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Abstract

Although globalization has shaped the world economy in recent decades, emerging economies
have experienced impressive growth compared to developed economies, suggesting a decoupling
between developed and emerging business cycles. Using observed developed and emerging econ-
omy activity variables, we investigate whether the latter assertion can be supported by observed
data. Based on a two-level factor model, we assume these activity variables can be decomposed
into a global component, emerging or developed common component and idiosyncratic national
shocks. We propose a statistical test for the null hypothesis of a one-level specification, where it
is irrelevant to distinguish between emerging and developed latent factors against the two-level
alternative. This paper provides a theoretical justification and simulations that document the
testing procedure. An application of the test to a panel of developed and emerging countries
leads to strong statistical evidence of decoupling.

Keywords: test statistic, latent factors, decoupling, emerging economies, developed economies.
JEL classification: C12, C55, F44, O47.

1 Introduction

The empirical and theoretical econometric analysis of high-dimensional factor models has been a
heavily researched area since the seminal paper of Stock and Watson (2002). These models allow
the reduction of a large set of macroeconomic and financial variables into a very small number of
indexes, which are useful to span various information related to economic agents. Factor models
generally assume a one-level structure, where the comovements into a large panel of variables can be
summarized into a few latent factors affecting all variables. In particular, each variable in the large
panel can decomposed in an idiosyncratic error component and a common component. See, e.g.,

Stock and Watson (2002), Bai and Ng (2002) and Bai (2003) for details. In many prediction and
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policy exercises, empirical researchers have found it useful to extract factors from a large set of series.
Among others, Ludvigson and Ng (2007) have investigated the risk-return relation in the United
States equity market based on extracted factors from a large panel of macroeconomic indicators.
More recently, Aastveit, Bjornland, and Thorsrud (2015) studied the role of the increased demand
from emerging economies compared to those of developed economies as drivers of the real price of
oil using a structural factor-augmented vector auto-regression, with factors from a large panel of
emerging and developed activity variables.

Because the factors are latent, they are generally estimated in practice using the principal
component method (PCM) assuming the one-level factor model. However, in many economic
applications such as international business cycle studies, multi-level structures naturally arise in
the specification of the common component. In such a case, specific factors of some groups of
countries are allowed in addition to global factors. The illustration in this paper is similar to
the one in Kose, Otrok, and Prasad (2012) and contributes to the debate on the existence of
specific emerging economy activity factors. Kose, Otrok, and Prasad (2012) have investigated the
decoupling between developed and emerging economy activity factors using these models. The
motivation is twofold. First, the worldwide economy has become as interconnected as ever through
an important increase in trade and free movement of capital. Second, a large share of the global
growth has been accounted for by emerging economies. This high economic growth has seemed, at
times, to have been unaffected by weak economic activity in developed countries. While the first
point of view suggests a strong influence of global economy activity factors, the second suggests a
specific emerging economy activity factor different from that in a developed economy.

As is well known, the PCM estimates of factors only converge to a rotation of the true factor
space; see Bai (2003). In particular, if one is interested in understanding the role of these specific
factors, it is important to know the functional form relating them to the estimated factors, which
is impossible in practice. As Breitung and Eickmeier (2014) and Han (2016) also argued, the
standard principal component is not able to separately identify specific factor spaces when multi-
level common factor structures arise. Han (2016) alternatively suggests a shrinkage estimator and
uses it to disentangle global macroeconomic factors that are Furope specific and U.S. specific. He
finds that these specific estimated factors have high explanatory power for the leading economic
indicators in Europe and the United States. Furthermore, Wang (2010) studies the estimation of
multi-level factor models. In his empirical application, he decomposes the comovements within real
and financial sectors in the United States economy.

The statistical evidence of the existence of factors that are specific to groups of variables has
not been studied. Suppose for example that one is interested in the structural implications of
specific real economy activity factors within develop and emerging economies. It is crucial to check

whether the data support a coupling of these two economy activity factors or their decoupling into



two specific factors. In this paper, we first illustrate the failure of the principal component estimates
to separately identify the latent factor when a two-level specification holds. Second, we propose a
test, which we justify to be theoretically valid, and document its finite sample performance through
simulation experiments.

Although our theoretical results can be applied in other contexts, this work exclusively focuses
on the international business cycle developments. It provides a statistical framework that can
be used to analyze whether or not developed and emerging economy business cycles decouple. We
propose a statistic that formally tests the coupling (corresponding to a one-level factor specification)
against the decoupling (corresponding to a two-level factor specification) of developed and emerging
activity factors. In the empirical application, we find strong statistical evidence against the null
hypothesis that developed and emerging business cycles do not decouple.

Finally, we use a modification of the standard PCM called "sequential” which allows the identi-
fication of global and specific latent factors. This procedure considers initial estimated global and
specific factors and iterates them until the sum of squared idiosyncratic residuals is minimized. Our
analysis of the identified global, emerging and developed economy forces emphasizes their ability
to capture major economic events during the sampling period.

The rest of the paper is organized as follows. In Section 2, we present motivational simulation
experiments, propose a test of the one-level representation (coupling) against the two-level repre-
sentation (decoupling) of the comovements within developed and emerging economies and justify
its validity theoretically. In Section 3, we investigate the finite sample properties of the proposed
test. In Section 4, we apply it to our data and estimate the different economy activity factors from
a two-level factor panel model. Section 5 concludes the paper. Assumptions, proofs and the figures
are relegated to the Appendix. Throughout the paper, || and ||| respectively denote the integer

part of a number and the Euclidean norm.

2 Global, Emerging and Developed Economy Activity Factors

Emerging economies have become major players in the global world economy. On one hand, they
have had high economic growth in recent decades compared to many developed economies developed
economies. On the other hand, it is generally admitted that globalization has increased world
economic interdependence, subsequently increasing the predominance of global economy activity
factors. This paper contributes to the debate on the decoupling or not of the developed and
emerging economy business cycles. We formally answer that question by investigating whether the
distinction between specific factors of developed and emerging economy activities is relevant using
a statistical test.
For our study, we consider a large set of N economic activity variables (X = {Xit}tzl,m Tl 7N)

on developed and emerging countries. We suppose that the N; = [aV] first rows of X contain



information on developed countries. Furthermore, we assume that the comovements within X are
reflected by latent global, developed and emerging economy activity factors, which are denoted by
fot, fpe and fge, respectively. To separate these common international factors from idiosyncratic
national shocks, we model the comovements within X using a two-level factor model specification.
This model is motivated by the fact that it allows us to identify some common factors that capture
comovements across the entire dataset or across subsets of the series. In our case, the global factor
for reflects fluctuations that are common across all variables and countries. The developed economy
activity factor fp; and the emerging economy activity factor fg¢, respectively, capture fluctuations

that are common to developed and emerging economies. The factor panel model can be written as

Xit = Xoifor + Arifpe +ei if 1 <i < Ny (1)
and

Xit = Xoifor + Mifee +ei if N1 +1<i <N, (2)
where e;; are the idiosyncratic errors. The factor loading Ag; measures the exposure of variable ¢
to the global economic activity factor whereas \y; reflects the variable X;; exposure respectively to
developed and emerging country economy activity factors. The latent factors fp; and fg; contain
only information specific to each group of countries and not in the global economy activity factor
fot- Therefore, the global factor is allowed to affect all the variables while the specific factors only
affect the variables within their corresponding groups. When the distinction between the developed
and emerging economy activity factors are irrelevant, there is a factor model representation where

fpt = fee at any time period.
To identify our factors of interest, we use the log differences of real gross domestic product and
industrial production on 22 developed and 29 emerging countries as economy activity variables.
The classification of the 51 developed and emerging countries is given in Section 4. The next

subsection discusses the PCM estimation of the latent factors.

2.1 Principal Component Method and Identification of Specific Latent Factors

In practice, the activity factors are latent and need to be estimated. A popular approach consists

of relying on principal component estimation. This procedure assumes a one-level factor model
Xit:)\;-ft—keit, 1=1,...,Nand t=1,...,T,

where f; : r x 1 contains r latent factors and A; is the corresponding r x 1 vector of factor
loadings. Since the seminal paper of Stock and Watson (2002), where the extracted factors were
used in the forecasting context, this approach has received considerable of attention in empirical

and theoretical works. Given X, the latent factor matrix F' = [fj - - - 7|’ is estimated by the matrix



F = [ fi-- fT}, : T x r that is VT times the eigenvectors corresponding to the r largest eigenvalues
of X’ X /(TN) in decreasing order and using the normalization F'F /T = I,. Moreover, the matrix
of factor loadings A = [A;---Ay] is estimated by A = [5\1 : ‘-:\N} = XF (13"17“)71 = XF/T
regressing each column of X’ on F. As is well known, the PCM only consistently estimates the
space spanned by the true factors, i.e., f; = H'f, + op (1), t=1,...,T, with H an r X r rotation
matrix. Following Bai and Ng (2002) and Bai (2003), H = A&A%ﬁff—l, where V is diagonal and

contains the r largest eigenvalues of X’ X /NT in decreasing order. Consequently, the vector of the

estimated factor loadings A; converges to a rotation of A;, H~\;, such that
! -1 ! /
Xit = NSt e = (H Ai) (H'f1) + et

In a case where developed and emerging business cycles do not decouple, it becomes irrelevant
to consider two different specific factors. Estimating in such a case r = 2 latent global factors
based on the two most informative eigenvectors of X’ X / (T'N) is sufficient to capture the comove-
ments within X. However, when the developed and emerging economy activity factors decouple,
it becomes difficult to identify these two latent factors since H is unobserved and in general not
a diagonal matrix asymptotically. Bai and Ng (2013) provide conditions that help identify the
factors. For instance, they show that H is diagonal with +1 diagonal elements and it is possible
to identify the true factors up to the sign when F'F /T = I, and A’A is diagonal. However, these
conditions rely on latent factors and cannot be verified in practice. As a consequence, the principal
component estimates only jointly identify the true factor space.

