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1. Introduction

Financial economists have derived equilibrium as-
set pricing models such as the Capital Asset Pric-
ing Model (CAPM) of Sharpe (1964) and Lintner
(1965) and the consumption-oriented CAPM of
Breeden (1979). Subsequent work (e.g., Black,
Jensen, and Scholes 1972; Fama and MacBeth
1973; Breeden, Gibbons, and Litzenberger 1989)
examined the empirical performance of uncondi-
tional versions of these asset pricing models. The
empirical tests met with mixed results. More re-
cent work examined versions of pricing models
that incorporate lagged variables such as the div-
idend yield. Studying conditional models has both
theoretical and empirical appeal. Theoretically,
Hansen and Richard (1987) show that, even if
the unconditional CAPM fails, the conditional
CAPM could be perfectly valid. In addition,
Campbell (1996) shows that any instrument that
forecasts future market returns or labor income
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This paper develops and
implements an exact
finite-sample test of
asset pricing models
with time-varying risk
premia using posterior
probabilities. The
strength of our approach
is that it allows multiple
conditional asset pricing
specifications, both
nested and nonnested, to
be tested and compared
simultaneously. We
apply our procedure to
international equity
markets by testing

and comparing the
international Capital
Asset Pricing Model
(ICAPM) and
conditional ICAPM
versions of Fama and
French (1998). The
empirical evidence
suggests that the best
performing model

is the ICAPM with

the value premium
constructed based

on global earnings-
to-price ratio.
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growth could be a priced factor for asset returns. Empirically, Lettau
and Ludvigson (2001), among others, demonstrate that asset pricing
models with conditioning information explain a substantially larger frac-
tion of the cross-sectional variation in average returns than unconditional
models.

The asset pricing literature also proposed various econometric ap-
proaches to testing asset pricing models. In particular, a multivariate
finite-sample test was introduced by Gibbons, Ross, and Shanken (1989).
In addition, Shanken (1987), Harvey and Zhou (1990), McCulloch and
Rossi (1991), and Geweke and Zhou (1996) all developed small-sample
Bayesian tests. These tests, however, are designed to test unconditional
models and not models that incorporate conditioning information. With
conditioning information, asymptotically valid asset pricing tests are avail-
able, such as the cross-sectional approach of Fama and MacBeth (1973),
the generalized method of moments (GMM) of Hansen (1982), and the
distance measure of Hansen and Jagannathan (1997), but finite sample
tests are yet to be developed. This paper fills a gap in developing and im-
plementing an exact finite-sample test of asset pricing models with condi-
tioning information. Our test allows risk premia and potential asset pricing
misspecification to vary predictably in response to changing economic
conditions.

To our knowledge, this work provides the first exact finite-sample
test of asset pricing models with conditioning information. The method
introduced here allows one to simultaneously test and compare the per-
formance of multiple-asset pricing specifications, both nested and non-
nested. There are other advantages to using our approach. For example,
the test can be applied without explicit knowledge of the long-run (low-
frequency) properties of the stochastic processes that generate excess
stock returns, underlying risk factors, and information variables. Thus,
the decision rule for evaluating model performance is not affected by
the possible presence of a unit root in lagged variables such as the div-
idend yield.

Bayesian methods of hypothesis testing and model selection, such as
the one employed here, lead to a test statistic that comprises both an in-
sample goodness-of-fit measure and a penalty term for model complexity
(see Kass and Raftery 1995). Since a higher-dimensional model that nests
a smaller model always fits the data at least as well, if not better, as the
smaller model, the presence of a penalty term in the test statistic guards
against overfitting the data, which may occur if models are evaluated
only on the basis of goodness of fit. Thus, our Bayesian procedure that pe-
nalizes model complexity helps prevent the inclusion of excess, useless
factors in linear factor models. Indeed, implicit in the trade-off between
goodness of fit and model complexity is the assertion that, since all equi-
librium pricing models are mere approximations of the phenomenon under
study, the use of a larger, more complex pricing model is justified over a
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more parsimonious one only if the former can be shown to be significantly
better at fitting the data than the latter.

To illustrate the broad applicability of our finite-sample test, we apply
our procedure in an international asset pricing context. We study five
competing asset pricing specifications. These are the conditional versions
of the international CAPM (ICAPM) and four ICAPM’s of Fama and
French (1998), each of which consists of the global market portfolio and
the global value premium. As in Fama and French, the global value pre-
mium is formed as the return differential between (1) high and low book-
to-market stocks, (2) high and low earnings-yield stocks, (3) high and
low cash-flow-to-price stocks, and (4) high and low dividend-yield
stocks. Whereas, under the CAPM, the global market portfolio is con-
ditionally mean-variance efficient, under the Fama and French model,
some combination of the global market and global value premium port-
folio lies on the conditional minimum-variance boundary of risky assets
(e.g., Roll 1977; Hansen and Richard 1987; and Huberman and Kandel
1987).

In the empirical implementation, each of the 10 data generating models,
which consist of the restricted and unrestricted versions of the 5 asset
pricing specifications noted earlier, are assigned equal prior probability.
When such “neutral” initial beliefs are combined with the sample, the
updated beliefs strongly support the international CAPM and ICAPM. In
most cases, the posterior probabilities in favor of specifications that allow
for asset pricing misspecification are substantially lower than those for
models where asset pricing restrictions are assumed to hold exactly. An
interesting result coming out of the cross-model comparison is that the
best performing asset pricing specification is the Fama-French model
with value premium constructed based on earnings yield. Remarkably,
this model outperforms the other Fama-French models, even in some
cases where the test assets are portfolios that are not sorted on earnings
yield but on other equity characteristics, such as book-to-market, cash-
flow-to-price, or dividend-to-price ratios, where a priori one would expect
competing models to have a decisive advantage. In contrast to the earn-
ings yield specification, the book-to-market-based ICAPM does not per-
form nearly as well in our series of horse races, recording zero or near zero
posterior probabilities for all but a few of the test assets studied.

The remainder of the paper proceeds as follows. Section Il introduces
a generic form of conditional asset pricing models, discusses its testable
implications, and describes our Bayesian approach to hypothesis test-
ing, model selection, and model combination. Section III presents exact
formulae for both restricted and unrestricted factor model specifications
and states our decision rules for selecting among competing models.
Section IV presents empirical results, and we offer some concluding
remarks and ideas for future research in Section V. Unless otherwise
noted all derivations are presented in the appendix.
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II. Evaluating Conditional Asset Pricing Models

A. Deriving Testable Restrictions

To evaluate asset pricing models with conditioning information, we first
specify the dynamics of stock returns, underlying factors, and informa-
tion variables. In particular, let », denote an N-vector of returns on test
assets in excess of the risk-free rate; let f; denote a K-vector of returns on
portfolio-based factors, such as a claim to total wealth; and let z; denote
an M-vector of conditioning information, such as the dividend yield. We
describe the multivariate form of the data-generating process for excess
returns, factors, and predictive variables as

Y =XA4+U, (1)
where
ri, fi, 21
Y= : ; (2)
e, 1,21
where X = [vr,Z_1],Z-1 = [20,...,2zr-1),ur isa T x 1 vector of ones, T

is the sample size, and Uisa T x (N + K + M) matrix of the regression
disturbances. It is assumed that the variance covariance matrix of the dis-
turbances (denoted by X2) is constant over time. For the analysis that fol-
lows, we make the following partitions ¥ = [R, F, Z], A = [Ar, AF, AZ],
and U = [Ug, Up, Uz|, where R=[ry,...,1ri], F=[fi,..., fr|;andZ =
[z1,...,zr] . Asset pricing models impose testable restrictions on the mul-
tivariate system in equation (1). Next, we derive those asset pricing re-
strictions and develop a novel procedure for testing the restrictions.
Consider now a beta factor model obeying the form

E(r]zi-1) = alzi—1) + BE(filzi—1), (3)

where «(z,—1) is an N-vector of mispricing across assets with respect to
benchmark portfolios under consideration, and 3 is an N x K matrix of
factor loadings. It is assumed that «(z,_) linearly depends on informa-
tion variables observed at time 7 — 1, thereby taking the form a(z;) =
G’ X1, where G is an (M + 1) x N asset mispricing matrix and x,_; =
(1,2, ,]'. The matrlx of factor loadings is = [Cov{r, filzi—1}] x

[Cov{ f,, f|zi—1}]"". As noted earlier, the matrix 3 is assumed constant
over time, thereby the conditional beta does not vary with time and is equal
to the fixed quantity ERFE;}, where Ypp = Cov{ry, f/|z;—1} and Xpp =
Cov{ f;, |z;—1}. That is, the conditional beta can be directly com-
puted from the distinct partitions of the covariance matrix . In adopting
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a constant beta framework, we follow the work of Campbell (1987) and
others. We note that, although treating the conditional beta as fixed has
potential costs, such a treatment has the advantage that it leads to a more
parsimonious specification that avoids the need to estimate additional set
of parameters characterizing the evolution of beta variation. Moreover,
Ghysels (1998) shows that, if the dynamics of beta are misspecified,
serious pricing errors may result. Those pricing errors could be larger than
those with a constant beta model.

