = B2 VE(g1 1 — 800 ) < 282 VIE(EE ) + ELED )P0 = 0o ™),

and Assumption 1(i) holds.

2. Recall that the number of factors in (1) satisfies r > r,: in this example we have a single factor prior to 7 (ro = 1) and
then two factors in each of the subsequent segments (r; = r, = r3 = 2), whereasr = 4.

3. The representation in (1) is not unique. We can for example re-write (16) with constant loadings A; = (a;, b;, ¢; — a;, d; —
bi)" and f; = (g1¢, gar. G1e. &2r) fornf +1 <t <T.

4. Model (1) can also be written as a piecewise stationary version of the dynamic factor model introduced in Forni and Lippi
(2001) and Hallin and Lippi (2013). We can for example re-write (16) as the piecewise stationary version of a dynamic
factor model with r = 5 and constant dynamic loadings A;(L) = (a;(1 — L), b, ci(1 — aL)~!, d;, ci(1 — BLY™"D)T (L
denoting the lag operator), and factors defined as

= (4,0,0,0,0)", f = (82,0007, £=(00u,g:0)", £=(0,00 g u).

A change in the autocorrelation of the factors can therefore be equivalently represented by a change in the dynamic
loadings.

Appendix B. Proofs
B.1. Preliminary results
We denote by ¢; the n-dimensional vector with one as its ith element and zero elsewhere.

Lemma 1.
(i) m T — Tl = 0p (/252 v 1)
() - Pl] (7, = 11 = 0 (/22 v })

Proof. Under Assumptions 2-5, Lemmas A.3 and B.1 (ii) of Fan et al. (2011a) show that

1o 1« 1 o 1<
f intxi’t - E(; intxi’t) f ijrfj/t - E(f Zf]t j’t)
t=1 t=1 t=1

max < max r’i?
1<i,i’<n 1<jj'<r
t=1
1 < 1 1w log n
+ max |— e-e-/—E(— ee»/) +2maxri|— €irl =0 i 17
T Z it€i't T Z it€i't e T ijt it p T (17)
t=1 t=1 1<i<n t=1
Therefore,

1 ~ 1 ~ 1 logn 1
N =Lyl < < Lx — Ikl + <1 Lell =0p | \/ ——— VvV = ], (18)
n n n T n

which follows from (17), Assumption 5(i) and the observation under Assumption 4(i) that u. 1 = ||I'¢|| < oo for any n, see
also the result in (C2). This proves part (i).
For part (ii), now we deal with an n-dimensional vector and not a matrix. Hence, using the same approach as in part (i),

Lol (B — Tl = 1l (B — Tl + =T = 0, /220 v
\/H(P,‘ x X _«/ﬁq)i X X «/ﬁ ell =Up T «/ﬁ s

which completes the proof. O

Lemma 2. Let r x r diagonal matrices l\7[x and M, have the r largest eigenvalues of fx and of I, in the decreasing order as the
diagonal elements, respectively. Then,

(%) - () =00 (2
n n -r T nl’

Proof. As a consequence of Lemma 1(i) and Weyl's inequality, 7Ly satisfy

1 1 -~ logn 1 .
nmx.j—ux,nsnurx—rxnzop( - vn), i=1...r (19)
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log n

From (19), there exists ¢, € (0, oo) such that u, /n > ¢, and thus fix,/n > ¢, + Oy( Voo ) which implies that the

matrix n~'M, is invertible and the inverse of n*ll\//\lx exists with probability tending to one as n, T — oo. Therefore,

IO 1= =om 1) | = =0

Finally,

r

L L D S (L ]
- —\— =< = - —) = n——
H(n) (n _; ; '_Z

Mxj  Hxi = Mo jty i
rMaXigjcr [Uxj = Kyl logn 1
= log n - Op T v E - 0
ncz + Op<n =Y 1)

Lemma 3. Denote the n-dimensional normalised eigenvectors corresponding to the jth largest eigenvalues of fx and T, by Wy
and w, ;, respectively. We further define the n x r matrices W, = [Wy1, ..., Wy,]and W, = [wy 1,...,W, ] Then, there
exists an orthonormal r x r-matrix S such that

(i) Wy —W,S|| =0, (\/ gty %>:
(ii) V1o (Wy —W,S)|| = 0, <\/"’% v %)

Proof. From Theorem 2 in Yu et al. (2015), which is a generalisation of the sin & theorem in Davis and Kahan (1970), we
have

22 /7| T, — T, |
Min (0 — My, 1s Mor — Kyr+1)

where 1ty 0 = 00 and py ,+1 = 0. From (19), the denominator of (20) is bounded from the below by c¢.n and thus part (i)
follows immediately from Lemma 1(i).

For part (ii), evoking Corollary 1 of Yu et al. (2015) and noticing that I', has distinct eigenvalues given in (C1), we can
further show that S is a diagonal matrix with entries 1. Then, using part (i) above, Lemma 1 (ii) and 2, and the fact that
W,S|| = 1and |lg; I'y|| = O(y/n), we have

Vil (Wy — W, S)]| = H¢ [Bw, (M) —FxWxs(%)q}H
f||¢l(1“ ~rn|(5) H+ ||¢,F||H( 97 (%)

fuw,FnH( )1H||\Tvx—wXS||+op<,/l°§”v\}ﬁ)=op<\/@v\;ﬁ>. o

Lemma 4. Forafixedd > 1+ (/3 v 1/2), we have

Wy — W, S| =

, (20)

= 0p(+/nlog’T).

