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Abstract

To investigate how economies, financial markets or institutions can deal with stress, we often an-

alyze the effects of shocks conditional on being in a recession or a bear market. MSVAR models

are perfectly suited for such analyses because they combine gradual movements with sudden regime

switches. In this paper, we develop a comprehensive methodology to conduct these analyses. We

derive first and second moments conditional only on the regime distribution and propose impulse re-

sponse functions for both moments. By formulating the MSVAR as an extended linear non-Gaussian

VAR, all results are available in closed-form. We illustrate our methods with an application to stock

and bond return predictability. We show how forecasts of means, volatilities and (auto-)correlations

depend on the regimes. The effect of shocks becomes highly nonlinear, and they propagate via dif-

ferent channels. During bear markets, shocks have stronger effects on means and volatilities and

die out more slowly.
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1 Introduction

Analyses of the economic vulnerabilities of countries, financial institutions or investments nowadays

often take the form of investigating how they are affected by shocks, conditional on the economy or

financial system being in a bad state. Also in the analysis of fiscal or monetary policy shocks, many

authors show the relevance of conditioning on the state of the economy.1 Markov-switching VAR

(MSVAR) models are a promising class of models to conduct these analyses with. MSVAR models

combine the gradual movement of economic and financial variables with sudden switches between a

typically small number of regimes. For example, Hubrich and Tetlow (2015) propose an MSVAR model

to capture the effect of financial crises on macro variables.

In this paper, we develop a comprehensive toolkit with new methods to conduct exactly these kinds

of analyses with MSVAR models. In particular, we address the question how shocks affect the mean

and variance of the observable variables yt from the point in time t onward, given that the latent

discrete regime process St−1 is in a specific regime or has a given distribution at time t− 1. To answer

this question we need conditional expectations of the form E[yjt+h|St−1], h ≥ 0, j = 1, 2. In words, we

want to forecast the (squared) observable variables at time t+h conditional on, for example, the stock

market being bearish or the economy being recessionary at t − 1, but without any past information

about the observable variables. When the interest is in the effect of shocks in a particular state, one may

typically wish to abstract from conditioning on specific past observations. Whereas the conditional

expectations that use such information, that is E[yjt+h|St−1,yt−1], are relatively straightforward to

derive, the conditional expectations that do not condition on yt−1 are more complicated. Applying the

law of iterated expectations yields E[yjt+h|St−1] = E
[
E[yjt+h|St−1,yt−1]

∣∣St−1], which, due to the VAR

structure, leads to a recursion over all paths for yt−1,yt−2, . . . conditional on St−1. We derive these

expectations in closed form, and show how to use them to compare the dynamics of an economy or

financial market in different regimes, and to set up a formal impulse response analysis in the same way

as for standard VAR models.

We base our analysis of moments, shocks and spillovers in MSVARmodels on a VAR(1) model whose

parameters switch according to a latent homogeneous first-order Markov chain with a fixed number

of regimes, as in Bianchi (2016). The key part of our methods is formed by the joint specification

of the processes followed by the level of the observable variables and their squares, and the latent

state process. We show that this extended vector of variables follows a linear VAR(1) model with

non-Gaussian innovations. Though non-Gaussian, this extended VAR model is Markovian, which is

the driving force of our results. Despite the simple model specification, the resulting framework can

be easily extended to higher-order VAR processes and more involved Markov chains.

We briefly summarize our four new theoretical results. First, we derive expressions for the ex-

pectations of this extended VAR process for different horizons conditional on a specific regime or

regime distribution at time t. They allow us to calculate expectations E[yt+h|St−1], (co)variances

1See for example Tenreyro and Thwaites (2016) and the discussion in Ramey and Zubairy (2018).
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Var[yt+h|St−1] for h ≥ 0, and autocovariances Cov[yt+h,yt+k|St−1] for h, k ≥ 0. Here we extend Tim-

mermann (2000), who considers univariate processes with a slightly different specification than ours.

We also extend Bianchi (2016), who derives moments conditional on a specific regime having prevailed

for a long time, that is E[yt+h|St−1 = St−2 = . . .]. His approach conditions on a single path of the

regime process without any past regime switching and can therefore use the standard VAR expressions

for unconditional moments, whereas ours accounts for all possible paths leading up to St−1.

Second, we present analytical expressions for the generalized impulse response functions (GI) for

both the level of the observable variables and their squares. In line with Koop et al. (1996), we

allow for different specifications of shocks as well as different sets of conditioning information, that

is in- or excluding past observations. Because the model has Markov-switching features, the effects

of shocks become time- and size-dependent. Our analytical expressions make it straightforward to

analyze these responses and their dependence on the model parameters, the regime distribution or

parameter uncertainty.

Third, we define the variance impulse response function to analyze the effect that shocks have on

the future (co)variances. We show how they can be derived from the extended VAR specification that

includes the squared process for the observable variables. In a standard VAR model, the (co)variances

are entirely unaffected by shocks, and in Markov-switching models without VAR components, the

effects at horizons h > 0 run completely via the updating of the forecast regime probabilities. To

the contrary, in MSVAR models the interaction of the VAR and Markov-switching features makes the

effect of shocks on future (co)variances larger and highly nonlinear.

As our final theoretical result we construct a Generalized Forecast Error Variance Decomposition

(GFEVD) as in Lütkepohl (2005); Pesaran and Shin (1998). Because the effects of shocks depend on

their sizes and the regime distribution, the GFEVD shows the same dependence. This result implies

that spillover indexes in the style of Diebold and Yılmaz (2009, 2012, 2014) become time-varying as

well, with large shocks having potentially different effects than small ones.

We demonstrate the empirical relevance of our theoretical results by analyzing the risk-return trade-

off for stocks and bonds with the T-Bill rate and the dividend-to-price ratio as predictors. We base this

part on an MSVAR model with one lag and two regimes. Though simple, this model accommodates

both return predictability and the presence of regimes. Many authors have documented the importance

of return predictability for long-term portfolio allocation (see Campbell and Viceira, 1999; Campbell

et al., 2003; Barberis, 2000, amongst others). Also the presence and implications of regime switching

have been well documented (see Ang and Bekaert, 2002; Guidolin and Timmermann, 2006a,b, 2007;

Guidolin, 2011). Our model with 2 regimes and a VAR(1) component is supported by Guidolin and

Ono (2006) who show that it outperforms models with only VAR or Markov-switching features.

In line with these earlier papers, we find a low- and a high-volatility regime. We use our theoretical

results to determine the implied expected returns, which are high (low) for stocks but low (high) for

bonds conditional on the low (high) volatility regime prevailing at t. However, conditioning on the

low- or high-volatility regime having prevailed forever produces considerably different and potentially
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misleading means. For stocks, the high-volatility regime would falsely imply a higher mean than the

low-volatility regime. Our analysis also shows how the predictability varies over the regimes.

We then investigate how shocks to the different variables at time t impact the expectations and

(co)variances of stock and bond returns at different horizons and depend on the regime distribution at

t−1. We show how the transmission of shocks is affected by the VAR and the Markov-switching parts

of the model. The combined effects are highly non-linear, and can reinforce or dampen each other. We

also find that shocks are more persistent than in the corresponding VAR or MS models.

We conclude that MSVARmodels are a useful tool for investigating economic and financial processes

under stress. Our proposed methods can be used to characterize the conditional distribution of the

observable variables for any point in the future, taking only a specific current regime distribution as

given. Similarly, they can also be used to investigate how the variables respond to shocks. Our empirical

analysis shows that the combination of low and high-volatility regimes with return predictability leads

to rich and interesting dynamics. Next to the correlation between stock and bond returns being higher

starting from the high-volatility regime, we also find that predictability is stronger. Consequently,

shocks die out more slowly, and have stronger and more prolonged effects on both the expectation and

volatilities of returns.

Our results for the moments and impulse response functions extend Krolzig (2006) and Bianchi

(2016). Krolzig (2006) analyzes expectations conditional on both past observations and the regime

distribution, and first-order impulse responses to the structural innovations for a given regime path.

Bianchi (2016) extends the focus to first and second moments that are conditional on past observations

and the regime distribution. He conducts an impulse response analysis for first and second moments

under the assumption that a regime has prevailed for a long time to show how responses depend on

the prevailing regime in situations where regimes can be persistent (e.g., monetary policy regimes).

Our results are complementary and apply to situations where regimes are less persistent, and where

shocks hit an endogenous variable, leading to a contemporaneous update of the forecast probabilities

for the regimes. We systematically show how regime switching makes the response nonlinear, and how

the responses depend on the sign and size of the shock, and the information set at the time before the

shock hits. We also extend Karamé (2010, 2012, 2015) who includes the effect of regime switching by

simulations, as we show how the IRFs can be derived completely in closed form. Our approach differs

from the local projection approach of Jordà (2005, 2009), as the shocks can trigger a regime switch in

our case, though it requires a specification of the regime process (see also Gonçalves et al., 2022).

Our empirical analysis contributes to the large literature about the effect of regime switching and

return predictability on the risk and return characteristics of assets for different horizons. We show

that MSVAR models inherit the well-known effects of standard models with only Markov-switching

or only VAR components. Our analysis of the implications for the risk-return trade-off complements

Campbell and Viceira (2005) who investigate the term-structure of risk and return for VAR models

and Taamouti (2012) for Markov-switching models without a VAR component. Next to exhibiting the

features of both models, their combination makes the (co)variances respond to shocks in a way akin
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to GARCH models, which neither of the contributing parts exhibit.

The empirical analysis also shows how the closed-form expressions for the GIs enhance our under-

standing of the transmission of shocks. In particular, they clarify how the transmission of shocks within

a regime combines with their effect on the forecast regime distribution. The insights of our imupulse

response analysis of the risk-return trade-off carry over to the impact of shocks in present-value models

of Campbell and Shiller (1988) as shown by Bianchi (2016, 2020) and macroeconomic models (see e.g.

Hubrich and Tetlow, 2015; Hamilton, 2016). They are also relevant for analyses of (in)stability and

contagion in the banking system (see e.g. Clerc et al., 2016; Cont and Schaanning, 2019) or the impact

of shocks in the energy market (see Hou and Nguyen, 2018). These fields of application testify to the

relevance and usefulness of the comprehensive framework we propose.

The remainder of this article is structured as follows. In Section 2 we introduce the general

formulation of MSVAR models, and derive their moments. In Section 3 we propose a general framework

for first- and second-order impulse response analysis. In Section 4 we apply these methods to study

the risk and return characteristics of stocks and bonds. We conclude in section 5.

2 The MSVAR model and its moments

We consider a vector of n variables yt that follow a VAR model of order 1, whose parameters are

subject to regime switching. The switching results from a latent Markov chain St that can be in one

out of m regimes, numbered 1 to m. We formulate the model as

yt = cSt +ΦStyt−1 +ΛStεt εt ∼ N(0, In) , (1)

where cSt is an n-vector containing the regime-specific intercepts, ΦSt is an n × n matrix with the

regime-specific autoregressive coefficients, ΛSt is a regime-specific n × n matrix, and In is the n × n

identity matrix. The n-vector εt contains the structural innovations. Conditional on the regime, the

variance of the innovation in yt is given by Var[yt|St,yt−1] = ΣSt = ΛStΛ
′
St
. We assume that the

structural innovations are independent over time, E[εtεt+l] = O, for all l ̸= 0.

To prevent label switching of the regimes, we order the regimes ascendingly based on the variance

of the innovation in y1t, Σ11,i < Σ11,i+1 for i = 1, 2, . . . ,m − 1. For identification of the shocks, we

impose that Λi is lower triangular with Λ11,i > 0 for i = 1, 2, . . . ,m. When shocks are restricted to one

particular variable, only that shock needs to be identified, and our Cholesky identification scheme can

be relaxed (see for example Gonçalves et al., 2022). Our results for moments in this section also apply

if the identification scheme is relaxed, and, more generally, to structural VARs with Markov-switching.

The regime process St follows a first-order Markov chain with transition matrix P , where

pij = Pr[St = i|St−1 = j]. (2)

Formulating the transition matrix such that the columns sum to one is convenient for the results in this

paper. We assume that the Markov chain is irreducible and ergodic, and that the processes St and εt+l
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are independent for all l. We use ξit = Pr[St = i|It] to denote the probability for state i = 1, . . . ,m to

occur at time t conditional on an information set It, and collect these in the vector ξt. ξ̄ with typical

element ξ̄i = Pr[St = i] denotes the vector of ergodic probabilities satisfying P ξ̄ = ξ̄. The initial

regime probabilities ξ0 can be part of the model specification or equated to the ergodic probabilities.

It is straightforward to introduce more lags in Equation (1). By writing the resulting higher-order

VAR in its companion form our results for the VAR(1)-case can still be used. In a similar way, the

regime process St can be extended to a higher-order Markov process, which can then be written as

a first-order Markov chain over a larger set of states. It is also possible to adapt the coefficients

in Equation (1) to different independent Markov chains. In many practical applications, researchers

introduce separate chains for the (co)variances next to the intercept and VAR-parameters, see, for

example, Hubrich and Tetlow (2015) and Bianchi (2016, 2020). These independent chains can be

written as a single Markov chain consisting of all state combinations with appropriate restrictions on

the transition matrix as shown by, for example, Hamilton and Lin (1996).

Models of this form have been studied extensively by Krolzig (2013), who introduces the short-

hand notation MSIAH(m)-VAR(l) for a VAR of order l with Markov-switching in the Intercept, Au-

toregressive coefficients and Heteroskedasticity, driven by a first-order Markov chain with m states.

The model in Equation (1) is hence an MSIAH(m)-VAR(1) model. Bianchi (2016) also studies the

MSIAH(m)-VAR(1) model, and his approach to deriving moments is the starting point for our analy-

sis. Timmermann (2000) focuses on a slightly different type of Markov-Switching model, in which the

regime-specific mean E[yt|St] is part of the model specification instead of the regime-specific intercept

in Equation (1). We derive the expression for the regime-specific mean in Section 2.4. Moreover, he

focuses on the single-variable case.

The core of our methodology consists of an extended VAR formulation that encompasses the level

and the quadratic processes of the observable variables, and the regime process. We show that it takes

the form of a linear VAR model with non-Gaussian innovations. We derive explicit expressions for

the VAR part as well as the innovations. Whereas results for the VAR part have been derived before

in Krolzig (2006) and Bianchi (2016), the innovation part is new and necessary for the generalized

impulse response analysis that we propose. To give a complete framework for analyzing the moments

of MSVAR models, we restate some of the results of these earlier papers.

2.1 Extended VAR formulation for the level process

We rewrite the model given by Equations (1) and (2) to make explicit that the Markov chain implies

a selection of the VAR coefficients from a larger but fixed set of coefficients. To do so, we define the

random m-vector st with sit = I(St = i), where I denotes the indicator function. Hence, the ith

element of st equals 1 if St = i and zero otherwise. Consequently, we can formulate the Markov chain

as a linear VAR(1) model (see Hamilton, 1994)

st = Pst−1 + ut, (3)
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where ut is a martingale difference sequence (MDS). Its conditional variance is equal to

E[utu
′
t|st−1] = diag(Pst−1)− Pst−1s

′
t−1P

′,

where the diag operator produces a diagonal matrix with the input vector on the diagonal.

We also define the bdiag operator as in Timmermann (2000) and Bianchi (2016), which for a set

of n× l matrices Ai, i = 1, . . . ,m produces the block-diagonal mn×ml-matrix

A = bdiagmi=1(Ai) = bdiag(A1,A2, . . . ,Am) =


A1 On×l · · · On×l

On×l A2 · · · On×l

...
...

. . .
...

On×l On×l · · · Am

 . (4)

The matrix Ai can be retrieved from A as

Ai = (e′i ⊗ In)A(ei ⊗ Il), (5)

where ei is the unit vector of length m with a 1 at position i and zero elsewhere. Since st = ei if

St = i, we can use this relation to write, for example, cSt = (st ⊗ In)′Cst, where C = bdiagmi=1(ci)

which makes the Markov-Switching of the coefficients in Equation (1) explicit.

Next, we define the random vectors y∗t = st ⊗ yt, which combines the latent state process St with

the observable process yt, and ỹt =
(
y∗t

′, s′t
)′

by stacking y∗t and st. Then we can prove the following

proposition. (All proofs are provided in the Supplementary Material).

Proposition 1. Let yt follow the MS-VAR process as specified in Equations (1) and (2). Define

y∗t = st ⊗ yt and ỹt =
(
y∗t

′, s′t
)′
. Then y∗t follows the process

y∗t = CPst−1 +Φ(P ⊗ In)y∗t−1 + ε
∗
t , (6)

with C = bdiagmi=1(ci), Φ = bdiagmi=1(Φi), and

ε∗t = Λ(P ⊗ In)(st−1 ⊗ εt) +Cut +Φ(ut ⊗ yt−1) +Λ(ut ⊗ εt),

with Λ = bdiagmi=1(Λi), and ut as defined in Equation (3). ỹt follows the process

ỹt =

(
y∗t

st

)
= Φ̃ỹt−1 + ε̃t, (7)

with

Φ̃ =

(
Φ(P ⊗ In) CP

Om×nm P

)
.

and ε̃t = (ε∗t
′,u′

t)
′. Moreover, ε∗t and ε̃t are MDS.
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Part of this proposition is due to Krolzig (2006), though he does not derive the expression for ε∗t .

