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Summary Changes in the seasonal patterns of macroeconomic time series may be due
to the effects of business cycle fluctuations or to technological and institutional change or
both. We examine the relative importance of these two sources of change in seasonality for
quarterly industrial production series of the G7 countries using time-varying smooth transition
autoregressive models. We find compelling evidence that the effects of gradual institutional
and technological change are much more important than the effects attributable to the business
cycle.
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1. INTRODUCTION

Seasonal fluctuations are an important source of variation in many macroeconomic time series.
When monthly or quarterly series are modelled, it is often assumed that the seasonal pattern
of the series is constant over time, in which case it may be characterized by seasonal dummy
variables, see Miron (1996) and Miron and Beaulieu (1996), among others. On the other hand,
it has been known for a long time that seasonality in a series may change over time. As Kuznets
(1932) remarked:

For a number of years statisticians have been concerned with the problem of
measuring changes in the seasonal behaviour of time series.

The possible causes for such time-variation in seasonal patterns have also been a longstanding
object of interest. After examining a number of employment series from various countries and
regions, Gjermoe (1931) wrote (in Norwegian):
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The strength of seasonal fluctuations has to do withehel of business activity. A
month in a year of low employment is more affected by seasonality than the same
month in a year of high employment (emphasis in original).

In fact, Gjermoe (1926) had already made a similar point.

The possibility that seasonality is affected by the business cycle has been reconsidered in the
more recent literature. For example, Canova and Ghysels (1994) and Franses (1996, pp. 86—87)
find that the seasonal pattern in quarterly US output growth is affected by the (NBER-dated)
business cycle. In particular, it is found that the summer slowdown is less pronounced around
business cycle peaks. A similar conclusion is reached by Cecchetti and Kashyap (1996) and
Matas-Mir and Osborn (2001), using an international data set of monthly production series at the
industry-level. Cecchetgt al. (1997) and Krane and Wascher (1999) document the same effect
of the business cycle on seasonal patterns in US production, inventories and employment, which
is attributed to the fact that during a boom the presence of capacity constraints forces firms to
produce a larger fraction of output in off-peak seasons.

Business cycle fluctuations are not the only possible reason for changes in the seasonal
pattern of output or employment series. In particular, technological change and changes in
institutions and habits may cause changes in seasonality as well. As an example of the former,
in the construction industry it has become possible to keep a construction site going year-round
in countries where, a few decades ago, work was interrupted for the winter months. As to the
latter type of change, the increase in paid leisure over the last few decades has gradually changed
people’s vacation habits. At least in some Scandinavian countries it has become customary to
spend a week of the annual holiday in the winter. Yet another example may be the increasingly
efficient use of capital and just-in-time production techniques. Many factories in Europe no
longer close down for the summer vacation but keep the production process running without
interruption. In all these examples, the result may have been that the seasonal pattern of, for
example, output and consumption series has changed over time.

Our aim is to compare the effects on seasonality of gradual institutional and technological
change with the effects attributable to the business cycle. As for the former, there do not seem
to exist reliable aggregate measures for these changes. We allow for the possibility that the
aggregate change is steady and continuous and simply use time as a proxy variable for it. This
means that we in fact contrast ‘Kuznets-type’ unspecified changes in seasonality with ‘Gjermoe-
type’ changes caused by fluctuations in economic activity. The main question we ask is: which
of the two types is more prominent in practice, if any? We shall investigate the problem using
quarterly industrial production series of the world’s leading market economies, the G7 countries.

In this work, the logarithmic time series are differenced once in order to achieve stationarity,
and the differenced series are used for modelling. For most countries, these first differences, or
quarterly growth rates, are dominated by seasonal variation that almost completely inundates the
other features of the series, see Figures 2 and 3 in what follows. The models we are going to
build are constructed strictly to investigate the main research question formulated above about
reasons for time-variation in seasonal patterns of industrial production series. Because most
of the variation captured by the parameters will be seasonal variation, models based on first
differences are not likely to be appropriate tools in forecasting industrial production several
guarters ahead. A typical forecaster would rather begin his analysis by transforming the original
quarterly series into annual differences which emphasize the low-frequency variation he is most
likely interested in, build a linear or nonlinear model for them and use that for forecasting.

(© Royal Economic Society 2003
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The plan of the paper is as follows. In Section 2, we describe the output series for the G7
countries, focusing on the properties of their seasonal cycles. In Section 3, we present our
main statistical tool, the time-varying smooth transition autoregressive (TV-STAR) model. In
Section 4, we use Lagrange multiplier (LM) tests derived from the TV-STAR framework for
addressing the question of whether the changes in the seasonal patterns in the output series are
due to the effects of business cycle fluctuations or to technological and institutional change or
both. For all series except the US, we find convincing evidence that ‘Kuznets-type’ unspecified
change is much more important than ‘Gjermoe-type’ business cycle-induced change. In contrast
to previous research our analysis suggests that, for the US, seasonality does not vary over the
business cycle nor has it changed over time. In Section 5, we specify and estimate TV-STAR
models to gain further insight into when and how seasonality in the quarterly output series has
changed. Section 6 contains final remarks. Material that for space reasons has been omitted from
the paper is available at the websitetp: //swopec.hhs.se/hastef/abs/hastef429.htm.

2. PRELIMINARIES
2.1. Data

Our data set consists of quarterly seasonally unadjusted industrial production volume indexes
for the G7 countries, taken from the OEGIain Economic IndicatorsThe sample period runs

from 19601 until 20013, except for Canada for which the series is available only from 1961
Obvious outliers in 1963 and 196& for France and in 1969 for Italy are replaced by the
average of the index values in the same quarter of the previous and the following year.

Seasonal variation is a dominant component in the German and the UK series, and the same is
true for France, Italy and Canada. A regression of the quarterly growth rates on the four seasonal
dummies confirms this: the coefficients of determination lie betwe68 (Canada) and.92
(France). They are lower for Japéh21) and the US (only @6).

