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Abstract

A model selection test for nonnested misspecified diffusion models is developed based on
the Kullback-Leibler information criterion. A new asymptotic framework accounts for the high
significance of diffusion functions relative to drift functions for high frequency data. The test
examines the hypothesis that two competing models are equivalent. Our approach distin-
guishes the roles of diffusion and drift functions and shows the equivalence of models must be
understood differently depending on the sampling frequencies. When the sampling frequency
is high, it is of primary importance for a model to have a diffusion function close to the true
diffusion function, and we compare drift functions when the models can not be distinguished
by the diffusion functions. As the sampling frequencies become higher, the diffusion functions
are more important, and the information for ranking the drift functions is weaker. The drift
functions are useful only when we sample data for long enough. Our new asymptotics deals
with the different rates of information in the diffusion and drift functions by considering both
the sampling interval A and the sampling span 7', and we show the sampling span must in-
crease at a relative speed faster than A™2 (or A>T — o00) to ensure sufficient information to
be collected for distinguishing two models by their drift functions. The limiting distribution of
the test statistic is normal, and we compare different asymptotic approximations to the sam-
pling distribution of the test statistic using subsampling, and nonparametric block bootstrap
methods, as well as the standard normal approximation for the test statistics standardized
by the heteroskedasticity autocorrelation consistent variance estimators. We apply our test to
spot interest rate models and exchange rate models. We find that many popular models are

observationally equivalent.
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1 Introduction

We propose a model selection test for two nonnested misspecified diffusion models by comparing
the likelihoods based on the Kullback-Leibler information criterion (KLIC, Kullback and Leibler
(1951)) under an asymptotic environment that is useful to account for the dominant nature of
diffusion functions for high frequency data. Our testing framework examines the null hypothesis
of the equivalence of two models in the log-likelihood ratio criterion. The test is directional; a
model with a higher likelihood is preferred to the other, and a failure to reject the null suggests the
observational equivalence of candidate models.

We show the crucial role of sampling frequencies in distinguishing diffusion models. For high
frequency data, having a good diffusion function specification is more important than having a good
drift function. The asymmetric importance of diffusion and drift functions is more prominent as
the sampling frequency becomes higher. This phenomenon can not be explained by the traditional
model selection methods under a fixed sampling frequency such as Vuong (1989), Rivers and Vuong
(2002), and Choi and Kiefer (2008). Although our approach is developed on a similar ground to the
previous work, we separate the roles of diffusion and drift functions by considering sampling fre-
quencies explicitly showing the different relative informational value of diffusion and drift functions.
Specifically, we analyze the log-likelihood ratio criterion with the asymptotics under which data are
measured at increasing frequencies (infill) and over increasing periods (long span). While the long
span part of the asymptotics is useful in distinguishing two diffusion models, the infill part poses
a challenge in distinguishing the information from diffusion functions and drift functions, because
the information from drift functions does not accumulate by the infill.

As sampling frequencies increase, diffusion functions become the primary component in the log-
likelihood ratio criterion for the model comparison, and two diffusion models are equivalent if their
diffusion functions have an equal divergence from the true diffusion function. This implies that
the likelihood ratio criterion selects the diffusion model with a better diffusion function regardless
of the degree of misspecification in drift functions. Drift functions are useful only if the models
are equivalent in terms of the diffusion functions. For example, suppose (g, 00) represents the
true drift function po and diffusion function og. Let (pf, 0F) be the “closest” members of diffusion
models 7 = 1,2 in terms of the likelihood criterion. The closest members are defined from the
probability limits of maximum likelihood estimators. For high frequency data, a superior o is
always preferred, and a good p is valued when o} and o3 are equivalent under the likelihood ratio

criterion. See Figure 1.



FIGURE 1 1S ABOUT HERE.

When the diffusion functions are equivalent, the usefulness of the drift functions depends on the
sampling frequency, and comparing the two models with the drift functions can be difficult for high
frequency data. Since the diffusion functions have no information on the distinguishability of the
models in this case, the primary model selection factor in the likelihood ratio becomes a noise. If a
model has a better drift function than the other, the information about the superior drift function
must accumulate fast enough to dominate this noise for a valid inference. This “signal-to-noise”
ratio becomes lower as the sampling frequency is higher (or the sampling interval A is shorter)
relative to the sampling span 7. We show that if the sampling frequency is too high, it is not
possible to distinguish the two models by their drift functions when they have equivalent diffusion
functions. The relative maximum data frequency (or relative minimum sampling span) allowed for
a valid model comparison is given by AV T — co. When the sampling frequency is higher than this
bound, the drift functions are not meaningful; only the diffusion functions matter.

This result also indicates that, when it is difficult to distinguish two models with diffusion
functions, it may help to sample infrequently to improve the signal-to-noise ratio. In practice, as
we are less flexible in choosing a sampling span generally, an infrequent sampling implies fewer
observations, and it is not clear if the infrequent sampling would help distinguish the models. But
we advise to try lower frequencies when the test fails to reject at a higher frequency.

We also show the choice of an approximation method for transition densities affects the model
selection criterion when the diffusion functions are equivalent. Therefore, the models are ranked by
both drift functions and approximation methods in this case, and the choice of an approximation
method should be considered as an integrated part of modeling.

A model selection test is different from nested or nonnested specification tests. Specification tests
have been widely used to check the adequacy of a model in explaining data. Although the evaluation
and the measurement of specification errors are important to choose or distinguish different models,
since all models are approximations, these methods may only lead to the conclusion that we can not
detect that a model is misspecified with a given sample size. If more data were available, the model
would be rejected naturally. Moreover, specification tests do not give a good indicator for choosing
the best model among many models, when multiple models could not be rejected making them
observationally indistinguishable. When models are thought to be misspecified, defining a measure
of misspecification and comparing the models for possible superiority can be a sensible alternative
approach. This type of approach is called the model selection (Davidson and MacKinnon (1981)).

For the model selection approach, testing equivalence of two models with the likelihood crite-
rion as a misspecification measure is studied in Vuong (1989) with i.i.d. data in discrete-time (fixed
A) sampling environments. Rivers and Vuong (2002) and Choi and Kiefer (2008) considered more
general situations using a large class of divergence measures for stationary data with unknown serial

correlation. They used the heteroskedasticity autocorrelation consistent (HAC) variance estima-



tor to construct a robust test. Choi and Kiefer (2008) used the fixed-b asymptotic approximation
proposed by Kiefer and Vogelsang (2002) and Kiefer and Vogelsang (2005). The validity of these
approaches critically depends on the condition that candidate models are nonnested and misspeci-
fied. See Section 6 in Rivers and Vuong (2002) for further discussion. Our new approach extends the
model selection tests to diffusion models, and gives important new insights on the distinguishability
of models and its relationship with sampling frequencies in the continuous-time framework.

Chen and Scott (1993) applied the test of Vuong (1989) to compare nonnested affine interest
rate term structure models, and Ait-Sahalia and Kimmel (2008) used Vuong’s test with the like-
lihoods obtained from the closed-form approximation of Ait-Sahalia (2002). In both the papers,
the likelihoods should be i.i.d. for the validity of Vuong’s test, and the sampling frequencies are
expected to be low. Although we cover univariate diffusion processes only in this paper, our test
does not require the likelihoods to be i.i.d. and uses a practical asymptotic framework especially
relevant to financial data, for which high frequency measurements are available over a reasonably
long span that may make drift functions useful. More importantly, the new asymptotics deals with
the different roles of drift and diffusion functions directly, which was not considered in previous
literature.

We apply our test to select a spot interest rate model and a foreign exchange rate model, and

it is shown that many popular models are difficult to distinguish in practice.

2 Model Selection for Diffusion Models

2.1 Model

Consider a time-homogeneous stationary It6 diffusion process X; and the standard Brownian motion
W; defined on a probability space (Q,F,P). Let X; be a weak solution to a stochastic differential
equation (SDE)

dXy = po(Xy)dt 4+ oo(Xy)dWr, (2.1)

which satisfies the conditions in Karatzas and Shreve (1991) to admit a weak solution. We observe
n samples {X;a}?, from the diffusion process X; measured from time zero to T = nA at a
non-random time interval A.

Let Dx C R be the range of X; such that {X;|t > 0} C Dx, P-a.s. Consider a parametric
diffusion model M () for X; that solves a SDE

where p(+;+) and o(+; ) are known functions with an unknown parameter vector 6 in a compact set
O C R¥.



Definition 2.1 A diffusion model M (0) is misspecified if
P{(po(X¢), 00(X1)) = (u(X;0),0(Xe;0))} < 1, (2.3)

for all 0 € ©.

Let po(t,x,y) and p(t,z,y;0) be the transition densities from Xy = = to X; = y of the true
process X; and the process that solves a misspecified diffusion model M (6) respectively. Let the

maximum likelihood (ML) estimator

6 = rgmaXZlogp (A, Xi—nya, Xias0) (2.4)
beo =

converge in probability to an interior point 8* of © as A — 0 and T" — oo. The probability limit 6*
is the pseudo-true value, and we call the transition density p(t, z,y;0*) the pseudo-true transition
density. The process implied by M (6*) is said to be the pseudo-true process. In practice, the true
transition density po(¢, x,y) is not known, and the transition density p(t,x,y;6) implied by M (6)
may not be available in closed-form except for a few classes of diffusions. When we do not have
the closed-form transition density p(t,z,y;6), we must obtain an approximate transition density
from a method such as the Euler or Milstein approximations, or the simulated likelihood method of
Brandt and Santa-Clara (2002), or the Hermite expansion of Ait-Sahalia (2002). We show that the
choice of an approximation method has important implications in our model selection criterion, and
models equivalent in the true likelihoods may not be equivalent in approximate likelihoods. Our
asymptotic results can be used as long as the approximate transition densities are “close” enough
to the true transition density satisfying the regularity conditions introduced later.

