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the asymptotic bias of the TA-OLS test statistics for the cointegration vector. Our modified
statistics not only adjusts the locational bias but also reflects the estimation uncertainty of
the long-run endogenity parameter in the bias correction term and has asymptotic ¢ and F'
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1 Introduction

In economic theory, we often try to conclude long run structural relationships among eco-
nomic variables over periods of time. When economic time series possess an exact unit-root, the
structural relationships between the non-stationary I(1) variables are captured by the concept of
cointegration in Engle and Granger (1987). In most of macroeconomic applications, however, it is
arguable that fundamental economic variables follow the exact unit root process, e.g., Christiano
and Eichenbaum (1990). In fact, modeling key variables in the cointegration system using unit
roots usually come in practice through failure to reject the unit root hypothesis with a limited
span of time series data (Elliott, 1998). Thus, the assumption of unit root in cointegration model
may represent a lack of ‘knowledge’ about economic interactions behind the common stochastic
trends. See, for more details, Christiano and Eichenbaum (1990), Elliott (1998), and Miiller and
Watson (2008, 2013).

In this paper, we develop robust ¢ and F inferences on the triangular cointegrated system
when we are not sure whether the economic variables exhibit the exact unit root or are close to
being local to unity. The long run relationship in the cointegration regression can be equivalently
understood as low-frequency behaviors of time series. By transforming time series from the
original time domain, the analysis is carried on the domain of frequencies, such as short-run or
long-run business cycles. There is a growing focus in recent time series literature that projects
the time series on the domain of low frequencies and make inference about long-run variability
using the transformed data. See Miiller and Watson (2017, 2018) for more discussion on the low-
frequency transformations and their applications in econometrics. The low frequency approach
also includes the analysis of cointegrated relation, as in Bierens (1997), Miiller and Watson (2013),
Phillips (2014), and Hwang and Sun (2017).

A recent study by Hwang and Sun (2017, HS hereafter) develops convenient ¢ and F' tests for
the cointegration vector. The triangular cointegrated system is characterized by I(1) regressors,
which are endogenous within the structural relation. To keep it general, the short-run dynamics
deviated from the cointegrated relationship are allowed to have serial dependence of unknown
forms. After transforming the original non-stationary time series data and its first differences
into a K number of low-frequency transformations, HS (2017) runs a transformed and augmented
ordinary least square (TA-OLS) with the K number of observations. Then, practitioners can
easily perform robust ¢ and F inferences in cointegration regression using any canned statistical
program that can compute the ¢t and F' statistics in the classical Gaussian linear regression.
Small sample simulation evidence in HS (2017) is favorably compared to existing tests such as
the fully-modified OLS estimator of Phillips and Hansen (1990) and the trend IV estimator of
Phillips (2014).

One of the key assumptions in HS (2017) is that I(1) regressors in the cointegrated system
are under the exact unit root process. Since the asymptotic inference of TA-OLS method in HS
(2017) crucially relies on the exact unit root assumption, it is questionable whether the ¢ and
F tests of TA-OLS are still (asymptotically) valid once the cointegration system departs from
the unit root assumption. In fact, the inference about cointegration vectors in the time domain
framework can lead to flawed inference once we fail to account for the exact order of integration
of the data, e.g. Elliott (1998). To account for the order of integration, we adopt a local to
unity approximation of cointegration regressors and investigate the asymptotic behaviors of the
TA-OLS estimator and corresponding test statistics. The local to unity assumption has gained
an attractive feature of the modeling devices for the nearly integrated regressor, as in Bobkoski
(1983), Cavanagh (1985), and Phillips (1987). Instead of maintaining a strict dichotomy between



integrated and non-integrated regressor, the assumption of the local to unity regressor allows for a
smoother transition between two processes and thus can provide a more reasonable approximation
to the TA-OLS methods, especially when the length of time series is small.

We first derive the fixed-K limiting distributions of TA-OLS and show that the TA-OLS is
still consistent and share a common mixture of the normal distribution as found in HS (2017).
However, due to the local to unity regressor, the limits of the TA-OLS estimator have an asymp-
totic bias term. The asymptotic bias is a product of the two important characteristics in our
cointegration model: the deviation from the exact unit root and the degree of long run endo-
geneity within the cointegration system. It is analytically shown that the limiting distributions
of TA-OLS statistics are mixtures of non-central t and F distributions where the random non-
centrality parameter depends on the asymptotic bias from the local to unity regressors. The
presence of the random non-centrality parameter indicates that the convenient ¢t and F' approx-
imations in HS (2017) are no longer valid asymptotically. This result is consistent with Elliott
(1998) whose approximation of cointegration model is based on the time-domain. Our numerical
results also show that the empirical size of TA-OLS method to test the cointegration vector can
be extremely large for even very small deviations from a unit root regressor. On the other hand,
we find that the TA-OLS estimator of the long run endogeneity coefficient in the augmented
cointegrated system is still asymptotically centered toward its true value. Thus, even if there is
a source of asymptotic bias in the cointegration system by the mistakenly first differenced I(1)
regressors, one can still precisely perform the long-run endogeneity test using the t and F tests
with the TA-OLS framework.

Since the goal of an empirical researcher is making a valid inference for the cointegration
vector, our next analysis is to provide modified TA-OLS statistics that correct the asymptotic
bias. The modified statistics not only adjust the locational bias but also correct the estimation
uncertainty of the long run endogeneity parameter in the bias correction term. After we fully
account for both effects on the plugged-in bias correction formula, we show that the modified
statistics have the asymptotic ¢t and F limits. Thus, using our modified TA-OLS statistics,
practitioners can conveniently implement robust t and F tests for the cointegration vector.

The modified test statistics in this paper require the knowledge of the local to unity parameter
which is not consistently estimable in general. However, there are several ways developed in the
time series literature to measure the uncertainty of the local to unity parameter in the context of
unit -root testing problem. For example, Elliott and Stock (2001) constructs a nontrivial confi-
dence interval (CI) for the unknown local to unity parameter by inverting a sequence of optimal
tests in Gaussian autoregressions. Using the CI of local to unity parameter in Elliott and Stock
(2001), we provide a simple Bonferroni method to the modified TA-OLS in the second stage. The
idea of the Bonferroni confidence interval in the presence of unidentified nuisance parameters has
been widely used in various context in statistics and econometrics. See, for example, Cavanagh,
Elliott, and Stock (1995), Cambell and Yogo (2006), and McCloskey (2017). From Bonferroni’s
inequality, our Bonferroni CI for the cointegration parameter yields an asymptotically correct
inference at least nominal coverage rate.

Our Monte Carlo results show that under the local to unity regressor, the unmodified TA-
OLS methods in HS (2017) suffer from severe size distortions, especially when there exists a
moderate amount of long-run endogeneity. Our finite sample studies further show the modified
TA-OLS statistic plugged by the true local to unity parameter methods successfully controls the
size distortions. The feasible version of the modified TA-OLS statistics using the Bonferroni
method also has asymptotically correct sizes but is expected to result in some power loss because



the Bonferroni correction yields to more conservative tests. We show that the power loss is
increasing in the squared long-run correlation and the local to unity parameter.