It shows that ỹt follows a first-order linear VAR model with non-Gaussian innovations. Even though

the innovations are non-Gaussian, the representation is quite convenient for analysing the properties

of MSVAR models, because it is Markovian. For example, we can still write ỹt+h with h > 0 as the

sum of ỹt and the innovations between t and t+ h,

ỹt+h|ỹt =
h−1∑
j=0

Φ̃j ε̃t+h−j + Φ̃
hỹt.

This expression is useful for the calculation of expectations and impulse response analysis. For the

latter we will also use the explicit expression for ε∗t .

The variable ỹt contains all information of yt and St. We can obtain yt from ỹt by summing the

appropriate elements,

yt = G̃yỹt, (8)

where G̃y =
(
Gy, On×m

)
has dimensions n× (n+1)m and Gy = ı′m⊗ In, with ım being an m-vector

filled with ones. It also follows that yt = Gyy
∗
t . We obtain st by selecting the last m elements of ỹt,

which we can write as

st = G̃sỹt, (9)

with G̃s =
(
Om×nm, Im

)
. We also define G̃yi = e′iG̃y, Gyi = e′iGy, and G̃sj = e′jG̃s to obtain a

particular variable yi or regime sj , where ei and ej denote the appropriate unit vectors.

Based on the Markovian property in Equation (7), we directly find the expectation of ỹt+h for

h ≥ 0 conditional on yt and state probabilities ξt as
2

E[ỹt+h|yt, ξt] = Φ̃h

(
ξt ⊗ yt
ξt

)
. (10)

Using Equation (8) the conditional expectation of yt+h follows as E[yt+h|yt, ξt] = G̃y E[ỹt+h|yt, ξt].
This result corresponds with eq. (5) in Bianchi (2016).3 We can use the relation yt = Gyy

∗
t to calculate

the first moments from the recursion

E[y∗t+h|yt, ξt] = Φ(P ⊗ In) E[y∗t+h−1|yt, ξt] +CP hξt (11)

with initial condition E[y∗t |yt, ξt] = ξt ⊗ yt, which is useful when a series of expectations is required.

The matrix Φ̃ is not convergent (ie., limh→∞ Φ̃
h ̸= O), because it has at least one eigenvalue equal

to one. The eigenvalues of Φ̃ are given by the eigenvalues of Φ(P ⊗ In) and P , due to the particular

block structure of Φ̃. Because the columns of P sum to one, P has at least one eigenvalue equal to one

(see Hamilton, 1994, Ch. 22), and hence so has Φ̃. We discuss the conditions for covariance-stationarity

of yt in Section 2.3.

2For clarity, we explicitly include ξt as conditioning information even though it need not be the realization of a random

variable. This notation enables us to distinguish cases in which information about the probability distribution of the

regimes captured by ξt is or is not combined with the realization yt.
3Bianchi (2016) does not define the VAR of Equation (7) but starts from its expectation.
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2.2 Extended VAR formulation for the level and quadratic process

To determine second moments and the effect of shocks on (co)variances and correlation, we need to

analyze the quadratic process zt = yt ⊗ yt. As before, we also define the random vectors z∗t = st ⊗ zt,
which now combines the latent state process St with the quadratic process zt, and z̃t =

(
z∗t

′,y∗t
′, s′t
)′

by stacking z∗t , y
∗
t and st. We can then prove the following proposition.

Proposition 2. Let yt follow the MS-VAR process as specified in Equations (1) and (2). Define

zt = yt ⊗ yt, z∗t = st ⊗ zt and z̃t =
(
z∗t

′,y∗t
′, s′t
)′
, with y∗t as defined in Proposition 1. Then zt follows

the process

zt = γSt + ωSt + ΨStyt−1 + ΥStzt−1 + ζt, (12)

where γSt = cSt ⊗ cSt, ωSt = vec (ΣSt), ΨSt = ΦSt ⊗ cSt + cSt ⊗ΦSt, ΥSt = ΦSt ⊗ΦSt, and

ζt =(ΛSt ⊗ cSt + cSt ⊗ΛSt)εt + (ΛSt ⊗ΦSt)(εt ⊗ yt−1)+

(ΦSt ⊗ΛSt)(yt−1 ⊗ εt) + (ΛSt ⊗ΛSt)(εt ⊗ εt − vec (In)).

z∗t follows the process

z∗t = (Γ +Ω)Pst−1 + Ψ(P ⊗ In)y∗t−1 + Υ (P ⊗ In2)z∗t−1 + ζ
∗
t , (13)

with Γ = bdiagmi=1(γi), Ω = bdiagmi=1(ωi), Ψ = bdiagmi=1(Ψi), and Υ = bdiagmi=1(Υi), and

ζ∗t =(Γ +Ω)ut + Ψ(ut ⊗ yt−1) + Υ (ut ⊗ zt−1)+

bdiagmi=1(Λi ⊗ ci + ci ⊗Λi)(st ⊗ εt) + bdiagmi=1(Λi ⊗Φi)(st ⊗ εt ⊗ yt−1)+

bdiagmi=1(Φi ⊗Λi)(st ⊗ yt−1 ⊗ εt) + bdiagmi=1(Λi ⊗Λi)(st ⊗ (εt ⊗ εt − vec (In))).

z̃t follows the process

z̃t =


z∗t

y∗t

st

 = Υ̃ z̃t−1 + ζ̃t, (14)

with

Υ̃ =


Υ (P ⊗ In2) Ψ(P ⊗ In) (Γ +Ω)P

O Φ(P ⊗ In) CP

O O P

 ,

and ζ̃t = (ζ∗t
′, ε∗t

′,u′
t)
′, with ε∗t as defined in Proposition 1. Moreover, ζt, ζ

∗
t and ζ̃t are MDS.

This proposition shows that z̃t, so the combination of the state variable, observable variables, and

their squares, also follows a first-order linear VAR model with non-Gaussian innovations. Its Markovian

property makes it again useful to analyze both first and second moments of MSVAR models. Υ̃ is also

non-convergent because of the presence of P .
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The variable z̃t contains all information of zt, yt and St, which we can obtain by summations of

the form,

at = H̃az̃t, for a = z,y, s, (15)

where H̃z =
(
Hz,On2×m(n+1)

)
with Hz = ι′m ⊗ In2 , H̃y = (On×mn2 , G̃y) = (On×mn2 ,Gy,On×m),

and H̃s = (Om×mn2 , G̃s) = (Om×mn(n+1), Im). Also, zt =Hzz
∗
t . It means that we can analyze both

second and first moments and shocks to it by analyzing z̃t, and we do not need to additionally analyze

ỹt.

The conditional expectation of z̃t+h for h ≥ 0 conditional on yt and state probabilities ξt follows

directly as

E[z̃t+h|yt, ξt] = Υ̃ h


ξt ⊗ yt ⊗ yt
ξt ⊗ yt
ξt

 . (16)

We extract second moments from this result as E[yt+h⊗yt+h|yt, ξt] = E[zt+h|yt, ξt] = H̃zE[z̃t+h|yt, ξt],
which corresponds with eq. (9) in Bianchi (2016), and first moments as E[yt+h|yt, ξt] = H̃yE[z̃t+h|yt, ξt].
The vectorized variance matrix then follows as

vec (Var[yt+h|yt, ξt]) = E[yt+h ⊗ yt+h|yt, ξt]− E[yt+h|yt, ξt]⊗ E[yt+h|yt, ξt]

= H̃zE[z̃t+h|yt, ξt]− H̃yE[z̃t+h|yt, ξt]⊗ H̃yE[z̃t+h|yt, ξt]. (17)

When a series of expectations is required, the relation zt =Hzz
∗
t can be used with the recursion

E[z∗t+h|yt, ξt] =Υ (P ⊗ In2) E[z∗t+h−1|yt, ξt]+

Ψ(P ⊗ In) E[y∗t+h−1|yt, ξt] + (Γ +Ω) E[st+h|ξt],
(18)

in combination with Equation (11), and initial conditions E[z∗t |yt, ξt] = ξt⊗yt⊗yt, E[y∗t |yt, ξt] = ξt⊗yt.
We use a similar approach to determine autocovariances and covariances for different leads or lags.

We define the lead processes of order k ≥ 0, zt+k,t = yt+k ⊗yt, and combine the lead and level process

with the latent state process, z∗t+k,t = st+k⊗zt+k,t and y
∗
t+k,t = st+k⊗yt. Because zt+k,t = vec(yty

′
t+1),

it gives rise to Cov(yt,yt+1). The process for zt,t+k can be derived by premultiplying zt+k,t by the

appropriate vectorized transpose matrix. We use them in the following proposition.

Proposition 3. Let yt follow the MS-VAR process as specified in Equations (1) and (2). Define

zt+k,t = yt+k ⊗ yt, z∗t+k,t = st+k ⊗ zt+k,t and y∗t+k,t = st+k ⊗ yt for h ≥ 0. The process defined by

z̃t+k,t =
(
z∗t+k,t

′,y∗t+k,t
′, s′t+k

)′
follows

z̃t+k,t =

(
Φ̃⊗ In O

O P

)
z̃t+k−1,t +

(
ε̃t+k ⊗ yt
ut+k

)
, k ≥ 1 (19)

with Φ̃ as in Proposition 1 and the second term a MDS.
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This proposition shows that z̃t+k,t also follows a first-order linear VAR model with non-Gaussian

innovations. When k = 0, y∗t,t = y∗t , zt,t = zt and z∗t,t = z∗t result as defined in the previous

propositions. The process zt+k,t can be obtained by zt+k,t = H̃zz̃t+k,t. The conditional expectation

of z̃t+h+k,t+h for h > 0 conditional on yt and state probabilities ξt follows as

E[z̃t+h+k,t+h|yt, ξt] =

(
Φ̃k ⊗ In O

O P k

)
E[z̃t+h|yt, ξt]

=

(
Φ̃k ⊗ In O

O P k

)
Υ̃ h


ξt ⊗ yt ⊗ yt
ξt ⊗ yt
ξt

 . (20)

We can use the recursion in Equation (19) and the structure of Φ̃ to write the conditional expectation

of z∗t+h+k,t+h recursively as

E[z∗t+h+k,t+h|yt, ξt] = (Φ⊗ In)(P ⊗ In2) E[z∗t+h+k−1,t+h|yt, ξt] + (CP k ⊗ In) E[y∗t+h|yt, ξt], (21)

where we use that Φ(P ⊗In)⊗In = (Φ⊗In)(P ⊗In⊗In) = (Φ⊗In)(P ⊗In2), E[y∗t+h+k−1,t+h|yt, ξt] =
E
[
E[st+h+k−1 ⊗ yt+h|y∗t+h]

∣∣yt, ξt] = (P k−1 ⊗ In) E[y∗t+h|yt, ξt] and E[y∗t+h|yt, ξt] follows from Propo-

sition 1. This result corresponds with proposition 3 in Bianchi (2016). When a Markov-switching

model without a VAR component is considered (i.e. an MSIH, or MSI model), the first terms vanishes

because Φ = O, and the autocovariance structure is completely driven by the transition matrix.

We conclude this section by noting that along the lines of these propositions, it is possible to derive

nth order moments by recursively defining the n-times repeated Kronecker product y⊗n
t = yt⊗y⊗(n−1)

t

with y⊗1
t = yt. The combination of the n processes st⊗y⊗n, st⊗y⊗(n−1), . . . ,y∗t and st can be shown

to follow a first-order linear VAR model with non-Gaussian innovations. In particular, combining the

results for third- and fourth-order moments with the first-and second-order moments can give insights

into the skewness and kurtosis implied by the model. We leave such an analysis for future work.

2.3 Stationarity and unconditional moments

Stationarity of (V)ARMA processes with Markov switching has been investigated before by Yang

(2000); Francq and Zaköıan (2001); Zhang and Stine (2001); Stelzer (2009) and Bianchi (2016). Based

on their results, the MS-VAR process as specified in Equations (1) and (2) is second-order stationary

if and only if the spectral radius of the matrix Υ (P ⊗ In2) is smaller than 1, where Υ is defined in

Proposition 2. When this condition is satisfied, the first and second moment exist, and follow as

ȳ = lim
t→∞

E[yt|y0, ξ0] = Gyȳ
∗, (22)

z̄ = lim
t→∞

E[zt|y0, ξ0] =Hzz̄
∗, (23)
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where

ȳ∗ = lim
t→∞

E[y∗t |y0, ξ0] =
(
Inm −Φ(P ⊗ In)

)−1
Cξ̄. (24)

z̄∗ = lim
t→∞

E[z∗t |y0, ξ0] =
(
In2m − Υ (P ⊗ In2)

)−1(
(Γ +Ω)ξ̄ + Ψ(P ⊗ In)ȳ∗

)
, (25)

and ξ̄ are the ergodic probabilities of the regime process. The unconditional expectation of zt+k,t then

also exists and is given by

z̄k = lim
t→∞

E[zt+k,t|y0, ξ0] =Hzz̄
∗
k, (26)

where z̄∗k = limt→∞ E[z∗t+k,t|y0, ξ0] follows together with ȳ∗k = limt→∞ E[y∗t+k,t|y0, ξ0] from Equa-

tion (20) as(
z̄∗k

ȳ∗k

)
=
(
Φ̃k ⊗ In

)(z̄∗
ȳ∗

)
. (27)

Cavicchioli (2017a,b) derives conditions for and expressions of unconditional third and fourth order

moments.

The condition for second-order stationarity depends on the multiplication of Υ and P ⊗ In2 and is

necessary and sufficient. It is not possible to reduce this condition to a set of regime-specific conditions.

Moreover, Francq and Zaköıan (2001) show that within-regime stationarity (i.e., the spectral radius of

each matrix Φi, i = 1, . . . ,m is smaller than 1), is neither a necessary nor a sufficient condition, which

they illustrate in their Example 5. Consequently, regimes can exhibit local non-stationary behavior,

for example bubble formation, as long as they are not too persistent.

2.4 Regime-specific future moments

We now turn to first and second (future) moments when the current regime or regime probabilities are

given. Specifically, we consider the situation where the prevailing regime or regime distribution is the

only conditioning information, and the history of the regimes and past observable variables are not

included. This framework is useful for analyses when one wants to assume that, say, the economy is a

recession, or the stock market is bearish, without specifying particular values on key indicators, and

without the assumption that the state process has been in that particular state indefinitely long. We

conduct such analyses in the next section.

Mathematically, we need to calculate the expectation or variance of yt+h for h ≥ 0 given a particular

regime St or regime distribution ξt, but without any information about how the process arrived there.

To derive these expectations, we define the “time-reversed” Markov chain, which describes the sequence

of St−1 given St. With the time-reversed Markov chain, we can determine the probabilities of the

different sequences leading to St.

Definition 1. Let St be the irreducible, ergodic Markov chain defined in Equation (2). Then the

corresponding time-reversed Markov chain is governed by the transition matrix Q with elements

qij = Pr[St−1 = i|St = j] = pji
ξ̄i
ξ̄j
, (28)
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where ξ̄i = Pr[St = i] denotes the ergodic probability for state i.

The expression for qij follows from the application of Bayes’ rule. We can also write Q =

diag(ξ̄)P ′ diag(ξ̄)−1, which shows that the matrices P and Q′ are similar, and hence have the same

characteristic equation. We use this definition in the following propositions.

Proposition 4. Let yt follow the MS-VAR process as specified in Equations (1) and (2), and assume

that it is second-order stationary. Let µj = E[yt|St = j], and stack these conditional expectations in

the mn× 1 vector µ =
(
µ′
1, . . .µ

′
m)′. Then

µ =
(
Inm −Φ(Q′ ⊗ In)

)−1
c, (29)

where c =
(
c′1, . . . , c

′
m

)′
, Φ = bdiagmi=1(Φi), and Q is the transition matrix of the time-reversed Markov

chain of the proces St. The expectation of yt conditional on the state distribution ξt follows as

E[yt|ξt] = (ξ′t ⊗ In)µ, (30)

The expectation of yt+h for h ≥ 0 conditional on the current state distribution ξt follows as E[yt+h|ξt] =
G̃y E[ỹt+h|ξt] with

E[ỹt+h|ξt] = Φ̃h

((
diag(ξt)⊗ In

)
µ

ξt

)
, (31)

with ỹt+h and Φ̃ defined in Proposition 1 and G̃y as in (8).