Suppose we have two misspecified diffusion models M;(61) and M3 (62) with transition densities

p;(t,,y;0;) and the log-likelihood functions

L;(0;) = L2(0; Zlogpj (A, X(i_1yas Xias0;) (2.5)

i=1

of data {X;a}}", conditional on Xy = x for j = 1,2, respectively. We suppress the dependency
of the log-likelihoods on n and A (or equivalently 7" and A) for notational simplicity. Our model

selection approach compares two models by the log-likelihood ratio

1(A, X(i—nya, Xins 07)
L1(07) — Lo(63) Zlog (B X a Xon 03)" (2.6)

where 67 (j = 1,2) are pseudo-true values. The comparison with the log-likelihood ratio is based
on the KLIC between two probability measures as in Vuong (1989). In general, the KLIC(P, Q)



from a probability measure P to an equivalent probability measure @, is defined by the expectation

with respect to the measure P,
KLIC(P, Q) = Ep(log(dP/dQ)),

and it is infinite if P and @ are not equivalent. See Csiszar (1967a,b, 1975) for more general
divergence measures.

Although our test is based on the likelihood ratio, the asymptotic behaviors of our test statistics
are different under our new framework. We test for the null hypothesis that two models are

equivalent in the sense that the scaled log-likelihood ratio
1 * *
7 (L1(67) = L2(63)) (2.7)

converges to zero in probability as T — oo, A — 0. Let

1
T—o00,A—0
1
Hy: plim T(Q(@D — L3(03)) >0, (2.9)
T—o00,A—0
Hy: plim = (£.(67) — £2(63)) < 0. (2.10)

T—o00,A—0 T

The null hypothesis Hy is tested against the alternative H; U Hy. Our test is directional; when

M (6y) is preferred, the scaled log-likelihood ratio converges to a positive number (Hy).

2.2 Asymptotics

We derive the asymptotic results for the log-likelihood ratio £1 (1) — L2(fs), where éj (j =1,2) are
the ML estimators, with 7" — oo, A — 0. We first define the functions that describe the behavior

of the transition densities during a small time interval ¢.

Definition 2.2 The derivatives of log transition densities

are
ejy(tvxvy) = alogpj(taxayvg;k)/ayﬂ (212)
th(tvxvy) = alogpj(taxayvg;k)/ata (213)



for j =1,2. Other derivatives, £y, (t, z,2), Liyyy (&, T, ), Liyyyy (t, @, ), Lyt (t, 2, ), are defined sim-
tlarly. For j = 1,2, define

Aj(z) = %iirg){éjy(t,x,x) + tliye(t, @, )}, Bj(x) = %E% iyyy(t, 7, x), Cj(x) = %E% iyyyy(t, 2, ),

Dj(x) = %g% {2€jt(t, z,x) + tl(t, z, x) + (275)_1} , Ej(z) = }gr(l) {Cyy b,z ) + e (t, 2, )},
for all x € Dx.

For simplicity, we assume that drift and diffusion parameters are separable. We write 0; =
(e, B;), where a;; and (; are parameter vectors for drift functions yu;(-; o) and diffusion functions
o;(+; B;) for j = 1,2, respectively, and denote 07 = (o, 57).

Let po = po(X¢), 00 = 00(X¢) and denote pj = p;j(Xe;af), 05 = 0;(Xs;57), Aj = A;j(Xt), and
their derivatives o5 = 00;(Xy; 37)/08, Ajp = 0A;(Xy)/08 for j =1,2. Also By,...,E; (j =1,2)
are defined likewise.

We show the results in two cases. When models have different diffusion functions (denoted as
Case 1), their superiority is determined by the diffusion functions. When models have identical
diffusion functions (denoted as Case 2), they must be compared by the drift functions because the
pseudo-true values of diffusion function parameters are the same under our asymptotics regardless of

the drift specifications. The main results are in the following theorem. All proofs are in Appendix.

Theorem 2.3 (Asymptotic expansions) (a) Case 1: o1(-;07) # o2(-;53).
If A2°T — oo, A3T — 0 as T — oo, A — 0, and Assumptions B.1-B.J are satisfied, then

. . 1 [T 1/1 1
10~ all) == 5 [ 10w (2) 4 5 (55 - 55 )b
1

T B, —B 2 (C— o)t
+/ [(Al—Az)uw( ! 22)”°UO+( ! 82)00
0

D1 — D2 (E1 — EQ)O’% 1 1 1 2 T
+ 5 + 5 e po | dt + Oy ‘/A .

(b) Case 2 o1(-:85) = o2( -3 B3) and ju(-50%) # pa -5 33).

N |



IfAT? -0 as T — 0o, A — 0, and Assumptions B.1-B.J are satisfied, then

L1(6)) — Lo(65)

T _ _ 2
:/ {(Al_AQ)NM D, . D; (B 2E2)Uo]dt
0

T
—I—/ (Ay —AQ)UOth
0

3 1
01 0y

T o508 — o) T (g101pp' — 3015015) (05 — 07) — 207015075  \ '
Y e A L dt)  x
0 0

T 2
Dis—D Ei5—E
/ {(A1,3—A25)#0+ 16 5 2 (B 5 26)0—0:|dt+0p(\/T).
0

For Case 1, the diffusion functions of the competing models are the most important factor in
the likelihood ratio, and we have the second order term related to both the drift functions and
the approximation methods of transition densities. The leading term of Case 2 depends on the
drift functions and the approximation methods of transition densities as well as the sampling error
of the estimators of diffusion function parameters. See Appendix for the examples of the explicit
expansions for the Euler and Milstein approximations as well as Ait-Sahalia’s Hermite expansion
approximation.

In Case 1, the diffusion functions o1 (47) and o2(55) of models are compared at their pseudo-
true values 87 and 5 as the leading criterion. The diffusion functions dominate as data frequencies
become higher. Moreover, 87 and 5 do not depend on drift function specifications, which gives
some insights to the fact that estimated diffusion parameters do not usually depend much on drift
function specifications for high frequency data. Therefore, a model with a good diffusion function
is preferred no matter how bad its drift function is.

If we have
T - £20) = B 10g (2 ) 4 5 (5 - 75 )] (2.14)

=0, (2.15)

plim
T—o00,A—0

the diffusion functions are said to be equivalent. When the models have different but equivalent
diffusion functions in our criterion, the second order asymptotic component becomes important.
The second order term is related to drift functions, and having a good drift function pays off only
then. The relative size of the leading and second order terms depends on the sampling frequency.
For high frequency data, the informative second order term can be too small compared to the
leading order term which does not have any information on the superiority of a model when the

diffusion functions are equivalent. We can easily miss a good drift specification in this situation.



This indicates that a failure to reject the null hypothesis may be from having a sampling frequency
too high to consider the drift functions.

Another implication of the theorem is that the error from using the approximate transition
densities rather than the true transition densities can not be ignored even asymptotically. When
the models are equivalent in terms of the diffusion functions, the superiority of a model depends
on both the drift specification and the approximation methods, because Aj;, ..., E; depend on the
choice of the approximate likelihoods. Since the choice of the approximate transition densities leads
to a new model selection criterion, the null hypothesis must imply that the models are equivalent
under the particular approximation method actually used for estimation.

In Case 2, since the competing models have the identical diffusion functions, the model selection
is based on the drift functions only. This is because the pseudo-true values 57 and 35 depend on
the diffusion functions only. The evaluation and comparison of the models crucially depend on the
sampling time span. High frequency data would not help estimate the drift parameters nor evaluate
their ranking. Therefore when the sampling span is short, it is quite challenging to distinguish these
models. Moreover, the approximation methods for transition densities are always important since
the functions that depend on the approximation methods appear in the primary selection criterion.

For both Case 1 and 2, our model selection criterion using approximate transition densities be-
comes equivalent to the one using the true transition densities if the approximations are sufficiently
accurate. The following corollary gives a sufficient condition that an approximate transition density
should satisfy to make our testing procedure with approximate transition densities asymptotically

equivalent to the test using the true transition density.

Corollary 2.4 (Equivalence condition) Let A?, B;-), C?, D? and E;-) be defined as in Definition
2.2 using the true transition density of M;(0;). If

(B; = BYJuood  (Cj = Cloy  D;— D | (E; — E9)o

A
E|(4; — AD)po + 5 3 +— 5

=0, (2.16)

then the approzimate likelihood L;(0;) gives the asymptotically equivalent model selection criterion
to the true likelihood E?(Hj), which implies

(£;(0;) - £5(6%)) 20

Nl =

as T — oo and A — 0 for both Case 1 and Case 2, where éj and ég) are the ML esitmators from

L; and E?, respectively.

For example, the Euler or the Hermite expansion approximations define the same model selection
criterion as the true transition density for the Ornstein-Uhlenbeck process (see Appendix for the

proof).



The following theorem gives the asymptotic distribution under the null hypothesis Hy that
competing models are equivalent.

Theorem 2.5 (Asymptotic null distribution) (a) Case 1: o1(-;5;) # o2(-; 55).

IfA’T — 0o, AT — 0 asT — 0o, A — 0, and Assumptions B.1-B.4 are satisfied, then under the
null Hy in (2.8),

%(gl(ég — La(62)) 4 N(0,EG3),

where

1=t [ on(25) s - s

and the derivative of scale function so(x) and the speed density mo(z) are given as follows:

so(x) = exp <— / x 20“30((0”)) dv>, (2.17)

for xg € Dx.
(b) Case 2: o1(-;87) = 02(+353) and pa(-;07) # pa(-;03).

IfAT? -0 as T — oo, A — 0, and Assumptions B.1-B.J are satisfied, then under the null Hy in
(2.8),

(L1(61) — L2()) 4 N(0,C'50),

3~

where

% =E[(9%.6) (Ga: G1)].
Dig— Dy | (Eip — Eap)od ]’
=(1L,E|(Ag—A
C (, {( 18 28) Mo + B + 5 X
{E (010185 — 3015015)(23 —of) - 20%15015} _1>'
01

10



with

x

Di(v) — Da(v) N (E1(v) = Ex(v))og(v)

6.(2) = an()s (o) | [(Alcu) ~ Ag(0)) o) +

= (Ai(2) — Az()) o0 (),

mo(v)dv

for xg € Dx in (2.17).
We also derive the asymptotic local power curves.