=l fo
]<s<e<T e—s+1

Proof. Note that

1 ‘ 1 : 1 :
ol oxl = e ol e |
e—s—l—lHZ:s: tH e—s+1 [X:S:Xt e—s+1 [X:s: ‘

where
_1 e e
max ——— H E Xell < rhiv/mmax max ‘ E fiel,
1<s<e<T /e — s+ 1 P 1<j<r 1<s<e<T /e — s+ 1 —
and
l e e
max ———— H E €| < +/nmax max ‘ g €t
1<s<e<T /e — s+ 1 : 1<i<ni<s<e<T /e — s+ 1 .
=S =S
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When v/e — s+ 1 < log T, under Assumptions 2 (ii), 4 (ii) and 7,

< log T max max [f;| = O,(log""V/#T),
1<j<r 1<t<T

max max

e
N 1 ‘
. > fi
1sjs<r 1<s<e<T /e — s+ 1 tfs

<log T max max|ejt| = Op(log3/2T)
1<isn 1<t<T

max max ‘ E €it
1<i<nl<s<e<T /e — s+ 1 -

When +/e —s+ 1 > log T, under Assumptions 2 (ii), 4 (ii) and 5 (ii), the exponential inequality given in Theorem 1.4 of Bosq
(1998) is applicable. More specifically, setting ¢ = |(e — s + 1)/(Co log T)] and k = 3 in the statement of that theorem, we
have

C4T3/2

exp{—Cs(Colog’ T)*/7}
log T

C5C?
> Cilog T ) <G, log Texp(— c log T) +
0

l e
P 7\ :
(«/e —s+1 ;fﬁ
and similarly,
12 /T3/2

4
log T

exp{—C.(CologT)*"}

log T) +

) (e
> Cilog T | <C,log Texp(— C
0

_1 e
P 7’ €
(«/e—s+1 ; st

for some fixed Co, C1, C3, ..., G5, G, . .., Cg > 0 dependent on B, ¢f, B, ¢, and k. Applying Bonferroni correction,

P | max max

1 } °
Igj<r  1ssze<T  \Je —s+ 1 ; a

Jm>logT
< IT?[G; log T exp(—C3C; 'C7 log T) + C4T*? /(log T) exp{—Cs(Colog?T)*7}] — 0,

> Cilog T

1 e
P | max max 7‘ E €it
I<isn 1ssze<sT /e —s4+ 1 p—

«/e—sjﬂogT
< nT?[C, log T exp(—C;Cy ' Ci log T) + C4,T*?/(log T)exp{—CL(Colog’T)*"}] — 0

as T — oo for large enough C;, which completes the proof. O

> Cylog T

B.2. Proof of Theorem 1

Note that under the normalisation adopted in Assumption 2(i), X = (p,.T\TVX\TVIx[ and xir = @] W, WI X~ Hence,

max max |Xi — xie| < max max lo] W,Wx, — o W WX
1<i<sn 1<t<T 1<i<sn 1<t<T

+ max max |/ W, W) e| =1+II. (21)

1<i<n 1<t<T
For I, we have
I < max max @ W,W]x; — ¢/ W,SW] x| + max max|(pTW SW,x; — 0] W, W x|

1<i<n 1<t<T 1<i<n 1<t<T

= max ! (Wy — W, S)|| | Wy max IIXrII + max |I¢1 W, || [W,S — WXII max IIXrII

1<i<

1 1
=0, {<‘/o§n v ﬁ) logOT} , (22)

from Lemma 3(i)-(ii), Lemma 4 and the result in (C1) lead to
max g7 W, || < max o] T | [W, | IM; " = 0 ( = (23)
1<i<n b XN T T X X Jn ’

As for II, due to normalisation of the eigenvectors, we invoke Assumption 4(i):

r r n
E(IWel®) = ) E{(wy et =) > wy jwy ijE(eiert) < 1Ce. (24)
j=1

j=1i,i’=1

Thereby, due to Assumption 4(ii) and Bonferroni correction, maxj<;<r ||WIe[ | = Op(+/log T) and using (23)

log T
max maxl(pl W, W e | < max ||(p1 w, || max ||WTet|| =0, (,/ & ) . (25)
1<i<n 1<t<T n

Substituting (22) and (25) into (21) completes the proof. O
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B.3. Proof of Theorem 2

Note that

Xlt § : Wy, wajxf + § : Wy, 'wajxf
j=r+1

Recall (23), from which

max g/ Wyl < max [l W, + max o] (W — W, )]l = 0,

1<i<n

7)

due to Lemma 3 (ii) and therefore max@gmax]ggn@x,ﬁ = Op(l/ﬁ). Therefore, for c,, chosen large enough, we have
Xie = 2o WeiWy Xe = Y1 WyjW, X = xi for all i and ¢ with probability tending to one, and we prove this theorem
conditioning on such an event; once this is done, it then implies the unconditional arguments.