Proposition 5. Let yt follow the MS-VAR process as specified in Equations (1) and (2), and assume

that it is second-order stationary. Let zt = yt ⊗ yt, µj = E[yt|St = j], νj = E[zt|St = j] with stacked

versions µ =
(
µ′
1, . . .µ

′
m)′ and ν =

(
ν ′1, . . .ν

′
m)′. Then

ν =
(
In2m − Υ (Q′ ⊗ In2)

)−1(
γ + ω + Ψ(Q′ ⊗ In)µ

)
, (32)

where γ = (γ ′
1, . . . ,γ

′
m)′ with γj = cj ⊗ cj, ω = (ω′

1, . . . ,ω
′
m)′ with ωj = vec(Σj), Υ = bdiagmj=1(Φj ⊗

Φj), Ψ = bdiagmj=1(Φj ⊗ cj + cj ⊗ Φj), Q is the transition matrix of the time-reversed Markov chain

of the proces St, and µ is given in Proposition 4. The expectation of zt conditional on the state

distribution ξt follows as

E[zt|ξt] = (ξ′t ⊗ In2)ν. (33)

The expectation of zt+h for h ≥ 0 conditional on the current state distribution ξt follows as E[zt+h|ξt] =
H̃z E[z̃t+h|ξt] with

E[z̃t+h|ξt] = Υ̃ h


(
diag(ξt)⊗ In2

)
ν(

diag(ξt)⊗ In
)
µ

ξt

 , (34)

with z̃t+h and Υ̃ defined in Proposition 2.
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These propositions complement the results of Bianchi (2016). He derives conditional steady states

of the form limτ→∞ E[yt+h|St = · · · = St−τ = j] and limτ→∞ E[zt+h|St = · · · = St−τ = j], which can

be interpreted as a situation in which regime j has already prevailed for a long time. Such a situation

occurs when regimes are strongly persistent and regime switches are infrequent. Our results give the

expectations conditional on information about St, but without any knowledge or assumptions about its

past, and without past observations. They are relevant when regimes are less persistent and switches

occur more frequently.

The propositions are also related to Timmermann (2000), who considers state-dependent autore-

gressive dynamics in his section 4 of the form

yt = µSt +ΦSt−1(yt−1 − µSt−1) +ΛStεt,

though limited to the one-dimensional case. The main differences with our results are that the dynamics

in the AR-part of the model depend on the current state in our model (that is, ΦSt in Equation (1)),

whereas they depend on the prior state in his, and that the autoregressive part is driven by past values

yt−1 in our specification, and by deviations of past values from state-specific means yt−1 − µSt−1 in

his. As a consequence, the expectations µj = E[yt|St = j] are part of the model specification. The

expressions for the second moments and their derivation are similar in spirit to our propositions and

proofs.

Combining the results of Proposition 3 with Proposition 5 completes the necessary building blocks

to analyze the regime-specific autocovariances, for which we need the expectation of (future values of)

the process zt+k,t = yt+k ⊗ yt conditional on the state process.

Proposition 6. Let yt follow the MS-VAR process as specified in Equations (1) and (2), and assume

that it is second-order stationary. Define zt+k,t = yt+k ⊗ yt. Then the expectation of zt+h+k,t+h for

h ≥ 0 conditional on the current state distribution ξt follows as

E[zt+h+k,t+h|ξt] = H̃z

(
Φ̃k ⊗ In O

O P k

)
E[z̃t+h|ξt], (35)

with Φ = bdiagmi=1(Φi) and E[z̃t+h|ξt] as in Proposition 5.

The expression in this proposition concerns the general case h ≥ 0, and simplifies when h = 0. In

line with the results based on Proposition 3, we can calculate E[zt+k,t|ξt] = Hz E[z
∗
t+k,t|ξt] with the

recursion

E[z∗t+k,t|ξt] = (Φ⊗ In)(P ⊗ In2) E[z∗t+k−1,t|ξt] + (CP k ⊗ In) E[y∗t |ξt], (36)

with E[z∗t,t|ξt] = E[z∗t |ξt] = (diag(ξt)⊗ In2)ν and E[y∗t |ξt] = (diag(ξt)⊗ In)µ.
The combination of Proposition 4 and Proposition 6 gives the autocovariances as

Cov[yt+h,yt+h+k|ξt] = E[yt+h+ky
′
t+h|ξt]− E[yt+h+k|ξt] E[y′t+h|ξt]. (37)
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The autocorrelations can be found by scaling them by the appropriate variances based on the condi-

tional expectations of the squared processes in Proposition 5.

The propositions of this section enable us to derive the autocovariance structure of MSIH-models

as a special case.

Corollary 1. Let yt follow the MS-VAR process as specified in Equations (1) and (2) with Φi = O

for i = 1, . . . ,m , and assume that it is second-order stationary. Then

vec
(
Cov[yt,yt+k|ξt]

)
= (ι′m ⊗ In2)

(
CP k

(
diag(ξt)− ξtξ′t

)
⊗ In

)
µ. (38)

This corollary shows that even when Markov-switching models do not have a (V)AR-component

in their specification, the switching component leads to non-zero autocovariance. When ξt = ei, that

is, regime i occurs with probability 1, ξtξ
′
t = eie

′
i = diag(ei), and hence Cov[yt,yt+k|ξt = ei] = O.

3 Impulse response analysis

The results of the previous section enable an analysis of the static properties of MSVAR models.

To further understand what the implications of these models are for the behavior of the variables,

we now turn to their dynamic properties. Therefore we present a framework to analyze how shocks

propagate in MSVAR models. We use the extended VAR formulation of the previous section to derive

the first-order as well as the second-order impulse response functions.

3.1 The Generalized Impulse Response Function

The VAR-representation in Proposition 1 fits naturally with the definition of the Generalized Impulse

Response Function (GI) of Koop et al. (1996),

GI ỹ(h, εt,ut, It−1) = E[ỹt+h|εt,ut, It−1]− E[ỹt+h|It−1] = Φ̃
h E[ε̃t|εt,ut, It−1], (39)

where h gives the horizon, and It−1 denotes the information set at time t − 1. We specify the GI for

the extended process ỹ, from which we can easily derive the GI for y and s, using

GI a(h, εt,ut, It−1) = G̃aGI ỹ(h, εt,ut, It−1), for a = y, s, (40)

with G̃a as in Equations (8) and (9).

As pointed out by Koop et al. (1996) and Pesaran and Shin (1998), this setting is particularly useful

when shocks are endogenous. In our empirical application, we analyze how shocks to asset returns or

state variables at t affect asset returns h periods ahead, conditional on the information set It−1. In

the baseline setting, no information about shocks is available, so they are integrated out. When one is

interested in the effect of a exogenous shock, e.g., a particular policy decision, a baseline setting where

the shock is absent as in Gallant et al. (1993) may be more relevant.
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Our approach allows for three specifications of the information set. In the first one, it contains both

the most recent observation yt−1 and a given set of probabilities for each regime ξt−1. In the second

one, a series of past observations Yt−1 = {yτ}t−1
τ=0 is present, and we calculate ξt−1 = E[st−1|Yt−1, ξ0]

or ξt−1 = E[st−1|Yt−1] if ξ0 is not specified. In the third one, only the set of probabilities for each

regime ξt−1 is given, and we use E[yt−1|ξt−1] for yt−1. To simplify our notation, we assume in this

section that the information set is given in terms of yt−1 and ξt−1, though the one may actually be

calculated as the expectation of (a series of) the other.

In the generalized impulse response analysis typically one or a few of the shocks are specified. In

an MS-VAR model, there are three ways to specify the shocks. Following directly from the model,

shocks can be specified in terms of the regime innovations ut and the structural innovations εit.
4 They

can also be specified with respect to the observed variables, which we denote by ηit = yit −E[yit|It−1].

As a consequence, we define three GIs depending on the type of shocks.

Proposition 7. Let yt follow the MS-VAR process as specified in Equations (1) and (2), and let

the Generalized Impulse Response Function for ỹt be defined by Equation (39) and the results in

Proposition 1. Let the vector yt−1 be part of It−1 or calculated as E[yt−1|It−1]. Let the vector with

regime probabilities ξt−1 be part of It−1 or calculated as E[st−1|It−1]. Let the matrices C,Φ,Λ, and Φ̃

be defined as in Proposition 1. When the shock originates from the regime process, the corresponding

GI satisfies

GIuỹ (h,ut, It−1) = GI ỹ(h, ∅,ut, It−1) = Φ̃
h

(
Cut +Φ(ut ⊗ yt−1)

ut

)
. (41)

When the shock is specified in terms of the structural innovation εit, the corresponding GI satisfies

GI εiỹ (h, εit, It−1) = GI ỹ(h, εit, ∅, It−1) = Φ̃
h

(
εitΛ(Pξt−1 ⊗ ei)

0m

)
. (42)

When the shock is specified as ηit = yit − E[yit|It−1], the corresponding GI satisfies

GI yiỹ (h, ηit, It−1) = E[ỹt+h|yit, It−1]− E[ỹt+h|It−1] = Φ̃
h

(
E[ε∗t |yit, It−1]

E[ut|yit, It−1]

)
. (43)

The second conditional expectation satisfies E[ut|yit, It−1] = E[st|yit, It−1]− E[st|It−1] with

E[st|It−1] = Pξt−1,

E[st|yit, It−1] =
1

f ′Pξt−1
f ⊙ Pξt−1,

where f is a vector of size m whose element j is equal to the pdf of the marginal distribution of yit

under regime j, yit|St = j ∼ N(e′i(cj +Φjyt−1), e
′
iΣjei). The first conditional expectation satisfies

E[ε∗t |yit, It−1] = C E[ut|yit, It−1] +Φ(E[ut|yit, It−1]⊗ yt−1) +ΛE[st ⊗ εt|yit, It−1],

4The vector ut cannot be chosen freely but should satisfy the restriction that Pξt−1 + ut is in the unit simplex. A

necessary condition is that
∑m

j=1 ui = 0.
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with last term

E[st ⊗ εt|yit, It−1] =


E
[
s1t
∣∣yit, It−1

]
E
[
εt
∣∣yit, St = 1, It−1

]
...

E
[
smt

∣∣yit, It−1

]
E
[
εt
∣∣yit, St = m, It−1

]
 ,

and

E
[
εt
∣∣yit, St = j, It−1

]
= Λ−1

j

(
yit − e′i(cj +Φjyt−1)

e′iΣjei
Σjei

)
.

The function GIuỹ shows the effect of shocks to the regime process. It can be used to assess the

consequences of a switch to a particular regime. If the switch is to a particular regime j, ie. st = ej ,

we can substitute ut = ej −Pξt−1. The GI for this type of shock is also presented by Krolzig (2006).

When the regimes only affect the covariance matrices via ΛSt , shocks to the regime process have effects

that are comparable to the volatility shocks in Gorodnichenko and Ng (2017).

The function GI εiỹ is in line with the traditional framework of Sims (1980). In our setting, shocks

in εit translate to different contemporaneous effects on yt in the different regimes depending on the

regime-specific matrices ΛSt . Specifying shocks that are structurally identified has become popular

in macroeconomic analyses. Identification can stem from a structural model such as the Markov-

Switching DSGE model in Bianchi (2016), or by imposing additional restrictions in a structural VAR

as in Karamé (2015). As in Bianchi (2016), the extended VAR specification enables us to express

GI εiỹ in closed form in Equation (42), whereas Karamé (2015) reverts to simulations to include the

possibility of future regime switches.

The function GI yiỹ shows that shocks specified with respect to a particular variable yi generate a

contemporaneous response in two ways. The term E[ut|yit, It−1] captures the effect of the shock on

the inference about the regime process. Though εt and ut are independent, yt and ut are not, and

hence E
[
ut|yit, It−1

]
is not necessarily zero. The effect on the inferred regime has a direct effect on the

expectation of the regime specific innovations E[ε∗t |yit, It−1]. However, shocks in yit may be correlated

with shocks in the other variables, also depending on the regime, and this effect is captured by the

term E[st ⊗ εt|yit, It−1]. The proposition shows how to derive the effects for the different regimes.

Specifying shocks in terms of the observable variables yt has been proposed by Pesaran and Shin

(1998). In this specification shocks can be correlated and are not structurally identified contrary to

the first two GIs. This specification is more common in settings outside macro such as finance, for

example to determine the connectedness of (financial) variables in a network and spillovers between

them based on the Generalized Forecast Error Variance Decomposition. Diebold and Yılmaz (2014)

specifically advocate this approach because of its “comparatively agnostic data-based spirit” (p. 121).

Other examples are Diebold and Yılmaz (2015); Barigozzi et al. (2021); Miao et al. (2022) and Chen

and Schienle (2022). We discuss these variance decompositions in Section 3.3.

Our set of GI functions complement the impulse response analyses proposed by other authors for

Markov-switching VAR models. The differences relate to the information about the regimes at the

17



time of the shock up to the horizon h and the specification of the shock. In our setup, a shock can be

specified in three ways, occurs at time t and information about the regimes pertains to t − 1, hence

the regime in which the shock occurs and the further regime path are not known. To the contrary, in

Ehrmann et al. (2003) shocks can only occur in the structural innovations, the regime at the time of

the shock is known, and assumed to prevail up to the forecast horizon h. Karamé (2010, 2012) relaxes

this last assumption, and allows for regime switching after the time of the shock, whereas Karamé

(2015) also removes the assumption that the regime at the time of the shock is known. Krolzig (2006)

assumes that the regime at the time of the shock is known, but specifies the shock in one variable

while assuming that the other variables are not shocked. The first-order GI in Bianchi (2016) is in

line with Karamé (2010), though with the additional assumption that the regime process has spent “a

significant amount of time” in a particular regime. The effect that shocks have on the inference of the

regime process is also present in Bianchi (2016, 2020)’s application of MSVAR models to the present

value decomposition of Campbell and Shiller (1988). In this decomposition, changes in excess returns

can be related to discount rate or cashflow news. In the MSVAR setting, both shocks may propagate

differently in a particular regime, but they also lead to an update of the regime distribution.

3.2 Second-order responses

Because of its nonlinear nature, shocks in a Markov-switching model also affect higher-order moments,

whereas these are unaffected in the setting of a linear VAR model. A shock may signal an increase or a

decrease of the future variance of the system, depending on the information set as well as the sign and

the size of the shock. The framework we have developed so far allows for a straightforward analysis of

these effects.

The VAR-representation for the extended squared process in Proposition 2 gives rise to

GI z̃(h, εt,ut, It−1) = E[z̃t+h|εt,ut, It−1]− E[z̃t+h|It−1] = Υ̃
hζ̃, (44)

which extends Equation (39). It is important to note that ζ̃t results as a combination of the innovations

in the state probabilities ut and the structural innovations εt. Because z̃t contains all information

regarding the level, squared and state processes zt, yt, and St, we can derive their GIs from GI z̃ by

GIa(h, εt,ut, It−1) = H̃aGIz̃(h, ζ̃t, It−1), for a = z,y, s, (45)

as in Equation (15). As an extension of Proposition 7 for the first-order impulse responses, we define

separate GIs for z̃ based on the origin of shocks.

Proposition 8. Let yt follow the MS-VAR process as specified in Equations (1) and (2), and let

the Generalized Impulse Response Function for z̃t be defined by Equation (44) and the results in

Proposition 2. Let the vector yt−1 be part of It−1 or calculated as E[yt−1|It−1]. Let the vector with

regime probabilities ξt−1 be part of It−1 or calculated as E[st−1|It−1]. Let the matrices C,Φ,Λ, and Φ̃
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be defined as in Proposition 1, and Γ , Ω, Ψ , Υ and Υ̃ as in Proposition 2. When the shock originates

from the regime process, the corresponding GI satisfies

GIuz̃ (h,ut, It−1) = GI z̃(h, ∅,ut, It−1) = Υ̃
h


(Γ +Ω)ut + Ψ(ut ⊗ yt−1) + Υ (ut ⊗ zt−1)

Cut +Φ(ut ⊗ yt−1)

ut

 . (46)

When the shock is specified in terms of the innovation εit, the corresponding GI satisfies

GI εiz̃ (h, εit, It−1) = GI z̃(h, εit, ∅, It−1) = Υ̃
h


E[ζ∗t |εit, It−1]

εitΛ(Pξt−1 ⊗ ei)
0m

 , (47)

with

E[ζ∗t |εit, It−1] =εit bdiag
m
j=1(Λj ⊗ cj + cj ⊗Λj)(Pξt−1 ⊗ ei)+

εit bdiag
m
j=1(Λj ⊗Φj)(Pξt−1 ⊗ ei ⊗ yt−1)+

εit bdiag
m
j=1(Φj ⊗Λj)(Pξt−1 ⊗ yt−1 ⊗ ei)+

(ε2it − 1) bdiagmj=1(Λj ⊗Λj)(Pξt−1 ⊗ ei ⊗ ei).

When the shock is specified as ηit = yit − E[yit|It−1], the corresponding GI satisfies

GI yiz̃ (h, ηit, It−1) = E[z̃t+h|yit, It−1]− E[z̃t+h|It−1] = Φ̃
h


E[z∗t |yit, It−1]− E[z∗t |It−1]

E[ε∗t |yit, It−1]

E[ut|yit, It−1]

 , (48)

where the last two conditional expectations have been defined in Proposition 7, and

E[z∗t |yit, It−1] =


E
[
s1t|yit, It−1

]
E
[
zt|yit, St = 1

]
...