It should also be noted that, while this paper adopts a beta pricing
representation in conducting empirical analysis of asset pricing models,
an alternative approach, the so-called stochastic discount factor (SDF)
approach, instead takes a pricing kernel representation of pricing models.
An example of an interesting recent paper that takes this approach is
Lettau and Ludvigson (2001), which documents the importance of scaling
the pricing kernel parameters by information variables. As has been ar-
gued forcibly by Kan and Zhou (1999, 2003), a main advantage of the
beta pricing approach is that, because it incorporates a fully specified
model, it is at least as efficient as the SDF approach, if not more so.
Indeed, within a conditional framework, full specification of the dy-
namics of asset returns and their dependence on information variables is
likely to lead to rather substantial efficiency gains. In addition, we note
that the constant beta paradigm is not at odds with time-varying pricing
kernel parameters. To illustrate this point, consider a pricing kernel obey-
ing the linear form¢,, | = a(z;) + b(z;)’ fi+1. Following Cochrane (1996),
the equivalence between a beta pricing model and a pricing kernel speci-
fication implies that

a(z) = 1/rall + Nz) SieX(z)], (4)

b(z) = —l/rﬁZ;}X(z,), (5)

where 74 is the 1-period conditionally riskless T-bill and \(z;) = or +
arz;, and where the K x 1 vector oz and the K x M matrix ag are the cor-
responding partitions of 4. Observe that time-varying risk premia \(z;)
and time-varying riskless rate imply time-varying pricing kernel parame-
ters, even when beta is fixed.

When factors are portfolio based, one can obtain the following rela-
tionship between several blocks in the regression coefficients 4 and X
and the mispricing matrix G:

Ag = G+ Ar St Sig. (6)
This relation is similar to that derived by Campbell (1987), except that,

here, factors are prespecified as opposed to being latent, as in the frame-
work of Campbell. Observe from equation (6) that, if expected return
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variation is due to common risk factors (G = 0), the predictable com-
ponent of returns is a linear transformation of the predictable component
of returns on factor-mimicking portfolios, with the transformation matrix
being equal to beta. This relationship has an intuitive appeal. If all the
assets in the economy are priced by a lower dimensional set of K bench-
mark positions, then the problem of exploring the predictability of returns
on N various securities having random payoffs boils down to exploring
the predictability of benchmark asset returns. Differences in predictabil-
ity across assets, reflected through distinct columns in the matrix Ag, are
attributable to different loadings on the benchmark positions. The pres-
ence of equity mispricing breaks this relationship, in that cross-sectional
differences in predictability are attributable not only to different factor
loadings but also to model mispricing, whose magnitude can differ across
the test assets.

A hypothesis that favors the prevalence of an asset pricing model, such
as the CAPM or the Fama and French (1993, 1996, 1998) multifactor
models, restricts all elements of a(z,_;) to be equal to 0 at every time
period. In that case, the error terms obtained by regressing excess returns
on factor-mimicking portfolio returns are not priced. To test the zero-
intercept restrictions, we formulate asset pricing restrictions as a sharp
null hypothesis:

Hy : G =0 if and only if a(z,_;) =0 for all ¢,

H, : G # 0 if and only if there is a 7 such that a(z,—;) #0. (7)

Under the null hypothesis, the time variation in expected returns is driven
by economywide risk factors only. Under the alternative, time-varying ex-
pected returns can be explained, among others, by under- or overpric-
ing. For example, DeBondt and Thaler (1987), Lakonishok, Shleifer, and
Vishny (1994), and Haugen (1995) attribute the value premium to over-
reaction to corporate performance. The notion is that financial market par-
ticipants undervalue distressed stocks and overvalue growth stocks. When
mispricing is corrected, high-value stocks have high returns relative to
growth stocks. This correction governs stock return predictability.

B. A Bayesian Method for Hypothesis Testing and Model Selection

We evaluated the validity of the multivariate restrictions formulated in
equation (7) using a hypothesis testing approach based on the Bayesian
posterior odds (or, equivalently, the Bayes factor when prior model prob-
abilities are taken to be equal, as explained later). To describe this ap-
proach, we consider the case where there are L competing models (or
hypotheses), denoted by

M, : data has density f(D|6;, M;), i=1,...,L, (8)
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where D stands for the data and 6, € ©; is the unknown parameter vector
of model M;. Hypothesis testing from a Bayesian perspective proceeds
by computing the posterior probabilities with each of the alternative
models via Bayes’s theorem to yield the formula

m(M;)m(D|M;)
©(M;)m(D|M;)

P(M/|D) =

: ©)

M=

1

where (M) gives the prior model probability of M; and m(D|M,)
denotes the marginal density (or the marginal likelihood) of the data
under M;. The marginal likelihood can be represented by the integral
expression

m(D|M;) = ef(D|917M1)7T(91|M1)d917 (10)

with 1(6;|M;) denoting the (proper) pr10r density of the parameter vec-
tor 0; under model M;. Pairwise comparison between two models (say,
M and M; for i # j) then can be conducted using the posterior odds ratio:

P(M;|D) _ m(M;)m(D|M;) (11)
P(M;|D)  w(M;)m(D|M;)

Looking at expression (11), we note that the factor ©(M;)/m(M;) is
simply the prior odds ratio of M; to M. We can also define Bj;, the Bayes
factor for testing M; against M, as the posterior odds ratio over the prior
odds ratio, so that in light of equation (11), the Bayes factor is simply the
ratio of the respective marginal likelihoods. Hence, the Bayes factor can be
interpreted as the odds for M; relative to M; after the prior odds ratio has
been updated by the information in the data. Note further that in the typical
empirical situation where the prior probability is taken to be the same for
each model, that is, where 1(M,) = ©(M,) = ... = w(M,), the Bayes
factor is equivalent to the posterior odds ratio.

A difficulty with computing the Bayesian factor is that, in the case
where the parameter space ©; is unbounded, one cannot take the prior
density 1(6;]M;) in the marginal likelihood expression (10) to be that
of a (improper) noninformative prior, such as the (improper) uniform
prior (see Kass and Raftery 1995). To see the problem that the use of an
improper prior creates, suppose we specify the uniform prior densities
m(0;|M;) = 7; and 7(6,|M;) = ; for models M; and M;, respectively.
Then, the Bayes factor is

(D|0;, M;)d
ﬁl f@ | (12)
T fo (D6, M;)d

By =
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given that 7; and 7; are constants not depending on 6; and 0;. However,
since the priors are improper (i.e., their densities integrate to infinity
over the parameter spaces ©; and ©;), there are no unique normaliza-
tion constants for these densities. Hence, we can just as well take as our
prior densities the alternative uniform densities ©(0/M;) =¢;m; and
m(6;| M) = ¢;m;, for constants ¢; and ¢; with ¢; # ¢;. The last prior spec-
ifications lead to

% G f(—)l.f(D‘ei,M,‘)dBi

#Bij? (13)

for ¢; # c¢;. Thus, there is an indeterminacy with respect to the Bayes
factor specification.

A common solution to the problem described previously, in the case
where the researcher does not wish to specify (proper) subjective prior
densities for the model parameters, is to split the total sample of data D into
two subsamples: a training sample, denoted D(T), and a primary sample,
denoted D(—T). In the time series context we study here, there is a natural
ordering of the data, so we can think of the training sample as compris-
ing the first T observations of the data, or equivalently, comprising data
up to time ¢ = T; whereas the primary sample comprises observations
from ¢ = 7 4+ 1 to T. The strategy commonly employed is to combine
a (possibly improper) noninformative prior density, say, 7V (6;|M,),
with data from the training sample to obtain a (proper) posterior density:

_ fID(0)]8;, My (8 M)
f@,f[D("'”ei, Mi]WN(ei|Mi)d9i 7

’T([B,‘|D(T),M,’] (14)

where the size of the training sample must be chosen such that the den-
sity w[0,/D(T), T, M,] is indeed proper. This proper (posterior) density
then is used as a prior density and combined with data from the primary
sample to compute the posterior model probabilities for model compar-
ison. Thus, analogous to expressions (9) and (10), we obtain

T(Mi)m[D(=T)|D(1), Mi]

P.(M;|D) =~
;ﬂ(Mz)M[D<—T)ID(T), M]

where

m[D(=7)|D(7), Mi] = | fID(=)[61, D(T), M| [0, D(7), M;]dby,

C]]
(16)
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and where the subscript T on the posterior model probability P (M;|D)
emphasizes that this probability depends on the training sample size, as
denoted by T.

Implementation of this training sample approach to Bayesian model
selection requires a specification of T. Rather than specifying a particular
value of T, such as the minimal size of the sample needed to make (14) a
proper density, our approach in this paper is to average the posterior
model probabilities expressed in equation (15) across a range of T values,
say, T = Ty, Tx + 1,..., T, where T is the value of the split point that
yields the minimal training sample and 7* = [T'/2] is the midpoint of the
total sample, where the notation [x] denotes the integer part of x. This
leads to the average posterior model probability for model M; given by
the formula

PR = 20 PrMUD)
*(Mym[D(—7)|D(x), M]
7 a7
EHZ > w(Mmip(-ipm, a1

where P.(M;|D) and m[D(—T)|D(T), M,] are as defined in equa-
tions (15) and (16). The advantage of averaging across training samples is
that it leads to a more stable procedure relative to that based on a particular
choice of T, since empirical results may be sensitive to the choice of T.
Note also that the odds ratio for making pairwise comparisons of models
can be constructed by simply taking the ratio of expression (17) for two
competing models.