To illustrate the identification of developed and emerging economy activity factors by PCM es-
timates, we perform a Monte Carlo experiment using the previous two-level factor model. More pre-
cisely, we analyze how informative are the estimated factors in identifying Fp = [fp1 - - - fpr|’ and Fg =
[fg1--- fer) by regressing each of these latent factors on estimated factors individually or on groups
of them, reporting the R? in each situation. A very high R? in this case means the estimated factor
or the set of estimated factors have strong predictive ability for the latent factors and strongly con-
tribute to identifying the considered true specific factors. We distinguish the situation where each
true specific latent factor is regressed on the first and the second estimated factor individually or
jointly, and also the case with three estimated factors as predictors. For the illustration, we assume
Ny = N/2 (i.e, a=1/2). Fort =1,...,T, the global factor fy is supposed to be normally and in-
dependently distributed (NID) with mean 0 and variance 1. The developed activity factor fp; and
the emerging economy specific factor fg; are assumed to follow a NID(0, 1) distribution. We let the
exposure to each factor be Aj; ~ NID(1,1), j = 0,1 and the idiosyncratic errors e; ~ NID (0,4).
The choice of variance for e;; helps to insure that the factor model R? is 0.5. We set the mean of
the latent factor loadings to 1 in order to allow a nonzero expected exposure to the true factors.

Tables 1 and 2 show that the two most informative estimated factors cannot consistently iden-



Table 1: Ability of PCM estimates to predict fp;

Predictors | R? [ T=50 | T=100 | T=150 [ T=200 [ T=250

fie N=100 | 0.1480 | 0.1273 | 0.1237 | 0.1192 | 0.1189
N=200 | 0.1471 | 0.1269 | 0.1200 | 0.1179 | 0.1147
Jot N=100 | 0.4477 | 0.4630 | 0.4587 | 0.4627 | 0.4634

N=200 | 0.4667 | 0.4743 | 0.4771 | 0.4785 | 0.4770
fits for N=100 | 0.5957 | 0.5903 | 0.5824 | 0.5819 | 0.5823
N=200 | 0.6145 | 0.6012 | 0.5972 | 0.5964 | 0.5917
fits for, f3e | N=100 | 0.9496 | 0.9519 | 0.9528 | 0.9531 | 0.9535
N=200 | 0.9748 | 0.9759 | 0.9762 | 0.9764 | 0.9764

 This table presents the R? of the regression of true latent factors on estimated
factors. It provides information about how informative the latter are with regard
to the latent specific factors considered in this experiment. Because each estimated
factor is not identifying one true latent factor, the estimated factors are indexed
differently.

Table 2: Ability of PCM estimates to predict fg;

Predictors | R? [ T=50 | T=100 | T=150 [ T=200 [ T=250

Jit N=100 | 0.1450 | 0.1285 | 0.1180 | 0.1181 | 0.1156
N=200 | 0.1446 | 0.1245 | 0.1195 | 0.1158 | 0.1136
Jot N=100 | 0.4597 | 0.4575 | 0.4637 | 0.4658 | 0.4668

N=200 | 0.4669 | 0.4732 | 0.4760 | 0.4774 | 0.4812
fie, fo N=100 | 0.6047 | 0.5860 | 0.5853 | 0.5838 | 0.5823
N=200 | 0.6115 | 0.5977 | 0.5955 | 0.5932 | 0.5947
fits for, f3e | N=100 | 0.9497 | 0.9519 | 0.9528 | 0.9532 | 0.9533
N=200 | 0.9746 | 0.9758 | 0.9762 | 0.9763 | 0.9765

b See Table 12.

tify latent emerging and developed activity factors. For any sample sizes, these two estimated
factors cannot individually or jointly identify the latent emerging or developed activity factors. In
particular, the low R? when regressing fp; and fg; on fi; and for reflects their inability to help
completely identify the emerging latent factor. Second, the latent factors can only be identified
using at least three estimated factors. Therefore, unless we know the linear relationship between
them, specific comovement to emerging or developed economies cannot be identified. In the pres-
ence of decoupled developed and emerging economy activity factors, the PCM estimates a factor

space corresponding to the one-level representation of (1) and (2) given by
Xit = ¢oifor + ¢pifpt + dpifEe + €, i =1,... N, (3)
where

®0i = Aoi, PDi = Miy Opi =0, 1=1,..., Ny,
®0i = Xoi, D =0, ¢pi = A1i, 1 =Ny +1,...,N.



In practice, if one is only interested in simply forecasting a given variable using the PCM
estimated factors, then it is sufficient to consider additional common factors as needed. However, if
the interest is to understand how potential specific activity factors contribute to the fluctuation of
a given variable (e.g., oil prices), it is crucial to be able to identify them individually. Because this
is impossible in empirical works using PCM, where the true latent factors and factor loadings are
not observed, it could be important to test whether the developed and emerging activity factors

decoupled or do not. The next subsection addresses this issue.

2.2 Testing the Decoupling of Specific Factors

To study if we can separately identify the space spanned by the global and specific factor spaces
given our data set, we consider the null hypothesis that Hy : Fp = Fg, where Fp = [fp1 - -FDT]/
and Fg = [fg1--- fer] against Hy : Fp # Fg. Therefore, under the null, (1) and (2) are equivalent

to the one-level representation
X =AF +e, (4)

where the global latent factor matrix is F = [Fy F], with Fy = (for--- for), F1 = (fi1--- fir)’.
The matrix of latent factor loadings is given by A = [A1---Ay]’ : N x 2, which reflects the exposure
of developed and emerging economy activity variables to the global factors in F'. Define also the
factor loadings second moment matrix under the null hypothesis as

») 5 (12)

A A ];2><2.

Ta=E X)) = l 52 2

This testing problem is non-standard since Fp and Fg are very large T' x 1-vectors, and we are
not able to directly apply the usual testing approaches. However, it can be viewed as a symmetric
problem for testing the structural changes in factor loadings studied by Han and Inoue (2015)
(Hp : A1 = Ay in their set-up), with the factor playing a similar role as the factor loadings. Us-
ing arguments that are close to theirs, we compare developed countries and emerging countries’
subsample second moments of estimated factor loadings. The intuition behind the proposed test
statistic can be understood by analyzing the difference in the infeasible subsample of factor loading
second moments.
Consider the matrix notation of the two-level alternative in (3), where the loadings associated
with the developed countries are
A1 Ain 0
B = ) . .

Aon; AN, O



Those associated with emerging economies are

Aovi+1) 0 A4
ep = : : :

Aov o 0 v

Under the alternative, (1) and (2) together are equivalent to

X:lighf‘o F FE]'+e.

It turns out that the limit of the difference of the factor loading second moments in the equivalent

one-level representation

1 N1 2 1 N 2 1 «M y 1 N N
Ny 2im1 AV — NoNy i N1 A0 Ny 2oim1 A0iALT TNy 2im Ny +1 A0iATL

1 1
—7N_1N1 D i Ny +1 A1iAod 0 —7N_1N1 POARSIEP H

is nonzero. In particular, from Assumption 3 (a) and (b) in the Appendix, we have
0o =P =

pep=| 20 2 0 | +op(1).
12 22
_EE\ ) 0 _EEX )

1 1
E(I)ID(I’ D — NN
Indeed, EfZ) is necessarily different from zero. Otherwise, the exposure of activity variables to
specific factors would be zero. This also implies that when Fp and Fr decouple, the second
moments of factor loadings over the subsamples change. Hence, v N (N%i’/D‘I’ D — N%NI‘EE(I) E)
diverges under the alternative.
In contrary, the difference of the second moments of factor loadings over the subsamples is
asymptotically a matrix with all elements being zero under the null. Indeed, letting
Aol A1 AO(N141) AL(N1+1)
Up=| © | Ny x2and Oy = : : PN = N x 2,
AoNy ANy AoN AN
we obtain under Hy that

1 1

v vy - —
N, PTP T NN

0 0

0 0 +Op(1) :Op(l).

