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Structural Change Analysis of Taiwan’s Stock Market
Volatility with LM Test of Smooth Transition Regression
and Markov Switching GARCH Model

Ren-Guang Lue*

Abstract

In this paper, we use AR(1)-GARCHY(1,1) model to test and estimate Taiwan’s Stock Market
\olatility with the TSE sample period from January 4, 2000 to October 25, 2011. Empirical method
is divided into two steps. First, we apply the method of Lin and Zhang (1997) and Gau, Lue, and
Lin (2001), which is LM test of STR in Lin and Terasvirta (1994) through Logistic function, to test
whether structural change happens in Taiwan’s Stock Market Volatility. From our empirical results,
we find GARCH model do happen to change structurally, in all possible forms. Second, we try to
detect the change-point of volatility structural change with the Markov Switching GARCH (1,1)
model, and find that it do fit better than GARCH(1,1). Finally, we use the smoothing probabilities to
get the periods of high-volatility of Taiwan’s stock market, during which periods are known to
represent high-risk period of Taiwan’s stock market.
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