Theorem 2.6 (Local asymptotic power) (a) Case 1: o1(-;07) # o2(-;55).
Let A°T — 0o, A3T — 0 as T — 00, A — 0, and Assumptions B.1-B./J are satisfied. Let the local

alternative be
o1 1/1 1 5 01
E|l — | = - = =—— d
e (3) 2t - e

_ 2 B A
E[(fh — A2)po + (B1 — B2)poop n (C1 = Cy)oy

2 8
D1 — D2 (El - EQ)O'% 1 1 1 20 52
+ 2 + 2 2\o0? o2 Ho| = AVT

for some 01,09 € R. Then we have

A N A\ d

—(L£1(6,) — L2(6 N(8,EG?),

\/T( 1(61) — L2(02)) = N(8,EGY)

where § = §1 + 02 and Gy is defined in Theorem 2.5. The asymptotic power function Py (8) for the
two-sided test with level « is given by

) 1)
e =2 o(san L) o(ans 1)
( ) /2 ng /2 Eg%

where ® and z, o are the cdf and the (1 —a/2) quantile of the standard normal distribution respec-
tively.
(b) Case 2: o1(-;07) = 02(-503) and pa(-507) # p2(-505).
Let AT? — 0 as T — oo, A — 0, and Assumptions B.1-B.J are satisfied. Let the local alternative
be

Dy — Dy (B — Ey)og

El(A — A =
(Ay 2) o + 5 + 5

5=

11



Then we have

where C and ¥ are defined in Theorem 2.5, and the asymptotic power function Py (9) for the two-

sided test with level o is

) )

In Case 1, as discussed earlier, when the diffusion functions are equivalent, we must compare
drift functions. The information on drift functions accumulates only if we sample data longer,
and the test has low, or potentially no power. A large number of observations would not help in
this case. To have power against a superior drift function, we must require Av/T — oo. The long
sampling span T ensures the signal from the second order term dominates the leading noise term
asymptotically.

In practice, we would reject the null easily if high frequency data are available with a moderate
sampling span, since diffusion functions of models are not generally equivalent. Even if the highest
frequency data available can not reject the null, we can hope that the models may be ranked
by the drift functions using an infrequent sampling. But the infrequent sampling usually reduces
the number of observations and can deteriorate the accuracy of approximate transition densities.
We also suggest a direct comparison using an alternative selection criterion, which involves drift
functions only, may be preferred to the log-likelihood ratios in this condition.

In Case 2, only T' matters. The likelihood ratio does not carry much information to distinguish
models when T is short, even if the number of observations is large. Also since diffusion functions
are not useful, estimating their parameters only adds sampling errors in the criterion. Therefore

we may try to compare the drift functions directly to improve the power of the test.

2.3 Test Statistics and Sampling Distributions

We consider both asymptotically pivotal and non-pivotal test statistics for comparison, and use

different asymptotic approximations to their sampling distributions.

e Log-likelihood ratio (non-pivotal): we define the test statistic

T1/2

TrA = m(&(éﬂ — La(62)), (2.18)

where éj (j = 1,2) are the ML estimators, and (7, A) is the scaling factor. As shown in the

previous section, the proper scaling factor depends on whether the competing models have

12



the same diffusion functions or not. We have (T, A) = T/A = n for Case 1, and (T, A) =T
for Case 2.

Log-likelihood ratio normalized by the HAC variance estimator: let

PO, X1y, Xias 01)
P2, X(i-1ya, Xiasba)

i; = log (2.19)

and

w=n""Y i (2.20)

Then

L1(0)) — Lo(62) = i, (2.21)

i=1
and the test statistic ¢,, for both Case 1 and Case 2 is given by
n='2(L1(61) — La(62))

t, = , (2.22)
SHAC

where
n—1 IA
Sac = 3 K (57) 302 (2.23)
I=1-n
k(x) is a kernel function, 0 < M < T is a bandwidth parameter such that M/T — b € (0, 1]

as T — oo, and
5 | _
08 =~ > (s — w) (i — ). (2.24)
i=[1]+1
We are using the fixed-b approach of Kiefer and Vogelsang (2005), and the limiting distribu-

tion of t¢,, is derived under a high level assumption given below.

The normalized statistic ¢,, becomes the same form for both Case 1 and Case 2. Although the
form also coincides with the test statistics of Choi and Kiefer (2008), which is developed with a fixed

sampling interval, the implications are different; the pseudo-true values, the order of £ (07)—L2(63),

and the long-run variance of the numerator of the test statistics are different from the case with

a fixed sampling interval, and they also depend on whether the test is in Case 1 or Case 2 in our

framework. The normalized test statistics have the advantage of the convenience of having the

same form regardless of Case 1, Case 2, or the case of a fixed sampling interval. The fundamental

difference of our approach from the conventional methods is in the notion of the equivalence of

models. Our approach shows the equivalence should be understood differently when sampling

frequencies are high.
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Definition 2.7 (Kiefer and Vogelsang (2005), p. 1141) Let Wi(r) be an i-dimensional Brow-
nian bridge W;(r) = W;(r) —rW;(1), and W;(r) an i-dimensional standard Brownian motion. With
a kernel function k(x), let the (i x i) random matriz Q;(b) be defined as follows.

(a) if k(z) is twice continuously differentiable everywhere,

_/01 /Olblzk (7’;8) W, (r)W; (s)'drds, (2.25)

(b) if k(x) is continuous, k(x) =0 for |x| > 1, and k(x) is twice continuously differentiable every-

/ /| q|<bbi ( ;5) Wi (r) Wi (s) drds (2.26)

+ g)/o ( i(r +0)W, ()'+Wi(r)f/[7i(r+b)'> dr, (2.27)

where except for |x| =1,

where k' (1) = limp_o[(k(1) —k(1—h))/h|, i.e., k' (1) is the derivative of k(z) from the left at x = 1,
(c) if k(x) is the Bartlett kernel,

/ Wi(r (2.28)

- g/0 (” (r+ b)Wi(r )’+’VE(r>Wi(r+b)’) dr. (2:29)

Assumption 2.8 Let
P1(A, Xi—nya, Xia; 07)
P2(A, Ximnya, Xins 03)’

u; = log (2.30)
and define the partial sum process

T1/2 [rn]

Jirnl = 0T A ;Uia (2.31)

where k(T,A) =T/A =n for Case 1, and (T,A) =T for Case 2.

(a) The partial sum satisfies the functional central limit theorem, i.e.
9irn] = wW(r), (2.32)

where the long-run variances w?> = BEG? for Case 1 and w? = C'XC for Case 2 (see Theorem 2.5
for their definitions), and W (r) is the standard Brownian motion defined on C[0,1], and
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(b)

T1/2 [rn] )
T A > (i —u;) B0, (2.33)
! =1

uniformly in r € [0,1] as T — oo, A — 0.

Theorem 2.9 Let M/T — b € (0,1]. If the assumptions in Theorem 2.5 and Assumption 2.8 are
satisfied, then we have, as T — 0o, A — 0,

(a) for Case 1,

(ﬁ1(91) Lo (92))

(2.34)
_n 1/2<c1<91>—cz(é2)) LUO (2.35)
SHAC Qi (b)’ |
and
(b) for Case 2,
L (£1(01) — L2(0:)) (2.36)
\/A ! Zl 1-n (ﬁ) ’A)/
_ 7L (0) - La(0)) W<1> (2.37)
SHAC Q:(b)’ |

where the random function Q1(b), defined in Definition 2.7, is independent with W (1), but depends
on the kernel function k(z).

The critical values of the fixed-b asymptotic approximations must be obtained from simulations.
Table 1 in Kiefer and Vogelsang (2005) tabulates them for popular kernel functions.

We compare the performance of the approximations to the sampling distributions of the above
test statistics using the subsampling (Politis, Romano, and Wolf (1999)) and the nonparametric
block bootstrap methods for 77 A and t¢,,. For the asymptotically pivotal test ¢,,, we also consider
the standard normal and the fixed-b approximations. In the all examples in this paper, we use the
Bartlett kernel and try three different bandwidths for comparison. We explain the subsampling and
the block bootstrap methods in detail.

2.3.1 Subsampling method

We calculate the subsample test statistics 77 A, 15, (s =1,...,ns) of the same form as 77 a, t, from

ns blocks of subsamples of size S. Let C, and V,, be the mean and the variance of subsample
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statistics (Le. Cp, =ny ' Y20, 74 and Vi=(ns—1)"13" (TP A — C,)? for 77.a). We use two

s=1

different asymptotic approximations to the sampling distributions of 77 A, t,, to get critical values.

1. Use N(C’n, Vn)

2. Use the empirical distributions of 77, 5, t5,.

2.3.2 Block bootstrap method

We use the following algorithm.

3

1. Randomly select np blocks of consecutive observations of the length [ = n/ng to construct

the bootstrap samples { X/} ;.

. Calculate the bootstrap estimators 61, 62, the log-likelihood ratio (£} (81) — £3(62)), the statis-

: * 2% * 1n
tic 77 A, and s from { X\ HL .

. Calculate the bootstrap test statistics,

le“,A =TrA —TTA, (2.38)
_ T V2((£1(0)) — £5(02)) — (£1(61) — £(02))

*
SHAC

. (2.39)

. Repeat 1 ~3forb=1,...,B.

. Instead of using 7'%7 A and tb directly to calculate critical values, we use the empirical dis-

tributions of 7, , — B! Eszl 9 A, and t) — B! Eszl tb. The centering of the bootstrap
statistics by their sample means is asymptotically negligible, but we found it help get more
accurate sizes for our simulation examples. But we believe using the usual empirical distribu-
tion is also a reasonable choice. We use the equal-tailed percentile or percentile-t bootstrap
method.