A common feature for Canada and three European countries, Germany, France and the UK, is
that the seasonal variation in the industrial output series appears to have dampened over time; see
also Figure 1. In particular, the drop in output in the third and fourth quarters peak have become
less pronounced, which was also documented by Canova and Hansen (1995). The Japanese and
the US series do not show a third-quarter summer holiday slack in production. In the US, the
guarterly growth in the 1990s was actually highest in the third quarter and lowest in the fourth
quarter.

2.2. Deterministic and stochastic seasonality

In the case of nonstationary time series, time-varying seasonal patterns may often be conveniently
characterized by seasonal unit roots, see Hylleberg (1994). Autoregressive models of seasonally
differenced data are capable of generating series in which the seasonal pattern evolves over
time. In realizations from such models ‘summer may become winter’ or, in general, seasons
may gradually ‘trade places’. Structural time series models offer another way of modelling
stochastically time-varying seasonality; see Harvey (1989, Ch. 6) and Harvey and Scott (1994).
In this approach, the time series is divided into components, of which the seasonal one is
represented by a linear combination of trigonometric functions with stochastic coefficients. If
these coefficients have zero variance, seasonality is deterministic.

(© Royal Economic Society 2003
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Figure 1. Industrial production for Germany, Japan and the UK.

Neither one of these alternatives, seasonal differencing or decomposing the time series,
is directly applicable to our situation. The reason is that we intend to consider two types of
time-varying seasonality, variation due to technological and institutional change (‘unspecified
change’) and variation induced by cyclical fluctuations in economic activity, simultaneously. This
requires a model within which we can distinguish these two different sources of variation on the
seasonal pattern from each other and thus compare their relative importance. For this reason we
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employ the TV-STAR model of Lundbergét al. (2003), to be discussed in the next section,

for our investigation. The paper that comes closest to ours as far as the modelling approach is
concerned is Matas-Mir and Osborn (2001). These authors use a threshold autoregressive model
in which the seasonal pattern, characterized by seasonal dummy variables, switches according to
a business cycle indicator. Structural changes in seasonality are also accounted for by allowing
linear trends in the coefficients of the seasonal dummy variables. An important aspect in which
our approach differs from the one in Matas-Mir and Osborn (2001) is that the TV-STAR model
allows for more flexible nonlinear trends in seasonality, as will become clear in the following.

3. THE TV-STAR MODEL

We use the TV-STAR model to investigate the source of changes in seasonality in the G7 output

series, because it is capable of describing business cycle nonlinearity and structural change in
the characteristics of a time series variable simultaneously. To suit our purposes, we augment the
model by seasonal dummies, such that for our quarterly time series it has the following form:

Ayt = [(@1xt + 81D (1 — G1(wy) + (@oXt + 85D Ga(wp)][1 — Ga(t™)]
+ [(@5%; + 8500 (1 — Ga(wp)) + (9%t + 83D C1(w)1G2(t™) + e, 1)

wherey; is the log-level of the industrial production index a stochastic transition variabla,
denotes the first differencing operator, definedMyy: = vt — Yi—k for all k £ 0 andA = A4,

X = (LX), X = (A¥i-1,..., AY—p)’, Dt = (D, D3, D3)" = (D1t — Dag, Doyt —
Ds4t, D3t — Dat), Dst, s =1, ..., 4 are seasonal dummy variables, wdh; = 1 when time

t corresponds with seassrand Dst = O otherwise, and* = t/T with T denoting the sample
size. The transition function§ (s)) = Gj(s; ¥j. ¢j), j = 1, 2, are assumed to be given by the
logistic function

Gj(st:7j,¢) = (L+expl—yj (s — ¢j))/ogH 7L, vj >0, 2

where the transition variablg = wy (j = 1) ors = t* (j = 2), andog = [vans)]¥?
makesy; scale-free. Asy increases, the logistic function changes monotonically from 0 to 1,
with the change being symmetric around the location paranwgteas Gj(cj — z yj,Cj) =
1 - Gj(cj + z yj,cj) for all z. The slope parametey; determines the smoothness of the
change in the value of the logistic function. & — oo, the logistic functionGj(s; yj, Cj)
approaches the indicator functioriss > cj] and, consequently, the change®f(s; yj, ¢j)
from 0 to 1 becomes instantaneoussat= cj. Wheny; — 0, Gj(s; yj,¢j) — 0.5 for all
values ofs.

The TV-STAR model distinguishes four regimes corresponding with combinatidag(af;)
and G»(t*) being equal to 0 or 1. The transition variahlg in (1) is assumed to be a lagged
seasonal differencay; = Agyi_q, for certaind > 0. As this variable tracks the business
cycle quite closely for our quarterly industrial production series (see panels (b), (d) and (f) of
Figure 1), and because the logistic functiGn(s;) is a monotonic transformation &f, the
regimes associated wiiG1(AsYt—q) = 0 and 1 will roughly correspond with recessions and
expansions, respectively. Thus, usingy;_q as transition variable ensures that the TV-STAR
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model allows for ‘Gjermoe-type’ change in the seasonal patten;.bfOn the other hand, the
functionGa(t*) enables the model to describe ‘Kuznets-type’ unspecified change as well.

The reason for defining the elementsf as Dg; = Dst — Dat, s = 1,2, 3, is that
it effectively separates the deterministic seasonal fluctuations from the overall intercept. For
example, the coefficients 8y = (811, 812, §13)' measure the difference between the intercept
in the first three quarters of the year and the overall intercept, given by the first elemgent of
in the regimeG1(A4yi—q) = 0 andGa(t*) = 0. The difference for the fourth quartéyy is
obtained a4 = — Zgzl 81s. This parameterization makes it easy, for example, to test constant
seasonality while allowing for a business cycle influenced intercept under the null hypothesis, cf.
Franses (1996, pp. 86-87).