U,y = [

Furthermore, we can derive the asymptotic distribution of v N (N%\II’DlII D— N%M\I'}E\Il E) How-
ever, because F' and A are latent, they are estimated. Their principal component estimates F' and A
converge respectively to their rotated versions F'H and AH ~V such that X = (AH~Y) (FH)'+e
with H a 2 x 2 random matrix converging in probability to a nonsingular matrix Hy. We therefore
construct the test statistic based on the rotated latent factor loadings AH v,

2(24+1)

Define the vectorized rotated latent difference A (a, AH(’)*l), a =5— = 3-dimensional vector,



given by

VN 1 %1: 1 1 1 g: 1 1

NVech | — S~ Hy IANHI ! — H'OGNH
N ' N—N i=Np+1 '

Under the independence and the existence of slightly more than fourth moment conditions on A;,
we show in Lemma A.2 that A (a, AH(’)*I) is asymptotically normal. Consequently, the infeasible

statistic

LMy (oz,AH(’)_l) - A (a,AH()—l)' (S (a,AH(’)_1>)_1 A (a,AH(’]_l) 42 (3),

where

N
1 1 1 '
=1\ _ [ = il Iy \ gg/—1 _ Iy \ gg/—1 _
S (, AHG ") = (a + = a) I ;Vech (Hy ' AXHG ™ = Vo) Vech (Hy "X HG ' — Vp)
converges in probability to the variance of A (oz,AH(’)_l) and Vo = Hj ) AH(’]_1 is the rotated
second moments of factor loadings. See the Appendix for the details of the proof.
~ ~ ~ /

Let A = [Al, ceey )\N} is the PCM estimator of the whole matrix of factor loadings A. Noting

that both factors and factor loadings are estimated under the null, we define the statistic by

1

LMy (a,A) = A (0, A) (8 (0 A)) " A(a,A), (5)

where

A\ 1 LI X/ 1 al X X/
A (a,A) = Vech (JN (]Vl ;Ap\i VoW i:%:ﬂ Ap\i)> (6)

and S (a, /~\) is the restricted long run variance estimator of A (a, A), with

a l—«

L 1 1\ 1Y - - '
$(a,A) = ( + ) 5 2 Vech (A = Vivr) Vech (A = Vivr ) (7)
i=1

with Vivy = & S ML

To obtain the limit distribution of the test statistic, these observations are combined with
Lemma 2.1. This lemma establishes that A (a, [\) and S (a, ]\) are close enough to their respective
infeasible analogue A (a,AH(;ll) and S (a, AH(;1’> uniformly in « € [a1,a3] C (0,1). In order
to derive our results, we make Assumptions 1-3 presented in the Appendix. Assumptions 1 and 2
allow for weak dependence and heteroskedasticity in the idiosyncratic errors and are similar to the
assumptions A—D of Bai and Ng (2002), 1—3 of Djogbenou, Gongalves, and Perron (2015) and
1—-2 of Djogbenou (2017). However, Assumption 2 (a), (c) and (d) which restricts the dependence
between f;, A; and e;; among specific group of variables is slightly stronger. Assumption 3 is useful

for deriving the asymptotic distribution of A (a, AH(’)_l) using the Central Limit Theorem.

Lemma 2.1. Suppose that Assumptions 1-3 are satisfied. As N,T — oo, if VN/T — 0, then it
holds that under the null,



HA (a, Jx) —A (a, AHgl’)

| =or(1), (8)
and

HS (a,[\) - S (ajAH(;U)

| =or (1), (9)

uniformly in a € [, o).

The following theorem, formally proved in the appendix, states the asymptotic null distribution

of the test statistic.

Theorem 1. Suppose that Assumptions 1-3 are satisfied. As N, T — oo, if VN/T — 0, then it
holds that under the null,

LMy (,A) 5 x*(3),

uniformly in a € [, ).

Theorem 1 suggests that we could test the null hypothesis of the one-level factor specification
against the two-level one using the LMy (a, f&) statistic based on critical values from a Chi-squared
distribution with 3 degrees of freedom. Alternatively to the restricted long run variance estimator,
one could have considered a test statistic using an unrestricted estimator of the long run variance
based on variance estimates over each subsample. However, the resulting test is asymptotically
equivalent to the version suggested here, and we find that both statistics have similar size properties
in simulation studies. We therefore focus on the simpler version presented here.

The next theorem shows that the test statistic has power against the alternative. In order
to derive our result under the alternative, we use Assumption 4 (a)—(g) (in the Appendix) to
complement Assumptions 1-3 as an additional factor arises in the one-level representation of the
two-level alternative due to the decoupling. Assumption 4 (h) imposes positive definiteness and is

a standard assumption.

Theorem 2. Suppose that Assumptions 1—4 are satisfied. As N, T — oo, if \/N/T — 0, then there

exists, under the two-level alternative, a non-random matriz Ry # 0 such that

1 N1~~/ 1y P
E;Ap\i A N1 %: AN, — R

and
LMy (a, [\) = NVech (Ry)’ SoVech (Ry) + op(N),

uniformly in o € [, ag], with Sy a constant matriz and Vech (Rg)' SoVech (Rg) > 0

Theorem 2 implies that under the alternative LMy (a, ]\) diverges as sample sizes increase.

In fact, A (a,[\) will tend to infinity given its v/ N scaling. The proposed test statistic is easy

10



to implement. Given the large N x T panel X with the first N7 rows containing the developed
countries and the remaining being the emerging countries, the steps for the test can be summarized

into the following algorithm.
Algorithm for Implementing the Test Procedure.

1. Compute the estimated factors (F ) VT times the eigenvectors corresponding to the 2 largest
eigenvalues of X’ X /(TN) in decreasing order and using the normalization F'F /T = I,.

~ ~ ~ / ~
2. Compute the estimated factor loading A = [)\1 e )\N} is given by X F'/T.

3. Find the scaled difference between the estimated second moments

N
A(a,A) = VNVech ( ZA e s N1 AZA;) :

Ni+1

4. Let V7 denote the average over ¢ of S\ZS\; Compute S (a, [X) , the long run variance estimator

of A (a, f\) given by

a l1—«

(1 + 1 ) i g:VeCh (5\15\; — VNT) Vech (5\@5\; — VNT)/ .
N
5. Obtain the test statistic
LMy (a.A) = A (0,K) (8 (. Jx))*l A0 A).
6. Reject or do not using critical values or P-values from a x? (3).

Although we focus on the statistical test of the decoupling between developed and emerging
business cycles, our results can be applied to other contexts and easily extended to case with
more than one global factor or more than one specific factor in each group. Further, one could
also investigate the test of factor models with more than two specific group or with a multi-level
structure using arguments that are similar. These aspects are beyond the scope of this paper. We
leave them for future research.

The asymptotic results presented above suggest that the proposed test should have good control
of size and power as the cross-sectional and time dimensions increase. The next section reports

simulation studies used to assess its finite sample properties.

3 Simulation Experiments

The Monte Carlo simulations are based on six different data generating processes (DGP), DGP 1-a,
DGP 2-a, DGP 3-a, DGP 1-b, DGP 2-b and DGP 3-b. DGP 1-a, DGP 2-a and DGP 3-a are used
to investigate the test size control while DGP 1-b, DGP 2-b and DGP 3-b evaluate the power of

11



Table 3: Rejection frequencies (%) for DGPs 1-a, 2-a and
3-a

DGP 1-a | T=50 | T=100 | T=150 | T=200 | T=250
N=100 [444 [449 [448 [444 [4.64
N=200 |484 |4.66 |[471 |472 |48l
DGP 2-a | T=50 | T=100 | T=150 | T=200 | T=250
N=100 [6.91 [6.09 [579 [558 [562
N=200 |6.42 |587 |553 |558 |54l
DGP 3-a | T=50 | T=100 | T=150 | T=200 | T=250
N=100 [443 [449 [457 [458 [4.45
N=200 |4.83 |457 |478 |469 |48l

¢ This table presents the rejection frequencies over 50000 simulated
data when there are no specific factors and the level of the test is

5%.

the test. The six DGPs are all based on modifications of the simulation designs in Han and Inoue
(2015) in order to incorporate two-level alternatives.

The first specification called DGP 1-a considers
Xit = Xoifor + Mifie + ke, i=1,...,Nand t =1,...,T, (10)
with
eit ~ NID (0,1), fj: ~NID(0,1), Aj; ~NID (¢, 1), j=0,1.

We choose x = /2 (1 + ¢2) such that R? =1 — % = 0.50. DGP 2-a allows cross-sectional

dependence in idiosyncratic errors

e = 0y (uit + Z 9u<i_j)t) , uiz ~ NID (0,1), (11)

1<|jl<p

24 (14 ¢?)
13 (1 + 2P6?)

where # = 0.1 and P = 4. DGP 3-a allows time dependence in e and F'. It differs from DGP 1-a
by fjt = pffj(t—l) + Vg, €5 = U0y and u;; = Peli(t—1) + Wi, with

o; ~ U(0.5,1.5) and k = (12)

v ~ NID (o, 1— p}) . wit ~ NID (0, 1— pg) and o; ~ U (0.5, 1.5), (13)
where p. = 0.5, py = 0.7, K = 24(11;:02) and U, the uniform distribution. In all settings, we simulate

the data M = 50000 times, set ¢ = 1 and use sample sizes (IV,T') that belong to {100,200} x
{50, 100, 150, 200,250}. From Table 3, it follows that for different numbers of series and time
periods, the sizes of the tests are around the 5% level.