Consider the scaled partial sums

max max
1<isn1s<s<e<T /e — s+ 1 ’Z(X Xlt
e
< max max max max Xic — xie)| =1 +1I. 26
max max_ ﬁ_w \Z(x — F)| + max max ———— TH \g(xﬁ i) =1+ (26)
Starting from II,
_ T T
"o ey Tl L - W
< max max WWT WW X,
1<isnlss<e<T /e — s+ 1 ’Zwl X )t
T T
max max w, W =1I+1V
1<i<n1<s<e<T /e — s+ 1 ‘Z‘P € +
where, following (22),
e
Ty ~
Il = max ] (Wy — W, S)| [Ws| | max_ JTHZX
e
log n 1
max W, | [W,S—W,| max H X ( v—)lo T},
+ max ] W, || Al SM\/T gt { TV 5o

from Lemma 3(i)-(ii) and Lemma 4. For IV, we first invoke Assumption 4(i) as in (24):

.
.

max HZWe :Z maxisz iw, yiE(eirery) < 1Ce.

l<s<e<Te—S—|—1 ( ! 1<s<e<T e — S+ 1 x W iE (i)

j=1 t,t/'=si,i'=1
Hence, under Assumption 4 (ii), (e —s+1)"1/2 Z:":SWIQ is an r-vector of zero-mean normally distributed random variables
with finite variance, and thus

= 0p(y/log T), and
log T
:op< n )

) :Op{< loinvjﬁ)loggT},
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max ———— w!
1ss<e<T \Je—s+ 1 H Z x €

e
IV < max |l¢; W, || max H E W, e
1<i<n 1<s<e<T /e — § + :
=S

Therefore, we have

e
max max l E (Xt — xie
1<i<n 1<s<e<T ,/e_5+ ¢

=s
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which proves (i). Next,

I < max E |wx,j| max ’ E w Xt
1<i<n 1<s<e<T —S _|_
Jj=r+1
(k—=r)cw

”‘TVXJH max = lOg T)

ﬁ YU 1ss<e<T Je — s+ 1 HZX[

thanks to Lemma 4, thus proving (ii). O

B.4. Proof of Proposition 1

=k

g(x%) and hi(x¥, X% ) admit the following decompositions

(3K =Elgi(x ) + [Edgia)} — Elgxg N + [8i(xie) — EdgiOaol + (81T — &)}
—E{gj(xﬂ([ N1l
it 70) = EROG ol ) + [Eh Gt 00} — Bt 7))
+ [hj(Xlt’ Xv t) — E{hi(xic, xve)H + {hj(Xi[’ X,-t) — hi(Xie, xve)}
=E(h(E, )0+ IV +V VL

By definition, E{g;( Xf (t))} and E{h;( Xf (t), Xﬁ(t))} are piecewise constant with their change-points belonging to 5%. Moreover,
under Assumption 1, all change-points in Fxm(r), It < 7, ie,all n} € BX, appear as change-points in the panel
Elgxf N 1 <i<n, Efhi(x®, x2), 1 <i < <n)forj> —J, with the choice of J; = |log,log"T ] as discussed in
Section 3.2.

Next, we turn our attention to scaled sums of I and IV over any given interval [s, e], which is bounded as in the following
Lemma 5 (see Appendix B.4.1 for a proof).

Lemma 5. Suppose that the conditions of Theorem 2 are met. At scalesj > —Jf,

max E{g](x,t)} ~ el v

1<s<e<T Je—s+1 {1<1<n

max

1<i<i’<n

Z Elhy e x00) — (O x| | = ottog ™).

For bounding Il and VI, we investigate the behaviour of &(X) = gi(X)—gi(xi.) and §(Xk, xi%,) = WXk, X)) —hi(xie. xive),
the errors arising from replacing the unobservable x; by its estimate Z’; in Lemma 6 (see Appendix B.4.2 for a proof).

Lemma 6. Suppose that the conditions of Theorem 2 are met. At scales j > —Jf and k > r,
max

<k =k
151-?38);T e — 1<i<n ZSJ X't) Z {j(xlt’ X”

Finally, the scaled partial sums ofII and V are handled by Lemma 7 (see Appendix B.4.3 for a proof).

VvV max

1<i<i’<n

} = 0,(log’*T).

Lemma 7. Suppose that the conditions of Theorem 2 are met. At scales j > —J7,

maxX ————1Mmax

1<s<e<T /e — s+ 1 Ui<izn

Z hi(xie, xie) — Eth(Xie, Xi’t)}‘} = 0,(log"*T).
t=s

Zg,(x” Elgixi))

VvV max

1<i<i’<n

From Lemmas 5-7 Proposition 1 follows. O

B.4.1. Proof of Lemma 5
Let T = e — s + 1 when there is no confusion. Note that

L -1

1 ‘i BO) 10 BO)
—| > Etgon - g )}\ < \Z {0, o s Ko Hiegye)
VT P f
—gj(X,f([ ey Xi_[_h, Xistmhe1» -« - » Xi,[—£j+1)} ‘ (27)
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Restricting our attention to the first summand in the RHS of (27) (when h = 0), by the definition of gj,