It should be pointed out that our approach of averaging across pos-
terior model probabilities with different training sample size T follows
the spirit of the intrinsic Bayes factor introduced by Berger and Pericchi
(1996). In that influential paper, procedures were proposed for averaging
Bayes factors across different training samples of minimal size. How-
ever, an important distinction between our paper and that of Berger and
Pericchi (1996) is that whereas Berger and Pericchi focus only on the
case of cross-sectional data, our work is set explicitly within a time-series
framework. Hence, our procedure here can be viewed as extending the
work of Berger and Pericchi to the time series context.

Another crucial task in the implementation of Bayesian procedures for
hypothesis testing, model selection, and model comparison is the compu-
tation of the marginal likelihood for each of the rival models. With regard
to our procedure, we need to calculate the conditional marginal likelihood
of the data, as given by expression (16). It turns out that an attractive fea-
ture of our approach is that an exact analytical formula for expression (16)
can be obtained both in the case where the model is subject to restrictions
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of'an asset pricing model, that is, G = 0 in equation (7), and where model
restrictions are disregarded.

The availability of exact formula for the marginal likelihoods is an
important advantage of our approach, since this allows exact posterior
model probabilities to be computed without asymptotic approximation.
In fact, growing evidence suggests that the asymptotically justified classi-
cal hypotheses test performs poorly in finite samples. Ferson and Forester
(1994), for example, provided Monte Carlo evidence suggesting that, with
respect to testing CAPMs, GMM-based tests may overreject for large
systems with many assets and suffer from low power for null models with
a small number of risk factors. In contrast, finite sample tests of restric-
tions of the form given in equation (7) within a multivariate linear system
cannot be readily implemented within a classical framework, even if the
residuals in the regression of excess returns on a constant intercept and a
set of K factors are assumed to be Gaussian. In particular, note that the
exact finite sample distribution of the classical likelihood ratio test for
testing the restriction (7) is complicated; and as far as we know, no critical
values for such a test has ever been tabulated.

Note also that, when the inference is conducted conditional on avail-
able data, one need not impose further conditions on the low-frequency
(or long-run) behavior of the system given by equation (1). See Sims
(1988), Sims and Uhlig (1991), and Phillips and Ploberger (1996) for
further discussion on this point. In particular, we make no further as-
sumptions about the order of integration of the time series variables 7, f;,
and z;, so they may be either stationary processes or possibly unit root
processes. We believe this is an advantage of the approach taken here, as
we can proceed with inference about equilibrium asset pricing theories
without worrying about the difficult issues involved in pretesting the data
for unit roots and cointegration or possibly having to transform the data to
“induce” stationarity. Indeed, information variables such as dividend
yield, term spread, and default spread are highly persistent and may in-
volve a unit root.

Furthermore, our approach could be attractive even from a sample the-
oretic or frequentist standpoint. It is well known that, given a fixed sig-
nificance level, the classical approach to hypothesis testing (say, one based
on the Wald or the likelihood ratio) is consistent only in the sense that the
probability of committing a Type II error vanishes as the sample size ap-
proaches infinity; however, the probability of a Type I error for such a test
does not approach zero, even in large samples. On the other hand, Bayesian
tests based on the posterior odds or the Bayes factor can be shown under
general regularity conditions to be completely consistent, so that the prob-
ability of both Type I and Type II errors vanishes asymptotically.

Before leaving this section to discuss the explicit implementation of
our procedure, we want to note that, while many papers have tested asset
pricing models, none pursues a framework similar to that developed here.
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Shanken (1987), Harvey and Zhou (1990), and McCulloch and Rossi
(1991) all developed posterior odds ratios to test the intercept restriction
as implied by factor based models. In addition, Geweke and Zhou (1996)
entertained a finite-sample Bayesian approach for testing asset pricing
models when factors are unobserved. However, these studies assumed
that expected returns are constant. In contrast, here, the intercept in the
regression of excess returns on asset pricing factors and the price of beta
risk could vary in response to changing economic conditions. Incorpo-
rating time-varying expected returns is motivated on both theoretical and
empirical grounds. Related to this work, Avramov (2002) derives pos-
terior probability in a predictive regression framework but disregarding
pricing model restrictions. In addition, Avramov (2004) exploits the asset
pricing restrictions presented in equation (7) to form informative prior
beliefs about the extent of return predictability in an investment context.

III. An Exact Test of Asset Pricing Models with Conditioning Information

Let Mp denote the multivariate model (1) subject to the asset pricing
restrictions (7) and let M denote the unrestricted version of (1). Then,
in the case where ©(Mpg) = ©(My) = 1/2, we obtain directly from ex-
pression (17) the following formulas for P}\“A\;G and P}\“A\ZYG:

1\ &2 m[D(—7)|D(7), Mg]
AVG __ (1 )
P = <q> Z{m[D(_T)|D(T)7MR] +m[D(—T)ID(T),Mu]}

- (18)
and
1\ <2 m[D(—7)|D(7), Mg]
AVG _ [ 1 )
e = (q) 2{ m[D(—7)|D(7), Mg] + m[D(—7)|D(7), My] }
(19)

where, in these expressions, ¢ = [T/2] — Ti + 1 and where m[D(—7)|
D(1), Mg] and m[D(—T)|D(1), My] denote the marginal likelihoods
under My and My, respectively.

In the appendix, we give detailed derivations of exact expressions for
m[D(—7)|D(1), Mg] and m[D(—7)|D(7), My]. Specifically, the ap-
pendix contains four propositions. Proposition 1 (3) derives informa-
tive prior beliefs about unknown parameters pertaining to the restricted
(unrestricted) specification. Proposition 2 (4) derives the marginal like-
lihood of the restricted (unrestricted) specification. Following Harvey
and Zhou (1990), McColluch and Rossi (1991), Kandel, McCulloch, and
Stambaugh (1995), and Geweke and Zhou (1996), we make the stan-
dard Gaussian assumption on the errors of the multivariate regression
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model (1). Of course, in light of the recent work by Tu and Zhou (2004), it
would be of interest to explore the robustness of the Gaussian assumption
here by extending our approach to the case where the error distribution
belongs to the multivariate ¢ family.

Given analytic expressmns for the marginal likelihoods, the average pos-
terior model probabilities P My /S and PAVG can be computed easily usmg
expressions (18) and (19). It follows that'a Bayesian test of asset pricing
restrictions can be implemented using either the odds ratio P /’\\XG / PﬁVG
or its natural log transform In (P3,’%) — In (PAS). Taking a 1oss func-
tion that is symmetric with respect to Type I and II errors, the decision rule
for choosing the restricted model My over the unrestricted model M
can be stated as either

Choose My over My if PAVG/P/‘?/I\:,G > 1 (20)

or
Choose Mp over My if ln<P/’\*/l‘;G> /ln(P’f,l\f/G> > 0. (21)
Moreover, note that since P//\\/l\; and PAVG are (discrete) probabilities,

satisfying the conditions P49 > 0, PAVG > 0,and PAYG + PRY6 =1,
we also have the decision rule:

1
Choose My over My if PAVG 5 (22)

(See Zellner 1971, pp. 294-97, for further discussion of Bayesian de-
cision rules under symmetric loss function.)

While expressions for the marginal likelihoods as given by equations
(A.15) and (A.25) in the appendix may appear to be cumbersome our
method, in fact, is easily implementable using a simple Matlab code,
which is available from us on request.

IV. An Empirical Study: The Case of International Markets

To illustrate the broad applicability of our approach, we apply our pro-
cedure in an international asset pricing context. We study five competing
models, the international CAPM and four ICAPMs, which are the con-
ditional versions of the unconditional models studied by Fama and French
(1998). Inherent in the two-factor model is the assertion that the value pre-
mium is compensation for a global risk factor missed by the global mar-
ket portfolio. Under the CAPM restriction, the global market portfolio is
conditionally mean-variance efficient. Under the two-factor model re-
striction, some combination of the global market portfolio and the global
value premium lies on the conditional mean-variance frontier. In addition
to testing each restricted model against its unrestricted counterpart, we
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also conduct direct comparisons of all the models together on the basis
of their posterior model probabilities. Note that such a comparison cannot
be done easily within a classical statistical framework, since the different
ICAPM versions are mutually nonnested. In contrast, our procedure is
especially suitable for comparing both nested and nonnested models.