Finite Sample Properties

3.1 Four Examples

We consider 4 examples shown in Table 1 for Case 1 and 2. For all examples, competing models M;

and Ms are nonnested and misspecified, and the true processes My are chosen to make M; and M,

equivalent to satisfy the null hypothesis when the models use the Milstein approximate transition

densities. Consequently, we must use the Milstein approximation for estimation. The models in

Case 1 have different diffusion functions. For Case 2, the models have identical diffusion functions.

TABLE 1 IS ABOUT HERE.
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3.2 Size of the Tests
Table 2 shows the sizes of our test statistics (two-sided, 5% level).
TABLE 2 IS ABOUT HERE.

For each example, we generated T' =5 and T' = 40 years of data sampled at the daily frequency
(A = 1/250). We calculate the actual sizes of the tests from 1,000 simulation iterations, and
compare the performance of 77 A and t,,.The statistics ¢,, uses the Bartlett kernel with three different
bandwidths. The fixed-b approach does not provide an optimal choice of bandwidths. Although any
bandwidth parameter should work as long as M/T — b is fixed, we choose the optimal bandwidth
(M = c¢T*/3) of Andrews (1991) as an example. Note that the bandwidth parameter does not have
the optimality property under the fixed-b approach. We choose b = M /T = 0.0855 for T' = 5 and
b = 0.0213 for T' = 40 by setting ¢ = 0.25 in Andrews’s method. Then we try doubling (b = 0.171
for T =5, and b = 0.0427 for T = 40) and tripling (b = 0.256 for T" = 5, and b = 0.0641 for
T = 40) the bandwidth for comparison. Let ¢, (M) be the statistics ¢,, with a bandwidth parameter
M (years). The chosen bandwidths for T = 5 are M = 0.43, 0.85, 1.28 years, and for T = 40,
M =0.85, 1.7, 2.56 years.

We approximate the sampling distributions of the test statistics with the four methods described
earlier. Specifically, “Sub N” implies the subsampling approximation by the fitted normal distribu-
tion with the sample mean and variance of the subsample statistics, and “Sub Emp” means that
we have used the empirical distribution of the subsample statistics directly.

The subsample method uses ns = 199 sub-blocks of consecutive observations of the size equal
to § = T%4 = 1.90 years (38%) for T = 5 and S = T7 = 13.23 years (33%) for T" = 40. The
block bootstrap method is based on B = 399 bootstrap repetitions, and each repetition uses the
bootstrap samples constructed from npg = 25 blocks of equal size (or a block length equal to 1/25
of the total number of observations). The choice of the sub-block size for both the bootstrap and
the subsampling can affect the results. In unreported experiments, we found that the effect of
choosing a different sub-block size is larger for the subsampling method than for the bootstrap
method. Although the effect is mild for the bootstrap method, it is not negligible. The optimal
choice of a block size is a difficult problem and we do not consider it here. See, for example,
Politis, Romano, and Wolf (1999) and Lahiri (2003) for further discussion on this topic.

Overall, the pivotal tests t,, perform better than 77 o. The test statistic 7p o shows serious
over-rejections in Case 1, and under-rejections in Case 2. In Case 1, the block bootstrap seems
to work better than or similar to the subsampling. The bootstrap method is better for the non-
pivotal statistic 7p o. The results from the standard normal approximations can be good (Example
1, T = 40) or bad (Example 1,2, T = 5 and Example 2, T = 40), they depend on the HAC
bandwidths closely. For Case 2, the block bootstrap is better (especially in Example 4) than the
subsampling method for T' = 5, but the subsampling is comparable to the bootstrap for T = 40.
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The standard normal approximation shows good performance when the HAC bandwidth is chosen
properly, but performs poorly in general. The fixed-b approach performs well in Example 1 and
3. It is better when the bandwidth parameter is large. The bootstrap method seems to be similar
to the fixed-b method in Example 1 and 3. In Example 2 and 4, the bootstrap is better than the
fixed-b approach except for 7' =5 in Example 2.

The result can improve as the sampling period is longer (Example 1 and 3), but it may not
improve much (Example 2 and 4). This shows that we may need a very long period of data to get
reliable approximations to the sampling distributions of the test statistics.

In summary, approximating the sampling distributions of the test statistics can be difficult.
The asymptotically pivotal tests is more reliable than the non-pivotal test. The block bootstrap
looks like a better choice for short sampling periods, and the subsampling improves as the sampling
period becomes longer. The standard normal and the fixed-b approximations can be a better
or worse choice than the bootstrap or the subsampling depending on the examples. The fixed-b

approximation is better than the standard normal approximation.

3.3 Power of the Tests

We calculate size-corrected power using the modified true processes given in Table 3.
TABLE 3 IS ABOUT HERE.

Size corrected critical values (equal tailed, 5% level) are from the 2.5% and 97.5% quantiles of
5,000 repetitions of simulations under the null hypothesis. Table 4 shows the power of the tests

from 5,000 simulation iterations.
TABLE 4 IS ABOUT HERE.

In most examples, the pivotal tests ¢,, have better power than the non-pivotal test 77 a. In Case
1, the models are distinguished by the diffusion functions and the power improves significantly when
sampling periods increase from T = 5 to T = 40, and the number of observations is from 1,250 to
10,000. In Case 2, the models are compared by the drift functions only, the tests have low power
when the sampling period is short (7" = 5). Especially, Example 3 has little power with T' = 5 years
of data even if M; is the correct model. For T' = 40 (n = 10,000), the power improves. It shows
how difficult to distinguish models in Case 2, and the number of observations may not be a good
indicator of the power of the test. Diffusion models with the same diffusion functions are essentially

very similar.

18



4 Applications

4.1 Spot Interest Rates

Many popular spot rate models such as Vasicek (Vasicek (1977)), CIR (Cox, Ingersoll Jr, and Ross
(1985)), DK (Duffie and Kan (1996)), CKLS (Chan, Karolyi, Longstaff, and Sanders (1992)), and
AG (Ahn and Gao (1999)) models perform unsatisfactorily in practice. They are shown to be
rejected in specification tests (see, for example, Ait-Sahalia (1996) and Hong and Li (2005)). Es-
pecially, Hong and Li (2005) found that all the models they considered indicate serious misspecifi-
cation. Our approach provides a formal statistical testing for possible superiority among them.

Since the spot interest rates are not observed in practice, they are usually approximated with
securities with short maturities. We use the annualized 1-month Eurodollar deposit (London) bid
rates from 1/1/1971 to 12/31/2007 (source: Federal Reserve Statistical Release,
http://www.federalreserve.gov/releases/h15/data/Business.day/H15 ED M1.txt). We do
not consider the “weekend” effects; Fridays are followed by Mondays. The sampling interval A is
approximately set to be T'/n = 0.00393, where T = 37 years is the sampling period, and n = 9,411
is the total number of observations.

We could have used the daily over-night federal funds rates or the 1-week Eurodollar rates, but
securities with very short maturities tend to have the market microstructure effects, and need to be
filtered (see Hamilton (1996) for a filtering and Ait-Sahalia (1996) for a discussion). Also, Duffee
(1996) advocates the use of Eurodollar rates because of the idiosyncratic variations of the Treasury
bill yields.

Figure 2 shows the sample path of the annualized daily 1-month Eurodollar deposit rates. The
mean and the standard deviation are 0.06798 and 0.03556 respectively.

FIGURE 2 1S ABOUT HERE.

The candidate models are the AG (Ahn and Gao) model (Inverse Feller process)
3/2
My 2 dry = k(p — re)redt + ory' = dWe, (4.1)
and the CIR (Feller’s square root process) model
My 2 dry = k(p — ry)dt + o/r¢ AW (4.2)

We choose these models since they performed similarly in the misspecification test of Hong and Li

(2005). The estimated models from the MLE with the Milstein approximate transition densities
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are

M, : dry = 3.365 (0.0947 — ro)redt + 1.9246 r/2 dW, (AG), (4.3)
My : dry = 0.673 (0.0671 — r;)dt + 0.1495./r; dW; (CIR), (4.4)

with estimated log-likelihoods [} = 46,630.07 and ls = 43, 950.82 respectively.

Table 5 shows the results of the model selection tests. As in the Monte Carlo study in the
previous section, we used four test statistics 7 a, t,(0.83), ¢,(1.67), and ¢,(2.50). The statistic
77, A is the non-pivotal test based on the log-likelihood ratio, and ¢, (M) is using the HAC variance
estimator with a bandwidth parameter M. The sampling distributions of the test statistics are
approximated by the subsampling, the block bootstrap, and the standard normal distribution as
described in the previous section. For the subsampling, we used 199 blocks of the subsamples of
size T97 = 12.5 years, and for the block bootstrap, we used 25 blocks (1.48 years for each block)
and 799 bootstrap repetitions to get the bootstrap critical values. “AG” or “CIR” represents the

superiority of the respective model; “0” means failing to reject.
TABLE 5 IS ABOUT HERE.

We have some evidence that AG model is better when the sampling distributions of test statistics
are approximated by the standard normal distribution or the fixed-b approach, but they are not
rejected when the subsampling or the bootstrap method is used with the asymptotically pivotal
statistics. We note that 7 o rejects except for the bootstrap method, but due to the unstable
size performance from our simulation study, we weigh the results from the HAC statistics more.

Overall, the information from the data is not enough to tell the superiority of the AG model.

4.2 Exchange Rates (Euro-US Dollar)

We use the daily (measured at 2:15 pm (C.E.T.), business days only) spot Euro-US dollar exchange
rates from 1999.1 ~ 2008.12 (T' = 10 years, n = 2,560, A = 0.003906) from European Central
Bank’s (ECB) Statistical Data Warehouse.

Figure 3 shows the sample path of the exchange rates. The mean and the standard deviation
are 1.155 and 0.1934 respectively.

FIGURE 3 1S ABOUT HERE.