DGP 1-a, DGP 2-a and DGP 3-a are now modified to allow for two-level specification and
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Table 4: Rejection frequencies (%) for DGPs 1-b, 2-b and
3-b

DGP 1-b [ T=50 [ T=100 | T=150 | T=200 | T=250
N=100 [87.02 [86.38 [86.16 [86.07 [ 86.04
N=200 |91.83 | 90.82 |90.18 |89.70 | 89.59
DGP 2-b [ T=50 [ T=100 | T=150 | T=200 | T=250
N=100 [89.02 [89.20 [89.51 [89.44 [89.31
N=200 | 9251 |91.85 |91.43 |91.38 | 91.30
DGP 3-b [ T=50 [ T=100 | T=150 | T=200 | T=250
N=100 [87.29 [87.01 [87.12 [86.56 | 86.44
N=200 |93.06 | 9250 |91.74 |91.17 | 91.13

4 This table presents the rejection frequencies over 50000 simulated
data when specific factors arise and the level of the test is 5%.

renamed DGP 1-b, DGP 2-b and DGP 3-b. These DGPs differ from DGP 1-a, DGP 2-a and DGP
3-a by the fact that fy; is replaced by fp; when i < &, and by fg; when i > % + 1, which suggests
specific factors when i < % and ¢ > % + 1. In DGP 1-b and DGP 2-b,

fjt ~NID (0,1),
and in DGP 3-b,
fit = pfi—1) + vje with v, ~ NID (07 1— p?c) :
j = D, E. However, we introduce a parameter p representing the correlation between fp; and fg:

under the alternative hypothesis of decoupling, since they are not required to be independent in

our theory. For DGP 1-b and DGP 2-b, this is done by simply drawing fp; and fg; jointly from a

p

11 For DGP 3-b, we set the innovations

normal distribution with mean ( 8 > and variance [ [1)

in the AR(1) representation of fp; and fg; have a correlation p (1 — p%), implying a correlation p

between fp: and fg¢. In particular, we assume fpr = pffp—1) + v and fgt = pffpe—1) + vEt,

with
vDt o1 op
(UEt > NID(O,(l pf) [p ; )
We set p = 0.3.

In these three cases, the test rejection frequencies of the null hypothesis over the 50000 repli-

cations are above 86% (See Table 4), which is a quiet high power. We observe also that significant
increase in the rejection frequencies are associated with an increase in the cross-sectional dimen-
sion. In fact, the convergence in distribution of the statistic relies on the v/ N convergence of
A (a, AH(;l).

We now modify DGP 3-b to investigate how a strong cyclical dependence in the latent factor
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Table 5: Rejection frequencies (%) for DGP 3-b when
pr=20.9

pe=0.5 | T=50 | T=100 | T=150 | T=200 | T=250
N=100 [88.14 [89.33 [89.14 [88.61 [ 8851
N=200 | 94.15 | 9455 |94.24 [93.42 | 93.40
pe =0.7 [ T=50 | T=100 | T=150 | T=200 | T=250
N=100 [84.27 [ 8818 [88.35 [88.01 [87.92
N=200 | 92.52 | 94.01 |93.75 [93.20 | 93.19
pe=0.9 | T=50 | T=100 | T=150 | T=200 | T=250
N=100 [ 66.40 | 80.47 [84.86 [85.79 [ 86.22
N=200 | 81.74 | 90.78 |91.97 |[92.03 | 92.14

€ See Table 4 ¢

affects the power of the test. In this case, the auto-regressive parameter p; is set to 0.9, which
allows for a strong persistence of shocks to the latent factors. Table 5 reports rejection frequencies
for different values of the time dependence parameter p. associated with the idiosyncratic errors.
Although the rejection frequencies decrease when time dependence in e;; is near the unit root, we
recover the power when sample sizes increase.

Overall, the simulation exercises for different DGPs exhibit good control of size and power as

the cross-sectional and the time dimensions change.

4 Application of the Test and Sequential PCM Estimation of the
Latent Factors

The dataset covers the period from the third quarter of 1996 to the last quarter of 2014. We employ
89 series of the real gross domestic product and the industrial production of 22 developed and 29
emerging countries combining the classification in Aastveit, Bjornland, and Thorsrud (2015) and
Caldara, Cavallo, and Iacoviello (2016).

The developed countries are: Australia, Austria, Belgium, Canada, Denmark, Finland, France,
Germany, Greece, Ireland, Italy, Japan, Luxembourg, Netherlands, New Zealand, Norway, Por-
tugal, Spain, Sweden, Switzerland, United Kingdom and United States. In addition, we have as
emerging countries: Argentina, Brazil, Chile, China, Colombia, Czech Republic, Estonia, Hong
Kong, Hungary, India, Indonesia, Israel, Jordan, Korea Republic, Latvia, Lithuania, Malaysia,
Mexico, Peru, Philippines, Poland, Russia, Singapore, Slovak Republic, Slovenia, South Africa,
Taiwan, Thailand and Turkey.

This sample contains the major developed countries which are United States, United King-
dom, Canada, France and Japan. Moreover, the emerging countries include the BRICS countries

composed of Brazil, Russia, India, China and South Africa. We downloaded the data from the Inter-
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national Financial Statistics (IFS) database, the Global Economic Monitor (GEM) DataBank and
the Organisation for Economic Co-operation and Development (OECD) database. We collected 22
series of real gross domestic product and 22 series of industrial production for developed countries.
However, we used 26 series of gross domestic product and 19 series of industrial production for
emerging countries. Due to a large number of periods with missing observations, we do not include
gross domestic product series for Columbia, Poland and Malaysia. The industrial production series
are not included for Argentina, Chile, China, Estonia, Indonesia, Jordan, Lithuania, Peru, Taiwan
and Thailand.

Using this dataset on developed and emerging economy activities, we obtain LMy <a, A) is
equal to 27.4499 while the 95% and 99% quantile of the x? (3) are 7.8147 and 11.3449, respectively.
Thus, we conclude that there is strong statistical evidence against the null that developed and
emerging business cycles do not decouple. This supports the assertion that the comovement in
the real activity of emerging economies has decoupled from the one of developed economies in
the recent decades. Given this evidence, the purpose in the remaining part of this section is the
estimation of the latent factors in the two-level factor model using a procedure that can identify
specific comovements in developed and emerging economy activity variables.

As we previously pointed out, the usual PCM is not able to separately identify specific factors
under the two-level alternative. To solve that problem, Han (2016) considers a shrinkage estimator
to consistently identify the true model specification. He estimates the multi-level factors based on
two adaptive group least absolute shrinkage and selection operator (LASSO) estimators using a
penalty term. An alternative well known procedure consists of employing a sequential principal
component estimation as described by Breitung and Eickmeier (2014) and Wang (2010, Section
4.2). This approach updates an initial factor and factor loading estimates until convergence and is

implemented as follows.
Algorithm for Sequential PCM Estimation.

1. Choose an initial global estimated factor Fy and corresponding factor loading Ag using all

countries.
2. Obtain ﬁ‘j and IVX]- by PCM estimation according to
Xz-(tj) — Xoifor = Njifie + Ug),

when 7 = D for the developed country economic activity variables (¢ =1,...,Nj) and j = FE

for the emerging country ones (i = Ny +1,..., N).
3. Obtain new Fjy and A, by PCM estimation according to

Yit = Aoi for + vit,
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Table 6: Ability of sequential PCM estimates to predict for, fpr and fgy

| Predictor | R?* | T=50 | T=100 | T=150 | T=200 | T=250
fot Jot N=100 | 0.9696 | 0.9714 | 0.9721 | 0.9724 | 0.9726
N=200 | 0.9847 | 0.9857 | 0.9861 | 0.9862 | 0.9863
| Predictor | R? | T=50 | T=100 | T=150 | T=200 | T=250
for | fpe | N=100 | 0.9298 | 0.9420 | 0.9462 | 0.9481 | 0.9496
N=200 | 0.9554 | 0.9660 | 0.9696 | 0.9714 | 0.9725
| Predictor | R? | T=50 | T=100 | T=150 | T=200 | T=250
fee | fee | N=100 | 0.9302 | 0.9420 | 0.9460 | 0.9484 | 0.9494
N=200 | 0.9553 | 0.9659 | 0.9696 | 0.9712 | 0.9726

& See Table 1*

where yz-(g) = Xz(tj ) S\ji fjt, Yit = yZ(tD ) for any developed economy activity variable and

By, :
Yit = Y;; ~ Ior emerging one.

4. Tterate steps 2 and 3 until the change in
N
> (yit - >\Oif0t)
it
is lower than the tolerance level. When the convergence condition is reached, we get from the

last iteration fOt = fOt and fjt = fjt, j=D,FE.

We use this method because it is easy to implement, consistently estimates the two-level factor
space and minimizes the sum of squared residuals conditionally on the two-level restriction. It
yields identical results up to a rotation to the sequential least squares approach, where initial global
and specific estimates are also iteratively updated using least squares estimation. See Breitung and
Eickmeier (2014) for details and other methods. Although, the sequential PCM algorithm identifies
the specific factors, ﬁ‘éﬁ’j /T, j = D, E may be slightly different from zero in practice. As suggested
by Wang (2010), one could impose the orthogonality restriction between steps 3 and 4 in the
algorithm to obtain the specific factors. This consists of projecting the specific factors on the space
orthogonal to the space associated with the global factor. More formally, between step 3 and 4,
the specific estimated factors ﬁ’] = Mﬁoﬁ‘j with Mp = Iy — y 28 (ﬁéﬁ‘o)il 13‘6 are used. Table 6
shows that in the two-level illustrative experiment in Section 2.1, the estimated global and specific
factors strongly identify their corresponding true latent factors.

In order to understand the economic information behind the estimated global and specific factors
from the large panel of economy activity variables, they are plotted over the sample time periods.
Figures 1-3 in the Appendix plot the estimated sequential PCM global, developed and emerging
economy activity factors. These estimated factors differently match the main developments in

the recent global, developed and emerging economy business cycles reported by Kose, Otrok, and

16



Whiteman (2003), Kose, Otrok, and Prasad (2008), Kose, Otrok, and Prasad (2012) and recently
by Charnavoki and Dolado (2014).