Our paper contributes to recent literature in low frequency econometrics which first transforms
time series onto a space of low frequencies and employs the fixed-K asymptotics for the finite
number of transformed data (Miiller and Watson; 2008, 2017). The low frequency transformation
of time series has a long history in statistics and engineering; see, for example, the contribution
of Thomson (1982) and Chapter 5 of Stoica and Moses (2005) for a textbook treatment. In the
context of the cointegrated time series, Phillips (1991) estimates the cointegration parameter
using frequency domain techniques, and Bierens (1997) proposes a nonparametric tests for the
number of cointegrations using a transformed time series. More recently, Phillips (2014) develops
an optimal estimation of cointegration using trend instrumental variables, and Miiller and Watson
(2013) use the Neyman-Pearson decision-theoretic framework to design robust and nearly optimal
tests about the cointegration vectors using a fixed number of transformed data.

While this paper employs basis function transformation as a tool to estimate the main para-
meters of interest, the approach has also been used in the recent heteroskedasticity and autocor-
relation robust inference (HAR) literature for time series models. The recent research along this
line was inspired by Phillips (2005), Miiller (2007), and Sun et al. (2008). See also Hwang and
Sun (2017), Lazarus et al. (2018), and Lazarus et al. (2019).

The rest of the paper is organized as follows. Section [2] introduces an idea of low-frequency
transformed regression analysis of cointegration and the fixed-K asymptotics limits of the TA-
OLS estimator and the corresponding ¢ and F' tests. Section [3| extends the low frequency
transformed cointegration system in the presence of a local to unity regressor. The next sections
provide a method to correct the asymptotic bias of TA-OLS test statistics and suggest a feasible
Bonferroni approach. Section [6] presents simulation evidence. The last section concludes. Proofs
are given in the Appendix.



2 Low Frequency Transformation of Time Series

To illustrate the idea of the low-frequency transformed regression analysis of cointegration, we
start by considering

Y = o + 7389 +uge fort=1,....T, (1)

where y; is a scalar time series and x; is a d X 1 vector of time series. The main focus of interest is
a parameter vector (3, € R?. There are two-key features for the cointegration regression equation
in . First, the regressor x; has a unit root with a stationary innovation wu,; as

Ty =T 1 tug fort=1,...,T, (2)

and zg = Op (1) .To maintain the generality, we allow the I(0) errors u; = (uot, uly)’ € R™ with
m = d + 1 to be weakly stationary with serial dependence of unknown forms with the following
long run variance (LRV) matrix €:

0 O'% O0x

1
Q = g Eutu;,j = | Ix1 1xd
mxm . 020 Quz
J=—00 dx1 dxd

We assume that €2,, is positive definite, and hence z; is a full-rank integrated process. Letting
UQ-zt = Ugt — Ozt for dp = Q. 1o.0, a long-run projection of ug; onto uz, we can re-write the
cointegrated regression equation in in the following augmented form

Y = o + 7380 + 0pAzy + ug.gr for t =1,...,T, (3)
where Ax; = 2p — Tp—1 = Uy
The low frequency transformation of the cointegration system starts by projecting the original

time series data {y;, z}, Az}}1_; onto a space spanned by K number of basis functions {¢;}X,,
which leads the following set of transformed data: For ¢ =1, ..., K,

Wi = L5 u (L), Was = 23 (L), and Warim =3 Amgi(h) (@
Y, \/Tt:l 7 T ’ x,n \/thl 7 T ) Z,? \/thl ’ T

With these transformed data, the long run behaviors of the original time series are captured
by choosing a proper set of basis functions {¢z()}£1 which can concentrate on the low frequency
components of time series. Examples include Fourier basis functions considered in Sun (2013,
2014) and HS (2017):

{2jm1 () = V2eos (2j71), 6y = Vsin (27r), j=1,..., K/2}, (5)
and cosine basis functions suggested in Miiller and Watson (2008, 2013):
{qu(r):ﬁcos(jm),j:l,...,K}. (6)

The low-frequency transformations enjoy several advantages for estimating and making an



inference about the parameter of the long-run relationship ;. Letting

®; = [¢;(1/T),...,;,((T —1) /T),;(1)] e R"

as a basis vector corresponding to the basis functions in —@, one can easily show that a
matrix of K basis vectors ® = [lp, 1,...,Px] € RT*(K+1) including the column of ones Iy =
(1,...,1) € RT satisfy (®'®)~! = T~ 'Ix. ;. Therefore, the transformed data becomes a scale
of the OLS regression coefficient of the original time series data on the space basis functions.
For example, with X = (1,2, ..., #7)’, the vector of (scaled) transformed data W, = {W, ;}/,
with Wm,i: Wm/\/T and the sample mean z7 = 77! Z?:l x; is equal to the OLS coefficient of
(®'®)"1®'X = &' X. Then, the low-frequency movement of time series can be captured by using
the non-stochastic trend predictor ® multiplied by the OLS coefficient (Zr, W;)’ as

t t. ~ R
Ty =T+ (bl(f)wm,l +...+ ¢K(f)wx,f< + Uyt

Low Frequency Components

The low frequency component captures the long run movements of the original data with
periodicity longer than 27'/j for j = 1, ..., K years of cycles. A useful rule of thumb introduced
in Miiller (2014) and Miiller and Watson (2017) suggests a choice of K = 16 to capture the
low-frequency movements of T' = 65 years of Post World War II macro data with periodicity
higher than the commonly accepted business cycle period of T/ (K/2) ~ 8 years. The low-
frequency transformation also has substantive empirical content in the context of the cointegration
regression system in 7, as the cointegration model itself seeks a long run relation among
economic time series.

Using linearity of low frequency transformations in , we can translate the augmented coin-
tegration regression in into the following form of transformed and augmented (TA) regression:

Wy,i = W;,iﬁo + W/Aa:,i50 + Wg.xﬂ' fori=1,..., K, (7)

where Wo.,; = T-1//2 Zle gbi(%)ug.wt. Throughout the paper, we maintain functional central
limit theorem (FCLT) for {u;}

(T"] ~1/2
T 1/2 uy = B() — QI/QW() _ ( o)y} x'LUO( ) Tg(lr xTT x ) , (8)
where W () := (wo(-), W.(-))" is an m-dimensional standard Brownian process, 02, = 02 —

00204 00, and 0Y2isa Cholesky decomposition of the LRV 2. One can find primitive conditions
to hold the FCLT assumption in Durlauf (1986), Phillips and Solo (1992), Davidson (1994), among
others. With the FCLT assumption in , we can use summation by parts, continuous mapping
theorem, and integration by parts to get

1
Wagi = QU2 / 61 (1) AW, (1) ~ N (0, Qo). ()

1
Wo.ei = 002 /O é; (1) dwo(r) ~ N(0,02.,) (10)



for i = 1,..., K. Also, invoking the continuous mapping theorem together with , we have

W, 1
= D% ( 91/2/ ¢; (r dr ~ N(0,,°%0,/%), (11)
s=1
where ¥ = fo fo &;(r)¢;(s) min(r, s)drds - Iy, for i = 1,..., K. Since the weak convergences in

@D . hold jointly, the TA regression in naturally leads us to consider a small sample
approximately Gaussian linear regression model

Wy’i ~ (S;J)BT,O =+ SIAJj,i(SO + SO~£B,i fOI' 7= 1, ceey K, (12)

where 81 = T8y, SAz,is So-z,i; and Sy ; are the Gaussian weak convergence limits of Wa i, Wo.z.4,
and W, ; / T, respectively, which are specified in @ , and ( ., respectively. Since W, (-) and
wo(+) are independent, {S; i, Saz ;X the functlonal of W (-), and {Sp.xi} X, the functional of
wp(+), are independent. Also, the orthonormal property of the basis functions {¢;(-)}X  ensures
the errors of regression {So.m}{il are i.i.d normal with zero mean and variance a%,x. Therefore,
standard OLS framework of the sample Gaussian linear regression model can be applied to
estimate the parameters 37 and do. HS (2017) runs the OLS estimator for v = (8, 0p)’ based
on and defines TA-OLS estimator of v as