The general TV-STAR model in (1) allows both the dynamics and the seasonal properties of
the growth rate of industrial production to vary both over the business cycle and over time.
By imposing appropriate restrictions on either the autoregressive parameters or the seasonal
dummy parameters or on both, more restrictive models can be obtained. Of particular interest
here are models in which seasonality only varies either over time or over the business cycle. A
model in which seasonality is constant over time is obtained i& §3 anddz = &4 in (1).
Similarly, a model in which seasonality is constant over the business cycle is obtained by setting
81 = 82 andd3z = 84. Whendy = §> = 83 = 84, seasonality is linear and constant over
time. Imposing analogous restrictions ¢p i = 1,..., 4 results in models with constant but
nonlinear, linear but time-varying, and linear and constant autoregressive dynamics, respectively.
If both the seasonal patterns and the autoregressive dynamic structure are constant either over
time or over the business cycle, the TV-STAR model reduces to a STAR or TV-AR model,
respectively. All these restrictions are testable, as will be discussed in the next section. Often
a useful restricted TV-STAR model is an additive one, containing a nonlinear and a time-varying
component. For example, a model in which the seasonal dummy coefficients vary over time and
the autoregressive parameters enter nonlinearly can be written as

Ayt = ¢7'%¢ + 87Dt + 5% G1(wy) + 85’ Dy Go(t™) + & 3

In Section 5 we will use this form for the models for the industrial production series.

On the other hand, the TV-STAR model (1) is restrictive in the sense that it requires any
nonlinearity or structural change to be common across the autoregressive dynamics and seasonal
dummies. But then, model (3) does not contain that restriction becausmly controls the
lag structure ands, the seasonal component. A potential limitation of both models (1) and
(3) is that they only allow for a single change in the seasonal pattern over time. The model
can be generalized in a straightforward fashion to accommodate multiple changes by including
additional time-varying components. For example, an additive model in which the autoregressive
parameters enter nonlinearly and the seasonal dummy coefficients change over time following a
mixture of two patterns is given by

Ayt = ¢7'%¢ + 87Dt + 95X G1(wy) + 85Dt Go(t™) + 85Dy Ga(t™) + &t. 4)

o may be argued, however, that GNP is a more representative and more commonly used indicator of the business cycle
than industrial production. In fact, we repeated our tests described in Section 4 using lagged seasonal differences of GNP
instead ofA4Y;_g as the transition variable. The results were very similar to the ones obtained byAusingg and
therefore are omitted.

(© Royal Economic Society 2003
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4. CHANGES IN THE SEASONAL PATTERN AND THEIR CAUSES
4.1. Testing linearity and parameter constancy in the TV-STAR framework

The question posed in the Introduction about the causes of fluctuations in the seasonal pattern is
addressed within the framework of the TV-STAR model (1), in particular by testing hypotheses
about the coefficients of the model. In the previous section, it was emphasized that linearity
or parameter constancy in the TV-STAR model (1) may be achieved by imposing equality
restrictions on certain coefficient vectdsand/or¢; . Note, however, that linearity or parameter
constancy of both the seasonal pattern and the dynamic autoregressive structure also results if
the smoothness parametgrin the corresponding transition functids; is set equal to zero.
This is an indication of an identification problem present in the model: the TV-STAR model is
only identified under the alternative, not under the null hypothesis. For a general discussion, see
Hansen (1996). In this paper, we follow the approach of Lundbetgih (2003) and circumvent
the identification problem by approximating the transition functions by their first-order Taylor
expansions, see also Luukkonetral. (1988).

Let the null hypothesis of interest by : 1 = y» = 0, which is to be tested against
the alternative hypothesid; : 3 > 0 and/ory, > 0. UnderHp, model (1) reduces to
a seasonality-augmented linear autoregressive model, which we assume to be stationary and
ergodic. Furthermore, we assume that the moment con(EﬂQNyt)z(A4yt)2] < oo is satisfied,
which is necessary for the asymptotic inference to be valid. In testigve only assume that
d e {1,...,r}in (1), that is, the true delagl is unknown but assumed to be no greater than
r. A convenient way to parameterize this assumption is by setting: > [_; & AsY;_i, with
ag = 1 anda = O for alli # d; see Luukkoneret al. (1988) for further details. In this case,
after rearranging terms the first-order Taylor expansion of (1) arblgniecomes

r
Ay = ¢7x + 87Dt + Y (¢35 xt + 83Dy Aayt-i + (@3 %t + 85 Dpt*
i—1

r
+ Z(ﬂfi Xt + 84 DOt Agyt—i + R(y1, v2) + &, %)
i—1

where R(y1, y2) is a remainder from the two Taylor expansions. Under the null hypothesis of
linearity and parameter constand¥(y1, y2) = 0, such that this remainder does not affect the
distribution theory.

Equation (5) is linear in parameters. Furthermore, and this is crucial, the parameter vectors
¢35 = @31 ... 05 = 11950) and sl = (§%1.....85,) = y185(0), ¢} = y203(0)
and s} = y285(0), ande} = (@31, .... 95 = y1v2d40) ands} = (83.....85) =
Y1y284(0) Whereﬁ(()), 3’}‘(0), j = 2, 3,4, are non-zero functions of the parametérs=
(@7, ... 94,87, ...,8 . Inview of this, the original null hypothesis becomes

H6¢§’|:¢§:¢Z|:O, zlz(sg:ﬁz’l:o, I=l,,l‘
in the transformed equation (5). The standard LM statistic for testfnpas an asymptotig 2
distribution with (p + 4)(1 + 2r) degrees of freedom under the null hypothesis. In practice, an

F-version of the test is recommended because its size properties in small and moderate samples
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are much better than those of thé-based test statistic, especially when the number of param-
eters tested becomes large relative to the sample size. It should be noted that, depending on the
values ofp andr, certain termsb;i’OAzlyt_i and¢;yi’j Ayi_jAgy;—j should be excluded from

(5) to avoid perfect multicollinearity.