The global factor in Figure 1 captures the most important downturn in the recent decades
in worldwide growth after the 2008 financial crisis following the collapse of Lehman Brothers.
Likewise, Figure 2 captures the 2008 slow-down as well as the 1997 Asian financial crisis, which
affected countries such as Thailand, Japan, Indonesia, South Korea, Hong Kong and Malaysia.
Beginning in July 1997 after the Thailand foreign debt crisis, the financial woes spread to other
Southeast Asian countries, inducing fears of worldwide contagion. The developed activity factor
matches the slow economic growth after the August 2011 stock market fall due to fears of contagion
of the European sovereign debt crisis (see, Figure 3). Hence, the estimated factor appeared to be
able to capture big common shocks to the global economy as well as the one to developed and
emerging specific economies. Although the observed large variation in the activity factors can
be associated with important economic crisis, the visual analysis also suggests that many of the
changes in the variability of economic activity are headed by the developed activity factors during
our sampling period. Nevertheless, some variation through the global economy activity factors and
some heterogeneous variation that are specific to emerging economies are captured as well.

The investigation of the role of the monetary policies, the changes in aggregate demand due
to a change in government spending or the balance of payment surplus, or the fluctuations of
commodity prices could certainly help understand these business cycle fluctuations. For instance,
Caldara, Cavallo, and Tacoviello (2016) obtain in a dataset containing groups of countries that are
close to ours, that emerging economies are net oil producer (+5 %) while the developed countries
are net importer (-20 %). They find empirical evidence based on vector-autoregressive model that
a drop in oil prices driven by oil supply shocks and global demand induces a boom in the activity
of developed economies, while it leads to economic slow-down in emerging economies. Overall, it
turns out that the identified factors in this paper could help deepen, in this context and more
generally, the study of the interrelation between economic variables and economy activity factors

using large scale datasets.

5 Conclusion

This paper contributes to the debate on the existence of a specific business cycle within emerging
economies, different from developed ones. It investigates using a test statistic the ability to identify
developed and emerging economy activity factors from a large panel of economic activity variables.
Furthermore, we show the validity of the proposed testing procedure, provide evidence for its finite
sample performance through Monte Carlo experiments and use it to test for decoupling between
developed and emerging economy activity factors. In the empirical application, we find strong

statistical evidence against the null hypothesis that developed and the emerging economy activity
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factors do not decouple. Finally, we identify these factors using a sequential PCM and find that
they are able to track important economic events since 1996.

The suggested test statistic could be used in other contexts. For instance, one could use it
to test whether the risk in the international agricultural market is fully characterized by global
risk or whether some low-income and high-income country risks matter as well. Our work could
also be extended to cases with more than two specific groups and more than two levels. These
aspects are beyond the scope of this paper and are left for future research. In a different paper, we
are investigating how this heterogeneity in international business cycles contributes to explain the

fluctuation in the price of oil.

Appendix A: Assumptions and Proofs

Throughout this appendix, we let d y7 = min [\/N , \/ﬂ . When M is a matrix, M > 0 means that
M is positive definite. Denote C a generic finite constant. Note again that under the null, A =
A1 An] : Nx2and F = [f1--- fr] : Tx2. Asis well known, the principal component estimator
f: only consistently estimates a rotation of f; given by H' f; (see, e.g., Bai and Ng (2002), Gongalves
and Perron (2014) and Djogbenou (2017)). As Bai and Ng (2002) show, H = A&A%val, where
V contains the r = 2 largest eigenvalues of X’'X /(NT) in decreasing order on the diagonal and is

an r x r diagonal matrix. We also let tp; = 1(i < |aN]) and tg; =1(i > [aN| + 1), where I(-)
is an indicator function. Under the alternative, we define G = [Fo Fp Fg] = [g1---g7] : T x 3
and ® = [¢;---¢dn] : N x 3. Suppose that G is the PCM estimator of G. Assume that the
associated 3 x 3 rotation matrix is =, and = is its limit. Let ® denote the N x 3 matrix of factor
loadings associated with the three estimated factors in G. Because we built the statistic using the
estimated factor loadings associated with the first two estimated factors (14:’)7 A corresponds to the
first two columns of ® when the underlying DGP has a two-level structure. Suppose also that J is
the 3 x 2—matrix composed of the first two columns of Z'~!, and Jj is the 3 x 2—matrix composed
of the first two columns of Ef)_l. To study the limiting null distributions of the suggested test

statistics we invoke the following assumptions of the approximate factor model.
Assumption 1. (Factor model and idiosyncratic errors)

(a) E|f]|* < C and +F'F = 1 SLfifl L $p > 0, where Zp is non-random.
(b) E|[Ai|* < Cand £AA = L 5N A0 L5 4 > 0, where 2 is non-random.
(c) The eigenvalues of the r x r matrix (Xp x 34 ) are distinct.

(d) E(ey) =0, Eleg|®> < C.
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(e) E(eirejs) = Oijis, |Tijes| < T4 for all (¢, s) and |oy5,4s| < 7o for all (4, 5), with % Z%‘ﬂ i < C,

% Zfszl Ts¢ < C and ﬁ Digits=10ijes| < C.
4
(f) B| s S (eueis — B eaes))| < Cforall (t,s).

Assumption 2. (Moment conditions and weak dependence among {f;}, {\i} and {e;;})

(a) E <I{, ~ Hﬁ Yimy freittmi

2
> < C,m= D, E, where E (fie;;) = 0 for every (i,1).

2
(b) For each t, E Hﬁ ST SN f. (eieis — E (eiteis))H <.

2
< C,m= D, E, where E (fi\,e;s) = 0 for all (i,t).

(C) 2 Hﬁ Zthl vazl ft)‘é‘ez‘tbmz‘

(d) E (; Sk Hﬁ Y Ai€ittm

2
) < C, m= D, E, where E (\je;z) = 0 for all (,1).
Assumption 3. (Conditions for the asymptotic normality of A (a, AH(/)_l))
(b) E(XA;) = Ba and E((Vech (XA))' Vech (XA;)) = San.
(c) The limit of Var (A (oz, AH(]_l)) is bounded and positive definite.
Assumption 4. (Additional conditions for the two-level factor model)

(a) G'G = £ 99, L, $¢ > 0, where S¢ is non-random.
(b) £9'® =+ N, ¢!, L, %g > 0, where S is non-random.

(c) The eigenvalues of the matrix ¥ g x X g are distinct.

2
(d) E (]{[ f\;1 Hﬁ Z,f:l GtCitlmi ) < C,m= D, E, where E (ge;x) = 0 and E (g:¢,e;+) = 0 for

every (i,t).
I

(e) Foreacht, E Hﬁ 2521 Zﬁil gs (eieis — E (epeis))|| < C.

2
(f) E Hﬁ Zthl Zij\il gidieitimill <C,m=D,E.

2
< C, m= D, E, where E (g;¢le;;) = 0 for all (i,1).

(g) E H ﬁ Sy ik gt

(h) The limit of the long run variance of A (o, ®J) is positive definite.

We state the following results, which help to prove Lemma 2.1, Theorem 1 and Theorem 2.
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Lemma A.1. Suppose that Assumptions 1-3 are satisfied. If as N, T — oo, \/N/T — 0, then for
any o € [ag, azl, it holds that

e 1
Xi—H I\ N =0p () , Al
|aN | 12::1 ( ) 8 (A1)
71 g: (5\- H—lx) X =0 <1> (A.2)
— [aN] i=|aN |+1 ' KAk P\&Zr)’ '
laN]
1 < 2 1
_— i =0, - |, A3
|aN | ; ‘ ? (512VT> A3
1 Y. 2 ( 1 >
—_ i—H N =0, (A.4)
LO(NJ LZNJ—FI ‘ g 5]2VT
uniformly in «. It also holds that
“iy vpp—1]12 _ N
— H '\NH H = Op (T2> (A.5)
and
1 & 2
<> HH—IAZ-AQH—” - H(;l)\iA;H(’le =op(1). (A.6)
i=1

Lemma A.2. Suppose that Assumption 3 is satisfied. As N — oo, for any « such that o € [a, aa],
it holds uniformly in o that

ng_lglos (a AH[ 1) = hm Var (A (a,AH(’fl)) , (A.7)
A0 ABEY) 5N (0, tim Var (4 (A1), (A8)

VN VN al ,
aN] ; Z (NN, — =0p(1) andm XN: (AX; —XA) =0p(1). (A.9)

The proof of (A.1) and (A.3) uses similar steps with Bai and Ng (2004, Lemma A3). Since (A.2)
and (A.4) can be proved following nearly identical steps to (A.1) and (A.3) , they are omitted. The
results (A.5) and (A.6) show how close are to the rotated cross-product of factor loading to their
estimates. (A.7), (A.8) and (A.9) are useful to derive the limit distribution of the proposed test

statistic. To obtain results under the alternative hypothesis, we rely on the following lemma.

Lemma A.3. Suppose that Assumptions 1-3 and Assumption 4(a)—(g) are satisfied. If as N, T —
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00, VN /T — 0, then for any a € [ay, o], it holds uniformly in « that

1 N Y / / -2
av] & (Ai=T'¢:) ¢ = Or(57). (A.10)
N
ILaNJ@ L§J+1 (A= T'¢) ¢l = Or(03) (A-11)
L LNl )
o] ; M=o = or(53%), (A.12)
1 , _
N [aN] Ha%ﬂ Mi—J¢l = or(53F), (A.13)
1 ol N \/ ! / 2 N
N; AX = J' i J|| = Op <T2) (A.14)
and
N
LS W06 — Tl = o (1), (A15)
i=1
It also holds that
HS (0, A) = S (e, <I>J0)H = op (1) (A.16)

uniformly in a

We next present the proof of Lemma A.1, Lemma A.2, Lemma 2.1, Theorem 1, Lemma A.3

Theorem 2.