E
[
smt|yit, It−1

]
E
[
zt|yit, St = m

]


and

E[zt|yit, St = j, It−1] = vec (Var[yt|yit, St = j, It−1])−

E[yt|yit, St = j, It−1]⊗ E[yt|yit, St = j, It−1].

with

E
[
yt|yit, St = j, It−1

]
= E

[
yt|St = j, It−1

]
+

yit − e′i(cj +Φjyt−1)

e′iΣjei
Σjei,

Var[yt|yit, St = j, It−1] = Σj −
1

e′iΣjei
Σjeie

′
iΣj .

Whereas many authors have studied first-order GIs, Bianchi (2016) is the first to address second-

order responses. Similar to his first-order GI, he assumes that the shock occurs in a structural inno-

vation, that the regime at the time of the shock is known, and that the process has not encountered
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a regime switch before the shock. In our proposition, we extend his analysis to the case where the

regime at the time of the shock is unknown, and where the shock can occur in the regime process or an

observable variable. We do not make the assumption that the process has been in a particular regime

for an infinitely long time.

The results for the squared process zt are of course mostly interesting to determine how shocks

influence the (co)variance or correlation of the different variables. Therefore, we introduce the variance

impulse response function (VI)

VI y(h, εt,ut, It−1) = Var[yt+h|εt,ut, It−1]−Var[yt+h|It−1] (49)

It is related to GI z̃ by

vecVI y(h, εt,ut, It−1)

= E[zt+h|εt,ut, It−1]− E[yt+h|εt,ut, It−1]⊗ E[yt+h|εt,ut, It−1]−

(E[zt+h|It−1]− E[yt+h|It−1]⊗ E[yt+h|It−1])

= GI z(h, εt,ut, It−1)−GI y(h, εt,ut, It−1)⊗GI y(h, εt,ut, It−1)−

E[yt+h|It−1]⊗GI y(h, εt,ut, It−1)−GI y(h, εt,ut, It−1)⊗ E[yt+h|It−1].

Variance or volatility impulse responses show up for any model of heteroskedasticity. Hafner and

Herwartz (2006) introduce the concept in relation to multivariate GARCH models.

3.3 Conditional Variance Decompositions

We can analyze the dynamics of an MS-VAR model by decomposing the variance of the forecast

error (see Lütkepohl, 2005; Pesaran and Shin, 1998), and transforming the result into spillover indexes

developed by Diebold and Yılmaz (2009, 2012). However, in contrast to linear Gaussian VAR models,

regime switching models produce decompositions and indexes that are both time-varying and depend on

the size of the shocks. The GIs in Equations (41) to (43) vary over time because of their dependence on

It−1. When shocks are specified with respect to yt as in Equation (43), their effect on this expectation

is nonlinear and asymmetric. Small or positive shocks typically lead to a different update on the

prevailing regime than large or negative shocks.

As a starting point, we propose to quantify the shocks yit as a proportion δ of the square root of

the one-step-ahead forecast variance

vit = var[yit|It−1] = E[y2it|It−1]− E[yit|It−1]
2, (50)

where E[y2it|It−1] and E[yit|It−1] follow from Equation (16). This leads to the standardized generalized

impulse response function

ψyi
a (h, δ, It−1) = G̃aGI yiỹ (h, ηit = δ

√
vit, It−1), a = y, s (51)
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which gives the effect of a shock of δ standard deviations to yit on yt+h or st+h. Following Lanne and

Nyberg (2016), we define the generalized forecast error variance decomposition as the proportion of

the total of impulse responses of variable yj or regime sj which is accounted for by the GI of variable

yi conditional on It−1 and innovation size δ standard deviations as

θyiaj (h, δ, It−1) =

∑h
l=0(e

′
jψ

yi
a (l, δ, It−1))

2∑h
l=0

∑n
k=1(e

′
jψ

yk
a (l, δ, It−1))2

, a = y, s. (52)

Lanne and Nyberg (2016) propose this definition as an alternative to Pesaran and Shin (1998) who

use δ var[yit+h|It−1] in the denominator, to ensure that
∑n

i=1 θ
yi
aj (h, δ, It−1) = 1.

4 Application to Investments

In this section, we use our theoretical results to analyze the risk-return trade-off for stocks and bonds.

MSVAR models are well suited for such analyses, as they comprise the insights from two strands of

literature. First, the literature on return predictability, for example in the seminal papers by Campbell

and Viceira (1999); Campbell et al. (2003) and Barberis (2000), shows that state variables such as

the dividend-to-price ratio and the short rate have persistent effects on the expected returns and

(co)variances. This predictability is typically captured by a VAR(1) model. Second, the presence of

regime-switching in asset returns and their pronounced implications for investments have been widely

documented.5 MSVAR models accommodate both features. In their analysis of these models for US

stock and bond returns, Guidolin and Ono (2006) show that an MSIH(4)-VAR(1) model works best,

and yields better predictions than simpler VAR or MSIH models (see also the evidence in Guidolin

and Hyde, 2012, 2014).

In line with these findings we analyze the risk and returns of US stocks and bonds with the dividend-

to-price ratio and the short rate as predictor variables. We investigate means, (co)variances and the

impact of shocks for the different regimes. Our base model is an MSIAH(2)-VAR(1) model, so a VAR

model of order 1, with intercepts, autoregressive parameters and (co)variances that switch between

two regimes. In Appendix C we report results for the nested MSIH(2) and VAR(1) models. We keep

the model specification simple, because we do not aim for the best fitting model.

4.1 Data and Estimation Results

Our data consist of monthly observations taken from CRSP. As stock returns we take returns including

dividends on the S&P500. We calculate the log dividend-to-price ratio at month t as the log of the

sum of the dividends over months t − 11 through t minus the log of the level of the index at the end

of month t. Bond returns are calculated from the CRSP Fixed-Term Index of 10-year Treasury bonds.

As the short rate, we take the yield on 1-month Treasury Bills from the CRSP Risk-Free Rates Files.

The sample period runs from January 1952 to December 2018 (804 observations).

5Notably Ang and Bekaert (2002), Guidolin and Timmermann (2006a,b, 2007). See Guidolin (2011) for a survey.
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[Table 1 about here.]

The summary statistics in Table 1 show that both stocks and bonds yield on average positive excess

returns, with excess returns on equity being four times higher on average. This is nicely in line with

the excess return volatilities, which is twice as high for equity. All variables exhibit non-zero skewness,

indicating deviations from normality that a standard linear VAR model cannot capture. The kurtosis

of stock and bond returns also point at deviations from normality. Panel b shows that the T-bill rate

and the D/P ratio are highly persistent, and may even exhibit a unit root. Correlations are overall

close to zero, with the exception of the T-bill rate and the D/P ratio. The autocorrelations and cross-

correlations paint a rich picture that Markov-switching models without a VAR term may find difficult

to emulate. In particular, we find larger correlations between stocks and bonds at leads and lags than

contemporaneously. As expected, we see a small but positive correlation between stock returns and the

lagged D/P ratio. The lagged T-bill rate is negatively correlated with both stock and bond returns.

Maximum-likelihood parameter estimates based on the Expectation-Maximization algorithm of

Dempster et al. (1977) (see also Hamilton, 1990) are reported in Table 2. They show low- and high-

volatility regimes that are persistent. The VAR-parts of the model show predictability between stock

and bond returns, and from the T-bill rate and D/P ratio to stock returns. These features are compa-

rable to the estimation results for the MSIH(2) and VAR(1) models in Tables C.1 and C.2 in Appendix

C. However, predictability varies across the regimes. In the low-volatility regime, stocks and bonds

exhibit negative autocorrelation, whereas it is positive in the high-volatility regime. The effect of the

T-bill rate on stock returns is significant in the low, but not in the high volaltility regime. To the

contrary, the effect of the D/P ratio is concentrated in the high-volatility regime. Next, the persistence

of the T-Bill rate and D/P ratio is very strong in the low-volatility regime. We also find coefficients

for which the difference between the regimes is not very large compared to their standard errors, for

example the effect of the lagged bond returns and T-Bill rate on stock returns.6 Together, these differ-

ences can produce substantial differences in the return distributions and predictability in the different

regimes. We analyze their implications in the next subsections.

[Table 2 about here.]

We plot the regime probabilities in Figure 1 based on the smoother of Kim (1994). The red

line indicate the smoothed probability for the low-volatility regime. The gray bars show when this

probability is below 1/2, in other words when the high-volatility regime applies. The figure shows the

well known alternation of these periods. Notable periods with high volatility occur in the early ’80s

and between 2008-2010 during the great recession. Periods with low volatility tend to last longer, as

also indicated by the transition probabilities in Table 2. They imply an average duration of 8.9 (4.4)

6A comparison of the likelhood functions and information criteria for the stocks and bonds part of the models shows

that the improvement offered by allowing switches for all VAR-coefficients is limited relative to the additional number of

parameters. See Table C.3 for the results.
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months for the low (high) volatility regime. These results are comparable to Kole and Dijk (2017),

but imply less persistence than for the macro series in Bianchi (2016) or Karamé (2015).

[Figure 1 about here.]

4.2 Regime-specific moments

We use the results of Section 2.4 to get more insights in the behavior of the variables conditional on a

specific regime. We present the means, volatilities, and correlations of each variable conditional on the

prevailing regime being 1 or 2 in Table 3, and turn to the implications for the autocovariance structure

in Table 4. We also calculate these moments under the much stronger assumption that the process has

been in the a specific regime forever. This assumption simplifies the calculations considerably to the

standard results for VARmodels and circumvents the need of Propositions 4–6. However, ruling out any

past regime switches is unrealistic, and may be too strong if regimes are short-lived. The comparison

of both results shows the consequences of this assumption. For completeness we also include the

unconditional moments. We calculate 90%-confidence intervals by simulating from the distribution of

the estimates, for which we assume it has converged to a multivariate normal distribution. Because

the moments result from highly non-linear transformations of the parameters, we report confidence

intervals instead of standard errors.

Table 3 shows that the effect of regime switching is mostly confined to stock and bonds, even though

the parameter estimates in Table 2 for the T-Bill rate and D/P ratio vary considerably over the regimes.

Regime 1 clearly shows a high mean for stocks, a low mean for bonds and low volatilities for both,

whereas regime 2 shows the opposite pattern. The difference between the mean for stocks in the two

regimes is large, 0.75% versus -0.67% per month, but the confidence intervals around both moments

are wide, reflecting the sometimes large standard errors in Table 2. Still, based on the simulations of

the estimated parameters we reject equality of the regime-specific means in favor of the first one being

higher with a p-value of 0.046. The difference between the means of the bond returns is smaller (0.01%

versus 0.37%) with also wide confidence intervals, and here we cannot reject equality (p-value of 0.131).

The difference between the volatilities in both regimes is large and more precise for both asset returns,

in line with the common result that asset return regimes largely reflect differences in volatilities (cf.

Kole and Dijk, 2017).7 The correlations show small variations over the different regimes. Stocks and

bonds are more strongly correlated in regime 2, indicating less diversification benefits. However, the

simulations indicate that the evidence for the regime-2 correlation being larger is marginal at most

(p-value of 0.113).

[Table 3 about here.]

7A richer model specification with separate Markov chains for the intercept and VAR-coefficients on the one hand and

(co)variances on the other hand as in Hubrich and Tetlow (2015) and Bianchi (2016, 2020) may provide further insights,

but we leave this for future research.
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To illustrate the differences between moments conditional on regime j prevailing at time t or having

prevailed infinitely long (so St = j versus St = St−1 = . . . = j), we report these latter moments with

the suffix “inf.” after the regime. For the means, these differences are huge and would lead to very

different implications. If the first regime has prevailed infinitely long, the resulting means for stocks and

bonds would be 0.23% and 0.02%; for regime two we find 0.26% and 0.28%. Interpreting the regimes

based on these calculations, so ignoring the effect of Markov switching, would make the first regime

seem less attractive, and the second regime more. We would also conclude that the state variables

show regime switching. Surprisingly, the differences between the volatilities are much smaller. For the

correlations they are again larger. Though the moments are easy to calculate under the “infinitely

long” assumption, the assumption is not realistic and the resulting moments do not reflect a particular

aspect of the data. This also implies that the different values for the means under this assumption do

not have a clear interpretation.

The first-order autocorrelations in Table 4 show quite some differences between the regimes. Au-

tocorrelation of stocks is negative in regime 1, but positive in 2. We reject equality in favor of the

second being larger with a p-value of 0.010. Perhaps more consequential are the differences in magni-

tude. The auto- and cross-correlation coefficients between stocks and bonds are considerably larger in

regime 2. Together, they make regime 2 riskier than regime 1, on top of the higher volatilities. The

correlation between the D/P ratio at t and stock returns at t + 1 increases from 0.022 in regime 1 to

0.102 in regime 2, indicating that predictability of stock returns is stronger in regime 2. Even though

the confidence intervals are relatively wide and partly overlap, we reject equality with a p-value of

0.049. The autocorrelations of the T-bill rate and the D/P ratio are a bit lower in regime 2. The

unconditional autocorrelations lie between the regime-specific autocorrelations, and are also close to

the empirical ones in Table 1 and the ones implied by the VAR(1) model in Table C.5. This last table

shows that the MSIH(2) cannot match the empirical autocorrelation, and as we show in Corollary 1,

the regime-conditional lead-lag correlations of any plain MSIH model are zero.

[Table 4 about here.]

The rows with suffix “inf.” indicate that ignoring regime switches leads again to quite different

results. The autocorrelations of stocks and bonds become more extreme. For example, if regime 1

(2) prevailed forever, the autocorrelation of stocks is -0.101 (0.157) compared to -0.060 (0.112) when

regimes can switch. The correlations between the state variables at t and stock and bond returns at

t+1 in the lower-left part of the table tend to be closer to zero, indicating that the implied predictive

effect of the state variables would be smaller when regime switching is ignored. Similar as in Table 3,

the differences in the behavior of the state variables between the two regimes seem larger when regimes

are assumed to have prevailed forever.

We conclude that both Markov-switching and predictability have profound implications for the

risk-return trade-off. Our results show the presence of a bull regime where average returns are high

for stocks but low for bonds, volatilities and correlations are low, and predictability is weak. We

24



also find a bear regime where average returns are low for stocks but high for bonds, volatilities and

correlations are higher, and predictability is stronger. The combination of Markov-switching with a

VAR model indicates that the bear regime is riskier than the bull regime, and the difference is larger

than indicated by the results for the MSIH(2) and VAR(1) models in Appendix C. So investors should

pay close attention to the detrimental risk-return trade-off in the bear market regime, as well as the

different time-series dynamics. We also show that the assumption that a particular regime has prevailed

forever gives quite different moments. These differences can of course lead to quite different decisions

or implications.

4.3 Impulse Response Analysis

We continue our analysis by investigating how shocks affect the risk-return trade-off at different hori-

zons. As we showed in the derivation of the GIs, shocks in Markov-switching models have a nonlinear

effect where both the sign and the magnitude of the shock matter, contrary to the VAR(1) model

where the effect of shocks is symmetric in its sign and proportional to its magnitude. We concentrate

on the impulse responses of stocks and bonds, because these are the variables that investors are most

interested in.

We start with the generalized impulse responses of the first order GI yiy (h, ηit, It−1), defined in

Proposition 7, to determine the effect of shocks on the expected returns, and then consider the responses

of the second order GI yiz (h, ηit, It−1), defined in Proposition 8, for the variances. We assume that the

information set It−1 only contains the regime process at time t− 1, which can be in regime 1 or 2. No

information about yτ , τ < t is contained in It−1. We calculate the GIs for h = 0, 1, 6.

4.3.1 First Order Impulse Responses

Figure 2 shows the GIs that result from a shock to stock returns at t. Recall from Proposition 7 that

the GI for y reads,

GI yiy (h, ηit, It−1) = GyΦ̃
h

(
E[ε∗t |yit, It−1]

E[ut|yit, It−1]

)
,

meaning that a shock has contemporaneous effects on the probability forecasts for the regimes through

E[ut|yit, It−1] and on the other variables through E[ε∗t |yit, It−1]. We show the first effect for the

probability of regime 1 in panel a, and the second effect for expected bond returns in panel b. The

shocks are then propagated through Φ̃h. We show these effects on both expected stock and bond returns

for horizons h = 1 and h = 6 months in panels c–f. In all figures the red (blue) lines correspond with

low-volatility regime 1 (high-volatility regime 2) at t− 1. The dashed lines indicate the bounds of 90%

confidence intervals, obtained with simulation as discussed before.

[Figure 2 about here.]
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Panel a shows the probability forecast for regime 1 that has been updated with the information of

the shock (solid lines) as a function of the shock size (in %). As a reference we include the probability

forecast without the shock (dotted horizontal lines). For either regime prevailing at t− 1, we see that

small shocks increase the likelihood of regime 1, whereas large shocks make regime 1 less likely. The

difference between the solid and dotted lines corresponds with the effect of the shock E[ut|yit, It−1].

The effect of small shocks is largest when regime 2 prevails at t − 1, whereas large shocks have the

largest effect when regime 1 prevails. Very large shocks lead to a concentration of the probability

forecast on regime 2 independent of their sign or the regime at t − 1, but small shocks do never lead

to a complete concentration on regime 1. The top of the solid lines reflects the differences in means

and volatilities reported in Table 3. The confidence intervals show that the effect of positive shocks is

a bit more uncertain than of negative shocks.