We choose the AG and CIR models again to compare. The estimated models using the MLE

with the Milstein approximate transition densities are
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M, : dX; = 0.0727 (1475 — X,) X, dt + 0.09925 X/2dW, (AG) (4.5)
M, : dX; = 0.108 (1.352 — X,)dt 4+ 0.1107\/X,dW; (CIR) (4.6)

We used the same setup for the subsample and the block bootstrap as for the spot rate model
selection (5.01 years of the sub-block size, 0.4 years for the bootstrap block size). The HAC tests
are t,,(0.54), t,(1.08), t,,(1.62). The results are in Table 5. Although the CIR model has a higher

likelihood value, we do not find significant evidence of the superiority compared to the AG model.

5 Conclusion

We proposed a likelihood ratio based model selection test for high frequency data from a diffusion
process. Generally, the model selection test can rank two competing models by the proximity of
the diffusion functions of the models to the true diffusion functions. Our results show that more
observations may help to select a better model, but what we really need is a long enough sampling
period to evaluate and compare the models. This insight becomes critical when the candidate
models have the same diffusion functions (i.e. Case 2 in our paper); the number of observations
does not matter, and only the sampling period is useful.

Our Monte Carlo study shows that the accurate approximation to the sampling distributions of
the test statistics is challenging. We advise to use pivotal statistics with resampling methods such
as the block bootstrap or the subsampling method.

The applications of our tests to the spot rate and exchange rate models show that Ahn and
Gao’s model and the CIR model are difficult to distinguish, although Ahn and Gao’s model performs
slightly better for the spot rates and the CIR model is better for the exchange rates.

Our new asymptotics gives new insights for high frequency data sampled over a reasonably long
horizon. Although the new asymptotics has clear advantages, the standard procedures developed
under a fixed sampling interval or a fixed sampling period must be carefully studied again. For
example, the asymptotic properties of the block bootstrap methods need to be investigated under
our new asymptotics.

We conclude with future research topics related to this paper. We are working on the extension of
our results to nonstationary processes and multivariate diffusions. Stationary multivariate diffusions
would have similar results to the current paper, but studying nonstationary processes is expected
to be difficult because the asymptotic behavior of estimators and test statistics largely depends on

true processes.
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Appendices

A Examples

We give the explicit expansions in Theorem 2.3 for the Euler and Milstein approximations as well

as Ait-Sahalia’s Hermite expansion approximation in the following examples.

Example A.1 (Case 1) (a) Euler approzimation:

for 5 =1,2, thus

(b) Milstein approzimation:

. . 2
P ek e T W SO N/
20% O'j o

-2

j j
_4@? —12pj040; + 5Jj2-aj _U;(Guj —Tojo})

2 ) Jj = 3
40j 20'j

D, =

for j=1,2, where 0; = 0;(Xt, 8;) and o}(z,3;) = do;(x, B;)/0x, thus

<(M0 — )" (mo— ) > _ §<Ui(0f —03) (1 — po)  o3(03 — 0)(p2 — M0)>
5
8
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(c) Hermite expansion approzimation (Ait-Sahalia (2002) with K =1):

. . . .2
Wt B0 o 80 oy o)
T g2 20’ T g3 T g3 ot 7
J J J J J
L2 . .. . . .2 ..
. L 0 Wio; 050 W 2p0; 30 30;
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for j =1,2, where p; = p3(Xy, o) and p;(z, af) = Opj(z, af) /0, 0; = 0;(Xy, B}) and o}(z, B}) =
doj(x,35)/0x, and o; =0} (Xt,85) and oy (z,87) = %0 (m,ﬁj)/@x{ thus

Lo(308 () _os (308 _\\* _13(cior ooy
8 \ of 8 \ o2 48\ of of )70
.. 2 2 .. 2 2
0101 [ 0p 0204 (0§ T
- —5 — = dt — .
) () e olVs)

Example A.2 (Case 2) (a) Euler approzimation: A;,...,E; are in (A.1), and

215045 2u3ojp
J J

for j =1,2, thus
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(b) Milstein approximation:
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for j =1,2, where 05 = 0;5(Xy, 8;) and 0}4(x, 8) = Oojs(x, B}) /0, thus

(
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(¢) Hermite expansion approzimation (Ait-Sahalia (2002) with K =1):
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for j=1,2, where 05 = inﬁ(Xt,ﬂ;‘) and Jj'ﬂ(x,ﬁ;‘) = dojg(z,3;)/0z, and Ol = J;b(Xt,ﬂ;) and
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ois(x, B5) = Poy(x, B5) /02, thus

(
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For the Ornstein-Uhlenbeck process, it is shown that the model selection criterion using the

Euler or the Hermite expansion approximation is equivalent to using the true transition density.

Example A.3 (Ornstein-Uhlenbeck) If Model j is the Ornstein-Uhlenbeck process,
dXt = Ii(?? — Xt)dt + ’yth,

we have

K2(n —x)? K
DY) = "k B = -,
2k(n —x) 2k2(n — x)? 2K
0 _ 0 _ 0 _
Ajpl) = ———5— Djpe) = —F— FEj@) =13

for the exact transition density. We obtain the same functions as above if we use the Hermite
expansion approzimation of Ait-Sahalia (2002). Also for the Euler approzimation, the difference of
the Euler approximated log-likelihood L; and the true log-likelihood E(; 18

. R 1 T P (7*2 _ 0.3) B »

Nl =

where k* and v* are pseudo-true values of k and vy, since E('y”‘2 — 03) =0 from Lemma B.11.
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B Proofs

Hereafter we use a shorthand notation for the functional argument such as fg(z) = f(x)g(z). We
denote (°(A, x y) = (A, z,y) + log VA and £*(A,z,y) = AL°(A, z,y) in the following. (That is,
(A, z,y) = log[VAp(A, z,y)] and £*(A,z,y) = log ([\/Zp(A,x,y)]A).) We define f(0,z,x) =
lima—o f(A,z,2). Also, for notational convenience, hereafter we denote the derivative w.r.t. the

parameters at y = z and A = 0 as €3, (0,2, 2) = ({;7)a (0,2, 7), for example.

B.1 Assumptions

Assumption B.1 (Differentiability) For j = 1,2, we assume that (}(t,z,y;0), pi(z;a) and
oi(x; B) are infinitely differentiable in t > 0, z,y € D and 0; € ©;, and denoting each derivative of
5, i and oy as f(t,x,y;0), there exist g which is locally bounded and increasing at a polynomial

rate of order k on both boundaries, and for all x € D

|f(t, 2, y;0)] < g(x)
for all small t > 0, and all y close to x.

Note that Assumption B.1 guarantees the existence of the following limits, which we denote as

ilgogij(A’ z,x) = Aj(z) ilglo Cyyy(Dsz,2) = Bj(z)
hmogjyyyy(Aw]%x) = C](l‘) ilglongA(Aa T, l‘) = D](J?)

ilgogfyyA(A’ z,x) = Ej(x).

Assumption B.2 (Extremal Bounds) X; € Dx is stationary and there exists p > 0 such that

TP sup ‘Xt‘ 20
te[0,T]

as T — oo. When Dx = (0,00), additionally assume

T sup X; ' 2o.
t€[0,T]

For the properties of the extremal process of diffusion models, one can refer to Berman (1964),
Davis (1982), and Stone (1963), or also to Cline and Jeong (2009).

Assumption B.3 (Likelihood Expansion) For j = 1,2, ¢} satisfies ima o (j(A,z,7) = 0,
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lima—o €5, (A, z,2) =0, and

iiLnOZ;‘A(A,x,x) = —log (oj(x)) +¢

iigo é;‘yy(A, T, ) = —1/0?(3:)

for some constant ¢ which does not depend on the parameters. Moreover, Bj(z) and C;(z) do not

depend on pj(x).

It can be shown that the true transition density of diffusion processes satisfy this condition as in
Jeong and Park (2009). It is also not difficult to check these conditions are all satisfied by the
Euler and the Milstein approximated transition densities, and also the closed-form approximation
proposed by Ait-Sahalia (2002).

Assumption B.4 (Identification) Denoting fjona and fjss as the following,

Ug(x) 1
fiaa(2:05) = po(@) Ajaar (2:05) + =5 Bjaar (2:05) + 5 Djaar (2:6;)

030, i 30i80%5  o0iga
Foaates07) = (22520 — T gy — (22 T2 10,03

j i 95 j
for j=1,2, Efjaa(Xt;07) and Efjps(X;07) are positive definite.

This is a condition to make the Hessian positive definite.

B.2 Proof of the Main Theorem

B.2.1 TUseful Lemmas

For Lemmas B.8-B.10, we let them hold for both Case 1 and Case 2, that is, either when A?T — oo

and A3T — 0, or when AT? — 0. We also introduce functional operators,

AJ(t.) = fill2,) + o) fy(7.9) + 5080 f2(0.0)

Bf(tvxvy) = O'O(y)fy(tamay)

for our derivation.

Lemma B.5 Let X; € Dx be a positive recurrent process with a derivative of scale density so(x)
and a speed density mo(x). For f such that Ef(X;) =0 and Eg;(Xt) < 00,

%/O F(Xo)dt % N(0,EGH(X,))
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as T — oo, where G¢(z) = oo(z fxo f)mg(v)dv for zo € Dx as chosen in (2.17).

Proof. Note that from Itd’s lemma

9(XT) — 9(Xo) = /OT (ﬂog + 2T> (Xy)dt + /OT 009 (X¢)dWy.

Letting (1og” + 039 /2)(x) = f(x), we have

x)/ fw)mg(v)dv
as a solution of the partial differential equation. Thus we can write
T T
/ FCde == [ (X0 + g(Xr) — 9(Xo), (B.1)
0 0
where G¢(z) = oo(x fxo f(w)mo(v)dv and g(z f Gr(v)/oo(v)dv. IEEf(Xy) =0,

L o 9(Xr) _ g(Xo) 4 )
ﬁ/o F(X)dt = \/T/o Gr(X)dW; + T T N (0, EG(Xy))

as T — oo, and if Ef(X}) # 0, we have EQ% (X;) = oo since otherwise it gives a contradiction. m®

Lemma B.6 Let X; € Dx be a positive recurrent process with a speed density mo(z) and Ef(X;) <

oco. If

f(z)mo(x)de < oo,

Dx

then

/DX (Mof. T 0(2)2 “)(f”)mO(x)dx —0.