In particular, the empirical analysis compares and evaluates asset pric-
ing models on the basis of their posterior probabilities. Any candidate
model is represented by two competing return generating models. One, the
pricing model, implies zero intercepts in a multivariate regression of ex-
cess returns on portfolio based factors. The other allows for the presence of
asset pricing misspecification, the extent of which may vary in response to
changing economic conditions. The appendix describes the derivation of
the posterior probabilities for both the restricted and unrestricted specifi-
cations. The posterior probability indicates the odds that stock returns are
generated either by the restricted model under G = 0 in equation (7) or by
its unrestricted counterpart. An interesting question is how to interpret the
magnitude of the posterior odds ratio or the Bayes factor if the prior odds
ratio is assumed to be unity. Jeffreys (1961) suggests a qualitative inter-
pretation. According to him, the evidence against the alternative or in favor
of the null is as follows. If the Bayes factor is between 1 and 3.2, the evi-
dence does not justify more than a bare mention; ifit is between 3.2 and 10,
the evidence is substantial; if it is between 10 to 100, the evidence is strong;
if it is greater than 100, the evidence is decisive.

For the empirical implementation, we make three assumptions often
used in an international framework. First, world equity markets are per-
fectly integrated, as in Korajczyk and Viallet (1989), Harvey (1991), and
Dumas and Solnik (1995). Second, investors are not concerned about
deviations from purchasing power parity (PPP). Otherwise, they would
hedge against foreign exchange risk, and as a result, additional risk premia
corresponding to the covariances of returns with exchange rates would
emerge. For example, Solnik (1974) shows that, when investors in inter-
national markets face exchange risk, such risk should be priced, even in a
world otherwise similar to the unconditional CAPM. In our setting, for-
eign exchange risk is not priced separately from the market risk, since the
PPP assumption implies that investors do not perceive real changes in
relative prices. Third, as in Korajczyk and Viallet (1989), Harvey (1991),
and Fama and French (1998), our empirical implementation takes the
view of a global investor who cares about U.S. dollar returns.

A. Data

We study returns on market, value, and growth portfolios for the United
States and 12 major EAFE (Europe, Australia, and the Far East) countries
over the period 1975-2000. We adhere to the Fama and French’s (1998)
portfolio definitions. HB/M and LB/M denote high and low book-to-
market portfolios, respectively; HE/P and LE/P denote high and low
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TABLE 1 Monthly Dollar Returns in Excess of U.S. T-Bill Rate for Market,
Value, and Growth Portfolios: 1975-2000

Market HB/M LB/M HE/P LE/P HC/P LC/P HD/P LD/P

United States .80 1.08 74 1.11 69 1.03 72 .90 .82
(4.45) (4 32) (4. 90) (4. 66) 4. 94) (4.28) (4. 99) 3. 82) (5.19)

Japan .61 1.05 .36
(6.67) (7 15) (7. 09) (6. 49) (7. 27) (7.03) (6. 76) (7 17) (7.01)

United
Kingdom 1.09 1.27 97 126 1.04 137 1.02 1.13 .96
(6.79)  (7.28) (7.04) (7.00) (6.98) (7.17) (6. 99) 6.71) (7.07)
France .87 1.19 7 1.09 71 1.28 1.15 .54
(6.66) (7.56) (6.76) (7.64) (6.93) (7.73) (6 88) (6.91) (7.23)
Germany .68 1.09 .65 .73 .74 1.00 37 79 .64
(5.73)  (6.08) (6.15) (6.00) (6.19) (5.79) (5. 90) (5. 67) (6.27)
Italy .64 .61 12 .60 .76 .88 43
(7.80) (8.62) (7.79) (8.88) (7. 99) (8. 69) (8. 05) (8. 47) (8. 02)
Netherlands 1.01 1.07 .87 1.07 1.10
(5.13) (6.80) (5.40) (5.84) (5. 79) (7 17) (5. 60) (5.66) (6 18)
Belgium .84 97 .70 1.06 79 0 112 79 1.02 .70
(5.52) (6.42) (5.75) (5.69) (5.84) (6.21) (6.15) (5.91) (5.96)
Switzerland .76 1.09 .68 .83 73 71 .69 91 .67
(5.34)  (5.87) (547) (5.78) (5.79) (6.05) (5.96) (5.81) (5.67)
Sweden 98 1.20  1.00 .32 1.04 108 1.09 126 1.00
6.57)  (7.93) (6.73) (7.29) (7.05) (7.73) (7.06) (7.27) (6.91)
Australia .63 1.07 .39 1.10 40 1.19 27 97 46

(6.88) (6.91) (7.68) (6.42) (8.00) (7.11) (7.82) (6.36) (7.96)
Hong Kong 1.44 .52 1.25 .71 136 1.76 135 1.76 1.52
(9.46) (11.46) (8.88) (10. 36) 9.47) (9.72) (9.95) (9.60) (9.95)
Singapore .84 1.34 .70 .81 93 .54 .67 74
(8.22) (10.72) (7.93) (8 62) (9.00) (8.37) (8.22) (8.47) (9.25)

Note.—Value and growth portfolios are formed on book-to-market equity (B/M), earnings to price
(E/P), cash flow to price (C/P), and dividend to price (D/P) in the same manner as described in Fama
and French (1998). Also following Fama and French (1998), we denote value (high) and growth (low)
portfolios using the letters H and L, respectively. The first number reported in each cell of table 1 is the
annual average return of the given portfolio for each country, while the numbers in parentheses are the
t-statistics for testing the null that the average return is no different from 0.

earnings yield portfolios, respectively; HC/P and LC/P denote high and
low cash-flow-to-price portfolios, respectively; and HD/P and LD/P de-
note high and low dividend yield portfolios, respectively. All portfolio
returns are obtained from Ken French’s Web site.

Following previous studies (e.g., Harvey 1991; Dumas and Solnik
1995), our list of instruments includes five variables: the excess rate of
return on the world index lagged 1 month, the January dummy, the U.S.
term structure slope, the dividend yield on the U.S. value-weighted in-
dex, and the 1-month rate of interest on a Eurodollar deposit. Indeed,
some of the instruments used are local. This is due to Harvey (1991) and
others, who show that U.S. instruments have some power in predicting
equity returns in foreign markets.

Table 1 displays summary statistics across the 13 equity markets. We
report monthly excess returns on country-specific market, value, and
growth portfolios. Excess returns are monthly in percent. Figures in
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parentheses are the ¢-statistics for testing the null that the average return is
no different from 0. Table 1 draws on table 3 in Fama and French (1998),
except that the time series of returns spans the longer period 1975-2000.
Table 1 shows some evidence in favor of the value premium in interna-
tional returns. Firms with high ratios of book-to-market equity, earnings
to price, cash flow to price, or dividend to price display higher average
returns than firms with low ratios.

B. Results

Hypothesis testing using the Bayesian procedure. Here, we report the
results of our Bayes test of the conditional asset pricing restriction
a(z,—1) = 0 using the international data set described earlier. In all, five
asset pricing models are examined: the conditional version of the in-
ternational CAPM plus conditional versions of the four Fama-French
two-factor models. Like the international CAPM, returns on the inter-
national market portfolio enter into each of the four two-factor models
as one of the two risk factors. The other risk factor in these models is
taken to be one of four proxies for relative financial distress (HB/M —
LB/M, HE/P — LE/P, HC/P — LC/P, or HD/P — LD/P), as proposed
originally by Fama and French (1998).

Results from testing each restricted model against its unrestricted
counterpart are reported in tables 2 and 3. The entries in these tables are
the average posterior probabilities of the restricted models, that is, P /‘%G,
as calculated from expression (18). To provide a brief description of these
two tables, we note first that tables 2 and 3 provide results on different
groups of test assets. In particular, table 2 reports results for the case where
the test assets are country-specific market portfolios, while table 3

TABLE 2 International CAPM and Two-Factor Models: Market Portfolios

R — F PAYS x 100 CAPM FF(B/M) FF(E/P) FF(C/P) FF(D/P)

United States 99.69 99.61 99.84 99.63 96.94
Japan 99.37 99.15 98.53 98.02 98.13
United Kingdom 97.66 98.70 98.37 97.29 96.99
France 98.29 97.61 98.20 97.84 97.39
Germany 95.40 96.36 95.71 95.62 94.15
Italy 99.12 99.15 99.09 99.18 99.07
Netherlands 95.59 97.89 98.30 96.83 94.37
Belgium 96.74 97.47 96.68 97.46 98.10
Switzerland 91.14 94.24 92.90 92.02 9233
Sweden 55.95 56.29 66.41 47.26 42.56
Australia 98.08 98.54 99.07 98.50 97.98
Hong Kong 97.30 98.61 98.72 98.10 97.44
Singapore 97.69 97.67 98.30 97.75 97.87
Multivariate 100.00 100.00 100.00 100.00 100.00

Note.—Entries in the table are posterior probability of the restricted model stated in percentage
terms. The test assets are the market portfolios of the United States and 12 major EAFE countries. The
last row of table 2 gives the posterior probability for testing a multivariate system.
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TABLE 3 International CAPM and Two-Factor Models: Global Characteristics
CAPM FF(B/M) FE(E/P) FF(C/P) FF(D/P)

HB/M 71.64 99.45 97.25 95.97
LB/M 83.72 96.96 96.85 97.85
HE/P 80.00 98.98 95.03 95.60
LE/P 49.72 90.40 91.84 64.84
HC/P 58.06 91.06 91.56 78.01
LC/P 97.66 94.02 97.22 96.98
HD/P 86.92 97.98 98.22 94.77

LD/P 71.18 97.80 93.55 90.32

Note.—Entries in this table are (average) posterior probabilities of the restricted models stated in
percentage terms. Test assets are global characteristics-sorted portfolios.

provides results where the test assets are global, as opposed to country-
specific, characteristic-sorted portfolios. We also tested each restricted
model against its unrestricted counterpart for the cases where the test
assets are taken to be various country-specific characteristic-sorted port-
folios. However, we choose not to report these results here because they
are qualitatively very similar to the results reported in table 2, where the
test assets are country-specific market portfolios. These results, however,
are available from us on request. Note also that, for both tables 2 and 3,
the first column of each table gives results for the conditional version of
the single-factor international CAPM; whereas the other four columns pro-
vide results on the various two-factor models, so that the numbers reported
in columns 2, 3, 4, and 5 correspond to results for the Fama-French model
whose second factor is HB/M — LB/M, HE/P — LE/P, HC/P — LC/P,
and HD/P — LD/P, respectively.