The contemporaneous effect of a shock to stock returns on expected bond returns is shown in panel

b. In a VAR model this effect would be a linear function of the shock, but because of the presence

of regimes it becomes non-linear. When shocks are small and regime 1 prevails at t − 1, the process

is likely to remain in regime 1, which exhibits a small positive correlation between stock and bond

returns. Consequently, expected bond returns do not react strongly, as indicated by the flat part of the

red line. Larger shocks signal a potential switch to regime 2 with higher expected bond returns and a

stronger correlation with stock returns. This explains why the red line is steeper for shocks between

−5 and −10% and between 7 and 12%. When shocks become even larger, the slope reflects mainly

the larger correlation in regime 2, as the probability forecast is already concentrated on this regime.

The blue line, which corresponds with regime 2 at t− 1 shows less pronounced non-linearity, because

the effect of shocks on the regime forecast are smaller as shown in panel a. However, the confidence

intervals show quite some overlap, which means that the effects in the different regimes may be hard

to distinguish.

Panel c shows the effect on the expected stock return at t+1. Particularly when regime 1 prevails

at t − 1, this is a highly non-linear function of the shock size. For small shocks, regime 1 is likely

to remain, and the effect is overall negative, reflecting the net impact of the negative autocorrelation

of stock returns (coefficient of -0.107 in Table 2) and the cross effects of the other variables. Larger

shocks make regime 2 more likely, and because of the different VAR coefficients for the stock equation in

regime 2, most notably the positive AR coefficient of 0.142, the slope gradually changes from negative

to positive. When regime 2 prevails at t− 1, the GI is again less non-linear. The confidence intervals

do not overlap to a large degree when shocks are small, so in this case, we can distinguish the effects

in the different regimes. When shocks are large, the second regime dominates the effect independent

of the regime at t− 1, and consequently, the blue and red lines are close and their confidence intervals

overlap.

The GI of bond returns at t + 1 in panel d shows that the overall positive relation at t changes

to a negative one. This reflects the negative VAR coefficients for stock returns in the bond equation

in both regimes, but also the propagation of the contemporaneous effect on the other variables. The
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overall effect does not differ much between regime 1 and 2 at t− 1 when shocks are small. For larger

shocks, both positive and negative, the effect is shifted upward when regime 1 prevails at t− 1. Large

shocks make regime 2 more likely, in which expected bond returns are higher, as shown in Table 3.

Panels e and f show that the effect of shocks reverts and diminishes but remains noticeable after

6 months. The slow mean-reversion of the T/Bill rate and particularly the D/P ratio explains this

result, as discussed by, for example, Campbell et al. (2003). As in the other panels, the non-linearity

of the effect is most pronounced when regime 1 prevails at t− 1. The red and blue lines are quite close

in panel (e) which means that the regime at t− 1 does not matter much. In panel f, they are further

apart, but here the confidence intervals are quite wide and overlapping.

The GIs that result from shocks to bonds returns at time t are shown in Figure 3. The different

subfigures lead to the same conclusions as for shocks to stock returns in three respects. First, the

impact on expected stock and bond returns is to a larger (smaller) extent non-linear when regime 1 (2)

prevails at t−1. Second, the effect of shocks diminishes but remains present at t+6. Third, confidence

intervals become wider for larger horizons.

[Figure 3 about here.]

We also observe some interesting differences, though. First, the contemporaneous effect of shocks

to bonds returns on expected stock returns in Figure 3b is more asymmetric than the one from stocks

to bonds in Figure 2b, in particular for regime 1 at t− 1. The asymmetry follows from two effects that

dampen each other for positive shocks, but amplify for negative ones. First, stock and bond returns

are hardly correlated in regime 1, and positively correlated in regime 2. Second, larger shocks make

regime 2 more likely, in which expected stock returns are lower. So, when bond returns encounter a

small but positive shock, regime 1 with correlation close to zero becomes more likely, which leads to a

small positive effect on expected stock returns. When shocks become larger, regime 2 becomes more

likely, but the effect of the larger positive correlation is offset by the lower mean in regime 2. For

negative shocks, the large positive correlation and lower mean work in the same direction.

Second, the slope of the GI in Figure 3c does not become negative when regime 1 prevails at t− 1

and shocks are small as in Figure 2c. Instead, the effect of autocorrelation is flat and close to zero for

small shocks, in line with the small coefficients in the bond equation for regime 1 in Table 2. Larger

shocks make regime 2 more likely, which exhibits a higher mean for bond returns, and larger coefficients

in the bond equation, leading to an overall positive effect reflected in the slope of both the blue and

the red lines, and an upward shift in the red line compared to the blue one.

Third, the GIs for t + 6 show that the slow mean-reversion of the state variables has a smaller

impact on the transmission of shocks to bond returns. The GIs show that the transmission mostly

follows from the updating of the regime forecast, as indicated by the (inverted) U-shape in panel e (f).

In Figures 2e and 2f, the U-shape is tilted, indicating the combined effect of the Markov-switching and

the VAR-part.
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We show the figures with the GIs when shocks originate in the T-Bill rate and the D/P ratio in

Appendix C.3 and summarize the main insights here. Shocks to the T-Bill rate affect expected stock

and bond returns mostly through their update of the regime forecasts for two reasons. First, the

difference between the volatilities of the innovations in the two regime is larger than for stocks and

bonds, which means that small shocks have a stronger effect on the probability of regime 1. Second,

the regime-specific cross-correlations with stock and bond returns are mostly close to zero (see Tables 3

and 4). Since the T-Bill rate is strongly persistent, shocks die out more slowly. Shocks to the D/P

ratio are by construction strongly negatively correlated with shocks to stock returns (-0.952 and -0.920

in regimes 1 and 2), and consequently their GIs are the mirror images of those for shocks to stocks

returns in Figure 2.

To determine which source of shocks is most important, and how it depends on the regime and

the sign and size of the shock we decompose the forecast error variance as in Section 3.3. We express

shocks as a multiple δ of the forecast standard deviation of the different variables for time t, and plot

the results in Figure 4 for either regime 1 (solid) or 2 (dashed) prevailing at t − 1. We focus on the

horizon h = 1 because this horizon combines both the contemporaneous and VAR(1) transmission of

the shocks. Panel a shows that slightly over 50% of forecast error variances of stock returns originates

in shocks to stock returns themselves, and over 40% comes from the D/P ratio. Of the remaining

5-10% most can be attributed to bonds when shocks are negative or the T-Bill rate when shocks are

positive. For shock sizes close to zero, the lines for stock returns and the D/P ratio show a pronounced

trough. This results from the fact that knowing that there is no shock leads to a strong reduction of

the contribution to the forecast error variance at t + 1 when shocks originate in stock returns or the

D/P ratio, but much less so when they come from bond returns or the T/Bill rate. The regimes at

t−1 lead to small variations, with the D/P ratio being more important for positive and small negative

shocks in regime 1 compared to regime 2, whereas bond returns show the opposite pattern.

[Figure 4 about here.]

Figure 4b shows that bond returns are more isolated from the other variables, as 90-95% of its

forecast error variance can be attributed to own shocks. This holds in particular for small shocks with

regime 1 at t− 1. The remainder is about equally divided between shocks originating in stock returns

and the D/P ratio. The impact of the T-Bill rate is surprisingly small.

For investors, this means that the estimates in Table 2, which correspond with the average effect

at h = 0, do not present the complete picture. Because of the VAR nature of the model, shocks die

out more slowly, and the Markov-switching component makes their effect nonlinear. Smaller shocks

to stock returns are expected to be reversed in the next period, but not so for large shocks, or any

shocks in the high-volatility regime. Shocks to bond returns have a small contemporaneous effect

of the same direction on stock returns, but their effect dies out slowly, reducing the diversification

opportunities. We also conclude that the high-volatility regime is riskier but also a bit easier to

predict and understand, because the effect of regime switching is less. The consequences regarding
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expected returns of bonds are a bit more positive than for stocks. Shocks have a less persistent effect

on bond returns, and more importantly, when shocks originate from stock returns they revert. The

contemporaneous effect of these shocks has the same direction as the shock, but it becomes opposite

in the next period, indicating some protection.

4.3.2 Second Order Impulse Responses

Having investigated the effect of shocks on the return part of the risk-return trade-off, we now turn to

the second-order impulse responses for the risk part. With 2 regimes the law of total variance makes

it easy to discern four different channels through which shocks affect the variance of yt+h,

Var[yt+h|yit, It−1] = ξ1,t+hΣ1,t+h+ξ2,t+hΣ2,t+h+ξ1,t+hξ2,t+h(µ1,t+h−µ2,t+h)(µ1,t+h−µ2,t+h)
′, (53)

where ξj,t+h = Pr[St+h = j|yit, It−1], µj,t+1 = E[yt+h|St+h = j, yit, It−1], andΣj,t+h = Var[yt+h|St+h =

j, yit, It−1] for j = 1, 2. The first channel runs via the effect that the shock in yit has on the regime-

specific variances at t + h. If h = 0, the contemporaneous correlation of the variables leads to a

decrease in the variance of the other variables. If h > 0, Σj,t+h is equal to the variance matrix of

regime j. Next and as before, shocks lead to an updating of the regime forecasts ξi,t+h. On top

of this effect, the variability of the regime process also contributes to the total variance via the term

ξ1,t+hξ2,t+h = ξ1,t+h(1−ξ1,t+h). The final channel stems from the difference between the autoregressive

components in the different regimes, (µ1,t+h−µ2,t+h). We investigate how much the different channels

contribute, and how the effects depend on the size of the shock and the regime at t− 1.

[Figure 5 about here.]

Figure 5 shows how shocks to stock returns affect the volatilities of stock and bond returns at

different horizons, with the contemporaneous effect on bond volatility in panel a. In both regimes a

shock to stock returns at t reduces the contemporaneous bond volatility, but it also leads to an update

of the regime forecast as shown in Figure 2a. When shocks are small, both effects work in the same

direction, which means that the forecast volatilities go down compared to the forecast without a shock

(the dotted lines), and that the drop is largest when the high-volatility regime (the blue line) prevails

at t − 1. For large shocks, the regime update dominates, so even though the conditional variance in

either regime drops, the increased likelihood of the second regime leads to an increase of the forecast

volatility. Obviously, the increase is largest when starting in the low-volatility regime. The confidence

intervals indicate a reasonable degree of precision, though they also imply that effects may be zero

when regime 2 prevails at t− 1 or when regime 1 prevails and shocks are small.

Panels b and c show the effect moving one period forward for both bond and stock volatilities. The

picture for bond volatility resembles the effect at t pretty much, though with a smaller magnitude, as

shocks die out. The picture for stock volatility shows richer dynamics. As for bond volatility, stock

volatility is forecast to go down when shocks are small. If shocks are large, forecast volatility goes up,

29



but it does not simply converge to the volatility of regime 2. Instead, the volatility remains increasing

in the size of the shock, which steams from the second part in Equation (53). This part accounts for

the difference in the expected stock returns at t+1, which is largest when shocks are negative. This is

a big difference with both MSIH models and VAR models where the effect on the volatility is bounded

or absent. The confidence intervals indicate that the effect of small shocks may be difficult to discern

from zero, but not so for large shocks.

The effect of shocks on the volatilities remains present at longer horizons as indicated by panels

d and e for a horizon of 6 months, though the magnitude diminishes. At this horizon, the effect of

positive shocks to stock returns at t is increasing in size on both stock and bond volatility but not as

pronounced as for a one-month horizon. Parameter uncertainty accumulates and leads to relatively

large confidence intervals.

We show the effects of shocks to the other variables in Appendix C.3. The figures are generally

comparable to Figure 5. When shocks originate from bond returns, both bond and stock volatilities

show a clear increasing pattern for increasing shock size, independent of the size of the shock, and in

line with the strong effects in Figures 3c and 3d. Shocks to the T-Bill rate do not have strong VAR

effects, so the regime updating channel dominates here. The large negative correlation of shocks to

stock returns and the D/P ratio means that the shocks to the latter have the mirrored effect of shocks

to the former.

We finish this part with an analysis of the effects that shocks have on the forecast correlation of

stock and bond returns at different horizons. Figure 6 shows that also the effects that shocks have

on correlation are highly non-linear, and are also quite different depending on their source. Shocks

to stock returns lead to small decreases in correlation when shocks are small and regime 1 prevails at

t − 1. For larger shocks (below -7% or above 4%), the forecast correlation quickly increases towards

the forecast correlation from regime 2 at t − 1, and goes up substantially beyond it when shocks are

above 9%. When shocks become more negative, below -15%, the opposite happens, and the correlation

starts to decrease. When regime 2 prevails at t − 1, positive as well as small negative shocks lead to

increases, but also here large negative shocks lead to decreases. Confidence intervals are wide, though.

[Figure 6 about here.]

Shocks to bond returns have a more symmetric effect as shown in panel b. Independent of the

regime at t − 1, small shocks lead to a decrease in the forecast correlation, whereas large shocks lead

to an increase. Also here, the increase continues well beyond the correlation that is forecast from the

high-volatility regime. The differences between panels a and b show that the combination of Markov-

switching and VAR features lead to intricate dynamics. Panels c and d show that the effect of shocks

remains present for longer horizons, though again the magnitude has diminished. Shocks to stock

returns die out more slowly because of their effect on the D/P ratio which is very persistent. Also

here, the accumulation of parameter uncertainty means that the difference should be interpreted with

care.
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Summarizing, our analyses show that shocks can lead to an increase or a reduction of risk. However,

the increases are more substantial than the decreases, and the decreases only occur for a limited domain

of small shocks. Moreover, the effects of shocks on the second moments are prolonged. These results

stand in stark contrast with the implications of VAR models where shocks do not affect second moments

at all. They are also stronger than what we observe for simpler models with only Markov switching,

indicating that the combination of VAR and Markov-switching properties amplify the effect of shocks.

Combining the results for risk with those for the return part of the previous subsection shows that

our framework presents a unified way to analyze the effects of shocks. Shocks can have positive or

negative effects on the expected returns, depending on their sign and size. The effects are nonlinear,

but less so in the high-volatility regime. Shocks can have positive or negative effects on the volatility

and correlation of stocks and bond returns. In the high-volatility regime, shocks easily lead to a

further and prolonged increase of volatility forecasts. Shocks can hence lead to a deterioration of the

risk-return trade-off by decreasing expected returns and increasing risk and reducing diversification

opportunities.

5 Conclusion

We propose a unified framework that enables the calculation of moments and the analysis of impulse

responses for MSVAR models in a setting where only the distribution of the regimes at a particular

point in time is given. As the key ingredient of our framework we show that the processes of the level

of the observable variables, their squares and the latent regime indicator can be combined such that

they form a linear VAR(1) model with innovations that form a non-Gaussian martingale difference

sequence. Whereas the VAR(1)-part has been shown before by Bianchi (2016); Krolzig (2006), we

explicitly derive and use the MDS-part.

We show how to use this extended VAR(1) formulation to derive future first and second moments

conditional on the regime distribution at one particular point in time t only, so without any assumption

on the values of the observable variables or the regime distribution up to t. In this derivation, we use the

time-reversed version of the regime process, and show that the same stationarity conditions apply as for

the original MSVAR. We then derive closed-form expressions for impulse responses in the framework

of Koop et al. (1996). Shocks affect forecasts of both the first and second moment in this model, and

hence we propose the variance impulse response function next to the traditional generalized impulse

response function for the first moment. We also show how to construct the generalized forecast error

variance decomposition.

We apply our methods for an analysis of the risk-return trade-off of investments in stocks and

bonds, where we include predictability by the T-Bill rate and dividend-to-price ratio, and switching

between low- and high-volatility regimes. We use our theoretical results to characterize the regimes.

Consistent with the stylized facts, we find a bull regime with a high (low) mean for returns on stocks

(bonds), and low volatility for both, and a bear regime where these features are reversed. Next to

31



that, we show that the predictability also varies across the regimes, with stronger effects in the bear

regime. The impulse response analysis for first and second moments shows that the effect of shocks is

asymmetric, nonlinear, and regime-dependent. We use our framework to discern the different channels

via which the shocks propagate, which further helps understanding the shocks and linking them to the

different features of the model. While the effect of shocks on the expected returns can be positive or

negative in both regimes, shocks tend to have an upward effect on risk by increasing volatilities and

correlations, in particular when they are large or occur in the high-volatility regime.

Our theoretical and empirical results are useful for modern risk management. The tools we propose

can be directly used to investigate what happens when a shock hits in a bad state. In our empirical

application this setting corresponds with a shock hitting during a bear market, but of course a similar

analysis can be done for financial institutions during a crisis regime, or countries during a recession.