£i-1 £i-1
1 - 4
B(t)
;5\{§]§:¢ﬂmtA—wwox —+§:¢”ntAH Vﬁ 3 E(we - w)
t=s =0 t:wit v >0
Wit
‘ wz["f‘vzt ) w,[—}-vn) :I+II+HI
t:wjp-vjp <0 t:wip-vjp <0
lwig [=[vi| [wig | <lvj¢|
Starting from I, let by = B(s) and b, = ,B(e) + 1. Then,
e eANb4+1 2 272
B, oA 173
00
Y - Y D o= o BT
t=s b=bq t=sVv(np+1) pf
uniformlyin 1 < s < e < Tforanyi = 1,...,n, from Assumptions 1(i) and 3. As for II, note that for all ¢t satisfying
wi - vy < 0and |wi| > |vi|, we have wy + vy = c(w;r — vi) for some ¢; € [0, 1), hence we can similarly show that
I = 0(1) and the same arguments apply to IIl. Then, (27) involves summation of such summands overh =0, ..., £; — 1

and thus is bounded by O(log"T). Similar arguments can be employed to derive a bound on the scaled partial sums of

E{hi(xie, xie)} — E{hj(xf(t), X,.’?t([))}, which concludes the proof. O

B.4.2. Proof of Lemma 6
The proof of Theorem 2 indicates that

= 0,(log’T). (28)

max max —— ‘ Z X” Xit)
1<i<n ICT ‘/ el
Let T = e — s + 1 when there is no confusion. Adopting the similar arguments as in Appendix B.4.1, we need to derive a
bound on the following:

1 e Lj—1 '
Q|§%mu|mmﬁ§ wmﬂ JJ (wic = vi)
t=s [=0 t: wi-vig =0
Wit Vit
f‘ u)it—i‘vlt f‘ u)it—’—vit) =I14+1+1I.
t:wip-vjp <0 t:wip-vjp <0
|wig [=[vje | |wig |<lvjg |

Since wi — vir = Wj.o(j(\i’; — Xit), we havel = Op(log T) from (28). As for I, note that for all ¢ satisfying wj - Vi < 0and
|wie| > |vit|, we have wjr 4+ vie = ¢;(wir — vir) for some ¢; € [0, 1), which as for I it leads to II = Oy( log’T). Similar arguments
Ak

apply to III. Then, similarly to (27), T="2|3_{_&(x¥)| involves summation of £; such summands, and thus is Op(log” " T).
Analogous arguments can be applied to bound the scaled partial sums of gj(?,’z, Z"t) O

B.4.3. Proof of Lemma 7
The proof of Lemma 4 implies that

1n<1,<n 1T T’ Z{th (Xit)}‘ = Op(logeT)

(with E(x;;) = 0), from which Lemma 7 follows since g;( x;;) and h;( xi¢, xi+) involve at most O(ZJ?) = 0(log"T) (lagged) terms
of x;;; for details of the arguments, see the proof of Lemma 6 in Appendix B.4.2. O

B.5. Proof of Theorem 3

The DC operator in this paper is identical to Dj(-) defined in Cho (2016) with ¢ = 1/2. Let the additive panel data
considered therein be y,, = z;, + ¢},. Then Assumptions 8 and 9 along with Assumption 6 imposed on the change-points
in zg, are sufficient for the conditions imposed on z;,. On the other hand, their noise term satisfies E(s;,) = 0, while
it is generally expected that E(g,;) # 0. Assuming that ¢}, is strong mixing with bounded moments, it was shown that
(e—s+ 1)*1/2|Zf2382t| < log T uniformlyinf € {1,...,N}and 1 < s < e < T (their Lemma 1), which is comparable to
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the bound of log”™T on (e — s + 1)~2|3_;__e.| as shown in Propositions 1 and 4. This enables us to directly employ the
arguments used in the proofs of Theorem 3.3 of Cho (2016) for the proof of Theorem 3. O

B.6. Proof of Proposition 2
In order to prove Proposition 2, we first introduce the following lemmas (see Appendix B.6.1-B.6.3 for the proofs).

X
Th+1

Lemma 8. Suppose that all the conditions in Theorem 3 hold. Let I"’ (”b+1 nh 1 (Zt_ o
=]

as T Then, forallb =0, ..., B,,

1 ~ wn rlog? ~1/2T log n
I = Il = op< — V=) (29)
T~ b wnrlog’ 2T [logn
1T}~ Il = o,,( = V=) (30)

Lemma 9. Suppose that all the conditions in Theorem 3 hold. Let Wb [Wx Toeees W rb] with w denotmg the normalised
eigenvectors corresponding to /“Lx J the jth largest eigenvalues of Fb Forsome 0< k <r—1let V= [wx k1 -0 Wy rb] Then,
there exists an orthonormal 1, x (rp, — k) matrix S such that

V-wS=o, (. /8", 1
x=h TR T nl’

Lemma 10. Suppose that all the conditions in Theorem 3 and Assumption 10 hold. For a fixed k > r, let V= [wx A1 \vaj.k].
Then,

~ nlog n 1
VA =0 — Vv —].
Il bl = Op (\/ T Jﬁ)

From Theorem 3, we have P(C, r) — 1 where

xx/ ), and define T"® analogously

R . =X X
Cor = [BX =By, max [n; —nyl < Cle,T}
1<b<By

forsomec; > 0and wyr :j}‘minlsbsgxggzlogw““i We first show that

P(ry = arg min Vi(k)} = P{r, = arg min Vi(k) | Co}P(Cur) = 1. (31)
1<k< <k<f
where, denoting by Wb, = [ny oW for1<j<I=<n,
1 ﬁb+1
Vo(k) = s 3 IWL(WE,) x| + kp(n, T).