Proof. From It6’s lemma,

1) =106 = [ (or + BE) o+ [ ous xaw

for any t > s. Taking expectation on both sides,

Ef(Xt)_Ef(Xs):/st (,uf + Of )( X, )dr =0
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so we should have

E(uof' + Ung> (X») = /DX <Mof' + Ug;)(fﬂ)ﬁ(oi()?)dx =0,

where M (Dx) = [, mo(z)dz. [

Lemma B.7 For [ satisfying the conditions in Assumption B.1 and i.i.d. mean zero random vari-
ables Wi a with EW; = cAF for some ¢ and k,

Zf(X(ifl)A)Wi,A = Op(A(kfl)/2Tr+1/2)

i=1
as T — oo.

Proof. Since we can view it as a continuous martingale representation whose quadratic variation
is given by the conditional variance process

n

¢ Z FA(X(i—)a)AF = Oy (AR,

i=1

the stated result easily follows from this. [

Lemma B.8 (a) If the following repeated integrations only consist of the time (dt) integration,

n A s
S 9(Xi1a) / : /( P X (oo X, )dr - dt = Op(AF1T)

] (i-1)A i—1)A

as T — oo and A — 0, where k is the number of the repeated integrations.
(b) Otherwise,

n iA s
ZQ(X(iq)A)/ /( Fr, X 1ya, Xp)dr -+ dWy = O, (AR TR =1/2/T)

Pt (i—-1)A i—1)A

as T — oo and A — 0, where ky is the number of integrals w.r.t. the time (dt), and ko is the
number of integral w.r.t. the Brownian motion (dWy). Here, though we did not write in the exact
form not to make it too complicated, in the expression for the repeated integration, the integral can
be with respect to either time, or to the Brownian motion, with any combinations of the two, with

a condition that it has at least one dW; term.

Proof. To prove this lemma, we utilize the result of Lemma 3 in Jeong and Park (2009), which
states the order of the same integrals are O,(AF~1T2"*+1) for (a), and O,(ARkit+ke=1)/22r+1/2)
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for (b). Note that this Lemma 3 can be proven under Assumptions B.1 and B.2. For case (a), note

that we can apply Itd’s lemma

JrXa—na, Xo) = f(0, Xi—nya, Xi—1)a)

" /( Af(E = (6= DA Xya Xodt+ [ Bft= (- 1A Xpa X)W,

i—1)A (i—1)A

repeatedly to get higher order terms. If we apply Ito’s lemma g > 4/3r — 1/3 steps, then the
biggest order term becomes OP(A’“’H‘]/QTQTHQ) from the specified lemma and Lemma B.7, thus
we obtain the stated result. Similarly for the case (b), we can apply It6’s lemma repeatedly ¢ > 4/3r
steps, then the biggest order term becomes O, (A k1 Hk2=1)/2+a/22r+1/2) "thus we obtain the stated

result. ]

Lemma B.9 For 6 times differentiable f,

n

T
Y F(Xgna) = [ F(X0dt+0,(AVT)

i=1

as T — oo and A — 0.

Proof. From It6’s lemma,
n T no A t o2 f
St [rega-3 [T f (uof' + %0 )(Xs>dsdt
i=1 0 i—1 Y (i—DA J(-1)A

n iA t
—Z/ / oo f(Xs)dW,dt
— Ji-naJa-na

T
= / f(Xy)dt + Ap A + Bra,
0

and Bp A = OP(A\/T ) from Lemma B.8. For Ap a, we can do the same expansions three steps

further using It0’s lemma and we get
T T
AT7A = A/ f1 (Xt)df, + 2A2/ fQ(Xt)dt + RT7A,
0 0
where f1(z) = (pof +0df/2)(x), f2(x) = (pof; + 0df;/2)(x), and Ry a is a remainder which

consists of the terms appearing in Lemma B.8. It is straightforward to show each term and Rr a
are O,(AVT) using Lemma B.6, B.5 and B.8. [
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Lemma B.10 For twice differentiable f,

Zf X-na)Wia = Wii-1)a) / F(X1)dW; + O, (VAT)

i=1

as T — oo and A — 0.

Proof. Using Itd’s lemma,
n T n oA t
> F(Xmnya)(Wia = Wiinya) = / f(Xe)dWy — Z/ / oo f (Xs)dWsdW;
i=1 0 i=1 (i—1)A J(i—1)A

- “ t . O.Qf..
_;/(il)A/(iUA (Mof * 02 )(XS)deWt
T
:/ F(X)dW; + O,(VAT)
0

from Lemma B.8.

Lemma B.11 Denoting fjo and fjg as

fia(2;05) = MO(J?)Aja(fC'H') + 082@:) Ejo(2:0;) + %Dja(a?;@j)

Fip(@s By) = =222 (23 ;) + o (@) 2 (a3 3y)

j
for j=1,2, Efi1a(X;07) =0 and Efi5(Xe; 67) =0

Proof. By applying [t0’s lemma subsequently, we have

Sla 91 Zz A x’my’b

=X Ze;a(o,xi,xi) +) AL (0,25, ;) Zzse (0, 24, i) Wi
3 i=1
1 n
2 * *
+ — Z .A 10{ 0 s Ly J?z Z z_: BAEM(O, i, J)i)WQi + Z ; .ABelO((O, i, J?i)W;%

1 n
+ Z Z BQKIQ(O, X, J)i)WM + Z Z 83@0‘(0, X, J)i)Wm + Op(\/ AT) + O;,,(AT),
i=1 i=1
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where

1A s 1A s
Wi = Win = Wi—ya, Wai = / / dWhrds,  Wsi = / / drdWs,
G-1)A J@E-1)A G-1)A JGE—1)A

iA s A s T
Was — / / AW, AW, Wes = / / / AW, dW, dW,, (B.2)
(i—na Ji—1)a (i-na Ji-na Ja-na

from Lemma B.8. From Assumption B.3 note that we have £,(0,z,z) = 0, Al,(0,z,7) = 0,
Blo(0,2,7) = 0, Bl4(0,2,2) = 0 and B*04(0, z,2) = 0. Also note that Wa; = £ (Wia —W(;_1)a)+
%(Zm — Z@i—1)a) and Wa; = %(WM -~ Wi—nya) — 2A\/§(Zm — Z(i—1)a), Where Z is a standard
Brownian motion independent of W. Thus, so that this score becomes a martingale in the limit,

we should have

E(AQZTQ (07 Xt; Xt; 9))

od (X 1
= B (40 (X0 0y 0. X0 X536) + P51, 0,0 X036) + 50na (0. X0 Xii6) ) =0

at @ = 67 as the all other remainder terms become of smaller orders. Similarly for Sy5(607). ]

Lemma B.12 Denoting iy, as a k x 1 one vector, let wi, = Tl/Qekm, where kyo 1s the number

1/2

of drift term parameters, and wig = TY2A~ kg, where kig is the number of diffusion term

parameters. Define wy = Diag((w’la, w’w)’) as a diagonal matriz. Then

wy (H1(0) — Ha(07))wi V'

sup
96]\/1

= op(1)

as T — oo and A — 0, where N1 = {0 : wi(0 — 07) < 1}. The same hold for Model 2.

Proof. With the same step as in (B.4), note that we have the expansion for the Hessian as

T 1 , 1
Hioa (0) = /O [Alaa(e)uo + 5 E10a(0)05 + 5D1aa(0)] (X¢)dt + Op(VT)

T 1 , 1
Hiap (0) = /O [Alag(f))uo + 5E1a5(0)00 + 5Dmﬁ(e))] (X1)dt + O, (VT)

1 [T [050] 055 30,5075 0o .
Hups (0) = Z/ [7_235(9) _ 2B gy (;74]5 _ Léﬁ) (9)03] (Xt + 0, (A V2T
0 O'j Uj o'j Uj
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with the notational exploitation for the functional arguments. We have

Hlaa’ (9) - Hlaa/ (QT)
1o - 19 - 19
= (0 -0 @ Ix,) /O [@Am(em + 555 F10a(0)05 + 5 55 Diaa(0) | (Xe)dt + Op(VT)

= Op(Tl6 — 651[) + Op(VT)

uniformly in @ € ©, where 6 lies in the line segment of # and 07, and similarly for Hiag (0) —
Hl(y@/ (91‘) and ngg/ (9) ngg/ (9 ) Thus

< T~ (Miaar (6) ~ Hiaar (0)) VAT (Hiap(6) — Haas (67)) ) v,
VAT (Hipar (0) — Hipar (‘9? ) AT ' (Higp(0) — Higs (67))

uniformly in 6 € ©. [

B.2.2 Proof of Theorem 2.3

Hereafter we use the convention f(0,x) = lima_.o f(A,x) for notational convenience. We also let
r; = X—1a and y; = Xja.
Proof of (a).