Because all results are available in closed form, the tools are easy to use and do not require simulations

or numerical approximations.
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Jordà, Ò. (2005). Estimation and inference of impulse responses by local projections. American Economic
Review, 95(1):161–182.
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Table 1: Summary statistics

(a) Marginal moments

Mean Volatility Skewness Kurtosis

Stock returns 0.51 4.17 -0.67 5.48
Bond returns 0.13 2.07 0.20 4.56
T-bill rate 0.34 0.25 0.88 4.10
D/P ratio -3.53 0.40 -0.29 2.30

(b) contemporaneous and lag-1 correlations

Stock Bond T-bill D/P Stock Bond T-bill D/P
returns returns rate ratio returns returns rate ratio

Stock returns 1 0.085 -0.097 -0.044 0.052 -0.150 -0.095 -0.051
Bond returns 1 -0.009 -0.015 0.114 0.061 -0.065 -0.025
T-bill rate 1 0.433 -0.077 -0.003 0.983 0.437
D/P ratio 1 0.059 -0.005 0.430 0.994

This table show the means, volatilities (both in %), skewness and kurtosis, and correlations of excess log stock and bond
returns, the log T-bill rate and the log d/p ratio. The left four columns of panel b show the contemporaneous correlations.
The right four columns show the lag-1 correlations with the lagged variables on the rows. The sample period runs from
January 1952 to December 2018 (804 observations).
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Table 3: Regime-conditional and unconditional first and second moments

Means (% per month)

Stocks Bonds T-Bill rate D/P ratio

Regime 1 0.75 ( 0.22, 1.72) 0.01 (-0.24, 0.32) 0.40 (-0.43, 0.74) −3.58 (-4.59, -3.18)
Regime 1 inf. 0.23 (-1.88, 1.52) 0.02 (-0.69, 1.15) 0.49 (-0.55, 2.24) −4.34 (-8.14, -2.91)
Regime 2 −0.67 (-1.60, 0.43) 0.37 (-0.13, 1.37) 0.40 (-0.50, 0.74) −3.54 (-4.48, -3.14)
Regime 2 inf. 0.26 (-0.34, 1.03) 0.28 (-0.39, 1.35) 0.44 (-0.48, 0.91) −3.24 (-4.09, -2.69)
Unconditional 0.28 (-0.02, 0.89) 0.13 (-0.12, 0.62) 0.40 (-0.47, 0.74) −3.57 (-4.56, -3.17)

Volatilities (% per month)

Stocks Bonds T-Bill rate D/P ratio

Regime 1 3.23 (3.07, 3.49) 1.56 (1.49, 1.67) 0.28 (0.21, 0.62) 0.34 (0.27, 0.78)
Regime 1 inf. 3.21 (3.06, 3.41) 1.56 (1.48, 1.67) 0.18 (0.11, 0.53) 0.34 (0.23, 1.09)
Regime 2 5.49 (5.13, 6.00) 2.83 (2.64, 3.14) 0.29 (0.22, 0.63) 0.33 (0.26, 0.75)
Regime 2 inf. 5.50 (5.11, 5.96) 2.84 (2.66, 3.15) 0.32 (0.23, 0.71) 0.32 (0.24, 0.70)
Unconditional 4.18 (4.01, 4.57) 2.08 (1.99, 2.30) 0.28 (0.21, 0.63) 0.34 (0.27, 0.77)

Correlations

Stocks, Bonds Stocks, T-Bill Stocks, D/P ratio

Regime 1 0.037 (-0.039, 0.117) −0.114 (-0.303, -0.014) −0.097 (-0.234, -0.030)
Regime 1 inf. 0.032 (-0.041, 0.113) −0.073 (-0.222, -0.022) −0.065 (-0.151, 0.037)
Regime 2 0.140 ( 0.030, 0.245) −0.063 (-0.213, 0.101) −0.035 (-0.119, 0.145)
Regime 2 inf. 0.138 ( 0.035, 0.235) −0.069 (-0.204, 0.037) −0.066 (-0.131, 0.027)
Unconditional 0.084 (-0.0002, 0.161) −0.085 (-0.174, -0.029) −0.074 (-0.122, -0.027)

Bonds, T-Bill Bonds, D/P ratio T-Bill, D/P ratio

Regime 1 −0.043 (-0.189, 0.074) −0.024 (-0.139, 0.066) 0.455 (-0.067, 0.835)
Regime 1 inf. −0.028 (-0.173, 0.053) −0.015 (-0.148, 0.084) 0.351 (-0.507, 0.832)
Regime 2 −0.032 (-0.231, 0.079) −0.036 (-0.216, 0.076) 0.455 (-0.050, 0.838)
Regime 2 inf. −0.036 (-0.262, 0.092) −0.037 (-0.213, 0.084) 0.510 (-0.063, 0.877)
Unconditional −0.037 (-0.171, 0.034) −0.024 (-0.136, 0.044) 0.454 (-0.068, 0.830)

This table gives the regime-conditional and unconditional means, volatilities and correlations for the MSIAH(2)-VAR(1)
model with parameter values reported in Table 2, and 90% confidence intervals in parentheses. The regime-conditional
means E[yt|St] follow from Proposition 4, whereas the regime conditional volatilities and correlations are calculated from
Var[yt|St] based on Proposition 5. The rows with suffix “inf.” report the moments conditional on the given regime
having prevailed infinitely long, i.e. limτ→∞ E[yt|St = · · · = St−τ = j], and limτ→∞ Var[yt|St = · · · = St−τ = j]. The
unconditional moments follow from Equations (22) to (25). The confidence intervals are constructed by simulation with
10,000 draws of the parameters assuming a multivariate normal distribution for the estimates. The variance matrix of
the estimates is calculated by the outer product of the gradient. Parameter draws that do not meet the stationarity
requirement are discarded.
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Figure 1: Regime probabilities
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This figures shows the regime probabilities based on the smoother of Kim (1994) and the estimates of the MSIAH(2)-
VAR(1) in Table 2. The solid red line gives the probability of regime 1. The gray bars indicate the periods for which the
probability of regime 2 exceeds 1/2.
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Figure 2: The effects of a shock to stock returns at t

(a) Probability of regime 1 at t
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(d) GI of bond returns at t+ 1
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(e) GI of stock returns at t+ 6
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(f) GI of bond returns at t+ 6
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This figure shows the Generalized Impulse Response Functions for the probability forecasts for regime 1 at time t (panel a),
for expected bond returns at t, t+1 and t+6 (panels b, d and f), and for expected stock returns at t+1 and t+6 (panels
c and e) as a function of a shock to stock returns at time t. Both the horizontal axes and the vertical axes (panels b to f)
show returns in %. The solid red (blue) line shows the effect when regime 1 (2) prevails at t− 1. The dashed lines show
the bounds of the 90% confidence intervals (constructed as in Table 3). The GI are calculated based on Proposition 7.
The straight dotted lines in panel (a) give the forecast probability of state 1 in absence of a shock. The difference between
the solid and the dotted lines corresponds with the GI. In the other panels the GIs are plotted.
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Figure 3: The effects of a shock to bond returns at t

(a) Probability of regime 1 at t
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(c) GI of bond returns at t+ 1
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(d) GI of stock returns at t+ 1
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(e) GI of bond returns at t+ 6
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(f) GI of stock returns at t+ 6
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This figure shows the Generalized Impulse Response Functions for the probability forecasts for regime 1 at time t (panel a),
for expected stock returns at t, t+1 and t+6 (panels b, d and f), and for expected bond returns at t+1 and t+6 (panels
c and e) as a function of a shock to bond returns at time t. Both the horizontal axes and the vertical axes (panels b to f)
show returns in %. The solid red (blue) line shows the effect when regime 1 (2) prevails at t− 1. The dashed lines show
the bounds of the 90% confidence intervals (constructed as in Table 3). The GI are calculated based on Proposition 7.
The straight dotted lines in panel (a) give the forecast probability of state 1 in absence of a shock. The difference between
the solid and the dotted lines corresponds with the GI. In the other panels the GIs are plotted.
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Figure 4: The forecast error variance decomposition for stocks and bonds at t+ 1

(a) Stocks
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This figure shows the Generalized Forecast Error Variance Decomposition (GFEVD) for stock and bond returns at time
t+1. The lines show the GFEVD as a function of shocks equal to δ times the time t forecast standard deviation of stock
returns in red, bond returns in blue, the T-bill rate in green and the D/P ratio in orange based on Equation (52). The
solid (dashed) lines corresponds with regime 1 (2) at t− 1.

43



Figure 5: The effects of shocks to stock returns on the forecast volatility of stock and bond returns

(a) Bond volatility at t
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(b) Bond volatility at t+ 1
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(c) Stock volatility at t+ 1
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(d) Bond volatility at t+ 6
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(e) Stock volatility at t+ 6
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This figure shows the impulse responses for the forecast volatility of bond returns at time t, t+ 1 and t+ 6 (panels a, b
and d) and stock returns at t+ 1 and t+ 6 (panels c and e) as a function of a shock to stock returns at time t based on
Proposition 8. Both the horizontal and the vertical axes shows returns in %. The solid red (blue) line shows the effect
when regime 1 (2) prevails at t − 1. The dashed lines show the bounds of the 90% confidence intervals (constructed as
in Table 3). The straight dotted lines give the forecast volatility in absence of a shock. The difference between the solid
and the dotted lines gives the volatility impulse response function.
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Figure 6: The effects of shocks to stock or bond returns on the forecast correlation of stock and
bond returns

(a) From stocks, correlation at t+ 1
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(b) From bonds, correlation at t+ 1
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(c) From stocks, correlation at t+ 6
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(d) From bonds, correlation at t+ 6
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This figure shows the impulse responses for the forecast correlation of stock and bond returns at time t+ 1 and t+ 6 as
a function of shocks to stock (panels a and b) or bond returns (panels c and d) at time t based on Proposition 8. The
horizontal axis shows returns in %. The solid red (blue) line shows the effect when regime 1 (2) prevails at t − 1. The
dashed lines show the bounds of the 90% confidence intervals (constructed as in Table 3). The straight dotted lines give
the forecast correlation in absence of a shock. The difference between the solid and the dotted lines gives the correlation
impulse response function.
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A Proofs for Section 2 (The MSVAR model and its moments)

The equation numbers in this section are copied from the main text with an appendix prefix.

Lemma 1. Let Ai, i = 1, . . . ,m be a set of n × l matrices, and A = bdiagmi=1(Ai). Then ei ⊗Ai =

A(ei ⊗ Il).

Proof. We can write Ai = (e′i ⊗ In)A(ei ⊗ In). The multiplication ei ⊗ (e′i ⊗ In) = eie
′
i ⊗ In gives

a mn×mn block diagonal matrix whose ith block on the diagonal is equal to the identity matrix, so

ei ⊗ (e′i ⊗ In)A gives a mn ×mn block diagonal matrix whose ith block on the diagonal is equal to

Ai. The post-multiplication ei ⊗ Il selects block-row i. Block-row i of ei ⊗ (e′i ⊗ In)A and A are the

same, as both consist of m blocks of size n × l with block i equal to Ai and all other blocks equal to

the zero matrix. Hence the result of the multiplication is the same.

Proposition 1. Let yt follow the MS-VAR process as specified in Equations (1) and (2). Define

y∗t = st ⊗ yt and ỹt =
(
y∗t

′, s′t
)′
. Then y∗t follows the process

y∗t = CPst−1 +Φ(P ⊗ In)y∗t−1 + ε
∗
t , (A.6)

with C = bdiagmi=1(ci), Φ = bdiagmi=1(Φi), and

ε∗t = Λ(P ⊗ In)(st−1 ⊗ εt) +Cut +Φ(ut ⊗ yt−1) +Λ(ut ⊗ εt),

with Λ = bdiagmi=1(Λi), and ut as defined in Equation (3). ỹt follows the process

ỹt =

(
y∗t

st

)
= Φ̃ỹt−1 + ε̃t, (A.7)

with

Φ̃ =

(
Φ(P ⊗ In) CP

Om×nm P

)
.

and ε̃t = (ε∗t
′,u′

t)
′. Moreover, ε∗t and ε̃t are MDS.

Proof. From the definition of y∗t follows

y∗t = st ⊗ yt = Cst +Φ(st ⊗ yt−1) +Λ(st ⊗ εt),

where we use Lemma 1, and (st ⊗ In)b = (st ⊗ Inb) = st ⊗ b for any vector b of size n. Substitution

of Equation (3) for st yields

y∗t = CPst−1 +Φ(Pst−1 ⊗ yt−1) + ε
∗
t

= CPst−1 +Φ(P ⊗ In)y∗t−1 + ε
∗
t .
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and

ε∗t = Λ(P ⊗ In)(st−1 ⊗ εt) +Cut +Φ(ut ⊗ yt−1) +Λ(ut ⊗ εt).

Equation (6) shows how y∗t depends on past values. Stacking y∗t and st in the vector ỹt gives

ỹt =

(
y∗t

st

)
=

(
Φ(P ⊗ In) CP

O P

)(
y∗t−1

st−1

)
+

(
ε∗t

ut

)
= Φ̃ỹt−1 + ε̃t,

with Φ̃ and ε̃t as defined in the proposition. Next,

E[ut|ỹt−1] = E[ut|st−1] = 0,

because conditional on st−1, st is independent of yt−1. We also have E[ε∗t |ỹt−1] = 0, because εt is

independent of St, St−1 and hence ut, E[εt] = 0 and E[ut|ỹt−1] = 0. This establishes that ε̃t is an

MDS.

Proposition 2. Let yt follow the MS-VAR process as specified in Equations (1) and (2). Define

zt = yt ⊗ yt, z∗t = st ⊗ zt and z̃t =
(
z∗t

′,y∗t
′, s′t
)′
, with y∗t as defined in Proposition 1. Then zt follows

the process

zt = γSt + ωSt + ΨStyt−1 + ΥStzt−1 + ζt, (A.12)

where γSt = cSt ⊗ cSt, ωSt = vec (ΣSt), ΨSt = ΦSt ⊗ cSt + cSt ⊗ΦSt, ΥSt = ΦSt ⊗ΦSt, and

ζt =(ΛSt ⊗ cSt + cSt ⊗ΛSt)εt + (ΛSt ⊗ΦSt)(εt ⊗ yt−1)+

(ΦSt ⊗ΛSt)(yt−1 ⊗ εt) + (ΛSt ⊗ΛSt)(εt ⊗ εt − vec (In)).

z∗t follows the process

z∗t = (Γ +Ω)Pst−1 + Ψ(P ⊗ In)y∗t−1 + Υ (P ⊗ In2)z∗t−1 + ζ
∗
t , (A.13)

with Γ = bdiagmi=1(γi), Ω = bdiagmi=1(ωi), Ψ = bdiagmi=1(Ψi), and Υ = bdiagmi=1(Υi), and

ζ∗t =(Γ +Ω)ut + Ψ(ut ⊗ yt−1) + Υ (ut ⊗ zt−1)+

bdiagmi=1(Λi ⊗ ci + ci ⊗Λi)(st ⊗ εt) + bdiagmi=1(Λi ⊗Φi)(st ⊗ εt ⊗ yt−1)+

bdiagmi=1(Φi ⊗Λi)(st ⊗ yt−1 ⊗ εt) + bdiagmi=1(Λi ⊗Λi)(st ⊗ (εt ⊗ εt − vec (In))).

z̃t follows the process

z̃t =


z∗t

y∗t

st

 = Υ̃ z̃t−1 + ζ̃t, (A.14)

with

Υ̃ =


Υ (P ⊗ In2) Ψ(P ⊗ In) (Γ +Ω)P

O Φ(P ⊗ In) CP

O O P

 ,

and ζ̃t = (ζ∗t
′, ε∗t

′,u′
t)
′, with ε∗t as defined in Proposition 1. Moreover, ζt, ζ

∗
t and ζ̃t are MDS.
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Proof. Substitution of Equation (1) in the definition of zt yields

zt = yt ⊗ yt =
(
cSt +ΦStyt−1 +ΛStεt

)
⊗
(
cSt +ΦStyt−1 +ΛStεt

)
,

and working out the multiplication gives Equation (12). We use that cSt ⊗ΦStyt−1 = (cSt ⊗ΦSt)yt−1,

ΦStyt−1 ⊗ cSt = (ΦSt ⊗ cSt)yt−1 and ΛStεt ⊗ ΛStεt = (ΛSt ⊗ ΛSt)(εt ⊗ εt) = vec (ΛStεtε
′Λ′

St
) and

E[εtε
′
t] = In such that E[ΛStεt⊗ΛStεt|St] = vec (ΣSt) = ωSt . From the definition of z∗t and Lemma 1

follows

z∗t = st ⊗ zt = (Γ +Ω)st + Ψ(st ⊗ yt−1) + Υ (st ⊗ zt−1) + st ⊗ ζt.

Substitution of Equation (3) yields

z∗t = (Γ +Ω)Pst−1 + Ψ(Pst−1 ⊗ yt−1) + Υ (Pst−1 ⊗ zt−1) + ζ
∗
t

(Γ +Ω)Pst−1 + Ψ(P ⊗ In)y∗t−1 + Υ (P ⊗ In2)z∗t−1 + ζ
∗
t ,

which is Equation (13). Stacking z∗t , y
∗
t and st in the vector z̃t gives

z̃t =


z∗t

y∗t

st

 =


Υ (P ⊗ In2) Ψ(P ⊗ In) (Γ +Ω)P

O Φ(P ⊗ In) CP

O O P



z∗t−1

y∗t−1

st−1

+


ζ∗t

ε∗t

ut

 = Υ̃ z̃t−1 + ζ̃t,

with Υ̃ and ζ̃t as defined in the proposition. Next, E[ζt|yt−1] = 0, because E[εt|yt−1] = 0, and

E[εtε
′
t|yt−1] = In. Also, E[ζ∗t |yt−1, st−1] = 0 because εt is independent of St, St−1 and hence ut,

E[εt] = 0 and E[ut|ỹt−1] = 0. Because ε∗t is also an MDS, it follows that ζ̃t is an MDS.