¥ =(5,0) = (WxWx) ™' WxW,,
where Wx = (W,, Wa,). HS (2017) shows
~ A _
p~N [BO’J(%-m(W;:MAl"Wm) 1] ’ (13)

and

T A _
6~ N [80,05.,(Wa, MyWaz) ], (14)
where Ma, = Ix — Wap (W), Wa,) Wy, and M, = Ix — W, (W, W,) " W.. To test a
hypothesis of

HY : RgBy=rs vs. Hi: RgBy # 73, (15)

where R is a pg x d matrix, HS (2017) constructs the following Wald statistic and derives its
limiting distribution by

A~ _ _1 A
F(p) = (2) (RsB —1p) [Re(W,,MaWo) ' Rj] ™ (RgB —14)/ps (16)
K
K _ag Fres—2a:
where Fj, k24 is the I distribution with degrees of freedom pg and K — 2d. When p = 1, the

t-statistic can be constructed in a similar manner. Here, 63, = K~ ZZ 1 W2, is a natural

0-z,2
variance estimate of the regression error, where Wo.xﬂ' =Wy, — W;},Z[Ai' — W Az 16 is a residual of
the small sample regression in . ’

It is important to note that the asymptotic variances in f are different with conver-
gence orders, (W, Ma,W,)™1 = O,(T2) while (W), M;Wa,)~! = O,(1). The different conver-
gence rates imply different orders of convergence for estimators 3 and 0 with T(3 — 8,) = O,(1)



and (3 —00) = Op(1), respectively. The latter estimator & for the long-run endogeneity parameter
is inconsistent but yields to asymptotically valid ¢ and F' tests for Hy : § = 6 as in (16]). The
testing hypothesis is

H{ : Rsdg =75 vs. HY : Rs0g # 5, (17)

where R is a ps X d matrix, one can construct Wald statistic and obtain its limiting distribution
as

F(d) = %(R(;S —r5) [Rs(Wix, MyWa,) " Rs] ' (Rsb —15)/ps (18)
00.z

K
K—aq K-

3 Asymptotic Behavior of TA-OLS with a Near Unity Regressor

Although the TA-OLS method is very convenient for practitioners with standard ¢ and F' tests,
it crucially relies on the exact unit root assumption on the cointegration regressor x;. The ex-
act unit root assumption in z; makes the low-frequency transformations of the first difference
{WAx,i}iIil to be same as those of {uy}, i.e. Way,; =W, ;= T-1/2 23:1 uxtgﬁi(%). As a result,
the low-frequency transformations of the projected errors Wy.,; = T-1/2 Zthl qbi(%)uo.m, are
asymptotically independent of the regressors {W,;}%, and {Wa,;}X | which govern long-run
and short-run dynamics of the TA regression system, respectively. However, once the cointe-
gration system departs from the unit root assumption, it is questionable whether the Gaussian
approximation of the TA cointegration system is still valid. To answer this, we adopt a local to
unity approximation of the cointegration regressor
Tt = ppTi—1 + Uy Where pp =1 — % (19)

for ¢ > 0. When ¢ = 0, the regressor z; has an exact unit root the I(0) errors. Modeling
the cointegration regressor x; as in allows for a smooth transition between stationary but
highly persistent and the “exact” I(1) non-stationary series and provides a more reasonable
approximation to the TA cointegration system in . This is especially when the length of time
series is not enough to identify the exact nature of the auto-regressive root of x;.

With the local to unity approximation of regressor x; in , the first difference process Ax;
becomes

CTt—1
AZEt = —

+ugy fort=1,..,T.

Thus, the low frequency transformation {Wa,;}2, is no longer the same as {W,, ;}/; but is
now a combination of two transformed data

T T
1 t 1 Tt—_1 t
W -:—g ~———E {—} (= 20
Ax,i \/thlua:td)Z(T) C\/thl T (z)z(T) ( )
for i =1, ..., K. The augmented cointegration regression in (3)) is modified into

yr = oo + o + Azt + Ugge for t = 1,..., T,



where

5’:1/‘15,1
T Y

WOt := UQ.zt + C [
and thus the transformed regression model in changes to
Wy =W, ;80 + W, 60 + Wo.g for i =1,..., K, (21)
where

~ c
Wo.z,i := Wo.zi + 732

d ¢
256%—1@(?)
t=1

Since the null distributions of parameters in small sample Gaussian regression are invariant to
the (asymptotic) variance of the regressors, we expect the two sets of transformed regressors
{W,;}E | and {Wa,,;} K in to have the same role as what we obtained under the exact unit
root regressor in (7). However, the regression equation in now involves an additional error
of low frequency transformation inside Wg.m, and it is now questionable whether the convenient
features of the asymptotic t and F' tests in f can still be maintained by the structure
of small sample Gaussian regression model in . To answer this, we first make the following

assumptions to formally establish the asymptotic properties of the TA-OLS estimator 4 = (B,, 3,)’ .
Assumption 1 The vector process {u; = (uot, uly)' Y1, satisfies the FOLT in @

Assumption 2 (i) Fori=1,...,K, each functwn ¢; () is continuously differentiable; (m) For
i =1,..., K, each function ¢, () satisfies fo ¢; (x)dx = 0; (iii) The functions {¢; ()}, are
orthonormal in L*[0, 1].

Together with the local to unity regressors in , Assumption [1|of FCLT enables us to invoke
the result in Phillips (1987) and get

1
ﬁx[Tr] = QggéZJc(r)a (22)
where the Ornstein-Uhlenbeck (OU) process is defined by J.(r) = [; exp(—c(r—s))dW(s). Since

Assumption I 2| holds in both (|5)) and @, we can repeat the Weak convergence approximations in
allowing the local to unity assumption in ({19

Q1 / 6 () Jo(r)dr ~ N(0,Q4/25,0Y2), (23)

where ¥, = fo fO o;(r)o;(s){exp[—c|r — s|] —exp[—c(r+s)]drds- I, for i = 1, ..., K. The above
weak convergence shows that the local to unity assumption does not change the Gaussian limits
but is has different asymptotic variance from . In the proof of Proposition (1}, we show that

T
1 t Wz,i 1
T3/2 ;xtl@'(T) =7 Op(f)-

Thus, the transformed first difference Wa,; and the regression error Wo.wﬂ‘ have the following



weak convergence limits of
1 1
Wans = 02| [Camawin e [oinmar). (21)
0 0

1 , 1
Wﬂ-x,i = og.w/o ¢i(r)dwo(r)+c-{Q}/xZ§o] /0 ¢;(r)Je(r)dr

for i = 1,...K, respectively. Combining these results, the TA regression in is now asymptot-
ically equivalent to:

Wy,i ~ S;c,i/@T,O + S/Ax,i60 + [SO-m,i + C(%Smﬂ] fori=1,..., K,

where S, ;, Saz,i, and Sp.z; are the Gaussian random limits of W, ; /T, Wa, ;, and Wy., ;, respec-

tively, which are specified in , , and , respectively. Then, the asymptotic behavior of
TA-OLS estimator is captured by
: W, LARELA §

