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1.0 N N N
.e, =9%u, +0.7v, v,
.p u, e, . Boot ®,
Boot Boot
x, = (%, %, x5, x,) I =diag(0.2 0.9 0.98 _BC IVX_BC
1.0) e, = (e, e, e €,) e = .
9u, +0.70, j=1234 . (p =0) IVX_BC
3 T =120 240 480 . t~i_BC
10 .20 40 . Boot_BC IVX
p>0 p<0 ( 6) 1 Boot
2 p=-0.9 0 0.9
. Boot
1 000 10 000 . 2. 2
1 1 IVX_BC
. (p=-0.9 0.9) IVXLevi_BC  Boot
IVX_BC
0.05; IVX Boot_BC
. (p=0) IVX_BC
0.05 +t_BC Boot_BC
; (p=-0.9 0 0.9)
t_BC Boot_BC
(OLS) t
i_BC : ( 1)
t_BC t ( 2)
1
Table 1 Empirical for univariate predictive regression when both bubble and crash exist
p=-0.9 p=0
IVX_BC| VX | 1BC |t [BootBC| Boot |IVXBC| IVX | £BC |t [BootBC| Boot
Ar T=120
W_stationary | 0.050 | 0.068 | 0.065 | 0.055 | 0.067 | 0.072 | 0.055 | 0.065 | 0.047 | 0.047 | 0.055 | 0.068
W_MDUR | 0.062 | 0.186 | 0.100 | 0.070 | 0.070 | 0.201 | 0.042 | 0.192 | 0.050 | 0.050 | 0.054 | 0.192
W_NUR | 0.057 | 0.148 | 0.144 | 0.098 | 0.062 | 0.182 | 0.035 | 0.158 | 0.048 | 0.053 | 0.055 | 0.161
W_UR 0.058 | 0.140 | 0.178 | 0.144 | 0.061 | 0.148 | 0.035 | 0.139 | 0.054 | 0.053 | 0.059 | 0.132
B: =240
W._stationary | 0.052 | 0.070 | 0.063 | 0.065 | 0.061 | 0.078 | 0.052 | 0.064 | 0.052 | 0.049 | 0.050 | 0.062
W_MDUR | 0.065 | 0.175 | 0.074 | 0.061 | 0.060 | 0.169 | 0.044 | 0.169 | 0.050 | 0.053 | 0.057 | 0.166
W_NUR | 0.063 | 0.122 | 0.098 | 0.084 | 0.078 | 0.147 | 0.047 | 0.116 | 0.053 | 0.048 | 0.050 | 0.114
W_UR 0.054 | 0.085 | 0.160 | 0.155 | 0.065 | 0.093 | 0.047 | 0.087 | 0.052 | 0.054 | 0.054 | 0.085
C: T=480
W._stationary | 0.056 | 0.067 | 0.066 | 0.061 | 0.059 | 0.074 | 0.053 | 0.057 | 0.052 | 0.050 | 0.053 | 0.064
W_MDUR | 0.066 | 0.161 | 0.075 | 0.066 | 0.060 | 0.151 | 0.048 | 0.160 | 0.050 | 0.052 | 0.054 | 0.158
W_NUR | 0.061 | 0.099 | 0.083 | 0.079 | 0.076 | 0.111 | 0.048 | 0.087 | 0.050 | 0.051 | 0.052 | 0.082
W_UR 0.054 | 0.060 | 0.157 | 0.150 | 0.060 | 0.064 | 0.051 | 0.055 | 0.056 | 0.052 | 0.056 | 0.057