Part 1. (Estimator Asymptotics) We have
Wi NS (fr) = w1 (07) + wi H (8) (B — 07) + o0y (w) (B — 67))
since from Lemma B.12

sup
0ENT

wy (M1 (6) — Ha(67))wy

where M7 = {0 : wj (6 — 67) < 1}. Thus
—wy H1(67) (01 — 07) = wi ' S1(67) + op (wi (61 — 67))
wpal, and we get
01 — 07 = =M (67)81(65) + 0p (61 — 67). (B.3)

We let z; = X(;_1)a and y; = X;a hereafter for the simplicity. From Assumption B.3 and Lemma

36



B.S,

S1a(0) = X Ze (A, 25, y5)
— Z;@Ia(o,xi,xi) +;A£;a(o,xi, Zl% (0, 24, ) Wi

A - 2 px 1 = * *
+5 ZA U0, i, 25) + < ZBAZM(O,xi,xi)WQi +X ZABZla(O,xi,xi)ng

+— ZBQ (0, 24, ) Wi + AZB3 (0, i, ) Wsi + O, (AT),

i=1

where W),;’s are defined in (B.2), and from Lemma B.11,

* - * 02 Li) s
slawl)—AZ(uo<xi)emyA<o,xi,xi>+ 0 02020 + s a0, >>+0< 7)

, 2
=1
= O,(AT).
Similarly,
S15(07) = Op(T)

Hioa (QT) = Op(T)
Hips(07) = Op(A™'T)
Hiap(07) = Op(T).

thus
0, — 0F = O,(A).
Part 2. (Likelihood Asymptotics) We have
L1(61) = La(82) = L1(67) — L2(63) + (61 — 67)'S1(67) — (92 — 63)'S2(65)

1, . 1, A
+ 5 (00 = 07)H(01) (01 — 07) — 5(02 — 03) H2(03) (02 — 02) + 0, (AT)
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since from Lemma B.12

sup
0ENT

wy(H1(0) — Ha(07))wi V'

= 0,(1)
where Ny = {0 : w) (6 — 6%) < 1}, so

(61— 67) (Ha(61) — Ha(65)) (61 — 67) = 0,(AT).
We also have

(01 — 07)'81(07) = O,(AT)
(01— 07) H(67) (01 — 07) = O,(AT),

thus
L1(01) — Lo(62) = L1(67) — La(03) + O,(AT).

Hereafter, let us suppress the parameter arguments, and let £9(A, z,y) = £1(A, z,y) +log vA. Note
that

n n

L£1(07) — L2(65) Zfl (A, mi,y:) — Z&(A,fﬂi,yi) =D (A y) = Y (A T i),
i=1

i=1 i=1
From Lemma B.8,

n

ZET(A,xi,yi) = %ZE;(O,@,M) + ZAE;(O,@,:@ Z 100, 24, )Wy,

i=1 i=1 i=1

A . 1 & . .
+5 ZA 60, 23,:) + ZBA@I(O,%,%)W% +x ;ABZl(O,xi,xi)W&

2324* 0, 24, ;) Wai + ZB%* 0, 24, 2;)Wsi + Op(AT),

where Wy;’s are defined in (B.2), so from Lemma B.8, the stated result follows by applying the

operators to each function and simplifying the equation. [

Proof of (b).

Part 1. (Estimator Asymptotics)
First note that 87 = 35 when 01 = 02 from Lemma B.11 and Assumption B.3. From (B.3), (B.4),
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(B.6), (B.5), (B.7) and (B.8), we can check that

0, — 0F = 0, (T~/?), (B.9)

From Lemma B.11 and Assumption B.3

81,3(9* A Zglﬁ A xwyz)

n 1
A Z€15 (0 J)“J?z + ZAKL;(O,J%,J%) + A ZBﬁfﬁ(O,xi,xi)Wu
=1

i=1

1< 1<
+ — ZAQ 15 O 337,,331 ZZB.AK{,Q(O,J?“J%)WQIL + ZZABKIQ(O;mhxi)WM

1=1 1=1
ZBQ (0, 24, 2:)Wai + 233 (0, 24, ;) Wsi + 0,(T),

= Sr.a + Sir.a + 0,(T), (B.10)

where Wy;’s are defined in (B.2), STA = O,,(\/T/A) and does not depend on p1, and
Sira = / A% 5(0, Xy, Xy)dt.

It is because we can set

) n 1 [T
Sra =S AC(0, 51, 71) = Z/ AL 40, X, X,)dt + 0,(VT/A)
0

i=1

and we have

—ZAQ (0,2, 2;) = S.a + 0p(T).

39



Similarly from Assumption B.3

k 1 = *
Hipp(67) = A Zemﬁ(A, i, Yi)

i=1

1 n
ZZI,BB 0,4, 2;) +ZA£155 0,z x ZZBKTﬁﬁ(vai;xi)Wli

i=1

+= ZA%W (0, i, ;) ZBA@W (0, 7, 25)Wai + ZAB@M (0,27, 2;)Wa;

A ZBQ 155 (0,2, x)Wai + A ZBB 155 (0, 24, i )Wsi + 0p(T),
i=1

= Hra + Hiza + 0,(T), (B.11)

where HTA = O,(T'/A) and does not depend on yq, and HlT,A = O,(T). Note that

) 1 T
Fira — Z/ AL (0. X0, X)dt + Oy (V).
0
Now from

S1(61) = S1(07) + H1(07)(61 — 07) + (Ha(61) — H1(67)) (61 — 67),

we have

~Hips(05) (51 — B7) = S15(65) + (Hips(61) — Hagp(67)) (Br — B7) + Op(VT)

wpal from (B.6), (B.7), (B.8) and (B.9) with the same steps as in the proof of Lemma B.12.

Denoting a differential operator w.r.t. any single element of oy as d,,
0= 0aS15(07) + H1pp(01)0aBr + OaHips(01)(B1 — B7) + O (VT),

and to avoid any contradiction, we should have 8,3, = O,(A) from (B.9), (B.10) and (B.11). That
is, [31 — 0% does not depend on «; up to order A. Now note that

((51 - A7) ® Lkgl)l
A

T
~ 0 .
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since {7554 and ﬁfﬁﬁyy are functions of only (1, thus

B = B = ~Hapa(07) " S15(07) — Hags(07) " (Mapa(01) — Hags(¥7)) (B — B7) + Op(ATH?)
= —Hips(07) " S15(07) + Qr.a + Op(AT /)

with Q7 A = O,(T~'/?) and does not depend on ;. From (B.10) and (B.11),
B~ By = —HilAST,A + Q1A — HilAgT,A + 0,(A),
thus
By — B = Br.a + Pir.a + 0p(A), (B.13)
where
Br.a = _H;,IAST,A + Q1A

T -1 T
——(/ Af;ﬁﬁ,(o,xt,xt)dt) / AL 5(0, Xy, Xy)dt + 0,(T~1?)
0 0

which does not depend on p, and

. Al T T
Bira = _5</ AZ’{M/(O,Xt,Xt)dt> / AP0 5(0, Xy, Xy )dt.
0 0
Part 2. (Likelihood Asymptotics) We have
L1(01) = La(02) = L1(07) — L2(03) + (01 — 07)'S1(67) — (02 — 03)' S2(63)
1 . R 1. R
+5(01 = 07)H1(67)(01 — 07) — 5 (62 — 63) H2(62) (62 — 03) + Op(1).

This is because

(@1 — a7) (Hiaa(01) = Hiaa(67)) (61 — ai) = 0,(1)

(61— a7) (Hiap(01) — Hiap(07)) (B — B7) = 0,(1)

from the same step as in the proof of Lemma B.12, and

(B1 = B7) (Hips(01) — Hipp(07)) (Br — B7) — (B2 — B3) (Happ(02) — Happ(03)) (B2 — B3) = Op(1)
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from (B.12) and (B.13). For the Hessian terms above, we have

(61 — o) Hiaa(07) (41 — af) = Op(1)
(@1 — af) Hiap(07) (61 = B7) = Op(1)

and

(Br — BY) Haps(07)(B1 — B7) — (B2 — B3) Happ(03) (B2 — B3)
= BraHra(Brra — Bora) + (Bir.a — Bor.a)HraBra + Op(1)

= /OT Al 5(0, Xy, Xt)dt</OT Al 550, X, Xt)dt) B X
/OT [A2075(0, X4, Xy) — A2055(0, Xy, Xy) ] dt + 0, (VT)
from (B.11) and (B.13). Also note that from (B.4) and (B.9),
(01 = 07)'81(67) = (B1 — B7)'S15(67) + Op(1)
thus from (B.10) and (B.13),

(61 — 67)'S1(67) — (82 — 03)'S2(63)
= Br.a(Sir,a — Sara) + (Bir,a — Bora)St,a + 0p(VT)

T -1
/ AZ 0 Xt,Xt)dt</ AZT[;{;/(O,Xt,Xt)dt> X
0

/ [A%055(0, Xo, Xy) — A035(0, Xy, Xy)|dt + 0,(VT).
0

For the asymptotics of £1(07) — L2(03), rest of the steps are similar to the proof of Theorem 2.3.
We get the stated result by applying the operators to each function and simplifying the equation.
]

Remark B.13 The conditions A>T — 0 in Case 1 and AT? — 0 in Case 2 are not necessary and
they are only technical conditions to make the proof simpler. We can make the order arbitrarily
small if necessary, but only with higher order expansions in (B.4), for example. This also applies
to the other theorems and corollaries.

B.2.3 Proof of Corollary 2.4

Proof. Tt is straightforward from Theorem 2.3 using £;(6;) — ll?(é?) for £1(61) — La(6y). |

42



B.2.4 Proof of Theorem 2.5

Proof. Proof for (a) is straightforward by applying Lemma B.5 to Theorem 2.3. For (b), note that

we can write
R R T
£1(60) = Lahe) =~ | Gu(X0)V;
1 /7 0 T e
+§/O gb(Xt)th(/O Aé;w(o,xt,xt)dt) /0 [A%075 — A2055](0, X¢, Xy)dt + 0, (VT)

from (B.1). Since

% (/OT ga(xt)dwt,/: gl’)(Xt)th>l 4 N(0, %)

from Theorem 4.1 of van Zanten (2000) and

1 4 * " T . =1\
(1,5/0 [A2 13—A2€26]’(0,Xt,Xt)dt[/o Aémﬁ/(o,Xt,Xt)dt} ) s O

as T — oo, the stated result easily follows by applying the operators to each function and simplifying

the equation. [

B.2.5 Proof of Corollary 2.6

Proof. The proof easily follows from Theorem 2.3 with the same steps as in the proof of Theorem

2.5, and the proof is omitted. u

B.2.6 Proof of Theorem 2.9

Proof. We rewrite the partial sum g, as

1/2 [rn] 1 [l A1/2ui for Case 1
T = { i 2= ( ) (B.14)

Irn) = K(T,A) = ' ﬁ Zy:nl] A~Y2y;  (for Case 2)
and let v; = A2y, for Case 1 and v; = A~1/2u, for Case 2. Then we define the sample autoco-
variance function

. L~ o s )

(D) == > (05— 0)(Di—py — D), (B.15)

i=|l]+1
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where ©; = AY/24; for Case 1, 9; = A™Y/24, for Case 2, and v = n~1 Y"1 | ;. Note that we have

the relationship,

(1A = AY(IA) (for Case 1) (B.16)
A~'4(IA)  (for Case 2) .