Proposition 3. Let yt follow the MS-VAR process as specified in Equations (1) and (2). Define

zt+k,t = yt+k ⊗ yt, z∗t+k,t = st+k ⊗ zt+k,t and y∗t+k,t = st+k ⊗ yt for h ≥ 0. The process defined by

z̃t+k,t =
(
z∗t+k,t

′,y∗t+k,t
′, s′t+k

)′
follows

z̃t+k,t =

(
Φ̃⊗ In O

O P

)
z̃t+k−1,t +

(
ε̃t+k ⊗ yt
ut+k

)
, k ≥ 1 (A.19)

with Φ̃ as in Proposition 1 and the second term a MDS.

Proof. We use that(
z∗t+k,t

y∗t+k,t

)
= ỹt+k ⊗ yt =

(
Φ̃ỹt+k−1 + ε̃t+k

)
⊗ yt = (Φ̃⊗ In)(ỹt+k−1 ⊗ yt) + ε̃t+k ⊗ yt,

where we have substitued Equation (7) in the second equality. Combining this result with st+k =

Pst+k−1 + ut+k gives the result in Equation (19). The second term is an MDS, since ε̃t+k and ut+k

are MDS, and consequently E[ε̃t+k ⊗ yt|yt+k−l, St+k−l] = 0 for all k ≥ 1, l ≥ 1.

In the proofs that follow we use the following lemma.
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Lemma 2. Let yt follow the MS-VAR process as specified in Equations (1) and (2). Let Q be the

transition matrix of the time-reversed Markov chain of the proces St, and let Υ = bdiagmj=1(Φj ⊗Φj).

Then the matrices Υ (P ⊗ In2) and Υ (Q′ ⊗ In2) are similar.

Proof. Use Q = diag(ξ̄)P ′ diag(ξ̄)−1 to find

Υ (Q′ ⊗ In2) = Υ

((
diag(ξ̄)−1P diag(ξ̄)

)
⊗ In2

)
= Υ

(
diag(ξ̄)⊗ In2

)−1(
P ⊗ In2

)(
diag(ξ̄)⊗ In2

)
=
(
diag(ξ̄)⊗ In2

)−1
Υ
(
P ⊗ In2

)(
diag(ξ̄)⊗ In2

)
,

which shows that Υ (P ⊗ In2) and Υ (Q′ ⊗ In2) are similar. The last equality uses the fact that Υ

is a block-diagonal matrix, and
(
diag(ξ̄) ⊗ In2

)−1
is diagonal, which allows to switch the order of

multiplication.

This lemma implies that yt combined with the original state process St governed by P or combined

with the time-reversed process governed by Q have many properties in common. The matrices Υ (P ⊗
In2) and Υ (Q′⊗In2) have the same characteristic equation, because they are similar. As a consequence,

they have the same eigenvalues.

Proposition 4. Let yt follow the MS-VAR process as specified in Equations (1) and (2), and assume

that it is second-order stationary. Let µj = E[yt|St = j], and stack these conditional expectations in

the mn× 1 vector µ =
(
µ′
1, . . .µ

′
m)′. Then

µ =
(
Inm −Φ(Q′ ⊗ In)

)−1
c, (A.29)

where c =
(
c′1, . . . , c

′
m

)′
, Φ = bdiagmi=1(Φi), and Q is the transition matrix of the time-reversed Markov

chain of the proces St. The expectation of yt conditional on the state distribution ξt follows as

E[yt|ξt] = (ξ′t ⊗ In)µ, (A.30)

The expectation of yt+h for h ≥ 0 conditional on the current state distribution ξt follows as E[yt+h|ξt] =
G̃y E[ỹt+h|ξt] with

E[ỹt+h|ξt] = Φ̃h

((
diag(ξt)⊗ In

)
µ

ξt

)
, (A.31)

with ỹt+h and Φ̃ defined in Proposition 1 and G̃y as in (8).
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Proof. Start with

E[yt|St = j] = µj = cj +Φj E[yt−1|St = j]

= cj +Φj

m∑
i=1

E[yt−1|St−1 = i] Pr[St−1 = i|St = j]

= cj +Φj

m∑
i=1

µiqij

= cj +Φj

(
µ1 · · · µm

)
q1j
...

qmj


= cj +Φj

(
µ1 · · · µm

)
Qej

= cj +Φj(e
′
jQ

′ ⊗ In)µ.

We can write this system compactly as

µ = c+Φ(Q′ ⊗ In)µ.

Under the assumption of stationarity, Lemma 2 implies that Φ(Q′⊗In) is convergent, and the solution

follows as

µ =
(
Inm −Φ(Q′ ⊗ In)

)−1
c.

By summing the appropriate elements with weights ξt we find E[yt|ξt] = (ξ′ ⊗ In)µ. To find the

expression for E[ỹt+h|ξt], we first use Proposition 1 to establish

E[ỹt+h|ξt] = Φ̃h E[ỹt|ξt] = Φ̃h

(
E[y∗t |ξt]
ξt

)
,

because E[ε̃t+l|ξt] = 0 for l > 0 and the definition of ỹt. Then,

E[y∗t |ξt] =


ξ1t E[yt|St = 1]

...

ξmt E[yt|St = m]

 =
(
diag(ξt)⊗ In

)
µ.

Proposition 5. Let yt follow the MS-VAR process as specified in Equations (1) and (2), and assume

that it is second-order stationary. Let zt = yt ⊗ yt, µj = E[yt|St = j], νj = E[zt|St = j] with stacked

versions µ =
(
µ′
1, . . .µ

′
m)′ and ν =

(
ν ′1, . . .ν

′
m)′. Then

ν =
(
In2m − Υ (Q′ ⊗ In2)

)−1(
γ + ω + Ψ(Q′ ⊗ In)µ

)
, (A.32)

where γ = (γ ′
1, . . . ,γ

′
m)′ with γj = cj ⊗ cj, ω = (ω′

1, . . . ,ω
′
m)′ with ωj = vec(Σj), Υ = bdiagmj=1(Φj ⊗

Φj), Ψ = bdiagmj=1(Φj ⊗ cj + cj ⊗ Φj), Q is the transition matrix of the time-reversed Markov chain
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of the proces St, and µ is given in Proposition 4. The expectation of zt conditional on the state

distribution ξt follows as

E[zt|ξt] = (ξ′t ⊗ In2)ν. (A.33)

The expectation of zt+h for h ≥ 0 conditional on the current state distribution ξt follows as E[zt+h|ξt] =
H̃z E[z̃t+h|ξt] with

E[z̃t+h|ξt] = Υ̃ h


(
diag(ξt)⊗ In2

)
ν(

diag(ξt)⊗ In
)
µ

ξt

 , (A.34)

with z̃t+h and Υ̃ defined in Proposition 2.

Proof. Use Equation (12) to find

E[zt|St = j] = νj = γj + ωj + Ψj E[yt−1|St = j] + Υj E[yt−1|St = j]

= γj + ωj + Ψj

m∑
i=1

µiqij + Υj

m∑
i=1

νiqij

= γj + ωj + Ψj(e
′
jQ

′ ⊗ In)µ+ Υj(e
′
jQ

′ ⊗ In2)ν.

We can combine the above equality for νj with the equality for µj from the proof of Proposition 4 to

form the system(
ν

µ

)
=

(
γ + ω

c

)
+

(
Υ (Q′ ⊗ In2) Ψ(Q′ ⊗ In)

O Φ(Q′ ⊗ In)

)(
ν

µ

)

Under the assumption of second-order stationarity, Lemma 2 implies that Υ (Q′⊗In2) and Φ(Q′⊗In)
are convergent, and the solution follows as(

ν

µ

)
=

(
In(n+1)m −

(
Υ (Q′ ⊗ In2) Ψ(Q′ ⊗ In)

O Φ(Q′ ⊗ In)

))−1(
γ + ω

c

)
.

For block-triangular matrices A of the form

A =

(
A1 A2

O A3

)
,

where A1, A2 and A3 have dimensions m1×m1, m1×m2 and m2×m2, and A1 and A3 are convergent,

the inverse of
(
Im1+m2 −A

)
exist and takes the form

(Im1+m2 −A)−1 =

((
Im1 −A1

)−1 (
Im1 −A1

)−1
A2

(
Im2 −A3

)−1

O
(
Im2 −A3

)−1

)
.
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Applying this result to the combined expression for ν and µ leads to the same expression for µ as in

Proposition 4, and for ν we find

ν =
(
In2m − Υ (Q′ ⊗ In2)

)−1
(γ + ω)+(

In2m − Υ (Q′ ⊗ In2)
)−1
Ψ(Q′ ⊗ In)

(
Inm −Φ(Q′ ⊗ In)

)−1
c

=
(
In2m − Υ (Q′ ⊗ In2)

)−1
(γ + ω + Ψ(Q′ ⊗ In)µ).

By summing the appropriate elements with weights ξt we find E[zt|ξt] = (ξ′ ⊗ In2)ν. To find the

expression for E[z̃t+h|ξt], we first use Proposition 2 to establish

E[z̃t+h|ξt] = Υ̃ h E[z̃t|ξt] = Υ̃ h


E[z∗t |ξt]
E[y∗t |ξt]
ξt

 ,

because E[ζ̃t+l|ξt] = 0 and E[ε̃t+l|ξt] = 0 for l > 0 and the definition of z̃t. Then,

E[z∗t |ξt] =


ξ1t E[zt|St = 1]

...

ξmt E[zt|St = m]

 =
(
diag(ξt)⊗ In2

)
ν,

and E[y∗t |ξt] =
(
diag(ξt)⊗ In

)
µ as in the proof of Proposition 4.

Proposition 6. Let yt follow the MS-VAR process as specified in Equations (1) and (2), and assume

that it is second-order stationary. Define zt+k,t = yt+k ⊗ yt. Then the expectation of zt+h+k,t+h for

h ≥ 0 conditional on the current state distribution ξt follows as

E[zt+h+k,t+h|ξt] = H̃z

(
Φ̃k ⊗ In O

O P k

)
E[z̃t+h|ξt], (A.35)

with Φ = bdiagmi=1(Φi) and E[z̃t+h|ξt] as in Proposition 5.

Proof. This result follows from

E[zt+h+k,t+h|ξt] = H̃z E[z̃t+h+k,t+h|ξt]

= H̃z E
[
E[z̃t+h+k,t+h|yt, ξt

∣∣ξt]
= H̃z

(
Φ̃k ⊗ In O

O P k

)
E[z̃t+h|ξt],

where we substituted Equation (20) in the last equality.

Corollary 1. Let yt follow the MS-VAR process as specified in Equations (1) and (2) with Φi = O

for i = 1, . . . ,m , and assume that it is second-order stationary. Then

vec
(
Cov[yt,yt+k|ξt]

)
= (ι′m ⊗ In2)

(
CP k

(
diag(ξt)− ξtξ′t

)
⊗ In

)
µ. (A.38)
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Proof. The derivation of Equation (38) follows as

vec
(
Cov[yt,yt+k|ξt]

)
= E[yt+k ⊗ yt|ξt]− E[yt+k|ξt]⊗ E[yt|ξt]

=Hz E[zt+k,t|ξt]−Gy E[y
∗
t+k|ξt]⊗Gy E[y

∗
t |ξt]

= (ι′m ⊗ In2)(CP k ⊗ In)(diag(ξt)⊗ In)µ− (ι′m ⊗ In)CP kξt ⊗ (ι′m ⊗ In)(diag(ξt)⊗ In)µ

= (ι′m ⊗ In2)
(
CP k diag(ξt)

)
⊗ In)µ− (ι′m ⊗ In)CP kξt ⊗ (ξ′t ⊗ In)µ

= (ι′m ⊗ In2)
(
CP k diag(ξt)

)
⊗ In)µ−

(
(ι′m ⊗ In)CP kξtξ

′
t ⊗ In

)
µ

= (ι′m ⊗ In2)
(
CP k diag(ξt)

)
⊗ In)µ− (ι′m ⊗ In2)

(
CP kξtξ

′
t ⊗ In

)
µ

= (ι′m ⊗ In2)
(
CP k

(
diag(ξt)− ξtξ′t

)
⊗ In

)
µ.

B Proofs for Section 3 (Impulse response analysis)

The equation numbers in this section are copied from the main text with an appendix prefix.

Proposition 7. Let yt follow the MS-VAR process as specified in Equations (1) and (2), and let

the Generalized Impulse Response Function for ỹt be defined by Equation (39) and the results in

Proposition 1. Let the vector yt−1 be part of It−1 or calculated as E[yt−1|It−1]. Let the vector with

regime probabilities ξt−1 be part of It−1 or calculated as E[st−1|It−1]. Let the matrices C,Φ,Λ, and Φ̃

be defined as in Proposition 1. When the shock originates from the regime process, the corresponding

GI satisfies

GIuỹ (h,ut, It−1) = GI ỹ(h, ∅,ut, It−1) = Φ̃
h

(
Cut +Φ(ut ⊗ yt−1)

ut

)
. (B.41)

When the shock is specified in terms of the structural innovation εit, the corresponding GI satisfies

GI εiỹ (h, εit, It−1) = GI ỹ(h, εit, ∅, It−1) = Φ̃
h

(
εitΛ(Pξt−1 ⊗ ei)

0m

)
. (B.42)

When the shock is specified as ηit = yit − E[yit|It−1], the corresponding GI satisfies

GI yiỹ (h, ηit, It−1) = E[ỹt+h|yit, It−1]− E[ỹt+h|It−1] = Φ̃
h

(
E[ε∗t |yit, It−1]

E[ut|yit, It−1]

)
. (B.43)

The second conditional expectation satisfies E[ut|yit, It−1] = E[st|yit, It−1]− E[st|It−1] with

E[st|It−1] = Pξt−1,

E[st|yit, It−1] =
1

f ′Pξt−1
f ⊙ Pξt−1,
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where f is a vector of size m whose element j is equal to the pdf of the marginal distribution of yit

under regime j, yit|St = j ∼ N(e′i(cj +Φjyt−1), e
′
iΣjei). The first conditional expectation satisfies

E[ε∗t |yit, It−1] = C E[ut|yit, It−1] +Φ(E[ut|yit, It−1]⊗ yt−1) +ΛE[st ⊗ εt|yit, It−1],

with last term

E[st ⊗ εt|yit, It−1] =


E
[
s1t
∣∣yit, It−1

]
E
[
εt
∣∣yit, St = 1, It−1

]
...

E
[
smt

∣∣yit, It−1

]
E
[
εt
∣∣yit, St = m, It−1

]
 ,

and

E
[
εt
∣∣yit, St = j, It−1

]
= Λ−1

j

(
yit − e′i(cj +Φjyt−1)

e′iΣjei
Σjei

)
.

Proof. Equation (41) follows from

GI ỹ(h, ∅,ut, It−1) = Φ̃
h E[ε̃t|ut, It−1] = Φ̃

h

(
E[ε∗t |ut, It−1]

ut

)
.

Based on the expression for ε∗t in Proposition 1, and the assumptions that E[εt|It] = 0 and that εt

and ut are independent,

E[ε∗t |ut, It−1] = Cut +Φ(ut ⊗ yt−1).

Equation (42) follows from

GI ỹ(h, εit, ∅, It−1) = Φ̃
h E[ε̃t|εit, It−1] = Φ̃

h

(
E[ε∗t |εit, It−1]

E[ut|εit, It−1]

)
.

In this case, the first expectation reduces to

E[ε∗t |εit, It−1] = εitΛ(P ⊗ In)(ξt−1 ⊗ ei) = εitΛ(Pξt−1 ⊗ ei),

and E[ut|εit, It−1] = 0 because εt and ut are independent.

In the derivations for Equation (43), E[st|It−1] follows from the definition of the regime process,

and E[st|yit, It−1] from the application of the Hamilton (1990)-filter, adjusted for observing only a

specific yit. In the expression for ε∗t we do not separate st−1 and ut as in Proposition 1, but consider

their joint effect Λ(st⊗εt) in the last term. Because the vector ε∗t contains the regime-specific shocks,

we first establish for a given regime j

E
[
sjtεt|yit, It−1

]
= E

[
E
[
sjtεt

∣∣yit, St = j, It−1

]∣∣∣∣yit, It−1

]
= E

[
sjt
∣∣yit, It−1

]
E
[
εt
∣∣yit, St = j

]
,
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where the second equality follows from the independence of εt and st. The second term satisfies

E
[
εt
∣∣yit, St = j, It−1

]
= Λ−1

j

(
E
[
yt|yit, St = j, It−1

]
− E

[
yt|St = j, It−1

])
= Λ−1

j

(
yit − e′i(cj +Φjyt−1)

e′iΣjei
Σjei

)
.