® Boot



9 — 115
2
Table 2 Empirical for multivariate predictive regression when both bubble and crash exist
p=-0.9 p=0
IVX_BC ‘ VX ‘ t_BC ‘ t ‘ Boot_BC ‘ Boot | IVX_BC ‘ IVX ‘ t_BC ‘ t ‘ Boot_BC ‘ Boot
A: T=120
W_stationary | 0.048 | 0.059 | 0.059 | 0.070 | 0.054 | 0.077 | 0.062 | 0.069 | 0.050 | 0.059 | 0.056 | 0.070
W_MDUR 0.072 | 0.208 | 0.104 | 0.219 | 0.063 | 0.169 | 0.051 0.206 | 0.050 | 0.192 | 0.061 0.180
W_NUR 0.071 0.185 | 0.142 | 0.223 0.075 | 0.189 | 0.051 0.189 | 0.053 | 0.175 | 0.054 | 0.189
W_UR 0.055 | 0.149 | 0.188 | 0.241 0.070 | 0.146 | 0.055 0.177 | 0.054 | 0.165 | 0.054 | 0.153
B: T=240
W_stationary | 0.044 | 0.058 | 0.061 0.074 | 0.060 | 0.070 | 0.055 0.067 | 0.047 | 0.064 | 0.050 | 0.061
W_MDUR 0.060 | 0.183 | 0.086 | 0.193 0.058 | 0.157 | 0.048 | 0.180 | 0.054 | 0.176 | 0.048 | 0.173
W_NUR 0.070 | 0.148 | 0.127 | 0.178 | 0.070 | 0.166 | 0.056 | 0.145 | 0.052 | 0.129 | 0.051 0. 160
W_UR 0.055 | 0.101 0.199 | 0.194 | 0.067 | 0.102 | 0.067 | 0.130 | 0.054 | 0.108 | 0.052 | 0.103
C: T=480
W_stationary | 0.043 | 0.061 0.067 | 0.075 0.056 | 0.067 | 0.057 | 0.065 | 0.050 | 0.059 | 0.052 | 0.075
W_MDUR 0.055 | 0.162 | 0.075 0.174 | 0.064 | 0.157 | 0.049 | 0.170 | 0.050 | 0.163 | 0.049 | 0.162
W_NUR 0.066 | 0.117 | 0.100 | 0.125 0.064 | 0.147 | 0.055 0.112 | 0.050 | 0.103 | 0.055 0. 140
W_UR 0.051 0.070 | 0.181 0.156 | 0.063 | 0.076 | 0.064 | 0.079 | 0.056 | 0.069 | 0.057 | 0.066
3 P 0 3
20% ( TVX- 0. 05.
BCI) 20% 3
(IVXB(2)
(IVXBC3). 3 3 IVX_BC
3 IVX_BC
Table 3 Empirical size for IVX_BC test when the periods of both bubble and crash are misspecified
p=-0.9 p=0
IVXBCl1 IVXBC2 IVXBC3 IVXBC1 IVXBC2 IVXBC3
A: T=120
W_stationary 0.051 0.052 0.052 0.050 0.052 0.052
W_MDUR 0.063 0. 066 0.062 0.038 0.041 0.044
W_NUR 0. 064 0.059 0.059 0.035 0.035 0.035
W_UR 0.055 0.054 0.056 0.033 0.036 0.034
B: T'=240
W_stationary 0.053 0.056 0.055 0.048 0.051 0.050
W_MDUR 0.056 0. 060 0.059 0.045 0.045 0.046
W_NUR 0. 060 0.064 0. 060 0.047 0.048 0.039
W_UR 0.052 0.053 0.050 0.044 0.044 0.044
C: T=480
W_stationary 0.059 0.059 0.058 0.050 0.050 0.051
W_MDUR 0.061 0.063 0.067 0.050 0.046 0.053
W_NUR 0.062 0.063 0.062 0.045 0.049 0.050
W_UR 0.054 0.050 0.053 0.048 0.043 0.048
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Fig. 1 Power plots for four testing methods with single regressor
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Fig. 2 Bubble and crash periods identified by GSADF procedure
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Table 4 Summary statistics for monthly log return of Shanghai securities composite index
-0.282 0.278 0.003 0.078 -0.303 1.947 240
-0.072 0.242 0.085 0.076 0.030 -0.701 24
-0.282 0.079 -0.101 0.114 0.154 -1.339 15
-0.257 0.278 0.001 0.064 -0.110 2.764 201
KPSS
AR(1) x, =11, +IIx, | +e, ADF  DF_GLS
m. 5 2 I BM. BIC
TO.svar~tms  sts 5 12 5 EP-svar s
AR(1) 3 4
4
Dickey — Fuller( ADF) ? DF_
GLS » | Phillips — Perron ( PP) 1 1
KPSS = ADF.DF_GLS PP 4
X, KPSS IVX
X, 3
Table 5 Unit root tests for predictive regressors
Il ADF DF - GLS PP KPSS
DE 0.963 -0.952 -2.134 _3.422" 3.015*** 241
DP 0.984 -1.248 ~3.020™* -2.551 3.120%** 241
DY 0.984 -1.178 ~3.113%* -2.551 3. 147 %% 241
EP 0.961 -1.062 -1.904 -2.400 1.253 %% 241
BM 0.888 0.170 -2.161 —5.421 7 2.410%* 241
ntis 0.927 -2.396** -3.377 %% -3.375" 0.505** 241
TO 0.811 -1.607 ~3.368"* -5.177%** 1.192%%* 241
svar 0.599 ~2.019** ~3.102* -7.596*** 0.219 241
CPI 0.956 -1.554 ~3.670%* -2.732 0.835** 241
PPI 0.971 -3.921 % -2.631" -3.031 0.242 241
Iy 0.948 -0.649 -2.630 -2.350 0.144 102
tms 0.763 -0.507 -1.727 ~3.932%* 0.108 102
dfy 0.984 -0.023 -1.986 -0.870 0.239 50
sts 0. 690 ~2.975 %% -3.261* —5.874%% 0.263 205
Its 0.932 -1.727" -3.002** ~3.694** 1.755** 205
tbl 0.944 -0.689 ~3.872%* -3.060 0.907 *** 205
e e 10% 5% 1%
2007 —2008 2014 —2015
120
OLS . 6 (1999 1 —2019 2014 —2015 1