A.1 Proof of Lemma A.1

The proof is subdivided into four parts corresponding to the proofs of (A.1), (A.3), (A.5) and (A.6).

Proof of (A.1) To demonstrate that uniformly in «, LaNJ ZLQNJ (XZ — Hfl,\z-) A, =0p (5?\11T>’
we use the following identity from the proof of Bai and Ng (2004, Lemma A2).

3 1 1 - .
L —1y . — T H'F . i nli _ -
Ni—H'\i= H'Fe+F (F—FH )X+ - (F FH) (A.17)
where e; = (e;1, €2, . .., e;7) . It follows uniformly in o that

| leN)
[aN] ; (M= H7N) X

1 LNy
= —H'F'e;\,
o] 2 THFeX+ oy

A, As As

1 laN| 1 1 laN | 1

Z F/(F FH- ))\iAHLaMET(F FH) e
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Since E H NT =0 (ﬁ) by Assumption 2 (¢) and H = Op (1), we have
laN| T 1
A e\ = ( ) ,
1= T ; ; ft it \/ﬁ
uniformly in «. Moreover, we also have
1. ~ laN | 1
Ay=_F (F-FH'
= (PP g YA =0 ()

uniformly in o as - F” (F — FHfl) =0Op (621) (see Bai (2003, Lemma B3)) and EHﬁ ZZLgVJ AN
NT

is bounded by sup;<;<y E IAs][? < C given Assumption 1 (b). To study As, we use the following
identity

N R 1 T N 1 T _ 1 T N 1 T N
ft_H,ft:V_l <T2f873t+TZfsCst+TZfs"75t+TZ.fs£st>7
s=1 s=1 s=1 s=1

where
1 Y 1 Y 1 1 Y 1 Y

Vst =E ( > ez‘sez’t) st =) (eiseit -E ( > eiseit>> , Mst = = > Aifseit, Est = = Y Aifieis
N =1 N =1 N =1 N =1 N =1

and V=1 known to be Op (1) as V Zv>o (e.g., Baiand Ng (2002)). Thus A3 = V~(B; + By + B3 + By),

where

1 LT LaN

B, = ﬁzz.f Vst ezt

t=1s=1 |~

1 LT LaNJ

B, = ?;Sz::ffst LaN 2 1 €zt>\
1 T [aN]

B; = 7222.1: Nst ezt)\/
T t=1s=1 L i= 1

and

For B, we write

lal] laN|
1 1
B, = T2 ZZ( H’fs) Vst (LOZNJ Z ezt)\’> _|_H/ = Zz.fs’}’st (Lam Z eit}\;)
t=1s=1 i=1 t=1 s=1 i=1
= Bll‘i‘Bm.
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By an application of Cauchy-Schwarz inequality, B is bounded for any a € [aq, as] by

(&N (] 1 /21/2
fs_H.fs (Tt2221’73t> T;( LOZNJ ;eit)‘i)
< (1 —-H'f > ( ZZ’Y )1/2 1%( : L§J6-X-)2 "
A ’ e ! Ti= \||leN] = o

»(5orvwr)

. 2
where from Bai and Ng (2002, Theorem 1), T, ’ fs—H'f| =0p(1/6%7), 7 T 5L 42 =

aNJ

2
O (1) (see Bai and Ng (2002, Lemma 1(i))) and E (H 7N Soiny e\, ) < C by Assumption 2 (d).
Similarly, the second term Bjs is bounded by
| T 1/2 1/2 | T | LN 2\ /2 !
a1 (15 1 . )Y —or b))
i (318 (erle) Tt;( oy 2 ) o ()

given that ||[H|| = Op (1) and E Hsz2 < C. Because By = Op (ﬁ) and Bis = Op (ﬁ) ,
we deduce that B; = Op (ﬁ) . For By, we start with the decomposition

laN | laN]|
1 1
By = T2 ;;( H’fs) Cst (W ; ezt)\/) +H/T2 ;;fscst (LM ; eit)\g)
= By + Bas.
The first term Bo; is bounded by

(7

2
1
) "\ onrVIN
where by Jensen inequality and Assumption 1 (f),

a 1/2
B(¢) < (B (gjt))l/Q - % (E |\/1N§ (eiseit ~E (;7 éeet>> ) < %C,

which implies - Tz Z -1 Zt 1 ¢4 =0p (T) Using similar arguments and uniformly in «,

1 1/2

) (s (i (o

[aN]
- H/.fs

1t=1

LT ) 1/2 1 X 1 laN] 2\ 1/2 ,
By, < (Tglufsu > (TQ ;;Cn) T;( laN| ; Cir i ) =Or (\/TN)
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Consequently, By = Op (\/—> We again write Bs = B3 + Bj3o, with

T 1 laN| laN |
B3, = EZ: ( H’_f5> Nst TaN] Z e\, | and By = H' QZZfsnst TaN] NJ Z e\,

i=1 t=1s=1

= 79 fsi Aif56i> <
T2 =1 Ni:]. :

s=1t

1

Tngi”fS

s=1t=1
2
) or

) < C follows from Assumption 2 (d) and the ¢, inequality. Thus

T
We start with Bs;. By Cauchy-Schwarz inequality, we have
T

Z A/ ; €t

=1

1 N
\/T Z Agezt
=1

1 & 1 [1&
(T;Hfs” ) N (T;

2
1 T 1 N !
as E <T 5 t=1 H \/ﬁ E i=1 Aieit

j fs

2
using also %Zzzl =0Op (521> and Assumption 2 (d),
NT

1/2

) 1/2 1 T T 1/2 T 1 o] 2 1
< ! — 2 »V =
|B31|| < -H fS ) <T2 ;;nst) Z ( LaNJ ; eltAz ) OP (5NTN
By the same steps, we also obtain
1 I ) 1/2 1/2 | T | leN] 2\ /2 )
< — — e N = —.
1By < |12] <T§'fs” ) ( 2 Zzn) 72| |y 2 e or ()

Hence, B3 = Op (%) The proof for B, is similar to the proof of Bg and is therefore omitted.
From the order of B, By, B3 and By, we deduce that A3 = Op (6;,%) uniformly in «. Finally,

we conclude that ELQNJ (5\1 - H *1)\i) X = Op | = ) uniformly in a.
@] i=Or\z,

Proof of (A.3) For this proof, we use the decomposition (A.17), and obtain that uniformly in «,

)

1 [aNV] )
)‘z —H™ )\Z
|aN | Zz::l ‘
laN] 2 |aN | ) o] )
1 1 &I L l nl I -1 ' L l - /
o] ; THFe| + 5 ; —F (F-FH7)A| + o ; ~(F-FH) e,
C1 Co e

S C by Assumption 2 (a) and H = Op (1), we note that

2 1
=0r(z)-

laN |
C; <
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uniformly in «. Furthermore, we also have uniformly in « that

% AP = (1)

Cy = H;F’ (F—ﬁH*l) i

TF (F-FH) = op( > from Bai (2003, Lemma B3) and i YL A2 = 0p (1)
s E ( || ) < C. We now similarly observe that by Cauchy-Schwarz inequality,

e (151l (1 S 5) o0 (=0 (1)

2
From the bound for Cy, C5 and Cs, LaNJ ZLQNJ il =0p (621> uniformly in c.
NT

Proof of (A.5) Using the identity
NN~ H-N (HY
= (M—H ) (M- H‘lAi), +H N (A - H‘l)\i)/ +(xi—HA) N (H—l)' ,

we can write by the ¢, inequality and an application of the Cauchy-Schwarz inequality that
.- 2
¥ IN, ‘ X — H7IN! (H*I)’H is bounded by

1/2
AL (LS :
N Nz

As H -5 H, where Hy is nonsingular, H~! = Op (1). Moreover, since E (H>‘2H4> , we also have

1/2

1N
v

1 N A 1 N 4 p
that 5 > i1 A" = Op(1). Hence, we only need to show that + >7;2; il — 0. We

use here nearly identical step to the proof of (A.3), with

4 1 N 4 1

1~/ n —1 . al
+N; —F (F—FH ))\l +N;

1 4

= (F—FH)lei

3 1N
v

I Iy I3

2
based on (A.17) and the ¢, inequality. As H = Op (1) and + A HﬁF/ei

) -or ()

= Op (1) from
Assumption 2 (b), we note that

N

1 L1
IlﬁﬁHHH NZ

=1

1 4

—Fle;
Vi

1
—Fle;
/*T 1
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Moreover, because  F" (F — FH*1> =Op ((521> and % SN It = 0p (1) given E <\|)\1H4) <
NT

C, we obtain

I = H;F’ (F - FH_1>

LS o (1 )
Ni:1 ' " 5?VT '
We also have by Cauchy-Schwarz inequality that
2 2 2
JRREAT A\ 1 N1 &, 1 s 2\" 1 L&, 1
ne(pxff-mall) s (354) - (FXlf- i) srEye-on (51 ).

i=1 1=11t=1

where the first equality employs Jensen inequality. From the bound for I;, I» and I3, we deduce
1 N 2 -1 4 N 1 N Y )/ -1 rr—1u 2 N
A 2N A= HOIA T = 0p (4%). Consequently, & S, | XX~ HTIANH Y| = 0p (£%).