(N1 — 1) -

Thanks to Theorem 3, it is sufficient to show that P{r, = arg min;<x<7Vs(k)|Cn.r} — 1 for the proof of (31). Firstly, let k > rp.
Due to the orthonormality of W” "

gy
V) = Vi) = e 3 IR + (ko T)
(nb+] — ) t=’n‘§+1
where V = W( 11k Note that
: e 5 W
e D WP s D IW kP
('Ib+1 _nb)t:ﬁ§+1 ( Mp+1 — )t:ﬁ§+l
, T
T e o D IW el =1+1I.
b+1 b t=nl 11
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Then, using Lemma 10,

=X

2 Tt ye g s 2 nlogn 1 28
I < ——— E VIV Ap[I“Ife]l© = = - Op V — | - Op(log**T)
n( —-np) n T n
Mh+1 — b (=41

log n 1
- {(T v nz)“’gw”} ’

due to Assumptions 2 (ii), 5 (ii) and 6. Also,

2 foor 1 . . ) PO
11 :Htr A\"AY TZ{G[Gt _E(G[Gt )} +Etr A\"AY T|Z (6{6[)

Ib | tel? |Ib tel;(
2(k —1p) 2(k —1p) log n
SW Z[thr — E(thr)} + W Z E(G,;G;r) = Op( T)
b tel! b ter!
b b

invoking Assumptions 4-5 and Lemma A.3 of Fanetal.(2011a). Hence, under the conditions imposed on p(n, T), we conclude
that V,(k) > Vy(rp) for any fixed k > r, with probability tending to one as n, T — oo.

Next, let k < r. Recalling the definition of 1’)’(’, denote the 1, x r, diagonal matrix with “?u j=1,...,rpinits diagonal
by M’ . Note that

A TR
Violk) = Vi) = =5 D IV |* + (1 — k)p(n, T)
ber T M) S
where V = Wk 1 Further

1 Tyt JON 1 G SO

i, 2 = 2 M
t:r)b+l t:nb+1
2 77\b-%—l 1 /ﬁl);-%—l o

+ Ai/\x Z XtTWTEr‘i‘ PSR Z ||V‘/T€t||2 =l+1vV+V.

(1 — ) e 1 (M1 — ) ey

Then, we can bound V = 0,(+/log n/T) similarly as II. Also, thanks to Lemma 9, there exists an r, x (r, — k) matrix S with
orthonormal columns so that

PN ~ logn 1
IVVT — WESST(WE)T | < [V(V — W58)T|| + |(V — wbS)wbsTn—O( - vn). (32)
Note that
1%
=X
1 Mh41 —
111>W > IWESST(W)Tx, |17
b+1 b f:ﬁ§+1
v
s N
T > IWESSTWE) x|l (VW' — WESST(WE) x|
b+1 b ¢ ﬁ§+1
'71)7(+1 .
+ Y, VW —WISSTW) ),
(N — 1) 5
[:nb+1

vii
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Then,
”b+1 1 .
VI = o —— Z XA WESST(WA)T x, Etr(wl;ssT(w’;)Trf)
(M1 — ) e

- 1tr(wl;('sET(wg) 1“;’)+ tr(WPSST(WE)T(T? — b))
n

IA

1 beaeTl b \T b becT b \T Tib b
~tr(WSST(W?)T T} + [WSST (W) - ;III‘X — Il

1 log n 1 ~ log n
—tr(W)SST(W))'I7) + 0, (,/ = ): ntr(ssTMl;)Jrop( = )

which follows from Lemma 8 and that SST is a rank 1, — k projection matrix, and hence VI > 0. Also, using (32) and
Assumption 2 (ii),

o~ nlog n 1
10T — WSS W) )l = 0, () = v ﬁ)log1/ﬁfT} . and

IWSST(W))" x| = 0,(v/nlog/#T)
uniformly in ¢, and therefore VII = 0,{(+/log n/T v 1/n)log?# T}. Besides,

Mh41
1 . logn 1
VIll < ———r > IV —wWhSST(W)T 7 x| = 0, {( v 2>log2/‘3fT} )
(M — My ) (= 1 T n
My

Combining the bounds on VI, VII and VIII, we conclude that III is bounded away from zero with probability tending to one.
Finally, under Assumptions 2 (ii), 4 (ii) and 5, Lemma B.1 (ii) of Fan et al. (2011a) leads to

W 2(ry — k) log n
V= Z Xtet = x Z Xtet =0p )
”“b n|ly | T

X
tely th

which leads to V},(k) > V() with probability converging to one. Having shown that Vj,(k) is minimised at r, we proved (31).
Then we can adopt the arguments used in the proof of Corollary 1in Bai and Ng (2002) verbatim to complete the proof. O
B.6.1. Proof of Lemma 8