Looking first at table 2, we see that, when the test assets employed are
country-specific market portfolios, our test results uniformly provide
strong and unambiguous evidence in favor of conditional versions of
both the international CAPM and the four Fama-French models relative
to models that allow for asset mispricing. Excluding Sweden, the smallest
value of Py RG recorded across all countries and for the different asset
pricing models exceeds 91%, indicating strong evidence for the null hy-
pothesis. Indeed, based on the decision rule (22), our Bayes procedure
chooses the CAPM and the two-factor models over their unrestricted
counterparts for each of the countries in table 2, with the exception of
Sweden.

In the case of Sweden, the posterior model probability P,’\\/l\;G recorded
for the Fama-French model whose second factor is HC/P — LC/P and
the Fama-French model whose second factor is HD/P — LD/P are both
under 0.5 or 50%, indicating the possible inadequacy of these models in
explaining the market returns of Sweden. Moreover, PAVG recorded for
the CAPM, the Fama-French model whose second factor is HB/M —
LB/M, and the Fama-French model whose second factoris HE/P — LE/P
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are, respectively, 55.95%, 56.29%, and 66.41%; all of which are sub-
stantially lower than the posterior model probabilities for the various
restricted models recorded for other countries, which, as noted earlier,
exceed 90%. The last row of table 2 reports results for the case where all
the country-specific market returns are tested simultaneously in a multi-
variate regression framework. Here, the posterior probability in favor of
any pricing model studied is 100%. Hence, simultaneous testing yields
stronger evidence in favor of the five asset pricing models over their
unrestricted alternatives.

Our results somewhat differ from those of Fama and French (1998).
Whereas they reject the null hypothesis that the international CAPM is
an appropriate model for the excess returns on country-specific HB/M
portfolios using the Gibbons, Ross, and Shanken (1989) GRS test; we
find the international CAPM to be an adequate model for these returns
when judged against an alternative, unrestricted specification that allows
for time-varying asset mispricing. It should be noted, of course, that any
comparison of our results here with those of Fama and French (1998)
should be done with care, not only because of the difference in the
methodology employed (i.e., Fama and French 1998 used classical hy-
pothesis testing methods, while we use Bayesian testing procedures
here) but also because Fama and French (1998) do not account for
potential stock return predictability and our sample is 5 years longer.

Turning our attention now to table 3, where the test assets are various
global characteristic-sorted portfolios, we note that, while the results pre-
sented in this table still find in favor of the various restricted specifications
over their unrestricted counterparts, the evidence in favor of the CAPM
vis-a-vis an unrestricted alternative appears to be weaker here, as judged
by the smaller value of its posterior model probabilities. Indeed, compar-
ing the results from this table with those of the previous tables, we see
that, in contrast with the cases where the test assets are country-specific
portfolios, the posterior model probabilities recorded for the CAPM
are less than 0.8 or 80% for half of the eight categories of test assets
examined.

Model comparison. Tables 4 and 5 exhibit posterior probabilities
for 10 data-generating models under consideration, the restricted and
unrestricted versions of the 5 pricing models studied here. We assigned
a prior probability of 10% to each specification. Figures reported in the
tables are useful for both comparing the pricing abilities of the CAPM
and four ICAPMs and incorporating model uncertainty in investment-
based experiments. In particular, consider an investor who must allocate
funds among multiple securities. The investor is uncertain about which
specification, if any, is useful in pricing. That investor can use model
posterior probabilities for averaging across the 10 data-generating spec-
ifications. Investment decisions can then be made based on a general
model that optimally nests the individual specifications using posterior
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TABLE 4 Model Comparison with Country-Specific Test Assets:
Multivariate Case

Mg MG MM Mg M g M Mg g g

Market .00 .00 .02 .00 97.12 .00 .01 .00 2.86 .00
HB/M .00 .00 100.00 .00 .00 .00 .00 .00 .00 .00
LB/M .00 .00 g7 .00 98.37 .00 .00 .00 .87 .00
HE/P .00 .00 .00 .00 100.00 .00 .00 .00 .00 .00
LE/P .00 .00 .00 .00 99.75 .00 .00 .00 25 .00
HC/P .00 .00 .02 .00 51.26 .00 4872 .00 .00 .00
LC/P .00 .00 .00 .00 02 .00 9998 .00 .00 .00
HD/P .00 .00 .00 .00 .00 .00 .00 .00 100.00 .00
LD/P .00 .00 .00 .00 16.68 .00 .00 .00 83.32 .00

Note.—Entries are (average) posterior model probabilities stated in percentage terms. Test assets are
market portfolios and country-specific characteristics.

probabilities as weights. In this paper, we attempt to compare the em-
pirical performance of various asset pricing specifications. Analyzing
investment decisions in the presence of uncertainty about the correct
asset-pricing specification and the set of predictive variables provides a
direction for future work.

Observe from tables 4 and 5 that, when neutral initial beliefs about
the pricing abilities of the five factor models are combined with the
data, the best performing model is the Fama-French whose second
factor is (global) HE/P — LE/P (denoted by the symbol ME/ ). Fo-
cusing first on table 4, where the test assets are country spemﬁc market
and characteristic-sorted portfohos we note that ./\/lg is found to be the
best model for five of the nine categories of test assets examined. In
fact, it is a bit surprising that, as judged by posterior model probability,
M R/ does a better job of explammg the returns on country-specific
LB/M portfolios than ME/ & > the Fama-French model whose second
factor is (global) HB/M — LB/M Moreover, M E/P also has slightly
higher posterior model probability than M7, the Fama-French model
whose second factor is (global) HC/P — LC/ P when the test assets are

TABLE 5 Model Comparison with Global Characteristic-Sorted Portfolios as
Test Assets

A

HB/M .00 .00 100.00 .00 .00 .00 .00 .00
LB/M .00 .00 100.00 .00 .00 .00 .00 .00
HE/P .00 .00 100.00 .00 .00 .00 .00 .00
LE/P .00 .00 1.15 .00 7997 .00 18.88 .00
HC/P .00 .00 .00 .00 100.00 .00 .00 .00
LC/P .00 .00 .00 .00 88.44 .00 11.56 .00
HD/P .00 .00 224 .00 10.49 .00 8727 .00

LD/P .00 .00 2.51 .00 9749 .00 .00 .00

Note.—Entries are (average) posterior model probabilities stated in percentage terms.
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country-specific HC/P portfolios. The CAPM, on the other hand, does
not compare favorably with the Fama-French ICAPM’s as a model for
any of the country-specific test assets examined. Note also that return-
generating specifications that permit asset mispricing are not at all sup-
ported by the data. Applying the intuition of Jeffreys (1961) to our results,
we record decisive evidence in favor of the restricted specifications.

Next, in table 5, the results are based on global characteristic-sorted
portfolios Here, for each category of test assets, we exclude from the
comparlson that Fama-French model whose second factor is constructed
using returns from that category of test assets. For example, M R P is ex-
cluded from the comparison when the test assets are either (global) HE/ P
or (global) LE/P. Again, we see that, overall, /\/lE /7 is the best perforrner
as it is the best model for all but one of the categorles of test assets in
which it is compared with other models. Moreover, note that the CAPM
also does not perform well vis-a-vis the Fama-French models with re-
spect to returns on these global characteristic-sorted portfolios.

In summary, both the CAPM and the four Fama-French models have
been found to perform well relative to their unrestricted counterparts for
most test assets examined in this paper. The lone exception to this overall
statement is the case of Sweden, where there is some evidence of asset
mispricing especially with regard to returns on growth portfolios for that
country. In addition, when all the models are compared directly in terms
of their posterior model probability, the Fama-French model with value
premium based on earnings yield is found to be the best model for ex-
plaining returns on most test assets examined.