In order to keep the notation simple, we have so far discussed the case where the standard
logistic function (2) is the transition function. It is useful to generalize this slightly as follows.
Let

K -1
Gj(s:vj.Cj) = <1+expi—% H(St - Cji)}) . y>0,¢c1<--<cCjk. (6)
S i=1
This function allows more flexibility in the transition. When we test linearity against the TV-
STAR model (1) with (6), a first-order Taylor expansion of (6) leads to terms with higher
powers of Azy;—j andt* in equation (5); see, for example, Luukkonetnal. (1988), Granger
and Teasvirta (1993, Ch. 6) or Lundbergdt al. (2003). The dimension of the null hypothesis
increases linearly ik, which implies that for small sample sizes such as the one available here,
the tests fok > 1 can only be computed for fairly small valuespfndr. In the following we
report results fok = 1 and, whenever possible, far= 3. Test results fok = 2 are available
upon request. The corresponding statistics are denoted ps LM

Finally, it should be pointed out that the lag lengthn (1) is unknown. It is selected from
the linear seasonality-augmented autoregressive model using BIC with the maximum order set
equal topmax = 12. As remaining residual autocorrelation may be mistaken for nonlinearity, we
apply the Breusch—Godfrey LM test to examine the joint significance of the first 12 residual
autocorrelations in the model that is preferred by the BIC. If necessary, the lag Iprigth
increased until the null hypothesis of no error autocorrelation can no longer be rejected at the
5% significance level. Testing is carried out conditionally on the selected lag I@ngth

4.2. Testing hypotheses of interest

The test just described is a general linearity test within our maintained TV-STAR model (1). In
this paper, however, the main interest lies in testing subhypotheses that place restrictions on the
seasonal dummy variables. We may also set certain parameter vectors to zero (null vectors)
a priori. This leads to a maintained model that is a submodel of (1). In particular, we are
interested in testing constant seasonality against the alternative that the seasonal pattern changes
smoothly over time, conditional on the assumption that seasonality is not affected by the business
cycle and that the autoregressive structure does not change. In terms of the parameters in (5), the
corresponding null hypothesis is

Ho' 7Pt 83 = O assumingpy; = ¢3 = ¢} =0, 5. =8,=0 i=1..,r
Another hypothesis of interest is testing constant seasonality against the alternative that the
seasonal pattern is affected by the business cycle only:

STAR Dst . %
0 10

H i =0assumingps; = ¢3 =¢;; =0, 3=263; =0, i=1...r.

A test against the joint alternative of smooth change and fluctuations ascribed to the business
cycle may be formed accordingly. The corresponding null hypothesis is denoted as

TV—STAR Ds;
Ho .

(© Royal Economic Society 2003



Sources of change in seasonality in industrial production 87

These tests are based on the assumption of linearity of the dynamic structure of the time series
Ayt. But then, the first difference of the volume of industrial production may be a nonlinear or
time-varying process. One way of accounting for this possibility is to relax the zero restrictions
ongs;, ¢3 andgy ; in the above tests. While testing the resulting null hypotheses is not difficult
in practice, this may not be an optimal way to proceed. Instead it may be better to test our
two competing hypotheses concerning seasonality within a model which explicitly models the
changes in the autoregressive structure, either as a function of time (TV-AR) or as a function
of the business cycle (STAR). In that case, we may begin by testing linearity against STAR and
TV-AR. The relevant null hypotheses (assuming constant seasonality and unknown dalay

STARAYt—j | 4 ; * * * * * i
HO . ¢2’| - Oassum”’]ws - ¢4’| - 0, 62’| == 63 - 84,| - 0, | = 1, ey r,
and

TV-ARAY—j | 4 ; * * * * * ;
Ho : ¢3 = 0assumingp;; = ¢,; =0, 85, =2083=23,;=0, i=1...,r,

respectively. Assume for a moment trh-alagTAR’Ayt’j is rejected anngV_AR’Ay"j is not. This

implies that the dynamic behaviour of the process, excluding seasonality, may be adequately
characterized by a STAR model. We subsequently specify, estimate and evaluate a STAR model
for Ay;. The issue is now the constancy of the coefficients of the seasonal dummy variables in
the STAR model. The maintained model may be written as follows:

Ayt = 1%t + P5xtG1(S) + {81 + 82G2(Aayi—1) + §3G3(t¥)
+84G2(AsY;—1)G3(t*)} Dy + &, (7)

where the transition functionG2(Asy;—1), | > 0, andGs(t*) are logistic functions as in (6).

Note that we can choose eittgr= Agy;_g or & = t* in (7). The relevant parameter constancy
hypotheses can now be formulated within equation (7) in terms of the slope parameters in the
transition functionsgG,(Aay;—1), | > 0 andGs(t*) or in terms of the coefficient vectois,

83 and 4. Asymptotic theory for inference requires the assumption that the null model, (7)
with §2 = 83 = §4 = 0, is stationary and ergodic. Testing is based on the first-order Taylor
approximation ofG2(A4y:—1) andG3(t*) as described in Section 4.1; for a general account of
STAR model misspecification tests, see, for examplead\arta (1998) or van Dijlet al. (2002).

4.3. Results

Table 1 reports$?-values of the--statistics for testingigV’AR", HSTAR" and HSV’STAR" based
on a linear null model. The column headings Lknd LMs; correspond to tests based on the
first-order Taylor expansion of the transition function (6) with= 1 and 3, respectively. The
row headingsDst and Ay;_j correspond to tests involving the seasonal pattern only and the
autoregressive coefficients only, respectiveMdl tests are computed with the maximum value
of the unknown delay set equal to 4.