For a given b, without loss of generality, assume that %, < 7, < Wp+1 < np41. Define Iv’f = (mpq —1p) ‘Z""“ XX,

t=ny +1
and let y y i = [F Jiv and y; yx W= [I‘)f’]i,i/,Then,

n n
=~ 2 ~ vp 2 . 2
Iy — ”F Z |Vx i’ yxlfii" =2 Z |Vxlfii’ - yxlfii" +2 Z |yxlfii’ - yxl?ii" =1+

i,i’'=1 i,i’'=1 i,i’=1

Under Assumption 6, Lemmas A.3 and B.1 (ii) of Fan et al. (2011a) can be adopted to show that Il = Op(n2 log n/T). Recall
the definition of C, r from the proof of Proposition 2. Then, for some ¢, > 0, consider

v Cown,T v Cown,T
P( max [0 — Vol > T" ) < P( max [P0 — Vol > Tn N cn,T) +P(Cp 1) (33)

1<i,i’<n 1<i,i’<n

where the second probability in the RHS of (33) tends to zero as n, T — oo. Note that

=X

Th+1
Ax =X

- o o7 E [XicXire |
(= anr] b+1 b b+1 b (= anr]

P — y”|_AX Z Iiexee | +
Mh41 — Ty

1 nbﬂ

— D e =HT+1V+V.
Mpy1 — My =l 41
Lemma A.2 of Fan et al. (2011a) shows that the exponential tail bound carries over to x;:xy; with parameter 28 /(2 + fr),
from which we derive that max;<; y<smaxi<¢<r |XieXie| = O,(log’~"/>T) under Assumption 7. Then, we have IIl, IV, V =
Op(wn.rlog” 2T /T) uniformly ini,i = 1,..., n in the event of C, r under Assumption 6. Hence, the RHS of (33) tends to
zero withn, T — oo, which leadsto I = Op(nza)ﬁ_Tlogw_lT/Tz) and concludes the proof of (29). The proof of (30) follows
analogously. O '
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B.6.2. Proof of Lemma 9

Recalling the discussion on Assumption 9 and the definition of w, r in Theorem 3, we have w, r < T'/? for estimating the
change-points in the common components, and thus +/log n/T dominates the RHS of (29). Then, we apply the variation
of sinf theorem in Yu et al. (2015) as in Lemma 3 in combination with Lemma 8, and show that ||‘7 - Wg’(§|| =

0, (J“’%v%). m

B.6.3. ProofofLemma 10

Let Wb =W, ... ] Since /\er O(k—r,)xr, and (V|| = 1, we have
~ ~ ~ o~ ~ ~ ~ logn 1
VW2 || = [[VTW.S|| = [VT(W, — W) S)|| < [W2 —W2S|| =0, ( Vv n) (34)

from Lemma 9. Note that I'’ = WO M)W ™ = A, TP A Then,

VT Apll = [VTWEMEWET Ap(A] A), (T2 M < IVTWE || M | | Ap( A7 Ap) ™I ICEE)Y

_o </lognv1> 0 1 _o /nlognv 1
using (34) and Assumption 10. O

B.7. Proof of Proposition 3

We can show the consistency of the PCA-based estimator of the common components within each segment (in the sense
of Theorem 1), by establishing consistency of the r;, leading eigenvectors of 1"b in estimating the leading eigenvectors of I“”
up to a rotation. See the proof of Lemma 1(i).

Lemma 8 shows the element-wise consistency of Fb over each I} defined by the estimated change-points 7, b =
1, B Recalling that w, <« T'/? for estimating the change-points in the common components, we have \/log n/T
domlnate the RHS of (29). Therefore,

1 - 1 ~ 1 logn 1

SIEY = Tl < L = Il + = T = 0 ( —V n) :
as ;ﬁ;l < C. from Assumption 4(i). Given this result, the arguments adopted in the proof of Theorem 1 are applicable
verbatim for the proof of Proposition 3 and details are therefore omitted. O

Appendix C. WT for change-point analysis of the idiosyncratic components

The WT proposed in Section 3.3 is directly applicable to€X for change-point analysis in the idiosyncratic components. For
completeness, we state the corresponding arguments below.

Recall the notation y(t) = max{0 < b < B, : n;+1 < t}.Then, g]( )andh( )admlt the following decompositions

lt’

(@) = Elgi(e] )} + [Elg(en)) — Elgilel M + [gi(eir) — Elgilei)}] + &), (35)
hj(?l’;,A,"t):E{h( O O 1 [Elhy(eir, ere)) — Efm(el”, €O
+ [h (Glt»ﬂr) Eth(eir, €r0)}] + G(Ek, €5,). (36)

Under Assumption 1 (iii)-(iv), all change-points in 1"y ( ) at lags |‘L'| < 7., namely all n; € B¢, appear as change-points in
the piecewise constant signals {E{gj(e ym)} 1<ic<n, E{h( zt , :t )} 1 <i < i < n}atscalesj > —J;. Analogous to
Lemmas 5-7, we establish the bound on the scaled partial terms in (35)-(36).