T(B—By) = T(IK - PAw)T T(IK — Paz)Wo.p

= [SL(Ix — Psy,)Se] " SL(Ix — Py, )Soa + ¢80,

where Ps,, = SAm(S/AxSAm)_ls/Ax- Conditioning on S, and Sa,, the first majorant term char-
acterizes the weak Gaussian limit of TA-OLS estimator under the unit root regressors which is
centered toward the true parameter 3,. This limit is the same as what is derived under the exact
unit root regressor in HS (2017), except for the covariance structure of the conditioning random
variables S, and Sa.. The second term c¢dg indicates the asymptotic distribution of B possesses a,
bias term ¢dg. When ¢ = 0, the results are the same as the previous 1(0) cointegrated regression.
We formally state the weak convergences result of TA-OLS estimator including & in the following
Proposition. Define

T-1; 0
TT dxd
0 1,

dxd

Proposition 1 Let Sy = [S,,S4,]". Under Assumptions and the local to unity regressors
in , as T — oo but holding K fized,

tr-ag = ("0 )= [ D] v arn .o ehen )

The result of Proposition [1] can be summarized by

T(B — Bo) = MN [cbo,08.,(S, Ms,,S2) '] |
d — 60 = MN [0,08.,(Sh, Ms,Saz) ],

where the convergences hold jointly. As we expected, the local to unity regressor affects the limit
behavior of 3 by shifting the center of the weak limit T(B — fBo) from zero to the asymptotic bias
term cdg. This implies the TA-OLS estimator B is asymptotically unbiased i) if the regressors
have the exact unit root processes, i.e. ¢ = 0 or ii) there is no long-run simultaneity between w;
and ugy, i.e. 69 = 0. Both of these cases, however, are unlikely to show up in practice. The results

10



are similar with Elliott (1998) which finds the fragility of time-domain cointegration inference in
the presence of local to unity regressors. Our work also shows that the same asymptotic bias
terms appear in the domain of low frequencies.

Although the limiting distribution of cointegration vector is affected by the local to unity
regressor, the result in Proposition [1| also indicates that § is still asymptotically centered toward
do and has the exact same asymptotic behavior as the case of exact unit root regressors. Given
that the source of asymptotic bias Bis originated by the mistakenly first differenced data Ax; in
, it is very interesting to observe that the TA-OLS estimator § still yields an asymptotically
unbiased estimation of the long-run endogeneity parameter §y. The TA-OLS estimator & of g is
not consistent in our framework, but weakly converges to a random limit centered toward the
true parameter 3. This is because the underlying approximation scheme of our low-frequency
transformed regression is based on “fixed-K” asymptotics which let the sample size T' grow to
infinity but holding K fixed. If one considers a different limiting experiment of approximating 4
where K increases with T but at a slower rate, e.g. Phillips (2005, 2014), we expect & becomes a
consistent estimator for dg. Searching for more accurate approximations of finite sample estimator
4 (and thus 3), however, the results of our “fixed-K” asymptotics about § can provide a robust
way of making inference for dg. Formally, under the null hypotheses in and , the results
in Proposition [I] gives

T(Rgf —75) = MN(cRgdo, 08, [Rs(S, Ms,,S:) " Rj)), (25)
(Rsd —r5) = MN(0,03., [Rs(ShyMs,Saz) " Rj]),

respectively. In view of the joint weak convergence results in 7, it is easy to check

Ry [(W,/T)May(W,,/T)] ' Ry = R[S, Ms,,S.] " Rj, (26)
Rs(W,M;Wa,) 'Ry = Rj[ShyMs,Saz] ' Rj.
Thus, if one finds an asymptotic behavior of &3,1 under the near-unity regressor in , we are

able to find a weak limit of Wald and t statistics for the parameters v = (3, d;). The results are
summarized in the following Proposition.

Proposition 2 Let Assumptions and@ and the null hypotheses in — hold . Under the
fized-K asymptotics, we have

(a) F(B) = 7555 - Fopuc—2a(ll 0 |1%);
(b) t(B) = \/ 7257 - ti—24(0), where

0= [RB [S;MSAxSx]_l R,/B]_l/Q ’ {CR/B(SO:| .

00-x
(¢) F(0) = rlgq  Fysi—2a;
5

(d) (0) = \/ %25g * tic—24-

In the proof of Proposition [2| we show the asymptotic variance estimate &%.x for the long-
run projected variance a%,x weakly converges to X%{—Qd limiting distribution. Since all other
components of test statistics except the bias term cRgdy behave the same way as in the case
of the exact unit root regressors, we can capture the effect of the local to unity regressors on
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the hypothesis tests of 3, only by looking at the random non-centrality parameter || 6 ||%in the
limiting F' and ¢ distributions.

To get some intuition on the random noncentrality parameter, suppose p = 1 and testing for
a single hypothesis about the cointegration parameter Hy : RS = r. Then, the non-centrality
parameter || 6 ||? becomes

2 | Rl
b [Rﬁsz/ ] [, Men,) ™ [9 I/QRB}

1o |*=

for a random variable 0/, Men,, where n, = (1,1, ..., Ny i)' s Me = Ix—£(£'€)~ L and € =(&q, ..., Ex)
with
= [ o e = [ omawe),

fori=1,..., K. Choose H = ((RgQ_l/2 )/ HR Qpal?
then we can express the denominator by

JH )’ for some H such that H is orthogonal,

(Ro 2] [ Men,) ™ [Q12RY | = ReQuY2H!(H [n),Men,) ™" HYHOZ*R)
= ||Ra0z2?|" [ [ Men, )~ e
< ReQ R - ely [, Men,] ™" ea,
where eg = (1,0, ...,0)" € R? and the last equality comes from a rotational invariance property of

random vector 7,. With this result and some additional algebra, we can show that the random
non-centrality parameter || @ ||? is equivalent in distribution to

Q;xl/20'as0 1
70z e [, Men,) " ea|’

where PQ—1/2 R, is a projection matrix onto a space spanned by . 1/2 R’ﬁ. Since

1/2
d g Q
0P £ - | | By e

0-x

-1 2 -1
000822020 T 472 = 9008kr 0a0
2 - 1 g andr = —————,
00.2 —-T g0

the random variable || 6 ||? is proportional to a long-run correlation vector between {ug;} and

{um} projected on to Quz 1/2

Rj. When d = p = 1, the non-random part of 160]|? is equal to
72/(1 — r?) so that the degree of overrejection approaches to one when the squared long-run
correlation r2 gets close to one. The quantitative message is consistent with Elliott (1998) whose
approximation of cointegration model is based on the time-domain. The presence of non-zero
| @ ||* implies that the hypothesis test using the Wald statistics in (16)) will tend to over-reject.
However, the results in Proposition [2| (¢)—(d) indicate we can still perform asymptotically valid
Wald and t tests about the long run endogeneity coefficient §g. This is expected from our previous
investigation on the limit behavior of & which is not affected by the local to unity regressors.
Although the TA-OLS tests for § lead asymptotically valid F' and t-tests regardless of the

dependency properties of the cointegration regressors, the goal of an empirical researcher is

12



making a valid inference for the cointegration vector [,. Since the presence of the local to
unity regressors has an impact on the limiting distributions of B, the result of Proposition
(a)—(b) indicates that the corresponding testing procedures no longer have ¢ and F' limits and the
inferences on [ are in danger of severe size distortions. The resulting mixed noncentral F' and ¢
limiting distributions in Proposition [2| (a)—(b) shows that the random non-centrality parameter
| @ ||> (and #) depend on the local to unity parameter ¢, the basis functions, and function of
LRV matrix Q. Given ¢ and TA-OLS estimators 3, (’}%_x, and HAR estimator of LRV ., one
can consider the following plug-in estimation of random non-central parameter 6:

Rgd

00z

. . . ~1/2
0 = ¢ | ReQz 20, Men,) 021 2Ry |

With this random variable é, one can simulate the critical values of mixed non-central I, K—24(]]

0 ||2) and tx_s4(0) random variables. These critical values are data-dependent and rely on the
knowledge of local to unity parameter ¢, but similar ideas of plugged-in critical values have been
suggested by Cavanagh, Elliott, and Stock (1995) and Campbell and Yogo (2006) in the context
of time series regression with local to unity regressor. However, we note that this method of
corrected critical value still has some difficulties for practitioners to apply in practice. The issue
involves estimation uncertainty of plugged-in parameters & and 60.,. The results in this section
show that these two parameters weakly converge to random limit and thus inconsistent under
the fixed-K asymptotics. Thus, plugging these parameters to critical value simulations without
considering these random limits might lead a poor finite sample approximation of underlying test
statistics. A similar issue involves with a large estimation uncertainty in 0, which is typically
estimated nonparametrically, e.g. Newey and West (1987) and Andrews (1991). The nonpara-
metric estimation of ., requires a user choice of weighting (kernel) function and the smoothing
parameter. In finite samples, both the kernel function and the bandwidth, especially the latter,
do affect the sampling distribution of Qe and largely affects the preciseness of associated critical
values. See, for example, Kiefer and Vogelsang (2005), Sun, Phillips, and Jin (2008), and Hwang
and Sun (2018).

4 Bias Corrected Inferences for 3, under a near unity regressor

In this section, we provide a method to correct the asymptotic bias of TAOLS test statistics for
Bo- Let I'c be p x 2d matrix formed by the hypothesis matrix R and the local to unity parameter
c.

I.:=( Rz —cRg ).

Then, under Hg : RgfBg = 13,

Ll -l = (Re —ers) (Y700 (27)

- T [RB(B — ¢ §)T) - r} + cRady.
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Using the joint convergence result in Proposition [I]and continuous mapping theorem, we have

PO (5 — 0l = T(Ra(B — ¢ 8/T) — 15) + Ry (28)
ST, [ o } T T(SkSx) 'Sy Sox

L MN(cRgdo, 03, Te(SkSx)~'T%).

Therefore, the plug in estimator of B +c- % can correct the bias of c- 570 in the limiting distribution
of T(B — By), because implies that the limiting distribution of B +c- % is

T(Rg(B —c-8/T) —r5) = MN (0,00, Te(SxSx)'T%), (29)

which is centered toward zero. It is important to point out the asymptotic variance of the plug-in
estimator  — c¢-d/T is no longer the same as that of T'(8 — ;). This is because the asymptotic
variance of the plug-in estimator has to reflect the estimation uncertainty of § in its limiting
distribution. This motivates us to construct the following modified Wald statistic:
. T2 A « _ e _
F(B;c) = 52 (Rﬁ[ﬂ —c-0/T] — 7’5)/ [FC(TlelxwXTTl) 1F1c}
0-x

x(Rg[B—c-0/T] —rg)/p.

' (30)

When p = 1 and for a one-sided alternative hypothesis, we would construct the modified ¢ statistic
as below A A
’ T(Rgl8 —c-6/T] —rp)

t(Bsc) = : (31)
VBT (TF W W T 1T,

The theorem below establishes the limiting null distributions of F(3;¢) and #(3;¢) under the
fixed-K asymptotics.

Theorem 3 Under Assumptions[IH2, as T — oo but holding K fized,

. K

p,K—2d>

and

t(Bic) = “tK—2d-

K —2d

The results of theorem indicate one can construct valid ¢ and F' tests using the modified ¢ and
Wald statistics. The modified statistics not only adjust the locational bias but also reflect the
estimation uncertainty of the § in the bias correction term. After we fully account the effect of the
plugged-in bias correction ¢- & /T on the modified statistics, we obtain the exact same asymptotic
F and t limits. This means one can conveniently implement the modified test statistics using the
standard t and F testing methods.

When pg = 1, Theorem [3|shows a valid (1 — «) - 100% confidence interval (CI) for the testing
parameter Rf3, can be constructed as

Clrgp, (61— ) = [Br,(¢), B (e)], (32)
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where

—a ~ 08 1 R _ _11-—1 K 1—a/2
B (€)= Ry | B = T| T\/Ug-wrc (Y W WX T K —2d i
Ca . 1/, _ -1 K 1—a/2
B}M (c)=Rs|B— 7|t f\/ag-xrc (Y7 WA WX TR T \ K =24 'tK—2/da

and t%_,,; is the (1 — @) quantile from the ¢, ko4 distribution. When the regressors are nearly
integrated with ¢ > 0, the modified confidence interval in shifts the location of the interval
up to —cRJ/T. With the location adjustment —cR¢d /T, one may come up with the following CI

1 /3 , K 1-a/2
if\/ao,ng(W’XMAxWX) R\t i (33)

o 1-a/2 . . . .
The common critical value ¢ K_O;/ 4 and estimated variance terms 63, reflect the uncertainty of

time series in the (un)modified confidence intervals, but there is notable difference in the margin
of errors of two confidence intervals in and . With some additional algebra, we can
express the term in by

)

T Y7 Wy Wy T 7 T
— Rs [Al(c) (W, MpaW,) ™" + Ag(c) (W’MMJCWM)*} R},

where

AM(e) = T*Ig+cT " [Wy,Wa,]

Ao(e) = Elg+cT [WoW,] W Wa,.

IAzWSE)7

That is, the measure of uncertainty in the confidence interval is a weight average of standard
error terms for 3 and § weighted by A;(c) = O,(T?) and A2(c) = O,(1), respectively. The relative
difference in the order of magnitude between these weights is based on the different convergence
rates of the variance estimates (W, Ma,W,) " = O,(T~2) and (W, M, Wa,) " = O,(1) for the
estimators 3 and 4, respectively. Interestingly, the weights are functions of the OLS coefficients
from the two transformed regressors W, and Wa, and the local to unity parameter c.

Lastly, when ¢ = 0, i.e. the regressor x; has an exact unit root, it is easy to check that the
above confidence interval of 3, reduces to the standard form of symmetric confidence interval,

o R K 1—a/2
R & \/63, Ry (Wi MasWx) 'Rl | == 5%

which is same as the TA-OLS tests in HS (2017).
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5 Implementation: Bonferroni Confidence Interval

The near-unity approximation of the modified test statistics F'(3; ¢) and ¢(5; ¢) requires the knowl-
edge of the local to unity parameter ¢ which is not consistently estimable in general. However,
There are several ways developed in the literature on time series to measure the uncertainty of ¢
in the context of unit root testing problem, andone can still construct a nontrivial and informative
confidence interval (CI) for the unknown parameter c. See, for example, Stock (1991), Andrews
(1993), Elliott and Stock (2001), Mikusheva (2007), and Phillips (2014) for constructing CI of
the local to unity parameter c. In this section, we follow Elliott and Stock (1991)’s approach to
construct CI [¢, ¢p] for ¢ with 100(1 —&)% coverage rate where £ < «. The detailed procedures are
summarized in the Appendix. When pg = 1, the Bonferroni CI for Rf3, can be simply constructed
as

B . _ .
Clgg, (Gl —a) = ce[cLlJ,ch]CIRﬁO (l—a+e¢)
_ . a—e a—e
- Ler[rill b R (9 i Brn (9]

where %% (c) and % (c) are defined in . The idea of constructing the robust Bonferroni
confidence interval where there exists unidentified nuisance parameters has been used in vari-
ous contexts in statistics and econometrics. See, for example, McCloskey (2012) and references
therein. By Bonferroni’s inequality, the above Bonferroni CI yields a confidence level of at least
100(1—a)%. Since the infeasible confidence interval [8% ,° (), 8%, (c)] depends on c only through

T—1¢é and I'(c), the computational cost of finding is low when one searches the maximum (and
minimum) of 8%~ (c) (and B% ;" (c)) over [c, cp).