1 ) (2009 1 —2019 1 ) sts~ lis tbl
t . 240 2002 1 —2019 1 lty  tms
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2010 8 —2019 1 DP. EP.
dfy 2014 12 — BM.ntis  svar
2019 1 TO lts
Z;lz Ljung-Box
Ye Yo % % BM. sts- lts
) bl u,
u, 5% (4)
AR(1)
6 OLS
Table 6 OLS regression results forunivariate predictive regression when both bubble and crash exist
11999 -01—2019 -01 12009 -01—2019 -01
Vs Ye Cor( u, e, ) L+ung Vs Ye Cor( u, e,) Lung
DE 0.081 7 —0.104 % —-0.045 14.914 0.090 *** -0.119** 0.121 6.799
DP | 0.083*%* | —0.104™ | —0.571%* 14.243 0. 092 *** ~0.105** | -0.603*** 8.117
DY 0.083 7 —0.104 % 0.021 14.342 0.089 *** -0.105** 0.074 7.192
EP 0.083 7 -0.102*** -0.520 % 13.919 0.095 *** -0.101** —0.794 % 9.530
BM 0.088 *** —-0.105*** —0.745 % 22.981** 0.094 *** -0.107** —-0.792 %" 9.162
ntis 0.083*** -0.105*** | -0.355"" 13.850 0.089 *** -0.114™* -0.164" 7.292
TO 0.092*** -0.100*** 0.351** 16.283 0. 12877 -0.042 0.301 7 11.052
svar 0.084 7 -0.100*** -0.136** 14.090 0.097 ¥ -0.091" —0.354 %" 8.089
CPI 0.086 ™ —0.084 *** -0.005 15.790 0.087 *** -0.120 -0.039 6.398
PPI 0.083 7 —0.097 *** -0.018 12.725 0.087 7 -0.122 -0.028 6.050
lty — — — — 0.096 *** —0. 1117 0.126 4.868
tms — — — — 0.086*** -0.097** 0.119 4.201
dfy — — — — 0.074** -0.106** 0.119 7.663
sts 0.084 *** -0.100*** 0.020 23.325** 0.091 *** -0.115** 0.052 7.779
Its 0.084 *** -0.102*** 0.151** 23.394** 0.097 *** -0.118** 0.166" 7.547
tbl 0.084 *** =0.097 % | —0.1427% | 22.448** 0.098 *** -0.117** -0.125 7.129
BN 10% 5% 1%
( 5) . EP 1VX t ntis 5%
( 6) .
( 6) ( EP
6) IVX_BC CPI 1VX t Boot
VX CPI 1% t_BC
Wt +Boot Boot_BC CPlI 5%
t_BC Boot_BC . Boot IVX_BC CPI 10%
t .6 DE.DP.DY.BM.TO-svar
Boot t lts
t DP  10%
7 6 t Boot DY
10%
IVX Boot nits~ PPI . sts DP DY .IVX_BC.t_BC Boot_BC
bl 1% 5% IVX_BC ¢_BC TO 5% 10%
Boot _BC 3
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. IVX t svar
10% 4
.6 CPlI 5%
10% IVX_BC CPI 10%
tms IVX t Boo 1% TO 10%
IVX_BC ¢_BC 10
Boot_BC .6 DY.CPI TO
DE.EP.BM . ntis-Ilty~dfysts-lts  tbl IVX_BC CPI
9 TO DY
B, x,_, C,_x,_ IVX_BC IVX i_BC .
IVX_BC t Boot Boot_BC
7
Table 7 Testing results for univariate predictive regression
3 IVX_BC IVX t_BC t Boot_BC Boot
A : 1999 —-01—2019 - 01
DE ~-0.004 0 0.136 2.303 —0.443 ~1.420 -0.443 —1.420
DP 0.001 5 0.031 0.128 -0.134 0.272 -0.134 0.272
DY 0.000 8 0.011 0.537 -0.229 0.480 -0.229 0.480
EP 0.007 0 0.289 2.848" 0.213 1.733" 0.213 1.733
BM -0.002 0 1.339 0. 100 -1.272 0.157 -1.272 0.157
ntis —-0.000 5 0. 000 7.370 %% 0.150 —2.713*** 0. 150 —2.713%**
TO -0.077 8 1.477 0.187 -1.531 0.150 -1.531 0.150
svar -0.002 7 0.075 2.147 -0.408 —-1.642 -0.408 —1.642
CPI -0.005 2 3.427" 13. 344 *** —2.273** —3.748 % —2.273** —3. 748
PPI -0.001 2 1.012 4.423** -1.399 —2.430** -1.399 —2.430***
Ity — — — — — — —
tms - - - - - - -
dfy — - — — — — —
sts -0.005 8 0.061 5.379** -0.352 —2.487** -0.352 —2.487
lts 0.003 1 0.121 0.049 0.392 0.288 0.392 0.288
1bl -0.008 4 1.501 4.704** -1.268 —2.139** -1.268 —2.139 ™
B : 2009 -01—2019 - 01
DE 0.009 0 0.027 0.259 0.724 0.953 0.724 0.953
DP 0.026 7 1.345 1.891 1.346 1.660" 1.346 1. 660
DY 0.024 4 1.111 2.556 1.327 1.950" 1.327 1.950%
EP 0.034 2 1.342 1.378 1.159 1.359 1.159 1.359
BM 0.005 2 0.862 0.841 0.830 1.018 0.830 1.018
niis -0.1218 0.494 1.705 -0.768 ~1.453 -0.768 -1.453
TO -0.174 2 2.755" 1.184 —2.446** —1.364 —2.446" —1.364
svar -0.017 3 1.785 2.720" -1.347 —1.666" -1.347 -1.666
CPI -0.006 3 2.706" 3.656" -1.816" -1.969" -1.816" —-1.969 **
PPI -0.001 5 1.223 2.058 —1.240 -1.502 -1.24 ~-1.502"
Ity -0.004 7 0.122 0.382 -0.414 -0.508 -0.414 -0.508
tms -0.0211 1.267 8.450 *** -1.276 —3. 128 -1.276 —3.128***
dfy -0.017 1 1.435 2.055 -0.975 -1.320 -0.975 -1.320
sts -0.0110 0.192 0.847 -0.463 -0.954 -0.463 -0.954
lts 0.006 6 0.262 0.465 0.774 0.318 0.774 0.318
tbl -0.003 6 0.145 0.208 -0.818 0.172 -0.818 0.172

