Testing for structural break in Vector Error Correction Models

Abstract

This paper analyzes Vector Error Correction Model with structural breaks. Two representations of VECM are derived under assumption, that a structural change takes place in a stochastic or a deterministic component of data generating process. The stochastic component of considered DGP is represented by a VAR model. Structural breaks can be implemented as the varying parameters of the deterministic variables or varying parameters in a stochastic component of DGP. It is shown that the presence of deterministic components in DGP leads to a model with lagged deterministic variables in a cointegration space and the appropriate adjustments of them outside the cointegration space. It is proved that the final form of VEC model is directly derived from DGP and depends on the way the structural change is implemented in DGP. In order to test for the presence of a level break in the deterministic component it is proposed to use a Wald statistic. The critical values and the power of the test are calculated via simulations. We show that the proposed test has satisfactory power in most cases.       