Plenty of evidence is found to support the argument that seasonality is changing for
unspecified reasons, including institutional and technological change and actions by the statistics

270 save space, results for tests on the seasonal pattern and the autoregressive structure simultaneously are omitted but
are available at the website.
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Table 1. Testing linearity and parameter constancy of quarterly growth rates in industrial production.

Parameters STAR TV-AR TV-STAR
tested LM LM3 LM LM3 LM LM3
Canadap = 8)

Ds t 0.21 0.72 0.28 5.9E5 0.20 0.049
Ayp_j 0.068 0.35 0.37 0.11 0.13 —
France p = 8)

Dst 0.34 0.035 1.0E5 3.6E-8 3.8E-3 0.012
AYi_j 0.062 0.12 4.9E5 5.7E-5 0.033 —

Germany p = 5)

Dst 0.11 0.51 0.012 2.4E4 0.16 0.10
Ayt j 3.8E-3 8.3E-3 0.015 0.086 0.028 0.070
Italy (p = 6)

Dst 0.17 0.21 0.061 9.7E6 0.29 0.11
Ayt j 0.094 0.12 0.11 8.9E5 0.24 0.26
Japanp = 5)

Ds.t 0.066 8.2E-4 0.019 2.5E5 2.2E-4 5.1E-3
Ayt j 0.024 8.1E-3 3.7E-3 1.2E-3 1.1E-3 0.039

United Kingdom @ = 9)
Dst 0.030 0.071 2.1E3 2.1E-3 0.016 2.1E4
AVt 0.039 0.075 5.1E3 0.016 0.058 —

United Statesfi = 7)
Ds t 0.034 0.11 0.020 0.016 0.089 0.38
Aye_j 6.4E-3 0.014 0.49 0.73 0.33 —

Notes The table contain®-values ofF-variants of the LM, k = 1, 3, tests of linearity and parameter constancy within

the TV-STAR model (1) for quarterly industrial production growth rates. The delay parath&essumed unknown,
thatiswt = Zir:la@ AgYi—j withag = 1 anda; = O for alli # d, wherer is set equal to 4. The null hypotheses of

the different tests are linearity conditional on parameter constancy (STAR), constancy conditional on linearity (TV-AR)
and linearity and constancy (TV-STAR). Rows labell@gly andAy;_j contain results for testing the seasonal dummies

and the lagged growth rates, respectively. All tests are performed conditional on assuming that the remaining parameters
enter linearly and with constant parameters. A dash indicates that the test could not be computed due to a shortage in
degrees of freedom.

producer, proxied by the time variable. The results for the;Lthtistic are mixed, but LM

rejects the null hypothengV_AR’ Dst at the 001 level for all series except the US. On the other
hand, there is much less evidence to support the notion that seasonality varies with the business
cycle, as theP-values for the tests correspondingHﬁTAR’ Dt are considerably larger for all

seven countries. The only occasion in whiclPavalue lies below @M1 is LM3 for Japan. For

Japan, there is in fact substantial evidence of both nonlinearity and parameter nonconstancy in the
series. For the other six countries, it seems that business cycle fluctuations are not a major cause
of changes in the seasonal pattern. Finally, another fact obvious from Table 1 worth mentioning
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is that testing against both types of changes in seasonality jointly has an adverse effect on power.
More information is gained by looking at the two alternatives separately.

Two objections may be made at this point. First, seasonality may not be fully explained
by the seasonal dummy variables, but part of the seasonal variation may be absorbed in (or
explained through) the autoregressive dynamic structure of model (1). Pierce (1978) discussed
this possibility in connection with seasonal adjustment of economic time series. This variation
may be related to the business cycle. Second, results on testing linearity against STAR in Table 1
(cells (Ay;—j, STAR)), suggest that the dynamic behaviour of some of the industrial production
series may be nonlinear. For other series a case can be made for a TV-AR process, that is, the
dynamic behaviour may be time-varying because of phenomena proxied by time. It may therefore
be argued that the results just presented are affected by misspecification of the null model and
that in order to avoid this, it should already accommodate non-seasonal nonliearity.

This possibility can be considered by first modelling nonseasonal nonlinearity and carrying
out the tests of constancy of the seasonal parameters within the nonlinear model, as discussed in
Section 4.2. Detailed results of this approach are omitted and can be found at the website. They
can be summed up by saying that by and large, the previous pattern is repeated. Admittedly, the
P-values are somewhat higher because the autoregressive structure now explains more variation
in these series than before. In fact, allowing for time-varying or STAR-type dynamic structures
only eliminates the ‘Kuznets-type’ change in the seasonal pattern in the UK and the US. The
seasonal component in the US industrial production is very small anyway. There is weak evidence
that it may have been changing with the business cyclePthelue for LIy when testing against
STAR equals @64 (see the website).

A general conclusion arising from the complete set of test results is that the institutional,
technological and other (due to statistics producers) changes proxied by time are the main cause
of changes in the seasonal pattern in the output series of G7 countries. As we have just pointed
out, however, our conclusions are not completely unaffected by the choice of the model used for
carrying out the relevant tests. This may not be surprising, and mentioning it may even sound
trivial. Nevertheless, we wish to argue that our general conclusion seems remarkably robust to
the choice of the null model.

5. MODELLING CHANGING SEASONAL PATTERNS BY TV-STAR MODELS

Our test results in the previous section clearly show that seasonal patterns in the G7 output series
are not constant over time. In this section, our aim is to characterize this change with a parametric
model, instead of just demonstrating its existence through a number of hypothesis tests. We will
attempt to build an adequate TV-STAR model for each of the series and focus on the components
related to seasonal variation.