V. Conclusion

This paper develops and implements an exact multivariate procedure for
testing and selecting among alternative asset-pricing specifications with
conditioning information using posterior probability. The finite-sample
multivariate test introduced by the seminal Gibbons et al. (1989) paper,
while exact, is suitable for testing unconditional asset pricing models. It
cannot be readily extended for testing models where alpha is allowed,
under the alternative hypothesis, to vary with the state of the economy.
Moreover, the availability of an exact test in this context seems desirable,
since the alternative GMM-based test, whose justification is based on
asymptotic analysis, has been shown by various Monte Carlo studies (see
Ahn and Gadarowski 1999) to suffer from poor finite sample properties.
In addition, our approach allows us to simultaneously compare the per-
formance of multiple asset-pricing specifications, both nested and non-
nested, and optimally combine those models into a one general weighted
model that could be useful for making investment decisions under model
uncertainty.
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We applied our procedure to testing international asset pricing models
using the Fama and French (1998) data set extended to the year 2000. Not
only did we test each asset pricing model individually against its unre-
stricted counterpart, we ran a comprehensive horse race as well. That
horse race simultaneously evaluated the relative performance of all asset
pricing specifications considered in this paper in terms of their ability to
explain the excess returns of various test assets. The most interesting
result that arises from our horse race comparison is that, for most test
assets, the conditional Fama-French model with a value premium con-
structed based on earnings yield appears to be the best model. Overall,
this model outperforms an alternative Fama-French specification whose
value premium is constructed from portfolios sorted on the basis of
book-to-market ratio, even though this latter specification, thus far, has
received greater attention in the literature.

The research presented here can be extended in a number of directions.
First, although beta is assumed to be time invariant, beta variation can
also be incorporated within this testing framework. In this case, an exact
analytical expression for the marginal likelihood under the unrestricted
specification can still be obtained. Gibbs sampling methods will be
needed to compute the marginal likelihood for the specification that
conforms to conditional pricing restrictions. Second, as explained earlier,
the Bayesian framework of posterior odds ratios has important advan-
tages both in testing nonnested hypotheses and the simultaneous compar-
ison of multiple models. In particular, in comparing nonnested models,
the method used here will not lead to problems of intransitivity, which
can occur when classical tests of nonnested hypotheses are implemented.
Thus, it seems worthwhile to extend our framework to implement an
even broader comparison of the wide array of asset pricing models pro-
posed in the finance literature, including specifications whose factors are
not portfolio based. Finally, analyzing portfolio selection in the presence
of uncertainty about the pricing specification could be a worthy topic for
future research.

Appendix

Exact Marginal Likelihood for the Pricing Restrictions

We first partition equation (1) into its components and obtain the three multivariate
regressions:

R=XAg + Ug, (A.1)

F = XAp + Up, (A2)

Z=XA; + Uy. (A3)
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Under the pricing restriction, we can rewrite the multivariate predictive regression
given by expression (A.1) in the alternative form:

R IXAFE;}EFR + Up = FBrp + VR, (A4)
where the second equality is obtained by setting Bpr = E;}E rr (note Brgr = (') and

VR = (UR — UFE;}ZFR) Next, we write V = [VRVFVz} and U = [URUFUz] and
note that V' = Uy, where

Iy 0 0
H=|-S %% Ik 0 |. (A.5)
0 0 Iy

Since |[H| =1, it follows that, under the Gaussian error assumption, the likelihood
function under the restricted model My can be written as

£(AFaAZa E|YaXa MR)
T

— (2m) 2 TOENK) 0 ()2 exp{—%rr[g(zrl V'V} } (A.6)

where

YRR 0 Xpzr
Q) = 0 Yer Xrz |, (A7)

/ /
Y'rzr Yrz Xz

ERRF = ERR — ERFEIE;ZFR7 and ZRZF = ERZ — ERFE};;‘EFZ Hence, if we start
out with the diffuse prior 7y (dr, 4z ) oc |S|~/?" = |Q(X)|'/*" and use the first T
observations as the training sample; then, the diffuse-prior posterior distribution
for the training sample takes the form

T(Ar, Az, %|D(T), Mg)

x (2ﬂ)—%T<M+N+K>|Q(z)|—% (r+h) exp{f % Tr [ Qx)! V(T)’V(T)] } (A.8)

where D(7) = [Y(7),X(7)] and Y(7),X(T), and V(1) denote matrices comprising
the first T rows of Y = [R, F, Z], X, and V; respectively. Observe that (A.8) yields a
proper (posterior) distribution on the elements of the parameter matrices Ag, Az, >
when T is sufficiently large. As we use an appropriately normalized version of this
posterior to serve as the prior distribution in our construction of the marginal like-
lihood under the restricted model; in subsequent discussion, we often refer to ex-
pression (A.8) as the prior density under the restricted model Mp.

To fix some additional notations, let L = N + K + M and My = M + 1. Next,
we define W = [X, F, R] and partition R = [R(1)’,R(—7)']",F = [F(7),F(—1)T,
Z=1Z(t),Z(—7),Vr = [VR("), VR (=7)"), Up = [Ug(1)’, Up(—7)"]", and W=
[W(T)', W(—7)]" and where R(1), F(T), Z(T), VR (T), Up(T), and W() are matrices
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of dimensions T X N, T X K, 7 x M,7 x N, 7 x K, and T x L, respectively, while
R(—71),F(—7),Z(—7), Vr(—7), Up(—7), and W(—) are matrices of dimensions
T\ XN, T\ xK, Ty xM, Ty xN, Ty xK, and T\ x L, respectively, where T} = T —
’1'./ AISO, we define ?FZ = Z;}EFZ7BRZ,F = EE[%FERZ»F? and EZZR.F = EZZ -
ZRZ.FZEJ%F ZRZ.F — EFZ E;} EFZ; and let 6 = [VCC(BFR)I7 VCC(sz)I, VCC(BRZF)/,
vech(Xgr)', vech(Xrr ), vech(Xzzr r)'], where vec(+) is the usual column stack-
ing operator and vech(-)is the column stacking operator, stacking elements on and
below the main diagonal for a symmetric matrix. Now, to write the training sample
posterior density, given by expression (A.8), in a more convenient form, we make
the one-to-one transformation vech(X) — 6, noting that the Jacobian for this trans-
formation can be calculated to be (|Szr|™ V)| Sz #|M). Under this alternative pa-
rameterization, the training sample posterior density given in expression (A.8) can be
factored into the product of conditional and marginal densities, each of which is either
multivariate normal or inverted Wishart. We summarize this result in the proposition
that follows.

Prorosiion 1. Let o (Ar, Az, ¥) oc |Z| /2" = |Q(X)| /%" then under the re-
striction AR = AFE;,}-ZFR, the training sample posterior density takes the form

(P, XzzrF, Brr, XrrFs AR, XFr|D(T), MR),

o T(®[XzzrFy XRRF> XFF, BrR, AR, D(T), MR),
(XzzrF|XRRF> XFF, BFR, AR, D(T), MR),
(Ber|XgrFy YXFF, Ar, D(T), M),
(
(
(

T

A

A

Yrr.r|Err, Ar, D(T), Mg),
(Ap|2pr, D(T), Mg),
T(Err| D(T), Mg), (A9)

where
(DX 7285 BrrF s LFFs Brr, Ap, D(T), Mg]
. - - .
= fMN{q)M)TmEZZARAF ® [W(T)IW(T)} }’
T(Xzz.rF|ERRF> XFF, Brr, Ar, D(T), Mg)
= fiw [EZZ4R.F|Z(T),QW(T)Z(T)7 Vrp — 1},

T(Brr|Err.F, ZFr, Ap, D(T), Mg) = fMN{BFR\EFR,T, SrrF ® [F(T)'F(T)}_l}»
T(Srrr|Xrr, Ar, D(T), Mg) = fiw [Srrr|R(T) QpxR(T), i),
w(Ae[Spr, D(7), Mi) = fia{dr| A, Ser @ (X (VX (]},
(S, D(T), M) = fiw [Sre|F () Ox(n F(7), vin];

where &= [47, Bz, Bz r), vir =T+ h—2M —N =K — 1,vip=v. —M —N —1,
W(m) =X (1) Ur(7) Va(T)] 0 = [W(jl)’W(T)}‘1 W () Z(7), B~ =[F(r)F(r)] !
F(t)R(T), and A~ = [X(7)'X(7)]” X (7)'F(7); and where fyw(-|-)c and fow(-|)
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denote, respectively, the probability density function of a matrix-normal distribution
and that of an inverted Wishart distribution.