Proof of (A.6) The result follows from the decomposition H'NX.H ™Y — Hy ' NN HyY =
HIAN, (H' - H(;l)' + (H™' — Hy ') AN H; V', and the ¢, inequality. Indeed, it holds that

N
% 3 "H‘l)\i)\;H_l’ — Hy '\ NHY

2 < <HH—1H2 + HH01H2> HH—l _ H51H2 % i InIE -2 0,
i=1 2

using in particular the fact that H—1 — H(;l =op(l)as H L, Hy, which is nonsingular.

A.2 Proof of Lemma A.2

For simplicity, we will let N7 = aN in this proofs.

Proof of (A.7) Define

/1—1 \/N X —1 / -1
A (0, AHJ ) = = 2 Vech (Hy' (A, = =a) Hy V) (A.18)
=1
and
- \/N (1—a)N
A; (o, A (Hp) ™) = Tay 3" Vech (Hy (AN, — £a) Hp) . (A.19)
=1

Since S (a,AH({l) =5 (oz,AH(’fl) + 55 (oz,AH(’fl), where

S (onm ) = LS (v (11 - 3 1) v (11 - B ) ).
=1
S, (a, AH({l) : i a% 'N (Vech (Hg1 (AiX] — Za) H(fl) Vech (Hal (XiXi — Za) Hél)/) )

the proof proceeds by showing that

plim S (a,AH()_1> = lim Var (A1 (a,AH(’]_l)) (A.20)

N—oo
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and
plim S, (e, AHG) = lim Var (A2 (o, AHG)) . (A.21)

Let start with (A.20). We have from Assumption 3 (a)—(b) that

Var (A1 (o, AHGY)) = ;aiV%E(Vech(Ho (X} = ) H{ ') Vech (Hy ™t (AX] — 2A)H()1)'>.

= B(Si (o, AH;)).

In consequence, to show (A.20), we only need to prove that a’ (51 (a, AH[’)_I) —E (.5'1 (a, AH(')_I))) a =

op (1) where a is a 3-dimensional vector of real such that a’a = 1. We have

o' ($1 (o, AHE )~ E (8 (0, AH ) ) o = 5
with
si = a(Vech (Hy' (AX, = £a) Hj ') Vech (Hy ' (AA] — Ta) H{fl)/
-E <Vech (HO—1 (AN = Xp) H{)‘l) Vech (Ho‘l (NN, — 2p) H{)‘l)/>)a-

Since, >N, E (s;) = 0, Djogbenou, MacKinnon, and Nielsen (2017, Lemma A1) imply that % | s; =
Op (N 1/ 2) if E(|s;|) < C. Using the triangular inequality and the Jensen inequality,

E(|si]) < 2E|a’

(Vech (Ho' (AiX; = Ba) Hy ') Vech (Hy ' (AX] = Za) H{;l)') a‘ .
In consequence by an application of Cauchy Schwarz inequality and the ¢, inequality,
2 4
B (|si]) < 2B||Vech (Hg ! (AN — 2a) Hi )| < 4||H Y| B A < €.

Hence SN s =0p (N*1/2> = op (1) and we deduce Elim S1 <a, AH[')_l) = A}i_{noo\/ar (A1 (a, AH(')_I)).

Using a similar argument, plim So (a, AH(')*l) = ]\}im Var (A2 (a, AH(’)*l)). We finally deduce
— 00

N—oo

i, (5 s AT ) -5 s AFEE) = i Vo (s (o AB ) i Vo (s (0 )

N—oo N—oo

which implies given Assumption 3 (a) that plim S (a, AH(’)_I) = lim Var (A (a, AH6_1)> .

N—oo N—o0

Proof of (A.8) Recall that Ay (o, AH{ ') = Y 520 Vech (Hy ' (MX) — Za) Hy '), In this

section, we prove that

A (a,AH{)—l) AN (o, Jim Var (A1 (a,AH{)—l))) . (A.22)

Since the limit of Var (A1 (a, AH[ 1)) is positive definite under Assumption 3 (c), we simply need
) 1/2

to show that (Var (Al (a, AH{]_l)) Ay (a, AH(')_l) 4N (0,1I3). Let a be a 3-dimensional
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vector of real such that a’a = 1. Define

zi=ad (Var (A1 (a, AH6_1>>) V2 £V ch (H0_1 (AN, — X4) H(')_l) .

It follows that, E( ik} zl) = 0 and E( M} z2) = 1. Therefore (A.8) follows from the Lya-
punov Central Limit Theorem for heterogeneous, independent random variables if for some £ > 0,

N B|z[**¢ — 0 (Lyapunov’s condition). To prove the latter, we use the bound

24¢ <g>2+§§;E HVech (Ho_l (AN, — 24) Hé_l)H

(A.23)

Since by an application of the ¢,-inequality, the fact that E(M\A)) = XA and the Jensen in-
2+¢ +2¢

equality, we have E |Vech (Hy ' (NN, — Za) Hy V)| < ||HG || 21 x 2B AP < € if

2+
B A < . we deduce that S, Bl = 0 () an) = 0(ha) = or (1) given
that Var (A (a, AH ")) = O (1). It similarly follows that

2+¢

aN -1/2
Y E[z[* < H(Var (A1 (. AH;)))
i=1

-1 d . _
A (a, A (HG) ™) -5 N (0, lim Var (As (o, AHY 1))) (A.24)
Because Aq (a, AH(S*l) and As (a, AH('fl) are independent, with mean zero and

lim Var (A (a,AH(/)*l)) = lim Var (Al (a AH )) + A}i_I}looVar (A2 (aaAI'Iéil))

N—oo N—oo

is positive definite, we conclude that A (a, AH(')_I) 4N (0, limpy_,o Var (A (a, AH6_1))> . This
completes the proof of (A.8).

Proof of (A.9) Let a be a 3-dimensional vector of real such that a’a = 1. We have from

Assumption 3 (a) that

2
\/N aN . , aN 1 1 aN
vy N — E(a (AN - = - " (AN
E(aN;a(Axl Ta)a Z A) o sz: )a)®.
2

Given that E (a (A X)) )2 = (E (a’)\i)4) <E|A]* < C, weobtain B (XX Y208 o/ (A, — Za)a)” <
1¢ < co. Thus, g—; a' (M, —XAa)a =0p (1), for any « € [a1,ag]. By similar arguments,
it also holds that aN ZZ LN+l (AX; —=3A) =O0p (1) for any a € [o, az) .

A.3 Proof of Lemma 2.1

We first note that the results in this section holds uniformly in a and we start with (8).

Proof of (8) A triangular inequality implies that HA (a, ]\) - A (a, AH(’)_l) H < Ji + Jo, where
Ji = HA (0.A) -4 (a,AH’*l)H and Jp = HA (0, AH'™") — A (0, AH} ) H Applying again the
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triangular inequality, we have J; < Jy1 + Jio and Jo < Jo1 + Jog, with

o]
_ 1 S5 H-x (-1
Jiu = VN|Vech W; <>\Z>\i—H A (H) )
1 N - . N
_ - A\ =1y .\ -
Jiz = VN ||[Vech N—Tan]. 3 (AZ)\l H™'\\ (H )) :
i=|aN]|+1
1 1 1IN / 1 al ’ 1)/
Jo = VN|[Vech | (H™'~ Hy") Tam ;)‘i)‘i_ijv—[am, S| (HY)
1= i=|aN|+1
and
[aN] 1 N
Joz = VN |[Vech | Hy' | —— Z)\X — > AN (B -
= leN] i=|aN|+1

Therefore, to complete the proof of (8), we only need to show that Ji; = op (1), Ji2 = op (
Jo1 = op (1) and Jo2 = op (1) . Note that J12 = op (1) and Jag = op (1) follow by identical Steps to

Ji1 =op (1) and Ji2 = op (1), and are omitted. From a triangular inequality, Ji; is bounded by

] £ () (o oa) (o)) o (o))
1 1 1 1 1 1 1 1
S\/NLQNJZ(A HN) (M- H ) +2\fLNJZH i (Ai— HA)H

1 e - B 1 LN
< \/NMNJ;HA,-—H VN N ZHIA (A - HlA)H
Thus J1; = Op (\/N(S;,QT) = op (1) by an application of (A.1), (A.3), Hy' = Op (1) and VN /T —
0. We also have for any « € [a1, as],
Jn < ||HT - H, Z AN, — —\/ZNJi:L%HMM b
< ( R B R oS P | [N

which is op (1) using again H~' — Hy' = op (1), Hy' = Op (1) and Equation (A.9).

Proof of (9) To show the consistency of the long run variance estimate S (a, [\) of A (a, A) ,
we need to prove that S (a, [X) -8 (a, AH6_1> = op (1). Noting that

§ (0 A) — 8 (0 AH ) = (8 (0 A) — 8 (0, AE)) 4 (8 (o AH) 8 (o AH5_22>2’5)
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the next steps will consist in showing that
(S (a, [x) s (a, AHH)) = op (1) and (S (a, AHH) s (a, AH6_1)> =op(1).