As the TV-STAR model is a rather flexible nonlinear model, we need a coherent modelling
strategy or modelling cycle in order to arrive at an acceptable parameterization. We choose the
‘specific-to-general’ strategy of Lundbergh al. (2003). The main features of this modelling
cycle are the following. First, starting with a seasonality-augmented linear autoregressive model,
test linearity against STARA4Y:—q being the transition variable, where the valuala$ varied

3An alternative modification of the tests presented in Table 1 would be to allow the overall intercept to be affected by the
business cycle when testing for ‘Gjermoe’-type changes in seasonality, and to allow for the intercept to be time-varying
when testing for ‘Kuznets’-type changes in seasonality, cf. Franses (1996, pp. 86—87). Results from these tests are very
similar to the ones shown in Table 1 and are therefore omitted.
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to determine the appropriate value of the delay parameter) and T\WWABRe(ng the transition
variable). Choose the submodel against which the rejection is strongest (if it is strong enough,
otherwise accept the linear model). Estimate the chosen model; this involves repeated estimation
while reducing the size of the model through imposing exclusion and equality restrictions on
parameters. Evaluate the estimated model by subjecting it to a number of misspecification tests.
The results may either indicate that the estimated model is adequate or they may point at the
necessity of extending the model further, for example towards a full TV-STAR model. A detailed
account of the modelling strategy can be found in Lundbetgil. (2003). Below, we report the
TV-STAR models obtained for Germany, Japan and the UK in detail. This is followed by a brief
summary of the results obtained for the remaining countries.

5.1. Germany

For Germany, the results from the LM-type misspecification tests in the linear model indicate that
the seasonal dummy coefficients may be varying for unspecified reasons and the autoregressive
dynamics may be varying with the business cycle. The evidence for the latter disappears,
however, once we allow the seasonal dummies to vary over time. To capture the variation in the
seasonal pattern, we find that three TV components with standard logistic functions are required.
The final specification is:

Ay = 167 — 895D, + 7.02 D, — 825D}, + 016 Ay 1+ 012 Ay p— 013 Ay_7

0400 (113 =~ (1.0 ~  (111) (0.063 (0.055 (0.062
— 018 Ay;_g+ (- 132 + 1.97 D} — 256 D}, — 6.26 D},) x Gy(t*; y1.C1)
(0.064) (043 (087 (114 (169
+ (- 624 D}, + 120 D}) x Ga(t*; y2.¢p) + (4.52 D}, + 1.98 D,) x G3(t*; y3.¢3) + 5. (8)
094 @24 (128  (0.94
G1(t*; y1. ) = (1 + exp(— 5.89 (t* — 0.20 )/op+)) L, 9)
(2.99 (0.025
Go(t*: y2, ¢p) = (14 exp{— 500 (t* — 0.40)/cix}) 1, (10)
=) =)
G3(t*; 3. Cc3) = (1 + exp(— 558 (t* — 0.83 )/op+}) 1, (11)
(=) (0.035

oz = 160, oTv.sTAR/AR = 0.70, SK = —0.43(0.015, EK = 0.77(0.026), JB = 8.55(0.014),
LMgc(1) = 0.38(0.54), LMgc(4) = 0.37(0.83), LMgc(12) = 1.17(0.31), ARCH(1) = 8.04(4.5E-3),
ARCH(4) = 8.66(0.070), AICT\.sTAR/AR = —0.51, BIC\.sTAR/AR = —0.22,

where OLS standard errors are given in parentheses below the parameter estjrdatestes the
regression residual at tinteo;, is the residual standard deviati@h-star/ar iS the ratio of the
residual standard deviations in the estimated TV-STAR model (8) and the best fitting subset AR
model, SK is skewness, EK excess kurtosis, JB the Jarque—Bera test of normality of the residuals,
LM g(j) isthe LM test for no residual autocorrelation up to and including la8RCH(q) is the

LM test of no ARCH effects up to ordey, and AlCryv.star/ar and BIGry.star/ar are differences
between the Akaike and Schwarz Information Criteria, respectively, of the estimated TV-STAR
and the AR models. The numbers in parentheses following the test statisties/ahees. Further
misspecification tests are reported in the top panel of Table 2. These indicate that the model is
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Table 2. Diagnostic tests of parameter constancy and no remaining nonlinearity in TV-STAR models.
2

Transition Dst AVt j of

variable Ly LM3 LM LM3 LM LM3
Germany

t 0.91 0.83 0.61 0.49 0.61 0.52
AgYi—1 0.54 0.24 0.22 0.16 0.091 0.40
AgYi—2 0.29 0.11 0.89 0.63 0.28 0.75
AgYi_3 0.70 0.90 0.83 0.62 0.37 0.62
AnYi_4 0.41 0.60 0.40 0.51 0.14 0.44
Japan

t 0.34 0.047 0.87 0.35 0.68 0.65
AsYi-1 0.21 0.085 0.49 0.21 0.28 0.41
AgYi—2 0.35 0.58 0.73 0.31 0.89 0.99
AgYi_3 0.59 0.44 0.87 0.95 0.41 0.83
AnYi_4 0.56 0.78 0.70 0.95 0.14 0.52

United Kingdom

t 0.21 0.087 0.65 0.36 0.47 0.13
AgYi—1 0.46 0.54 0.89 0.22 0.57 0.51
AgYi—2 0.92 0.35 0.50 0.89 0.81 0.96
AgYi—3 0.69 0.44 0.21 0.26 0.40 0.87
AgYi—4 0.62 0.29 0.45 0.61 0.58 0.34
Notes The table contain$-values ofF-variants of LM diagnostic tests of parameter constancy (rows labglledd

no remaining nonlinearity (rows labelletlyy; |, withl = 1, ..., 4) of seasonal dummy coefficients (columns headed

Dst), autoregressive parameters (columns heatigd j), and residual variance (columns headx%) in estimated
TV-STAR models for quarterly industrial production growth rates for Germany, Japan and the UK.

adequate, at least in the sense that parameter constancy and no remaining nonlinearity are not
rejected.