Proof. To begin, note that on making the transformation vech(X) — 6, where
0 = [vec(Brr)', vec(Brz) , vec(Brzr) , vech(Xpr), vech(Xrr r)'s vech(Xzzr )]
the density of the diffuse-prior posterior distribution based on the training sample can
be written as

1 1
(P, X 22 ».F, Brr, Srrr, Ar, rr| D(T), Mpg) o< (27) 2 TMENHK) || 72 (THA2M2N)
1 1 1
RRF| 20T zzRF| 2 eXpy—Tr IPRANVINE :
by (r+h=2M) ! > Tr| (0 vy A.10

where V(7) = [Vg(T)Up(7)Uz(T)] and Vx(T), Ur(T), and Uz(T) are matrices made
up of the first T rows of the partitioned error matrices Vg = [Vr(T), Vr(—1)",
Ur = [Up(7), Up(=1)'), and Uy = [Uz(7), Uz(—7)"), and where 2(8)~! de-
notes the inverse of the error covariance matrix €2(X) but expressed as a function of
the new parameterization 6. Moreover, applying the formula for the inverse ofa3 x 3
matrix partition, we can write 2(0) " in explicit form as follows:

Qll QIZ Ql3
Qe ' =] 9" o2 0B |, (A.11)

Q3l Q32 933
where Q' = ER;F + BRZFEZZRFB’RZF, 0" = BRZFEZZRFBFZ, 0* 1 =Y+
szzzZRFsz,Q BRZFE 77 RE? 023 = —BFZZZZRF,andQ = EZZRF and

where Q2! = Q% Q“ O and 0? = Q” It follows from (A.10) that the
training sample posterlor density depends on the parameters Ag, Az, Brr, Brz,
and Bpz r through the relationships Vz(T) = R(T) — F(T)Bgr, Ur(T) = F(T) —
X(7)Ap, and Uy () = Z(7) — X (7)Az and through the matrix function €(6) "'

Next, making use of expression (A.11) and some straightforward algebra, it is easy
to show that the trace expression in the exponential term of equation (A.10) can be
rewritten as follows:

Te[Q(0) 'V (1) V(7)) = Tr{ S [F(7) Qxm)F (7)
+ (Ar — Ar-) X (7YX (7) (4F — AF+)]}
+ Tr[ RI% FR(T)'0 yR(T) + (BFR - BFR‘T),F(T),F(TKBFR - BFR,T)]

+ TS |20 Qo Z() + (@ = b ) ()W (n) (@ - &)}, (A12)

whereAp ., B+, ®;, F(7),R(7), and Z(t) are as previously defined.
Now, note that W (1) = W(7)H, where W (1) = [X (T)F(7)R(T)] and

Iy —Ar 0
H=| 0 Ik —Bm|, (A.13)
0 0 Iy
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and it is obvious that || = 1, so H is nonsingular. It follows that, for each value of
Brg and Ap, we have that Z(1)' Q. Z(T) = Z(7) Qu(»)Z(7) and | (7)' W (7)| =
|W ()'W(7)]; so that, in particular, neither Z(1)'Qy(yZ(7) nor |[W(1)'W(t)| de-
pends on the unknown parameters Az and Bg. Using these facts, we can factor (A.10)
into a product of (unnormalized) conditional and marginal probability density func-
tions, each of which is either the density of a matrix-variate normal distribution or that
of an inverted Wishart distribution. Hence, on appropriate renormalization, we obtain
the training sample posterior density given by expression (A.9). Q.E.D.

Next, we derive a closed form expression for the marginal likelihood under the
restricted model, Mg. To proceed, we update the prior information supplied by the
training sample with data information from the second subsample, as provided by
the likelihood function:

T

1
L(P, Y2785, Brr, Zrrr,Ar, Zpp|D(—=T1), Mg) = (2‘K)7§T1<M+N+K)|Q(Z)|7 2
><eXp{—%Tr[Q(Z)_IV(—T)'V(—’r)]}, (A14)

where D(—71) = [Y(—7),X(—7)] and where Y(—7),X(—7), and V(—7) denote
matrices comprising the last 7; = 7' — T rows of the matrices ¥, X, and V; respec-
tively. Thus, the marginal likelihood under asset-pricing restrictions can be com-
puted by combining the prior density (A.10) with the likelihood function (A.14) then
integrating with respect to the parameters ®, 377 z 7, Brr, Xrr.r, Ar, and Xgr. Now,
define Syy x generically as the sum of squared residual of the regression of Yon X, so
that Syy x = (¥ — XB)' (Y — XB), where3 = (X'X) "' X", then the following prop-
osition gives an exact analytical formula for this restricted marginal likelihood.

Proposition 2. Let the prior density be as given by expression (31). Then, the
marginal likelihood for the restricted model, My, computed on the basis of obser-
vations at = T+ 1,..., T has the form

lT M+N-+K
m[D(_T)‘D(T)yMR] = (7{)72 i )

% {FM[O.S(VTY;, — 1)]FN[05(VT7;,)]FK[OS(VT;, —M—N — 1)]}
FM[O.S(VTJ, — 1)]FN[O.SVTyh]FK[O.S(VT_’h —M—N — 1)]

r 1 _ 1
|2z w0 | ISk £ P
|Szz.[207a=1) |Se. F|7/7"
" [1Sp () (e x o P0MYD)
|Spp. x [p0ra—M=N=1)
) 1 1 1
() w(n) 12" [|F () F(r)[12V [1X (1) X (7)]]2* ALS
| ww F'F] X7X] (ALY

where vy, =T +h —2M — N — K — 1 and v, ; is as defined in proposition 1.
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Proof. SetT) = T — 7 and note that the likelihood function for the second part
of the sample, as given by expression (A.14), can be factored as follows:

1 1
L(P, Y2285, Brr, Zrrr,Ar, Lpp|D(—T), Mg) = (2m) 2 h UHMH()ERRFF2 h

1 -~ ~ A
exp (7 2 Tr{ER;.F[SR(fT)R(fﬂ.F(fT) + (Brg — Brre)'F(—7)'F(=7)(Brr — BFR’T)]})
1 1
|XzzrF| 27" exp ) Tr{EZZRF [SZ(—T)Z(fT)W(fT)
(@ — g ) W () W (~m)(® — o) })
i 1 ~1
|Sre| 27 exp( — ETr{EFF [SF<7T>F<—e>,X<—T>
+ (Ar = Ar ) X (=) X (=7)(dr — Ars)| }) : (A.16)

and where &7, = [V (=) W (—7)]"' ( 7YZ(=7), Bem 1, = [F(=7)F(=7)]”"
F(=1)R(=7),Ar,, = [X(=7)X(=7)]7'X (=1)'F(-7), and W(-7)=[X(— T)
Vr (_T)v Ur ( )]

Next, observe that, for each value of Brg and A, the following relationships hold:
7057 = Z'QwZ and |W (1) W (1) + W (—7) W (—7) | =] W'W|, where the matrix
H is as defined in expression (A.13). Thus, neither Z'Q;; Z nor |’ 7| depends on the
unknown parameters Ar and Brz. Making use of these facts, we can construct the
joint posterior density of ®, > ¢ 7, Brr, 2rr.F, Ar, and Y gp given the data by com-
bining the likelihood function (A.16) with the prior density given in expression (A.9).
The marginal likelihood given in expression (A.15) then can be obtained straight-
forwardly by integrating this joint posterior density with respect to the param-
eters ®, X7z rr, Brr, Xrr.F, Ar, and Xgp over their respective support.

Computing the Marginal Likelihood for the Unrestricted Model

Our point of departure is the linear system given by (A.1)—(A.3). Observe that, in the
unrestricted case, we can rewrite equation (A.1) as

= X(Agr — ArBrg) + FBgg + Vi, (A.17)

where Brp = E;}EFR and Vg = Uy — UFZ;FIEFR. Note, of course, that equa-
tion (A.4) of the last subsection is nested within the more general equation given
by (A.17) here. Now, to specify a prior based on the training sample posterior dis-
tribution, we start again with the diffuse prior mo(Ag, Ap, Az, ¥) o< ||~/ =
|Q(X)|~1/?", with Q(X) as defined in expression (A.7), and use the first T obser-
vations as a training sample.
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The resulting posterior distribution for the training sample then takes the form
W[AR7AF,A2, b)) | D(’l’), MU]

o (2m) T THHNAK) | 3y |3 exp{f %Tr[ﬂ(z)*l f/(T)'f/(T)] :
(A.18)

where D(t) = [Y(7),X(7)] and where Y (7)(t x L), X (7)(T x M), and V(1) =
[V (T), Up(T), Uz(7)](T x L) here denote matrices comprising the first T, rows of
Y =R, F,Z],X, and V= [V, Ur, Uz], respectively. It is worthwhile to emphasize
that given equations (A.17), (A.2), and (A.3), the posterior density (A.18) depends on
the parameters A, Ar, and A7 through the relationships 7z (7) = R(T) — X (7)(4g —
AFE;}EFR) —F(T)E;}ZFR, UF(T) :F(T) —)((T)AF7 and Uz(’l') :Z(T) —X(T)AZ;
where as before, R(T), X (7), F(T), and Z(7) denote matrices comprising the first T
rows of R, X, F, and Z, respectively. Thus, (A.18) differs from the training sample
posterior density for the restricted model, as given by expression (A.8), only with
respect to the fact that, in the (more general) unrestricted model here, the restriction
Ap — A FE;}EFR = 0 is not assumed to hold necessarily.

As in the restricted case, we use a properly normalized version of (A.18) as the
prior density in constructing the marginal likelihood for the unrestricted model. To
proceed, we once more make the change in parameterization vech(X) — 6, where
6= [VeC(BFR)/,VCC(BFz)/7 VCC(BRZ.F)/, VeCh(EFF)/7 VeCh(ERIUv:)/7 vech(EZZ,R_F)/]’
and where, as noted in the last subsection, the Jacobian of this one-to-one transfor-
mation is [Szr|M+V)|Sgg r|M. Note that, since the unrestricted model is a linear,
multivariate regression model in the conventional sense, we could have proceeded
under the original parameterization in computing the marginal likelihood. However,
we choose to work with the parameters Az, Ag, Az, Brr, Brz, Brz.ry 2rF, 2rr.F, and
Y7z r r instead because, this way, the marginal likelihood calculations given for the
unrestricted case here can be compared easily with that given for the restricted
case reported in the previous subsection, although the final result will be the same
regardless of which parameterization we use. Hence, analogous to proposition 1,
the training sample posterior density for the unrestricted case can be factored as
follows.