Lemma 11. Suppose that the conditions of Theorem 2 are met. At j > —Jf and k > r,

(i)

e

1 . o y(© ’
 nax_ e_g+1[1ngliag)§ gE{gJ(Glt)} E{gi(e; NV
(t) (t) v
max_ ZE{h (eie-ere)) — Elhytel . efV))| | = otlog"T),
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e
E ¢ 0+v
Je—s+1 v i\€;, - = O l T .
15533;m{1<?3§ Zsf i) . s Q(E"’E”)} (log"™"T)
(iii)
max, s Z Elg )|
1<s<e<T (/e — s + 1 Li<i<n gilei) gi(eir
vV max E hj(eie, €re) — E{hj(fn,én)}u = 0,(log?*VT).
1<i<i’<n

The proof of Lemma 11 take the analogous steps as the proofs of Lemmas 5 -7 and thus is omitted. Then Proposition 4
holds for the WT of?,!’;. Again, its proof takes the identical arguments as the proof of Proposition 1 thus is omitted.

Proposition 4. Suppose that all the conditions in Theorem 2 hold. For some fixed k > r and J; = |Clog,log"T], consider
the N = Ji n(n 4+ 1)/2-dimensional panel in (8), and denote as y,; a generic element of the panel. Then, we have the following
decomposition:

Yot =Zot + 8¢, £=1,...,N, t=1,...,T.

(1) ze are piecewise constant as the corresponding elements of (9). That is, all change-points in z,. belongto B = {n3, ..., np_}
and foreach b € {1, ..., B}, there exists at least a single index £ € {1, ..., N} for which |z, ye 11 — Zeye| # O.

(i) max<p<ymMaxj<s—e<r(e — s+ 1)"V2 |3 5_ eu| = 0,(log’ ™ T).

Appendix D. Implementation of the proposed methodology
D.1. Generation of the additive panel data from 32,’;

In the implementation of our proposed methodology, we use the input panel data of reduced dimension N= Ji ninstead
of N = Jfn(n+ 1)/2:
G, 1<i<m —Jf<j<-L1<t<T) (37)
The motivation behind such a modification is two-fold. Firstly, it substantially reduces the computational cost by speeding up
not only the computation of the N x (e —s)-dimensional array of DC statistics over the segment [s, e], but also the resampling
procedure adopted in the bootstrap algorithm for threshold selection.
Besides, suppose that a change-point, say nb , appears as jumps only in h; (er ), Xﬂ( ) at the population level, i.e.,

Ay Z{ff"(r)—ff—l(z)}%(f) Ai=0 foralli=1,....nandj > —Ji,

It|<Lj
where IN“f”(r) = E{f‘[’+r(f")T}. Such a constraint may be viewed as an over-determined system consisting of Jf n equations

and L,];r(r + 1)/2 variables. With n — oo and r fixed, there exists only a trivial solution, namely T}b(r) - ffb’l(r) =
forall |7| < Ly Therefore, it is reasonable to expect that every change-point in the second-order structure of the common

components is detectable from (37).
D.2. Choice of the number of wavelet scales

In the paper, we have investigated the DCBS algorithm applied to the panel that consists of wavelet-transformed Z’E (or
’e‘{‘t) at multiple scales simultaneously. However, it is possible to apply the algorithm sequentially:

(a) first apply the DCBS algorithm to the panel consisting of wavelet-transformed er ( +) at scale —1 only, and denote
the set of estimated change-points by ;

(b) apply the DCBS algorlthm to wavelet-transformed 5@’; i) at scale —2 over each segment defined by two adjacent
change-points in B, and add the estimated change pomts to B;

(c) repeat (b) with wavelet scales j = —3, —4, . .. until B does not change from one scale to another.

The above procedure is motivated by the fact that the finer wavelet scales are preferable for the purpose of change-point
estimation, and allows for the data-driven choice of J.

Please cite this article in press as: Barigozzi M., et al., Simultaneous multiple change-point and factor analysis for high-dimensional time series. Journal
of Econometrics (2018), https://doi.org/10.1016/j.jeconom.2018.05.003.




M. Barigozzi et al. / Journal of Econometrics 1 (1111) RIE-HE1 37
D.3. Binary segmentation algorithm

D.3.1. Trimming off of the intervals for change-point analysis

In practice, we introduce an additional parameter dr in order to ensure that the interval of interest [s, e] is of sufficient
length (e — s + 1 > 4dy); and account for possible bias in the previously detected change-points, by trimming off the short
intervals of length dr around the previously identified change-points in Steps 1.2-1.3 of the DCBS algorithm:

e = max max Dspe(m) and 7 =arg max max Dsp(m).
be[s+dy,e—dr] 1<m<N be[s+dy,e—dr] 1<m<N
Due to the condition on the spread of change-points in Assumption 6, this adjustment does not affect the theoretical
consistency in the detected change-points, while ensuring that the bias in estimated change-points do not hinder the
subsequent search for change-points empirically. With regards to the discussion in Remark 2 and the bias presented in
Theorem 3, we propose to use dr = [log?T A 0.25T%/7].