Panels (a) and (b) of Figure 2 show the value of the deterministic seasonal component in
the TV-STAR model and the transition functions, respectively. The first change in the seasonal
pattern, which is centred around 1970, implies a substantial decline in the overall mean growth
rate equal to B%. In addition, the seasonal effects for the third and fourth quarters are amplified.
This is partially reversed by the instantaneous change in the seasonal pattern that occurred in
1978, which also captures a change in the seasonal effect in the second quarter from positive
(7.02 — 2.56 = 4.46) to negative (416 — 6.24 = —1.78). The latter is reversed again by the last
change, starting around the unification in 1989, which also further dampens the seasonal effects
for the third and fourth quarters.

5.2. Japan

In the linear model for the Japanese industrial production series, both parameter constancy and
linearity are forcefully rejected for both the lagged autoregressive parameters and the seasonal
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dummy coefficients. As parameter constancy of the seasonal dummy coefficients is rejected most
convincingly, we start with a TV-AR model with time-varying seasonal dummy coefficients only.

In the resulting TV-AR model, linearity and parameter constancy of the seasonal dummies are
still strongly rejected by the diagnostic tests. Accounting for this by sequentially including a
nonlinear component witkh4y; 1 as transition variable and a second TV-AR component and
recursively deleting insignificant coefficients, we finally obtain the specification:

Ayt = 229 — 177 Dy + 572 D3+ 051 Ay1+ 017 Ay~ 036 Ays5— 017 Ay_1p0

(051) (0.54) 211 = (0.063 (0.054) (0.059 (0.062
+ 029 Ayi_11— 018 Ay;_1p+(— 161 — 441 D} + 3.34 D) x Gy(t*: y1.¢1)
(0.070) (0.066) (044 (091 ~  (0.82
+(—1.04 + 7.91 Df  — 113 D}, + 585 D},) x Ga(t*: y2.C)
(0.45) (155 186 = (112
+(— 566 D3, — 1.27 D3,) x G3(Aa¥t—1; ¥3, C3) + 2, (12)
(2.08) (0.42)
G1(t*; y1. 1) = (L + exp(— 8.92 (t* — 0.23)/op=)) "L, (13)
(1.82) (0.019
Go(t*; y2. Cp) = (L + exp(— 3.47 (t* — 0.79) /o))" L, (14)
(0.86) (0.027)
G3(Agyt—1:v3.€3) = (1+exp(— 1.60 (Agyi_1+ 856 )/oa,y 1D (15)
(0.79) (3.31)

G = 1.30, 5rv.sTAR/AR = 0.72, SK = —0.41(0.020, EK = 0.48(0.11), JB = 5.70(0.058),
LMgc(l) = 0.32(0.57), LMgc(4) = 0.46(0.76), LMsc(12) = 1.13(0.34), ARCH(1) = 1.48(0.22),
ARCH(4) = 5.30(0.26), AICT1y.sTAR/AR = —0.46, BICT\.sTAR/AR = —0.17.

The model contains two relatively smooth changes in the seasonal pattern, see also panels (c)
and (d) in Figure 2. The first, which occurred during the first half of the 1970s, considerably
amplified the seasonal pattern, especially for the first and second quarters. The seasonal pattern
is changed completely by the second transition, which started around 1985 and was almost
completed at the end of the sample period: the deviations of the mean for the first, second
and third quarters change from6.18, 3.40 and-1.27, respectively, whe®; = Gz = 1 and
Gy = 0-1.73,—7.94, and 4.58 whe®; = G» = G3 = 1. Note that the structural changes also
involve a substantial reduction of the average growth rate, from 2.29% via 0-68.8Y%.

5.3. United Kingdom

The test results for the UK in Table 1 indicate that both linearity and constancy can be rejected
for both the seasonal dummy parameters and the lagged autoregressive terms at conventional
significance levels. As th&-value of the parameter constancy test applied to the seasonal
dummies is the smallest, we start by specifying a TV-AR model where only the seasonal pattern
is allowed to change over time. Misspecification tests of parameter constancy and no remaining
nonlinearity in this model indicate that linearity of the autoregressive parameters is rejected,
where the tests seledtsy;_1 as the appropriate transition variable. In the resulting model, we
find evidence for additional time-variation in the seasonal pattern. Hence, we specify a model
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which includes two TV-components operating on the seasonal dummy coefficients and a single
STAR-component (withA4y;_1 as transition variable) operating on the coefficients of the lagged
first differences. After deleting insignificant lagged first differences and intercepts, the final
specification is:

Ayt = 112 + 165 D}, — 2.68 D5, — 102 D}, + 0.37 Ay;_p+ 020 Ay;_4

(0.35)  (0.95) (0.84) (1.37) (0.080 (0.10)
+(— 657 Dj  + 268 D3, + 102 D3,) x G1(t*; y1.¢1) + (— 069 — 0.37 Ayi_»
(1.39) (0.84) (1.37) (0.40)  (0.080)
+ 013 Ay;_3— 027 Ay;_g4— 013 Ay;_5— 015 Ayr_7) x G2(Agyt—1:¥2, C2)
(0.069 (0.087) (0.063 (0.061)
+(4.95 Df; — 568 D3 — 2.37 D3,) x Ga(t*; y3, C3) + &, (16)
(094 (055 (0.70)
G1(t*; y1, 1) = (1 + exp(—2.02(t* — 0.44 )/op=}) L, 17
(=) (0.048)
G2(AaYt—1: 2, C2) = (1+ exp{—195(Agyt—1 + 0.37 )/opay_ DT (18)
- (0.33
G3(t*; y3, C3) = (14 exp{—500(t* — 0.31)/op+}) "L, (19)

(=) (0.44

G. = 1.65,61v.5TARAR = 0.76, SK = 0.34(0.042), EK = 1.29(5.5E — 4), JB = 137(L.0E — 3),
LMgc(l) = 0.24(0.62), LMgc(4) = 0.59(0.67), LMsc(12) = 0.69(0.76), ARCH(1) = 0.19(0.66),
ARCH(4) = 16.4(2.5E — 3), AICT\.sTAR/AR = —0.39, BICr\.sTAR/AR = —0.15.