To arrive at the second equality, we use the fact that yt conditional on regime j follows a normal

distribution, which implies

E
[
yt|yit, St = j, It−1

]
= E

[
yt|St = j, It−1

]
+

yit − e′i(cj +Φjyt−1)

e′iΣjei
Σjei.

Proposition 8. Let yt follow the MS-VAR process as specified in Equations (1) and (2), and let

the Generalized Impulse Response Function for z̃t be defined by Equation (44) and the results in

Proposition 2. Let the vector yt−1 be part of It−1 or calculated as E[yt−1|It−1]. Let the vector with

regime probabilities ξt−1 be part of It−1 or calculated as E[st−1|It−1]. Let the matrices C,Φ,Λ, and Φ̃

be defined as in Proposition 1, and Γ , Ω, Ψ , Υ and Υ̃ as in Proposition 2. When the shock originates

from the regime process, the corresponding GI satisfies

GIuz̃ (h,ut, It−1) = GI z̃(h, ∅,ut, It−1) = Υ̃
h


(Γ +Ω)ut + Ψ(ut ⊗ yt−1) + Υ (ut ⊗ zt−1)

Cut +Φ(ut ⊗ yt−1)

ut

 . (B.46)

When the shock is specified in terms of the innovation εit, the corresponding GI satisfies

GI εiz̃ (h, εit, It−1) = GI z̃(h, εit, ∅, It−1) = Υ̃
h


E[ζ∗t |εit, It−1]

εitΛ(Pξt−1 ⊗ ei)
0m

 , (B.47)

with

E[ζ∗t |εit, It−1] =εit bdiag
m
j=1(Λj ⊗ cj + cj ⊗Λj)(Pξt−1 ⊗ ei)+

εit bdiag
m
j=1(Λj ⊗Φj)(Pξt−1 ⊗ ei ⊗ yt−1)+

εit bdiag
m
j=1(Φj ⊗Λj)(Pξt−1 ⊗ yt−1 ⊗ ei)+

(ε2it − 1) bdiagmj=1(Λj ⊗Λj)(Pξt−1 ⊗ ei ⊗ ei).

When the shock is specified as ηit = yit − E[yit|It−1], the corresponding GI satisfies

GI yiz̃ (h, ηit, It−1) = E[z̃t+h|yit, It−1]− E[z̃t+h|It−1] = Φ̃
h


E[z∗t |yit, It−1]− E[z∗t |It−1]

E[ε∗t |yit, It−1]

E[ut|yit, It−1]

 , (B.48)
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where the last two conditional expectations have been defined in Proposition 7, and

E[z∗t |yit, It−1] =


E
[
s1t|yit, It−1

]
E
[
zt|yit, St = 1

]
...

E
[
smt|yit, It−1

]
E
[
zt|yit, St = m

]


and

E[zt|yit, St = j, It−1] = vec (Var[yt|yit, St = j, It−1])−

E[yt|yit, St = j, It−1]⊗ E[yt|yit, St = j, It−1].

with

E
[
yt|yit, St = j, It−1

]
= E

[
yt|St = j, It−1

]
+

yit − e′i(cj +Φjyt−1)

e′iΣjei
Σjei,

Var[yt|yit, St = j, It−1] = Σj −
1

e′iΣjei
Σjeie

′
iΣj .

Proof. Equation (46) follows from

GI z̃(h, ∅,ut, It−1) = Υ̃
h


E[ζ∗t |ut, It−1]

E[ε∗t |ut, It−1]

ut

 ,

with E[ε∗t |ut, It−1] as in Proposition 8. The conditional expectation for ζ∗t follows as

E[ζ∗t |ut, It−1] = (Γ +Ω)ut + Ψ(ut ⊗ yt−1) + Υ (ut ⊗ zt−1),

from Proposition 2, and the assumptions that E[εt|It] = 0 and that εt and ut are independent.

Equation (47) follows from

GI z̃(h, εit, ∅, It−1) = Υ̃
h E[ζ̃t|εit, It−1] = Υ̃

h


E[ζ∗t |εit, It−1]

E[ε∗t |εit, It−1]

E[ut, |εit, It−1]

 ,

with E[ut, |εit, It−1] = 0 and E[ε∗t |εit, It−1] = εitΛ(Pξt−1 ⊗ ei) as derived in Proposition 7. The

conditional expectation follows from the expression for ζ∗t in Proposition 8.

The derivation of E[ε∗t |yit, It−1] and E[ut|yit, It−1] is given in Proposition 7. The derivation of

E[ζ∗t |yit, It−1] uses

E[sjtzt|yit, It−1] = E [E[sjtzt|yit, St = jIt−1]| yit, It−1]

= E[sjt|yit, It−1] E[zt|yit, St = jIt−1].

The derivation of E[zt|yit, St = jIt−1] uses the rules for the conditional distributions of the multivariate

normal distribution.
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C Additional empirical results

C.1 Estimation results for restricted models

We report the parameters estimates of the MSIH(2) Model in Table C.1. The estimation period starts

with February 1952 to account for the lag in the other models. The results clearly show low- and

high-volatility regimes, whose volatilities differ by a factor two. Excess stock returns are large and

positive (about 1% per month) in the low-volatility regime, and large and negative (about -0.5% per

month) when volatility is high, so we can also classify the regimes as bullish and bearish. For bonds

we see the opposite pattern with returns close to zero in the low-volatility regime and large positive

returns in the high-volatility regime. These return differences indicate that investors see bonds as safe

haven during high volatility periods. Correlations are low and do not differ much between the regimes.

Both regimes are persistent as indicated by the high values for p11 and p22.

[Table C.1 about here.]

The estimation results for the VAR(1) model are in Table C.2. The autoregressive coefficients

show the typical results found in the literature about predictability and its effect on long-run asset

allocation. We see weak but significant predictability of stock and bond returns by their past values.

Both the T-bill rate and D/P ratio are strongly persistent, with autoregressive coefficients close to 1.

The lagged T-bill rate (D/P ratio) has a strong negative (positive) effect on excess stock returns, but

neither predict excess bond returns. Correlations are generally low, except between stock returns and

D/P ratio, which is by construction.

[Table C.2 about here.]

[Table C.3 about here.]

C.2 Moments of restricted models

[Table C.4 about here.]

[Table C.5 about here.]

C.3 Additional impulse response analyses

[Figure C.1 about here.]

[Figure C.2 about here.]

[Figure C.3 about here.]

[Figure C.4 about here.]

[Figure C.5 about here.]
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Table C.1: Parameter estimates MSIH(2) Model

Regime 1 Regime 2

Stock Bond Stock Bond
returns returns returns returns

Intercept 0.999 −0.008 −0.480 0.405
(0.149) (0.071) (0.397) (0.184)

Volatilities and correlations

Stock returns 3.084 5.633
(0.123) (0.241)

Bond returns 0.073 1.450 0.119 2.935
(0.050) (0.057) (0.056) (0.149)

Transition and Initial Probabilities

Regime 1 Regime 2 Initial

Regime 1 0.944 0.111 1
(0.015) (0.029) −

Regime 2 0.056 0.889 0
(0.015) (0.029) −

This table shows the parameter estimates for a Markov-switching model with switches in the means and variances
between two regimes. The parameters have been estimated by the Expectation Maximization algorithm. Standard errors
calculated by the outer product of the gradient are in parentheses. The estimation period runs from February 1952 to
December 2018 (803 observations). We report estimated volatilities on the diagonals in the middle panel, and estimated
correlations in the lower triangle. We do not report a standard error for the parameter ζ = Pr[s1] because it is at the
boundary of its domain.
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Table C.2: Parameter estimates VAR(1) Model

Stock Bond T-bill rate D/P ratio
returns returns

Intercept 5.381 0.126 0.017 −0.044
(1.535) (0.982) (0.021) (0.017)

VAR(1) matrix

Stock returns 0.035 −0.079 0.0005 −0.0003
(0.031) (0.016) (0.0003) (0.0003)

Bond returns 0.223 0.075 −0.0069 −0.0020
(0.068) (0.030) (0.0006) (0.0008)

T-bill rate −2.057 −0.135 0.981 0.012
(0.698) (0.327) (0.006) (0.007)

D/P ratio 1.195 −0.023 0.003 0.989
(0.401) (0.254) (0.006) (0.004)

Volatilities and correlations

Stock returns 4.114
(0.085)

Bond returns 0.086 2.050
(0.030) (0.044)

T-bill rate −0.086 −0.009 0.044
(0.034) (0.029) (0.001)

D/P ratio −0.935 −0.093 0.091 0.044
(0.072) (0.031) (0.036) (0.001)

This table shows the parameter estimates for a VAR(1) model. The parameters have been estimated by maximum
likelihood. Standard errors calculated by the outer product of the gradient are in parentheses. The estimation period
runs from January 1952 to December 2018 (804 observations). The VAR(1) matrix reports the lagged variables on the
rows. We report estimated volatilities on the diagonal in the lower panel, and estimated correlations in the lower triangle.
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Table C.3: Comparison of the likelihoods and information criteria based on stocks and bonds

Model Log Lik. # parameters AIC BIC

MSIAH(2)-VAR(1) -3,891.73 29 7,841.46 7,977.42
MSIH(2) -3905.25 13 7,836.50 7,897.45
VAR(1) -3982.90 13 7,991.80 8,052.75

This table reports the likelihood and information criteria AIC and BIC for each model. The values of the likelihood
functions are calculated by evaluating the density functions only for stocks and bonds, based on the parameter values in
Tables 2, C.1 and C.2. The number of parameters also reflect the ones for stocks and bonds only.
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Table C.4: Regime-conditional and unconditional first and second moments of the MSIH(2) and
VAR models

Means (% per month)

Stocks Bonds T-Bill rate D/P ratio

MSIH2, regime 1 1.00 ( 0.75, 1.25) −0.01 (-0.13, 0.11)
MSIH2, regime 2 −0.48 (-1.15, 0.14) 0.40 ( 0.11, 0.72)
MSIH2, uncond. 0.50 ( 0.23, 0.75) 0.13 ( 0.00, 0.26)
VAR1, uncond. 0.40 ( 0.16, 0.89) 0.15 (-0.04, 0.42) 0.31 (-0.38, 0.54) −3.68 (-4.97, -3.26)

Volatilities (% per month)

Stocks Bonds T-Bill rate D/P ratio

MSIH2, regime 1 3.08 (2.87, 3.27) 1.45 (1.36, 1.54)
MSIH2, regime 2 5.63 (5.21, 6.00) 2.94 (2.67, 3.16)
MSIH2, uncond. 4.18 (3.97, 4.38) 2.08 (1.95, 2.20)
VAR1, uncond. 4.17 (4.03, 4.32) 2.08 (2.02, 2.16) 0.25 (0.20, 0.45) 0.39 (0.27, 0.83)

Stock-Bonds correlation in the MSIH2 model

Regime 1 0.073 (-0.009, 0.154)
Regime 2 0.119 ( 0.028, 0.210)
Unconditional 0.085 ( 0.017, 0.149)

Unconditional correlations in the VAR(1) model

Stocks Bonds T-Bill rate

Bonds 0.085 ( 0.034, 0.133)
T-Bill rate −0.091 (-0.161, -0.037) −0.011 (-0.101, 0.042)
D/P ratio −0.065 (-0.108, -0.021) −0.014 (-0.105, 0.051) 0.512 ( 0.113, 0.870)

This table gives the regime-conditional and unconditional means, volatilities and correlations for the MSIH(2) and VAR(1)
models with parameter values reported in Tables C.1 and C.2, and 90% confidence intervals in parentheses. The uncon-
ditional moments follow from Equations (22) to (25). The confidence intervals are constructed with 1,000 simulations of
the parameters assuming a multivariate normal distribution for the estimates. The variance matrix of the estimates is
calculated by the outer product of the gradient.
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Figure C.1: The effects of a shock to the T-Bill rate at t

(a) GI of stock returns at t
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(c) GI of stock returns at t+ 1
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(d) GI of bond returns at t+ 1
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(e) GI of stock returns at t+ 6
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(f) GI of bond returns at t+ 6
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(g) Probability of regime 1 at t
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This figure shows the Generalized Impulse Response Func-
tions for expected stock and bond returns at t, t + 1 and
t + 6 (panels a to f), and for for the probability forecasts
for regime 1 at time t (panel g) as a function of a shock to
the T-Bill rate at time t. Both the horizontal axes and the
vertical axes (panels a to f) show returns in %. The solid
red (blue) line shows the effect when regime 1 (2) prevails
at t − 1. The dashed lines show the bounds of the 90%
confidence intervals (constructed as in Table 3). The GI
are calculated based on Proposition 7. The straight dot-
ted lines in panel g give the forecast probability of state
1 in absence of a shock. The difference between the solid
and the dotted lines corresponds with the GI. In the other
panels the GIs are plotted.
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Figure C.2: The effects of a shock to the D/P ratio at t

(a) GI of stock returns at t
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(b) GI of bond returns at t
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(c) GI of stock returns at t+ 1

0.20 0.15 0.10 0.05 0.00 0.05 0.10 0.15 0.20

4

3

2

1

0

1

2

3

(d) GI of bond returns at t+ 1
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(e) GI of stock returns at t+ 6
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(f) GI of bond returns at t+ 6
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(g) Probability of regime 1 at t
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This figure shows the Generalized Impulse Response Func-
tions for expected stock and bond returns at t, t + 1 and
t+6 (panels a to f), and for for the probability forecasts for
regime 1 at time t (panel g) as a function of a shock to the
D/P ratio at time t. The vertical axes (panels a to f) show
returns in %. The solid red (blue) line shows the effect
when regime 1 (2) prevails at t− 1. The dashed lines show
the bounds of the 90% confidence intervals (constructed as
in Table 3). The GI are calculated based on Proposition 7.
The straight dotted lines in panel g give the forecast prob-
ability of state 1 in absence of a shock. The difference
between the solid and the dotted lines corresponds with
the GI. In the other panels the GIs are plotted.
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Figure C.3: The effects of shocks to bond returns on the forecast volatility of stock and bond
returns

(a) Stock volatility at t
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(b) Stock volatility at t+ 1
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(c) Bond volatility at t+ 1
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(d) Stock volatility at t+ 6

3.9

4.0

4.1

4.2

4.3

4.4

4.5

4.6

10 8 6 4 2 0 2 4 6 8 10

(e) Bond volatility at t+ 6
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This figure shows the impulse responses for the forecast volatility of stock returns at time t, t+ 1 and t+ 6 (panels a, b
and d) and bond returns at t+ 1 and t+ 6 (panels c and e) as a function of a shock to bond returns at time t based on
Proposition 8. Both the horizontal and the vertical axes shows returns in %. The solid red (blue) line shows the effect
when regime 1 (2) prevails at t − 1. The dashed lines show the bounds of the 90% confidence intervals (constructed as
in Table 3). The straight dotted lines give the forecast volatility in absence of a shock. The difference between the solid
and the dotted lines gives the volatility impulse response function.
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Figure C.4: The effects of shocks to the T-Bill rate on the forecast volatility of stock and bond
returns

(a) Stock volatility at t

3.5

4.0

4.5

5.0

5.5

0.125 0.100 0.075 0.050 0.025 0.000 0.025 0.050 0.075 0.100 0.125

(b) Bond volatility at t
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(c) Stock volatility at t+ 1
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(d) Bond volatility at t+ 1
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(e) Stock volatility at t+ 6
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(f) Bond volatility at t+ 6
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This figure shows the impulse responses for the forecast volatility of stock returns at time t, t+ 1 and t+ 6 (panels a, c
and e) and bond returns at t+ 1 and t+ 6 (panels b, d and f) as a function of a shock to the T-Bill rate at time t based
on Proposition 8. Both the horizontal and the vertical axes shows returns in %. The solid red (blue) line shows the effect
when regime 1 (2) prevails at t − 1. The dashed lines show the bounds of the 90% confidence intervals (constructed as
in Table 3). The straight dotted lines give the forecast volatility in absence of a shock. The difference between the solid
and the dotted lines gives the volatility impulse response function.
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Figure C.5: The effects of shocks to the D/P ratio on the forecast volatility of stock and bond
returns

(a) Stock volatility at t
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(b) Bond volatility at t
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(c) Stock volatility at t+ 1
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(d) Bond volatility at t+ 1
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(e) Stock volatility at t+ 6
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(f) Bond volatility at t+ 6
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This figure shows the impulse responses for the forecast volatility of stock returns at time t, t+ 1 and t+ 6 (panels a, c
and e) and bond returns at t+ 1 and t+ 6 (panels b, d and f) as a function of a shock to the D/P ratio at time t based
on Proposition 8. Both the horizontal and the vertical axes shows returns in %. The solid red (blue) line shows the effect
when regime 1 (2) prevails at t − 1. The dashed lines show the bounds of the 90% confidence intervals (constructed as
in Table 3). The straight dotted lines give the forecast volatility in absence of a shock. The difference between the solid
and the dotted lines gives the volatility impulse response function.
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