Though our methodology requires the selection of a multitude of parameters as listed in this section, we observe that its
empirical performance is relatively robust to their choices. The parameter that exerts the most influence is dr: smaller values
of dr tend to return a larger set of estimated change-points, some of which may be spurious as a result of bias associated with
previously detected change-points. On the other hand, if dr is set to be too large, some change-points may be left undetected
due to the restrictions imposed by its choice. The default choice of dy recommended above worked well for the simulated
datasets. Also, with some prior knowledge on the dataset, dr may be selected accordingly, as we have done in real data
analysis.

D.3.2. Implementation of the DCBS algorithm

Steps 1-2 of the bootstrap algorithm proposed in Section 6.1 generate panel data yj, of the same dimensions as the
original {y,, £ = 1,...,N; t = 1,..., T}. Therefore, 7;°, over different intervals [s, ., e,,] (withs = s, , and e = e, ,),
which are examined at certain iterations of the DCBS algorithm, can be computed from the same bootstrap panel data y},.
Since storing R copies of such high-dimensional panel data (N x T) is costly, we propose to apply the DCBS algorithm with
the bootstrap algorithm as proposed below.

Firstly, a binary tree of a given height, say f, is grown from y,; with (s,,,, €,,) as its nodes, by omitting the testing
procedure of Step 1.3 when applying the DCBS algorithm until u = h. We impose a minimum length constraint that requires
ey v — Suv + 1> 4dr; if not, the interval [s,, ,, e, , ] is not split further.

LetZ = {(Suv.€uy): 1 < v <I,; 1 <u < h} be the collection of the nodes in the thus-generated binary tree, with I,
denoting the number of nodes at level u. Then, the following is repeated form = 1, ..., R: we generate the bootstrap panel
data yj;* using the bootstrap algorithm, and compute 7{%* for all (s, e) € Z, from which the corresponding thresholds are
drawn. Once it is complete, we perform Step 1.3 by setting (s, €) = (S, eu.v) € Z; starting from (u, v) = (1, 1), we progress
in the order (u, v) = (1, 1), (2, 1), ..., (2, L), (3, 1), .. ..If Ts . < 7y 1 for some (s, e), all the nodes (s', e’) that are dependent
on (s, e) (in the sense that [s', '] C [s, e]) are removed from Z, which ensures that we are indeed performing a binary
segmentation procedure. i = [log, T /2] is used in simulation studies and real data analysis, which grows a sulfficiently large
tree considering that we can grow a binary tree of height at most |log, T].

D.4. Stationary bootstrap and choice of parameters

Stationary bootstrap (SB) generates bootstrap samples X7, ..., X} as below. Let J1, )5, ... be ii.d. geometric random
variables independent from the data, where P(J; = L) = p(1—p)~! withsomep € (0, 1),1;, ..., I be i.i.d. uniform variables
on {1, ..., T}, and denote a data block by B(t,L) = (X¢, ..., X¢11—1) for t,L > 1 with a periodic extension (X; = X;_,r for
some u € Zsuchthat 1 <t —uT < T). The SB sample X7, ..., X} is generated as the first T observations in the sequence
B(I1,J1), ..., B(lg,Jo) forQ = min{q : Y [ Jq > T

We used the bootstrap sample size R = 200 for simulation studies, and R = 500 for real data analysis. Naturally, the
larger bootstrap sample size is expected to return the better choice for the threshold, but we did not observe any sensitivity
due to the choice of the size of bootstrap samples in our simulation studies. The binary segmentation procedure implicitly
performs multiple testing, with the number of tests determined by the choice of ii described in Appendix D.3.2. However,
the test statistics computed at different iterations of the DCBS algorithm are correlated. Therefore, with the added difficulty
arising from the hierarchy inherent in the procedure, the task of controlling for multiple testing is highly challenging. Instead,
noticing that the bootstrap test statistics tend to have heavy tails, we chose to adopt the same « = 0.05 at all iterations of
the DCBS algorithm.

In the SB, p stands for the inverse of average block length. Typically, large p leads to large bias and small variance and
vice versa. For approximating the finite sample distribution of the sample mean of a univariate series {Xt}f:1, Politis and

White (2004) (accompanymg correctlons in Patton et al. (2009) proposed to select pas p~' = (G2/8%(0))!/3T1/3, where

G= Zk__Ak(k/A)lklR(k Zk__Ak(k/A) (k), R(k) = ZT ki (x X)Xe1 g — X) and A(z) is a trapezoidal shape
symmetric taper around zero
1 for 2| € [0, 1/2),
Mz)=12(1—z]) forlz] €[1/2,1],
0 otherwise.
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For the stationarity testing in multivariate (finite-dimensional) time series, Jentsch and Politis (2015) proposed to modify
the above p as per the theory developed for the consistency of their stationary bootstrap, by (a) replacing T'/3 with T'/>,
and (b) taking the average of p~! associated with each univariate series. Taking their approach, we choose to select p; for
individualfi, j =1, ..., kaccording to (a) in Step 1 for the common components, and select p; for individual €¥ € i=1,
according to (a) and use (n 12, P 1)~ according to (b) in the same step for the 1dlosyncrat1c components. As for A, we
plug in the automatically chosen bandwidth based on the autocorrelation structure of fﬂ and + as suggested in Politis and
White (2004).

Appendix E. Supplementary data

Supplementary material related to this article can be found online at https://doi.org/10.1016/j.jeconom.2018.05.003.
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