The two structural changes in the seasonal pattern have quite different characteristics. On the
one hand, an almost instantaneous change has occurred in 1975, which involves a strengthening
of the seasonal pattern mainly in the first and second quarters: whereas initially the average
growth rate for the first (second) quarter was larger (smaller) than the overall mean by only
1.65% (2.68%), after the change in 1975 this equals 6.59% (8.36%). On the other hand, the
model indicates the presence of a very smooth structural change, which takes the entire 40 year
sample period to be completed. This change effectively eliminates the seasonal effect in the first
quarter in the sense that whé = Gz = 1 the coefficient forD7  is very close to zero. It
also involves a strong reduction in the amplitude of the seasonal pattern for the third and fourth
guarters. The (implied) deviation of the mean for the third (fourth) quarter changes{ton23
(11.27) wherG; = Gz = Ovia—12.60 (14.38) whef®1 = 0 andG3 = 1 t0 —2.37 (8.02) when
G1 = Gz = 1. Finally, the STAR component in the model effectively captures the business
cycle nonlinearity in the series. From panels (e) and (f) in Figure 2, it can be seen that periods
whenG2 = 0 roughly coincide with recessionary periods in the UK. Apart from a lower mean
growth rate, the dynamic properties of the series also are different during recessions. Note that
a =+ restriction is imposed on the coefficients &f;_» such that it equals zero whep, = 1,
while the effective coefficient ony;_4 is close to zero in this case as well.

5.4. Other countries

The estimated models for the remaining countries are discussed in full detail in the document
available athttp://swopec.hhs.se/hastef/abs/hastef/hastef429.htm, together with
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a brief account of the most important modelling events or decisions made during the modelling
cycle. To illustrate the main implications of the models for the seasonal patterns in industrial
production in these countries, Figure 3 shows the seasonal component in the estimated TV-STAR
models for Canada, France and Italy.

The TV-STAR model for France shows a slowly changing seasonal pattern with decreasing
amplitude. The deterministic component obtained from the model for Canadian output is such
that the amplitude of the seasonal pattern first slowly increases until a rapid decrease takes place
in the late 1980s. For Italy we find a similar pattern, with seasonality becoming more pronounced
during the second half of the 1970s, followed by a swift (but relatively small) decline in the
amplitude in 1994. Finally, for the US we find that allowing for nonlinearity in the autoregressive
structure eliminates all evidence suggesting that the seasonal pattern varies over time due to
unspecified reasons or over the business cycle.

6. FINAL REMARKS

The results of this paper suggest that seasonal patterns in quarterly industrial production series
for the G7 countries have been changing over time. On the other hand, business cycle fluctuations
do not seem to be the main cause for this change. Our findings are in contrast with Canova and
Ghysels (1994) and Franses (1996), who considered US output and concluded that the business
cycle influences the seasonal cycle. Similarly, Ceccladttal. (1997) found that in the US
seasonal fluctuations in production and inventories vary with the state of the business cycle. There
are at least two reasons for differences between our results and those of the above authors. First,
they only considered US series and included the GNP and inventories. The second, and perhaps
the most important, reason is that those authors did not consider causes other than business cycle
fluctuations. Less restrictive considerations appear to lead to rather different conclusions.

It seems possible to reconcile our results with the findings of Matas-Mir and Osborn (2001).
An important detail is that they used monthly series, whereas ours are quarterly. As the authors
explain, a business-cycle induced change in summer months, visible in monthly series, can be
substantially masked at a quarterly frequency. Another reason for the differences in results is
that Matas-Mir and Osborn (2001) implicitly give a preference to business-cycle induced pattern
shifts, because other types of change are only described by linear trends in seasonal dummy
coefficients. This may be too rigid a solution and a more flexible parameterization, offered by
the TV-STAR model, is needed to fully assess the role and significance of institutional and
technological change in seasonal patterns of the series considered here. Thus the differences
in results between Matas-Mir and Osborn (2001) and our work may to a large extent be ascribed
to differences in the emphasis, reflected both in the frequency of the series and the choice of
model.

As the ‘Kuznets-type’ unspecified change in seasonal patterns is in our work proxied by
time, we cannot give a definite answer to the question of what kind of change, technological,
institutional, or ‘other’, has been important in the industrial output series we have investigated.
The importance of our results lies in the fact that they make us aware of changes such as the
gradual decrease in amplitude many series are showing. Some speculation about the reasons
for this may be allowed. There is evidence of changes in inventory management affecting
the seasonal pattern of industrial output. Carpenter and Levy (1998) showed that inventory
investment and output are highly correlated not only at business cycle frequencies but also at
seasonal frequencies. Given the importance of inventories for (changes in) fluctuations in output
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(see Sichel (1994) and McConnell and Perez Quiros (2000), among others), it may well be that
changes in inventory management such as the use of ‘just-in-time’ techniques have dampened
the seasonal cycle in inventory investment and thereby affected the seasonal cycle in production.

On the other hand, very abrupt changes, such as the one in the German industrial output
series in 1978, may most naturally be ascribed to the agency producing the data, unless other
information about the nature of the change is available. In general, it may sometimes be relatively
easy to suggest individual causes for shifts in the seasonal pattern at the industry level. Because
of aggregation this becomes more difficult where the volume of the total industrial output is
concerned.

The results also give rise to the question of how the current seasonal adjustment methods
cope with series with time-varying seasonality. One may also ask what the consequences of such
variation are on using seasonally adjusted series in macroeconomic modelling. Investigating this
guestion in the present context, however, must be left for future work. On the other hand, the
models estimated for seasonally unadjusted first differences in this work cannot be expected to
be useful in forecasting the volume of industrial production. Models that enhance and explain
the low-frequency fluctuations in the series are better suited for that purpose.
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