One potential limitation to the Bonferroni based method is that the CI is often too wide,
and the resulting coverage rate is usually higher than the nominal one. One convenient way is
to consider the union of Clgg, (c;1 — a) for nominal a-test, instead of Clgg, (¢;1 — a + €), over
[cr, cp] which is 100(1 — €)% coverage rate. For the choice of €, we follow Sun (2014b) and set
€ = 0.10 in our Monte Carlo simulations. There can be several ways to improve the performance
of the Bonferroni based method. See Cavanagh, Elliott, and Stock (1995) and McCloskey (2017)
for more details.

6 Monte Carlo Evidences

We evaluate the performance of our modified TA-OLS method, presented in the previous section,
in a finite sample. We compare it with several other methods, including the unmodified TA-OLS
approach in HS (2017). For cointegration models, we consider the following bivariate cointegration
model as in Phillips (2014) and HS (2017)

yr = oo + 2B + ot w — < UQt

= Ouz_1 + €, 34
Ty = PpTe—1 + Ugt Ugt ) T (34)

16



with a local to unity coefficient py =1 — 7 and

€ = ( cot > ~iid N(0,%), O=¢ I, ¥ =Jog-¢+ I - (1 —¢),

€xt

and Jyo is the 2 x 2 matrix of ones. The true cointegration regression coefficients are set to
be ap = 1 and B, = 1. The initial value of the error process u; drawn from standard normal
distribution. To minimize the initialization effect, we generate a time series of length 27" and
drop the first T observations. The parameter 1 controls the persistence of individual components
in ug = (uge, u’y)" € RIFL We set the values of 1) as {0.50,0.75}, so the stationary cointegration
error u; reasonably persistent. The parameter ¢ is a pairwise correlation coefficient between the
elements of u; and characterizes the degree of endogenity. With some algebraic manipulations,
it is straightforward to obtain the LRV  of u; as

_ o (LY e
Q= (g+1—0)" E(lg41—O) —<1_¢> <¢'thhm¢+Lrﬂ—¢)>‘

It then follows that the squared long run correlation is expressed by

’1"2 _ UOxQ;xIUJJO _ d¢2
o (1—-¢)+do’
Using the formula above, we set ¢ to satisfy r? € {0,0.15, 0.25, 0.35, 0.50, 0.75}. For the
autoregressive coefficient of the cointegration regressor z;, we take pr € {1, 0.975, 0.95, 0.925}
with sample size T' = 200, so the corresponding local to unity parameters are ¢ € {0, 5,10, 15}.
The null hypotheses of interest for the true parameter is

Hy:pBy=1and Hy: By # 1.

Also, in the case of 72 = 0, we test the long run endogenity parameter with the following null
hypothesis of
H0:60:OandH0:607é0.

We consider Fourier basis functions given in for our TAOLS framework, as the same
numerical evidences hold for the cosine transformation in (6]). See Section 6 of HS (2017) for the
detail. For fixed values of K, we set K = 8 and K = 16 for the AR(1) parameters ¢ = 0.75 and
1 = 0.50, respectively. These choices of K are shown to have good finite sample performances in
various literature of fixed smoothing asymptotics with extensive numerical experiments. See, for
example, Miiller and Watson (2013, 2017), HS (2017), and Lazarus, Lewis, Stock, and Watson
(2018).

We first examine the empirical size of four different type of TAOLS t-tests at nominal size
a = 5%. The first test is the unmodified TA-OLS test considered in HS (2017) and Phillips (2014).
As a second group of tests, we consider two infeasible TA-OLS t-tests which treat the true local
to unity parameter ¢ as known: the first one is the plugged-in type modification of TA-OLS
in , and the second one is the modified TA-OLS t-test in and . It is imporant to
point out that the plugged-in TA-OLS test only shifts the location of the confidence interval by
) /T, whereas the modified TA-OLS fully accounts for the asymptotic uncertainty of plugged-in
estimator § as well as the bias correction term cd /T. All of these three tests employ the same
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ti_o critical values. The last test we consider is a feasible version of the modified TA-OLS test
which is based on the Bonferroni correction (Bonferroni TA-OLS, hereafter) in Section

Figures [[H2] and Tables [IH2] report the empirical size of the four different TAOLS tests. The
number of simulation replications is 10,000. The results are summarized below.

From Table[I] in the unit root case, that is ¢ = 0, the first three TA-OLS tests have empirical
sizes very close to the nominal size of 5%. This is not surprising given that the unmodified TA-
OLS asymptotically valid under the exact unit-root assumption. The plugged-in TAOLS and
the modified TAOLS are numerically equivalent to the unmodified TAOLS when ¢ = 0. The
Bonferroni TA-OLS yields to a correct empirical size although it is mildly undersized varying
from 3.2% to 4.2%. While the feasible Bonferroni TA-OLS test is conservative, the conservatism
only comes from the Bonferroni step as we check the infeasible modified TA-OLS provides very
accurate size control.

Second, as ¢ deviates from zero, the unmodified TA-OLS suffers from severe size distortions,
especially, when the squared long-run correlation, 72, and the local to unity parameter, ¢, grow.
This confirms our theoretical results in Proposition The plugged-in TA-OLS test improves
the size distortion of the unmodified TA-OLS, but still has empirical rejection rates greater than
the nominal size. For example, when ¢ = 0.75 in Table [I| the empirical rejection rate of the
plugged-in TAOLS is between 8% ~ 17% for ¢ € {5,10,15}. This is because there is a large
amount of finite sample noise in § which is Op(1) in our fixed-K asymptotics. We find that our
modified TA-OLS test, equipped with both the bias correction and the variance adjustment, has
accurate finite sample size for all values of r? and ¢ considered. Lastly, the Bonferroni TA-OLS
test has correct size, varying from 1.8% to 6.2%, and also it is conservative in finite sample as
expected.

To sum up, first there is a large amount of size distortions for the unmodified TA-OLS in the
local to unity case when r? and ¢ deviate from zero. Second, treating c¢ as known, our modified
TA-OLS successfully corrects the size distortions of the unmodified TA-OLS. When c is unknown,
the feasible version of our modified TAOLS with Bonferroni correction is also size-corrected but
is mildly undersized. The conservatism is expected to result in power loss compared to the
modified TA-OLS test which is infeasible in practice. To investigate the power loss of the feasible
Bonferroni TAOLS procedure, we compare its finite sample power with the modified TA-OLS.
The true parameter of cointegration is now from the local alternative hypothesis 5 = 8y + b/T,
where b € [—25,25] measures the magnitude of the local departure. All other DGPs are the same
as before.

Figurespresent the finite sample power curve of each procedure for 72 € {0.15,0.35, 0.50,0.75}
and ¢ € {5,10,15} when 1) = 0.75. In all cases, the power of the infeasible modified TA-OLS test
outperforms the feasible Bonferroni TA-OLS. However, the modified TA-OLS test is infeasible
when ¢ is unknown. The cost of lack of knowledge of c is reflected on the relative power loss of
the Bonferroni TA-OLS test. Figures[3H5]indicate that the power loss is increasing in the squared
long-run correlation 72, but we also show that the power of the Bonferroni TA-OLS test increases
along with |b).