The long-run variance estimator Q) of the numerator g[in) Of Ly is given by

— AR (B8) A1) (for Case 1)
Z ( > (1A) = {A 1%:1”:_117”k1(%)’y(lA) (for Case 2) . (B-17)

l=1—

Since gpyn) = n~1/2 Egml] v; satisfies the functional central limit theorem (Assumption 2.8), the
limiting distribution of € is given by Theorem 1 in Kiefer and Vogelsang (2005) replacing 9pr)
and Assumption 2 in Kiefer and Vogelsang (2005) with gj,.,) and our Assumption 2.8 respec-
tively. Although v; depends on A, we use the high level assumption on v; to apply the results

of Kiefer and Vogelsang (2005). Therefore we have the test statistics ¢,, given by

\/—szl] Ui fE 1“1/\/Azl 1-n (ﬁ)fy (for Case 1)
l

t, = = (B.18)
Va f S uz/ \/A Lyt k(%) (ZA) (for Case 2)
VI Zz 10 (for Case 1 and Case 2). (B.19)
I SERCSEDS
[
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C Tables

Case 1

Case 2

Example 1 (Only the diffusion functions are misspecified)
My : dX; = 0.2 (0.07 — X;)dt + 0.07X; dW; (CIR)

My :dX; = k(p— Xp)dt + o X0 dW,

Mg : dXt = Ii(/J/ — Xf)dt + O'Xto'0785 th

Example 2 (Both the drift and diffusion functions are misspecified)
M :dX; = k(0.0726 — X)Xy dt + 0 X} dW; (Ahn and Gao)
My : dX, = k(0.05 — X)X, dt + o X; 648 aw,

Example 3 (Only the drift functions are misspecified)
My : dX; = —Xdt + 0.04 dW; (Vasicek)

M1 : dXt = H(OO]. - Xt)dt + O'th

MQ : dXt = H(—OO]. - Xt)dt + O'th.

Example 4

Mo : dX, = 0.2 (0.07 — X,)dt + 0.07yX; dW; (CIR)

M : dX; = £(0.0780 — X)Xy dt + 0 X} dW; (Ahn and Gao)
My : dX; = k(0.0888 — X;)dt + o X} dW, (CKLS,CEV p = 1.5)

Table 1: Four examples for the Monte Carlo experiments of our model selection tests. My is the
true process, M; for j = 1,2, are competing nonnested misspecified models. In Case 1, models have
different diffusion functions, and In Case 2, they have the identical diffusion functions.
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Case 1
FEzxample 1
Sub N
Sub Emp
Bootstrap
N(0,1)
Fixed-b

Ezample 2
Sub N
Sub Emp
Bootstrap
N(0,1)
Fixed-b

Case 2
Ezample 3
Sub N
Sub Emp
Bootstrap
N(0,1)
Fixed-b

FEzxample 4
Sub N
Sub Emp
Bootstrap
N(0,1)
Fixed-b

T=5 T = 40
A n(0.43)  £,(0.85)  £,(1.28) A ta(0.85) £, (1.70)  £,(2.56)
18.9 4.4 3.0 2.2 14.2 6.5 6.2 5.6
18.4 5.9 4.7 3.4 14.3 7.7 8.2 7.4
7.0 6.9 6.0 6.0 7.2 7.6 7.8 6.7
N/A 9.0 11.8 14.2 N/A 7.2 7.1 7.7
N/A 54 4.9 44 N/A 6.1 4.9 4.8
25.9 5.7 5.2 3.4 3.7 129 10.7 9.9
26.1 8.1 7.1 5.4 31,5 141 11.5 10.3
125 8.7 7.9 6.9 22.0  18.2 15.0 12.9
N/A 115 14.0 15.7 N/A 299 23.8 21.0
N/A 7.3 5.1 5.2 N/A 286 20.7 16.4
1.5 7.4 6.7 5.2 2.7 3.7 2.8 2.9
3.2 11.6 10.2 8.7 4.0 5.0 46 4.9
0.4 5.5 7.3 7.3 5.1 8.2 8.4 8.3
N/A 7.2 12.8 18.1 N/A 55 8.8 10.3
N/A 41 5.6 5.7 N/A 46 7.1 8.1
1.9 5.2 3.9 3.0 5.4 6.6 7.9 8.5
2.7 7.9 6.9 5.7 6.5 11.2 10.8 11.0
0.6 4.8 4.6 45 1.7 5.6 7.1 8.1
N/A 1.4 3.2 5.6 N/A 21 47 7.2
N/A 07 0.9 1.3 N/A 1.6 3.5 5.2

Table 2: Size of the tests. The rejection rates (%) are from the Monte Carlo experiments for the
two sided, 5% level tests with daily observations. The number of simulation iterations is 1,000. The
statistic 7 a is the non-pivotal log-likelihood ratio statistics. ¢, (M) is the pivotal statistic with the
HAC variance estimator using the Bartlett kernel with a bandwidth of M years. The subsampling
method is based on 199 blocks of equal size S = T%4 for T =5 and S = T°7 for T = 40. “Sub N”
implies the subsampling approximations by fitting the normal distribution with the sample mean
and variance of the subsample statistics, and “Sub Emp” means that we have used the empirical
distribution of the subsample statistics directly. The block bootstrap (“bootstrap”) is based on 399
bootstrap repetitions with a block length | = T/25. “Fixed-b” uses the critical values from the

fixed-b asymptotic approximations.
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Case 1 Example 1: M is preferred
Mo : dX; = 0.2 (0.07 — X;)dt +0.07 X7-¢ dW,

Example 2: Mj is preferred
My : dX; = 0.2 (0.07 — X,)dt +0.07 X/4° dWw,

Case 2 Example 3: M; is preferred

Example 4: M is preferred
M() : dXt =0.2 (005 - Xf)dt + 0.07\/Xt th

Table 3: Specifications of true processes for power simulations. The italic numbers show the
modifications of the DGPs in the size simulations.

T=5 T =40
A 1,(0.43)  ¢,(0.85) t,(1.28) A t,(0.85)  t,(1.7)  t,(2.56)

Case 1
Example 1 5.98 11.78 10.38 10.20 62.90 89.10 86.94 83.74
Example 2 10.52 7.92 7.14 6.58 19.26 19.32 20.30 19.96

Case 2
Example 3 4.66 5.16 5.68 5.20 19.34 31.38 32.70 32.18
Example 4  2.54 5.94 6.76 6.78 19.62 21.52 21.96 22.10

Table 4: Size corrected power of the tests. Rejection rates (%) are from the Monte Carlo exper-
iments for the size corrected power of the two sided, 5% level tests based on 5,000 simulation
iterations.. Size corrected critical values are from the 2.5% and 97.5% quantiles of 5, 000 repetitions
of simulations under the null hypotheses.
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Spot rates (T = 37 years, n = 9,411)

Statistic A t,(0.83) tn(1.67) t,(2.50)
27.620 3.542 2.737 2.437
Sub N AG 0 0 0
Sub Emp AG 0 0 0
Bootstrap 0 0 0 0
N(0,1) N/A AG AG AG
Fixed-b N/A AG AG AG
Exchange rates (T = 10 years, n = 2,588)
Statistic A t,(0.54) tn(1.08) t,(1.62)
—1.051 —0.837 —0.754 —0.775
Sub N 0 0 0 0
Sub Emp CIR 0 0 0
Bootstrap 0 0 0 0
N(0,1) N/A 0 0 0
Fixed-b N/A 0 0 0

Table 5: Two candidate models (Ahn and Gao (AG) and CIR models) are compared for the spot rate
and the exchange rate data. Four different statistics are used. 7r a is non-pivotal, ¢,,(M) is using
the HAC variance estimator with a bandwidth parameter M years. The sampling distributions of
the test statistics are approximated by the subsampling (199 blocks with size T°7 which is 12.5
and 5.01 years for the spot and the exchange rates respectively) with the fitted normal distribution
(“Sub N”) or the empirical distribution (“Sub Emp”), the block bootstrap (“Bootstrap”) with 25
equal-sized blocks and 399 bootstrap repititions, and the standard normal distribution N (0, 1) (for
asymptotically pivotal statistics only). “AG” or “CIR” represents the superiority of the respective
model; “0” represents failing to reject.
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D Figures

{(p,03)}

Figure 1: Two diffusion models (uf,0}) and (u3,0%) at their pseudo-true parameter values are
considered to be equivalent when their diffusion functions o and o3 have equal divergence from
the true diffusion function oy, i.e. they are on the same o-orbit. If the models are equivalent, they
can be distinguished further by the divergence of their drift functions measured by the vertical
elevation from the o-orbit. The cones are diffusions with the same diffusion functions. The null
hypothesis of our model selection test is that the models are equivalent in terms of both the diffusion
functions (on the same o-orbit) and the drift functions (of equal elevation).
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Daily 1—month Eurodollar Rate
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Figure 2: Annualized daily 1-month Eurodollar deposit rates from 01/01/1971 ~ 12/31/2007 (busi-
ness days only)

Daily Exchange Rate (Euro/Dollar)
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Figure 3: Daily Euro/Dollar exchange rates from 01/01/1999 ~ 12/31/2008 (business days only)
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