Expanding S (a, .7\) and S (o, AH'™1), respectively, using

Pl

X = Var = (AN = HTXAH ) + (HTANH ™Y = V) + (Vo — Vivr)
H'NH ™Y = Vo= (HANH™Y - X)) + (AX - V)
and making use of

| o 1 M
~ 2 Vech (A = Vivr) Vech (V = Viyr)' = Vech (N DA - VNT> Vech (V — Vyr)' =0,
=1 i=1

we obtain S (a,[\) — S (a0, AH'™1) = (é + ﬁ) (C1 — Cy + Cs), where

!/
Y

1 ad 'Y I %/ -1 ! ry/—1
C, = N;Vech (A = Vivr) Vech (A:A] — H I N H' ™)
1 X /
= — Iy NE 3N Iy -1 _
Cy, = N;:l:\/ech (H AN H )\z)\z) Vech (H AN H VO) :
1 /
- = _ —1y v/ /-1 _
Cs = N;:ljvech(vo Vivr) Vech (HAXNH'™ = V)
Consequently from an application of the Cauchy-Schwarz inequality and the ¢, inequality,

I8 (0 ) = 8 (0. B A) | < (5 + 1 ) (1l + el + Cal)

l—«

where we have the bounds

N 1/2 N 1/2
|C| < 2Y2 (;]Z AN, 2+HVNT\2> <]1,Z :\ij‘;_Hl)\i)‘;Hll‘F) =0p (\/N/T),
1/2 1 a —1 / 1—1 2 2 2 1 al N O\/ —1 ! 1—1 2 2
ICall = 22 (Y [EANE + (vol SO |AX —ETANET) = 0p (VN/T),
i—1 i
and

sl < (zlviHHW

from Vyr -+ Vo = Op (1), (A.5) which gives + S | [ XA - H*lA,;A;HHHQ — Op (\/N/T) ,
the fact that & SN, |H-INNH P < [H ' L SN, A = 0p (D) and £ N | HA|? =
||H_1||2 LSNP = Op (1). Note that by the ¢, inequality, we also have

1 Y 2 1 X
N 2 P

C H%H) |Var = Voll = Op (VN/T)

PV

AN, — H-1>\»>\<H’—1"2 4ot ivj HH‘l)\-X-H’_1H2 = 0p (1)
o o N =1 o .
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In consequence, S (a,[&) - S (a,AH'™Y) = Op (\/N/T) =op (1) as V'N/T — 0. To show that
S(a,AHY) - 8 (a,AH()_l) = op (1), we combine the Cauchy-Schwarz inequality and the ¢,
inequality to have that HS (o, H'A) — S (a, Ho_lA) H is lower than

1/2

\2) (;guﬂ—muuuwﬁ)
1/2 1/2
) (;g\\ﬂalxi\\4+\\%r4) .

2
Since we know in particular from (A.6) that & SV, HH*I)\iA;H’*l — Hy' XN H) " =o0p (1),
and also that + SN HHﬁl)\iH4 < HH*1H4 + SN IAI* = Op (1), we finally obtain the second
needed result, which is HS’ (o, AH'"1) - 8 (a,AH(’)*l)H =op(1).

1/2

1 1 RTINS _ _ _
21/2 <a+ 1_a> (NZHH INNH' T - Hy ' ANHG
=1

1 1 1Y
1/2 [ = =1y y gy/—1 _ -1y y/ g1
+2 (a + 5 _a) (N ;:leH AN H H; '\ ) H}

A.4 Proof of Theorem 1

We begin by proving that LMy (a, A) — LMy (a, AH6*1> = op (1). Using the triangular inequal-
ity, we have ’LMN (a, A) — LMy (a,AH6_1>‘ < My + M5 + Ms, where uniformly in «,

(o)

Mo = [ (0.A) = a oot 3 (o) 4 o)

= [a(ad)]]s(@a) " - s (aam) "

and

My = HA (a, AH{;l) H ‘ s (a, AH(;l)_1

(oz,]&) —A (a, AH(’)_l) H .
The proof uses the auxiliary results that (a) A (oz, A) —-A (a AH| 1) =op(l),(b) A (a A (H(’))*l) =

Op (1) andA(oz,]&)zOp(l) and (c) S’(a A) 1—5’ a, A (H))™

-1
’ 1) uniformly in

a. We note that (a) follows from (8). Second, note that HA (a A (H)) 1) ‘ is equal to

laN | N
|\/NHO— ( Z A} — LaNJ > Ap\;) H{' =0p(1)
=|laN]|+1

uniformly in « given Lemma A.2 (A.8). We also have uniformly in «, that
HA (e, A) H < HA (e, A) = A, AHG) H + HA (o, AHGY) H —op(1)+0p (1) =0p(1).

Thus (b) holds. Third,

‘S (a,A) ‘s (a,AHg;l)*l

is dominated by

HS (oo AH;) (5 (0, AHEY) — 8 (0 A)) 5 (0,A)

< |s(aam) |5 (o) - 5 (aam )| |5 (a.8)
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where S (a, A) -S (a, AH(’)*l) 50 by Lemma 2.1 (9) and the limit in probability of S <a, AH(/)*l)
S (a,[&) -S (oz,AH(/)_l)H =op(1),||S (a,[&)_l

= Op(1). Thus, we can see that HS’ (a,[&)_l -5 (a,AH(’fl)

is positive definite from Assumption 3 (d). Hence,

-1 -1

Op (1),
op (1) which is result (¢). From (a), (b) and (c), (a,f&) — LMy (a,AH(’)_l)‘ = op(1).
Because LMy (a, AH6_1) N X2 (3) from Lemma A.2 (A.8), the result follows.

S (oz,AHéfl)

A.5 Proof of Lemma A.3

The proof of this lemma relies on showing that the required conditions in Lemma A.1 and Lemma 2.1
(9) are satisfied in the context of the one-level representation of the two-level alternative. If in addi-
tion to Assumption 4 (a)—(g), the conditions (i) E||¢;||* < C, (ii) E (:lp >, H\/% SN picittmi 2) <
C, m = D, E where E (¢;e;r) = 0 for all (i,¢) hold, then the needed assumptions are satisfied. First,
given the definition of ®, E ||®;]|* = E || A;||* < C under Assumption 1 (b). Second, for m = D,

2 2
1 <& 1 <&
E 1Citbmi =E )\17, SC
( tz:l \/72¢6t[/ ) tz:l \/72 €t
and for m = F,
1 I 2 T 2
E PiCitlmi = Aie; <,
(T; Z : ) Z1 fz NZ1+1 :

using the definition of ® and Assumption 2 (d). Similarly,
B (¢seir) = B ([hoi i 0] er) =0 fori=1,..., Ny
and
E (¢iex) = E ([Aoz- 0 Ali]'eit) —0fori=N;+1,...,N.
Hence, the analogue of Lemma A.1 follows with 2~ and Ey 1'in the place H~! and Hy L re-

spectively, using the same the step as in the proof of Lemma A.1. Furthermore, the analogue of

Lemma 2.1 (9) also follows using similar steps and given the definition of J and Jjy as submatrices

of &1 1

and Ef ', respectively.

A.6 Proof of Theorem 2

Recall the matrix of factor loadings ® = [¢1 - -- ¢n]' : N x 3 of the one-level representation under
the two-level alternative. From Bai (2003), the first three PCM estimates ® converge to a rotation

®='"! with Z the 3 x 3 rotation matrix. In particular, we can find a 3 x 2 submatrix J of Z~!
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such that A = ®J + Op (5;,2T>, with A, the first two PCM estimates. Thus, we can write

N
! )N — _
ZM g N1 iNZHAZAZ R, + Ry — Ry, (A.26)
where
Bo— LS reer- LS e
N ' N—Ni Ni+1 '
R, = i%x&’ i%J’qbqs’J
v le:llZ Li=1 s
R ! ivj A ! i J i J
3 - i\ 1 Py
N-N i=N1+1 N-N i=N1+1
Given that
1 N1 B , 5 , 1 Ny ) B ) , 1 Ny _ ) )
Rzleg(Ai—Jqsi) (Ai—J.9) +M;J¢1(Ai—¢f¢i) +M;(Ai—J¢i)¢iJ,

we deduce from Lemma A.3 that Ry = Op (5;,%) Similarly, R3 = Op (5&%) Hence

1
—ZAX Z AN, =Ry + Op (037
N =N, Nn ( )
Noting that E2=' = E5' 4 op (1), and letting Jy the submatrix of E;5' corresponding to the limit
of J. Using Assumption 3 (a) and the steps as in Lemma A.2 (A.9), Nil Zl 1 9id; = Op (1) and

ﬁ i]\;Nlﬂ @i, = Op (1). Consequently, Ry = Ry + op (1), where

1
Ry = J; plim (MZ@@ NW, Z ¢2¢1) Jo.

i=N1+1

0 212 _212
A A
Moreover, Ry = J E?\l E?ﬁ 0 Jy is different from O since the second term is nonzero
-z 0 -xF
/
as Z?\Q # 0 and the rows of Jj) are linearly independent. Hence

1
!
ZA)\ NN,

with Ry # 0. The second part of Theorem 2 follows from the fact that

Z XX = Ry +op (1), (A.27)
i=N1+1

1S (o A) = S (@, ®J0) | = 0r (1). (A.28)

given Lemma A.3, the positive definiteness of the limit in probability Sy of S (a, ®Jp) given As-
sumption 4 (h) and an application of Equation (A.28).

33



A.7 Figures: Economy Activity Factors

Figure 1: Global economy activity factor

Quaters

g This figure plots the estimated global economy activity factor over quarters.

Figure 2: Emerging economy activity factor
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h This figure plots the estimated emerging economy activity factor over quarters.

34



Figure 3: Developed economy activity factor

for

o [
T T
—
I I

> ™ N > > > N > > >
& &£ & & F & F
SIS N S S S, S SR S S
Quaters

! This figure plots the estimated developed economy activity factor over quarters.
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