Lastly, our results also indicate that we can precisely perform the endogenity test, i.e., a test
of whether dg = 0, regardless of the local to -unity parameters c. This is consistent with our
fixed-K asymptotic results in Proposition [2[ (¢)-(d) which indicate that, in the presence of the
local to unity regressor, § is still asymptotically centered toward its true value and yields a robust
test for the long-run endogenity parameter dg.
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7 Conclusion

In this paper, we develop a theory that adopts a local to unity approximations to a triangular
cointegrated system. Our analysis is carried on the domain of low frequencies by transforming
data from the original time domain. Instead of maintaining a strict dichotomy between integrated
and non-integrated regressors, our assumption of the local to unity regressor allows for a smoother
transition between the two processes. It thus can provide a more reasonable approximation to
the low frequency transformed methods.

We show that the unmodified TA-OLS in HS (2017) approach is still consistent and share a
common mixture of normal distribution in the limit. However, the unmodified TA-OLS possesses
an asymptotic bias term in the limiting distribution. As a result, the unmodified TA-OLS suffers
from severe size distortions, especially, when the degree of long run endogeneity grows, or the
cointegration regressor deviates from the exact unit root.

We develop a modified TA-OLS test statistics, which yields to a convenient ¢t and F’ inferences
for the cointegrating vector and long run endogeneity parameter. The modified TA-OLS not
only adjusts for the asymptotic bias arising from the local to unity regressor but also corrects
for the uncertainty of the plugged-in bias correction term. When the local to unity parameter is
unknown, we also provide a feasible version of our modified TA-OLS, which considers a Bonferroni
correction. Our Monte Carlo analysis shows that the Bonferroni TA-OLS test is size-corrected
and mildly undersized. Also, there is an increasing power gain of the Bonferroni TA-OLS test
when the true parameter departs from the value of the parameter under the null hypothesis.
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Table 1: Empirical size of 5% various TA-OLS methods with T=200, K=8 and AR(1) error with

¥ = 0.75.

1 =0.75and K =8

¢ =0 | Unmodified | Plugged-in | Modified | Bonferroni
(Infeasible) | (Infeasible)

0 0.055 0.055 0.055 0.040
0.15 0.058 0.058 0.058 0.042
0.25 0.056 0.056 0.056 0.039
0.35 0.053 0.053 0.053 0.037
0.50 0.054 0.054 0.054 0.036
0.75 0.050 0.050 0.050 0.032
c= Unmodified | Plugged-in | Modified | Bonferroni

(Infeasible) | (Infeasible)

0 0.052 0.079 0.054 0.029
0.15 0.075 0.074 0.051 0.027
0.25 0.090 0.076 0.050 0.021
0.35 0.117 0.078 0.053 0.021
0.50 0.166 0.080 0.055 0.019
0.75 0.367 0.081 0.054 0.018

¢ =10 | Unmodified | Plugged-in | Modified | Bonferroni
(Infeasible) | (Infeasible)

0 0.052 0.112 0.053 0.026
0.15 0.097 0.115 0.050 0.025
0.25 0.142 0.125 0.056 0.026
0.35 0.190 0.114 0.049 0.022
0.50 0.299 0.120 0.055 0.027
0.75 0.624 0.120 0.049 0.032

¢ =15 | Unmodified | Plugged-in | Modified | Bonferroni
(Infeasible) | (Infeasible)

0 0.048 0.158 0.047 0.022
0.15 0.114 0.166 0.049 0.029
0.25 0.176 0.173 0.054 0.032
0.35 0.251 0.171 0.053 0.034
0.50 0.393 0.170 0.057 0.041
0.75 0.757 0.170 0.054 0.062
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Table 2: Empirical size of 5% various TA-OLS methods with T=200, K=16 and AR(1) error

with 1 = 0.50.

¥ =0.50 and K = 16

¢ =0 | Unmodified | Plugged-in | Modified | Bonferroni
(Infeasible) | (Infeasible)

0 0.053 0.053 0.053 0.042
0.15 0.052 0.052 0.052 0.038
0.25 0.056 0.056 0.056 0.038
0.35 0.053 0.053 0.053 0.036
0.50 0.052 0.052 0.052 0.033
0.75 0.053 0.053 0.053 0.033
c= Unmodified | Plugged-in | Modified | Bonferroni

(Infeasible) | (Infeasible)

0 0.058 0.072 0.056 0.032
0.15 0.079 0.068 0.053 0.025
0.25 0.107 0.071 0.054 0.017
0.35 0.133 0.063 0.049 0.014
0.50 0.206 0.071 0.053 0.012
0.75 0.458 0.072 0.056 0.014

¢ =10 | Unmodified | Plugged-in | Modified | Bonferroni
(Infeasible) | (Infeasible)

0 0.054 0.092 0.052 0.026
0.15 0.118 0.091 0.051 0.022
0.25 0.174 0.093 0.052 0.018
0.35 0.250 0.092 0.054 0.017
0.50 0.399 0.095 0.053 0.017
0.75 0.783 0.096 0.055 0.023

¢ =15 | Unmodified | Plugged-in | Modified | Bonferroni
(Infeasible) | (Infeasible)

0 0.054 0.115 0.053 0.029
0.15 0.152 0.117 0.052 0.024
0.25 0.235 0.122 0.054 0.025
0.35 0.355 0.125 0.057 0.026
0.50 0.538 0.117 0.056 0.024
0.75 0.898 0.125 0.055 0.035
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Figure 1: Empirical size of 5% fixed-smoothing tests (TAOLS, Infeasible Plugged-in TAOLS,
Infeasible Modified TAOLS, and Feasible Bonferrnoi Modified TAOLS) with K = 8 and AR(1)
error with ¢ = 0.75.
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Figure 2: Empirical size of 5% fixed-smoothing tests (TAOLS, Infeasible Plugged-in TAOLS,
Infeasible Modified TAOLS, and Feasible Bonferrnoi Modified TAOLS) with K = 16 and AR(1)
error with ¢ = 0.50.
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Figure 3: Finite sample power of 5% fixed-smoothing tests (Modified TAOLS and Feasible Bon-
ferrnoi Modified TAOLS) with K = 8, ¢ =5, and AR(1) error with ¢ = 0.75.
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Figure 4: Finite sample power of 5% fixed-smoothing tests (Modified TAOLS and Feasible Bon-
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Figure 5: Finite sample power of 5% fixed-smoothing tests (Modified TAOLS and Feasible Bon-
ferrnoi Modified TAOLS) with K = 8, ¢ = 15, and AR(1) error with ¢ = 0.75.
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8 Appendix of Proofs

Proof of Proposition We begin by showing the asymptotic equivalence between ﬁ Zthl Ti-10;(%)
and the transformed regressor W, /T in , that is,

1 < t 1 < ¢ 1
7T3/2 ;xtlﬁbi (T) = 7T3/2 ;CEWSZ <T> + Op (T> .