*k

*kk

10%~ 5% 1%
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6 (a)DY bl ;(b)DP bl ™ ;(c) 6 10%
EP.BM  tms” ;(d) DE DP®;(e) DP i Kothari
BM® ;(f) DP.ims<dfy bl ™ . Shanken * BM  10%
0 Ang Bekaert * Ferson  Schadt *
2002 1 —2019 1  Ferson  Schadt tms  tl 5%
2014 12 —2019 1 Campbell DY bl
Vuolteenaho * 2010 8 —2019 1
8 6 16
8
Table 8 Predictive regressions with multiple regressors
Model DE DP DY EP BM tms dfy bl Joint Wald
16 — — 0.016 — — — — -0.011 1.976
Ang  Bekaert 0.019 — — — — — -0.011 2.253
Campbell  Vuolteenaho ¥/ — — — .022 | 0.007 -0.018 — — 5.519
Lamont -0.011 | 0.006 — — — — — — 0.501
Kothari ~ Shanken 0.015 — -0.004" — — — 3.612
Ferson  Schadt ¥ 0.218 — — -0.080** -0.057 | —-0.054** 7.496
( size) ( power) .
4 5 IvX
(IVX) . t (t_
BC) . t (t)
bootstrap  ( Boot_BC)
N bootstrap  ( Boot)
17
Wald
IVX_BC
( N (cpPn  10%
S ) (T0)
6
IVX (IVX_BC)
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Testing for stock return predictability under possible bubbles and crashes
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Abstract: The predictability of stock returns has been a longasting and controversial topic in economics and

finance. It is critical for market participants research scholars and policy makers to understand the predicta—
bility of stock returns. An IVX bubble and crash based Wald statistic ( IVX-BC) is developed which ac-

counts for the potential bubbles and crashes in the predictive regression model. Simulation results show that

the proposed test is robust to bubbles and crashes and robust to endogeneity regardless of the predictors being

stationary deviating from unit root near unit root or unit root. Seventeen Macro and financial variables are

used to predict the Shanghai Composite index in Chinese stock market and the results show that inflation rate

and turnover rate can negatively predict the stock return.

Key words: stock return predictability; predictive model; test; bubble; crash