ProrposiTion 3. Given mo(Ag, Ar, Az, %) o< |X| 712 = |Q(X)[|71/? the train-
ing sample posterior density for the unrestricted model takes the form:

[ @, Y2285V, Errry A, Xpr| D(T), My]
< T[P[Xzzr P, XrrFs ZFE, W, AR, D(T), My]
[ XzzrF[XrrF, Y, Y, AR, D(T), My]
[ W|ErrF, Xpr, Ap, D(T), My]
[XreF|XFR, AR, D(T), My]
[ AF|XFr, D(T), My]
[ Xpr|D(T), My, (A.19)

A
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where W = [44Bfz|', ® = [A}BfzBizr] , and
[ Q|XzzrFs Xrrr, B, YV, Ar, D(T), Ypr|D(T), My]
= fMN{ DD, Ysrrr @ [W(T),W(T)]il}
[ YzzrF|Err s Bpr, Y, Ap, D(1), Spp|D(T), My]
= fiw [EZZ.R.F\Z(T)IQW(T)Z(T)» Vrh = 1},
[ Y|Ere.r, XFr, Ap, D(T), Spr| D(T), My]
= fMN{ Wi, S @ [ () ()] h }
T Zre.r|Epr, Ap, D(T), Spr| D(T), My]
= fiw [ERR,F|R6QW(I)(T)R07 Ve —M — 1},
w(Ar|Ser, D(T), Srl D7), Mo) = fi{ ARl A, S @ [X (1) X (7)),
T Epe|D(7), pp|D(1), My) = fiw [ BrelF (1) Qx(nF (1), 4],

where V(1) = [X (1), Up(7), Va(r)], &; = [W (1) W (D) W (1) Z(1), v = v ), —
M =N —1,%, =[W(n) 0 (r) 0] W (1) VR(7), and A = [X(T)X (1)] 7 x
X (7)'F(r).

Proof. Note that, on making the transformation vech(X)— 0, where 6 =
[vec(Brr)', vec(Brz)', vec(Brzr)', vech(Xpr)', vech(Xrrr)', vech(Xzzr r)], the
density of the diffuse-prior posterior distribution based on the training sample
can be written as

l’l-
QY7287 Y, Xrrr, Ar, Srr|D(T), My) o< (2m) 2 (HNK)

Lo o Lo 1
> |EFF|72 (T+h—2M—2N) |ERR4F‘ > (T+h—2M) |EZZ4R.F| 3 To
1 ~ -
X exp{— ETr[a(e)—l V(T)'V(T)] } (A.20)

where (6) " is as defined in expression (A.11) and where 7 (1) = [Vz(7), Ur(),
Uy(7)]. The posterior density (A.20), thus, depends on the parameters Ag, Ar, Az
Brg, Brz, and Bry r through the relationships 7z (7) = R(T) — X (7)(4z — ApBrg) —
F(71),Up(7) = F(1) — X(1)A4F, and Uz (T) = Z(7) — X (7)A7 and through the ma-
trix function Q(6)~!. Now, similar to the proof of proposition 1, one can show by
straightforward calculation that the trace expression in the exponential component
of (A.20) can be written in the form

Te[Q(6) ' 7(7)/7 ()] = Te{ Sk [F(r) Oxin F ()
+ (Ap — Ap2) X (1) X (1) (A — AF,T)] }
+ Tr{ Y nF [R(T)/QW(T)U)R(T) + (\If - @T)/W(T)U)’VV(T)(I) (xp - ‘I’T>]
2

+ {57 o |27 Qi Z(1) + (@ = &) W (ry W (m) @ = &2) |}, (A21)
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where le,T, V. b F (1), R(T), and Z(T) are as defined in Section II of the paper,
and where 7z(t), Ur(T), and Uz () are matrices made up of the first T rows of
the partitioned error matrices Vx = Vz(7)’, Va(—7)"), Ur = [Up(7)', Ur(—T1)'], and
Uz = [Uz(7)', Uz(=7)].

Now, write W(t) = W(7)Hy and I/T/(”r)(1> = W('r)<1>1’:1(1]’17 where W(T) =
(), F(r), RO W (1) = (X (r), F(r)],

Iy —Ar  —(Ar — ApBrr)

Hy=| 0 I —~BrR , (A.22)
0 0 Iy
and
. I -4
A = (v F>. (A23)
0 I

Obviously, |FIU| |H1 |=1, so that both HU and H L) are nonsmgular It fol-
lows that | (v)' W (7)| = W (v)' W (7)| and |7 (7 > W = () () )
so that neither |7 (7)'W ()| nor |W (7)) W (1)(1| depends on the unknown pa-
rameters A, Ar, and Brg. Moreover, observe that Z(1)'Qy ) Z(7) = Z(7)' Ow(x)

Z(7) and Z(7)' Q) Z(1) = Z(7 )QW )Z(T). Using these facts, we can factor
(A.20)intoa product of (unnormahzed) cond1t10nal and marginal probability density
functions, each of which is either the density of a matrix-variate normal distribution
or that of an inverted Wishart distribution. Hence, on appropriate renormaliza-
tion, we obtain the training sample posterior density given by expression (A.19).
Q.E.D.

We now proceed to derive the marginal likelihood for the unrestricted model, My, .
Analogous to the restricted case, we start by updating the prior information from the
training sample with data information from the second subsample, as provided by the
unrestricted likelihood function:

L(®, 222z, WV, Zrer, Ar, Zpr|D(—T1), My)

— (2m) 2N R ) T exp{— % ) f/(—T)’f/(—T)]}, (A.24)

where D(—7) = [Y(—7),X(—7)], and Y(—7),X(—7) and ¥'(—7) denote matrices
making up the last T = 7 — T rows of the matrices ¥, X, and f/, respectively. Thus,
the marginal likelihood under asset-pricing restrictions can be computed by com-
bining the prior density (A.19) with the likelihood function (A.24) then integrating
with respect to the parameters ®, Y7z rp, V, Xrrr, Ar, and Ypr. Again, Syyx
denotes generically the sum of squared residual from the regression of Y on X; the
following proposition gives an exact analytical formula for the marginal likelihood
of the unrestricted model.
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Prorosition 4. Let the prior density be as given by expression (A.19). Then, the
marginal likelihood for the unrestricted model, M, computed on the basis of ob-
servations at t = 7+ 1,..., T has the form

m{D(=m)ID(r), My] = () 2

FM[O S(VT;,— 1)] N[O S(VTh— )]FK[O S(VT},—M N — 1)]
FM[O.S(VTJ, — 1)]F [O.S(V.rh — — )]FK[O 5 Vroh —M—N — 1)}

r 10, 1 Ve h— 1

y |SZ(T)Z(T).W(T)|Q( n—1) :| |: |S (T)R(T). W(T) |2( M- >:|

|SZZ W|%(szh*1) Hvra—M—1)

ISre.wn |2

W] TASEZ0I

y |SF<TF<T |2 vramM=N=T)
|SFF.X| (I/T,h —M—-N- 1)
i 1 LIy 1
X |W(T)’W(T)ITM W(T)“)’W(T)(l)l}2 [IX(T)’X(T)I 2K

Yo } . (A25)

where, as before, v;, =1+ h—2M — N —-K —-land vy, =T +h—-2M — N —
K —1.

Proof. Note first that the unrestricted likelihood for the primary sample can be
factored as follows:

1 1
LI, Y777, V, X r, Ar, Bprp|D(—7), My] = (27) 72 h (M+N+K)\EZZ.R.F|_2 hi
(A.26)

where g, = [7(—1) (=) W (=1)/Z(=7), Wy, = [(=0) V(=) ]!
W (=) R(=7), A1, = }
Ur(=7), Vr(=T)].
Next, observe that, for each value of Az, Ar, and B, the following relationships
hold Z’QWZ Z'QwZ, R QjyoyR=R Quo R, [W'W|=|W'W|, and [WV'W | =
|w M w ()|, where the matrix Hy and Hy (') are as defined in expressions (A 22)
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and (A.23). It follows that, conditioned on the data, the expressions Z'Qy Z,
R'Qjw R, |[W'W|,and |1 W 1] do not depend on the unknown parameters Ag, A,
and Brg. Making use of these facts, we can construct the joint posterior density of
P, Y77 rF, Brr, XrrF,Ar, and Xpp given the data by combining the likelihood
function for the unrestricted model, expression (A.26) with the prior density given in
expression (A.19). The marginal likelihood for the unrestricted model as given by
expression (A.25) can then be obtained in a straightforward manner by integrating
this joint posterior density with respect to the parameters ®, X7 ¢ 1, Brr, Zrr.rs Ar,
and Y zr over their respective support. Q.E.D.
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