The left side of equation is

£\ L (t=1) . (1 L -1t
b; <T>—¢51;( T >+¢(7‘t)(T> for some 7 € [T ’T}’
and Assumption [2] yields
t t—1 d(rf) M
) g [ — ) = < =
o(§)-o(7)-00 <2

for some M > 0 uniformly over ¢. Therefore, the second term in satisfies

1 2 t t—1 M1 & | (1
r2 v (7)o ()] < () [ X 7| o (7):
For the first term in ,
1 =t T s 1 I T s 0 0 TT 1 36
T 2 \/T¢i <T> = T; \/T(bi (T) + W@( ) — mdh( ) (36)

- Ay () o (L),

where the second equality follows from zg = O,(1) and the equation . With this result and
the weak convergences in @, , and , we get

W, = Sou+c-Sido,

where W, = (Y\}ngl7 ...,Wx,K)’.Then, by the definition of 4 and T, we have

Tr (¥ =) = (T3 WyWxX,h) 0 Wy Wo,
= (SxSx) 'Sk [So + ¢ - Sudo]
= (S'xSx) ' SkSou + ¢ (SySx) ' Sk Sudo.
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Since Sg., ;s are i.i.d normal random variable with variance a%,x over i = 1,..., K and independent
with Sx = (Sz,SAz), the latter component can be expressed by a mixture of normal distribution

—1
The second component can be written more explicitly as

_ S'Sy  S.Sas \ ' [ S.S.6
- (SkSx) ™" ’XSﬂso:c( e ) (SA Smg())

(e (S, Ms,,S.) S, Ms, Sado ) _ (o
e (S, Ms,Saz) " S,Ms,S:00 )\ 0 )’

which finishes the proof. m
Proof of Proposition We prove the result for the F' statistic only, as the result for t
statistic can be proved in a similar manner. Note that

K
) 1 & 1 .
63, = K;wg,w,i = Wy I = W (Wy W) "W | Wy (38)
1 - ) ]
= =W, [IK—WX(W’XWX) 1W’X} Wo.0
1 B
= =[S0 + - Sedo]’ [JK Sy (S Sx) 15')(] [So.s + ¢ - Sud0]

Since Ps, = SX(SS(SX)_IS’X is a projection matrix onto a space generated by [S;,Saz|, it is
easy to check

[Iic = Sx(SxSx) S| [e+ Su80] = 0.
Therefore, the weak convergence limit of the estimator 62, simplifies to
2

1 o
) ' 0x. 2
00 = ?So-xMSXSU'CU ~ T(x XK—2d>

where Ms. := Ix — Sx(SSx) 'S Combining this result with
X X X

T(RBB — 7”5) = Rﬁ [S;MSA:CSQC] -1 S;MSAJSO.JC + CRB(SO

and

Rs [(W,,/T)Mao(W,,/T)] "' Ry = Ry [S,Ms,,S.] ™ Rj,
we get

— —1/2 cRgéd 2
o elE  [ResMeas T Ry [ ‘
=5, EEiren 7 (39)
‘7(2)~X

where

}71/2

Z =Ry [S,Ms,,S:) " Ro| " Ry [$,Mss,8.] " §, My, So0 ~ N(0, 3., - Ix).
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Conditional on Sx = (Sz,Saz), Ms,So.. and Sy Ms, ,So. are independent, as both Ms, Sp.,, and

Sl Ms,,So.» are normal and its conditional covariance is

cov (MsySo.z, Sy Ms,,So.2) = 5.5 [Ix — Sx(SxSx) 'Sx] Ms,,Ss = 0.

This implies that Z is independent of S{,, Ms, So. conditional on Sx = (Sz,Saz), and hence
2

—1/2
—1 R3d
o |+ [RolsiMsy, 87 By [
Ps [SOAZMEXSOI}

90.x
d K 2
= e oglpsK—2 <||9H ) ;

where

1, 1-Y2 [eRg6
6= [Rﬁ (S, Ms,.S:] 13'5] : [Caﬁxol

-1/2
Similarly, with Z = [R(; [Sh . Msy Saz] ™ Ra} Rs [S)h,MsSaz] " Sk, Msy So.z, we obtain

2

Z
5 K o0z a K
FQ)= —— a4 [
( DS |:SO-x]‘42§XSO-x:| K — 2d ps,K—2d
90.X

Proof of Theorem (3l
We prove the result for the Wald statistic only as the same proof goes through for the t

statistic with obvious modifications. From and , we have

r (Rﬁ

T(Y W W Y)Y = T (SkSx) T

5—0-% —7"6> = Te(SxSx) 'Sk S0z,

Combining these results with , we have
1

. T2 R R _
F(se) = ——(RalB—c-8/T) = rg) [Pe(T7 Wy WxT7')~'T]
0-x

x(RgB —¢-6/T] —r5)/p.
~ [ K ] [Te(SSx) " S S0.2] [Te(SxSx) %] ™ [Te(SSx) 'S So..]
Ps 0.0 MsxSo-2
Using a similar argument in the proof of Proposition [2 the conditional limit of Wald statistics
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F(p;c) can be expressed as
[Te(SxSx) 8 So0.w] [Te(SxSx) T [Te(SySx) S Sox]

)
PB Sp.x Ms  So.2
2
da K Xps 2 2
=— v Xp L XK —24
p X%(—2d P 2
d K
= —F
K —2d p,K—2d>

which is invariant to the conditioning variable Sx. Thus, it is also the unconditional distribution

which proves
. K
F(3; ———F, k24
(Bie) = o —ogtpar—2d

33



9 Appendix: Construction of [c;,c,] in Elliott and Stock (2001)

Consider .
Ty = fi+ pTi_1 + Uy Where p=1— T
where u,; has a serial dependence of unknown forms with Q., = Z?’;iooE[umtu‘fm_j]. For

simplicity, we only discuss a scalar regressor x; with d = 1.

Step 0: Obtain a heteroskedasticity autocorrelation robust (HAR) estimator Qo by

T-1 . 1 T A~k k] .
A 7 - . 7> g uruy’  for j 2 0;
Oy = Z k <bT> I'; where I'; = { lTZTt i+l o tﬁj*, for i < 0
j=—(T—1) T 2at=—j4+1 Yt45U¢ J )

and 4f =y — T7! Ethl Gy with 4y = x4 — porgwe—1 for t = 1,..,T, and b € (0,1] is the
bandwidth parameter with a kernel function k(-). Here, we use Bartlett-kernel function in
Newey and West (1987) and the optimal bandwidth rule suggested by Andrews (1991).

Step 1: Given the choice of the number of grids m, say m = 200, make a fine grid to get C = [0, ¢], ¢3, ¢}]
with ¢} = 0.27.

Step 2: Following Elliott and Stock (2001, ppl61), we choose ¢ = 7 with p =1 — % and construct
the following test statistics:

T T
1
Pr(0,2) = — | 3 (ucrse(?)? = 5> (ucrs(1))?]
Qoo |1 t=1
where
21 1 I 1
22 1-0p T2 T2 — X
Z(p) = = , 2(p) = = :
27 IL—0p xr Tr — X1
and

ugts(p) = xi(p) — z(p)'Bp) for t =1,.., T,
Blp) = (Z'(p)Z(p)"Z'(p)z(p).

Step 3: Let W(-) be a standard Wiener process and J.(-) be OU-process Je(r) = [ exp(—c(r —
s))dW (s). Given ¢* € C, simulate the following two quantities (p1(c*), p2(c*))

p1(c®) =100 - €;% percentile of P(c*,¢);
p2(c*) =100 - (1 — €2)% percentile of P(c*,¢),

where

1
P(c',2) = 52/0 (Jue (5))2 ds + T2 (1),
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For e = 0.10, we choose ¢; = 0.06 and e3 = 0.04 by following Eliiott and Stock (2001).
Here, with a very large number B, say B = 5,000, the random variable P(c*;0,¢) can be
simulated by

where ep’s are tid N(0,1).

Step 4 Keep ¢* € [¢, ¢,] if
Doy (C*a E) < PT(O, E) < Pl—an, (C*, E)-
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