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Abstract

This paper develops new t and F inferences in a low frequency transformed triangular
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the size distortion of the testing cointegration vector can be extremely large for even small
deviations from the unit root regressors. We develop a method to correct the asymptotic
bias for the cointegration vector. Our modified statistics adjust the locational bias and fully
reflect the estimation uncertainty of the long-run endogeneity parameter in the bias correction
term, which leads to standard t and F critical values. Based on our modified TA-OLS test
statistics, a simple Bonferroni method is provided to test for the cointegration vector. Monte
Carlo results show that our method has advantages to the IVX approach when the serial
dependence and the long-run endogeneity in the cointegration system are important.
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1 Introduction

In economic theory, we often try to conclude a long run structural relationship among eco-
nomic variables over long 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 macroeconomic applications, however, it
is arguable that fundamental economic variables follow the exact unit root process, e.g., Chris-
tiano and Eichenbaum (1990). Modeling key variables in the cointegration system using the unit
roots assumption usually come in practice through a failure to reject the unit root hypothesis
with a limited span of time series data (Elliott, 1998). Thus, the assumption of unit root in the
cointegration model may simply represent a lack of ‘knowledge’ about the economic interactions
behind the common stochastic trends. See, for more details, Christiano and Eichenbaum (1990),
Elliott (1998), and Miiller and Watson (2008, 2013).

In the time-series literature, it has been well established that several problems arise from the
standard OLS procedure when the cointegration system has non-exact unit root regressors. First,
the non-stationary cointegration regressors are endogenously correlated with cointegration errors.
This results in a lack of mixed normality along with an unknown nuisance parameter (Park and
Phillips, 1988; Phillips and Hansen, 1990). Secondly, a local to unity autoregressive specification
for the non-unit regressor induces an uncorrectable bias in the limiting distribution, which are
functions of several unknown nuisance parameters (Cavanagh et al., 1995; Elliott, 1998).

There are many studies that intend to solve these problems and search for robust inference
methods. Cavanagh et al. (1995) introduce a pretest for identifying conditions under which the
conventional t-test is invalid and propose a Bonferroni method as a possible solution. Campbell
and Yogo (2006) further utilize the idea of the Bonferroni method by employing the fully aug-
mented OLS (FM-OLS) approach as in Phillips and Hansen (1990). Alternatively, Jansson and
Moreira (2006) suggest a conditional likelihood test that uses sufficient statistics in a Gaussian
bivariate regression model with a persistent regressor. Elliott (2011) proposes a control function
approach to help stabilize the non-standard limits. Recently, Phillips and Magdalinos (2009),
Kostakis et al. (2015), and Phillips and Lee (2016) have developed an instrumental variable
procedure, called IVX, in cointegrating regression framework.

The methods mentioned above require a consistent estimation of the long run variance of errors
in the cointegration system. In time-series data with an unknown form of serial dependence, it is
well known that the estimation of the long run variance is exposed to severe finite-sample noises.
As a result, inferences can have a large size distortion in finite-samples, e.g., Kiefer and Vogelsang
(2005), Miiller (2007), and Sun et al. (2008).

In this paper, we develop robust ¢t and F' inferences on the triangular cointegrated regression
using a low frequency transformation approach. To keep it general, we allow the short-run dy-
namics in the cointegrated system to have serial dependence of unknown forms. By transforming
time series from the original time domain, the analysis is carried out the domain of frequencies,
such as short-run or long run business cycles. Compared to the existing time-domain approaches,
the low-frequency framework enables us to automate the estimation of long run variance parame-
ters in the cointegrating regression. The long run relationship in the cointegration regression can
be equivalently understood as low-frequency behaviors of time series. There is a growing focus
in recent time series literature that projects 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.



Following Hwang and Sun (2017), we transform the original non-stationary time series data
and its first differences using a K number of low-frequency basis functions. With the K number of
low-frequency observations, we run a transformed and augmented ordinary least square (TA-OLS)
in cointegrated regression. The triangular cointegrated system is characterized by I(1) regressors
in Hwang and Sun (2017), which are endogenous within the structural relation. However, the
inference about cointegration vectors can lead to a flawed inference if we fail to account for the
exact order of integration of the data, e.g., Elliott (1998).

To account for the order of integration, this paper adopts a local to unity approximation of
cointegration regressors in the TA-OLS framework. The local to unity assumption has gained
an attractive feature of the modeling devices for the nearly integrated regressor, as in Bobkoski
(1983), Phillips (1987), and Cavanagh (1985). Instead of maintaining a strict dichotomy between
integrated and non-integrated regressors, 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 the time series is small.

We first derive the fixed-K limiting distributions of TA-OLS and show that the TA-OLS is
still super consistent and share a common mixture of the normal distribution. However, due
to the local to unity regressor, the limits of the TA-OLS estimator have an asymptotic bias
term. The asymptotic bias is a product of two important characteristics in our cointegration
model: the deviation from the exact unit root and the degree of long run endogeneity within
the cointegration system. It is analytically shown that the limiting distributions of TA-OLS
statistics are mixtures of non-central ¢ and F' distributions where the random non-centrality
parameter depends on the asymptotic bias from the local to unity regressors. As a result, the
standard ¢ and F' approximations in Hwang and Sun (2017) are no longer valid asymptotically.
This result is consistent with Elliott (1998) whose approximation of the cointegration model is
based on the time-domain. Our numerical results also show that the empirical size distortion of
the TA-OLS method to test the cointegration vector can be 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, we 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 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. See, for example, Stock (1991), Andrews (1993), Elliott and Stock (2001),
Mikusheva (2007), and Phillips (2014b) for constructing a confidence set of the unknown local
to unity parameter. All these methods, however, except Elliott and Stock (2001), require the
autoregressive error to be i.i.d. or martingale difference sequence (m.d.s.), which are limited to
be applied in our general cointegration setting. Therefore, we follow Elliott and Stock (2001)’s



approach which allows the unknown form of serial correlation. The idea is inverting a sequence
of optimal tests in Gaussian autoregressions. Using the confidence interval of the local to unity
parameter, we propose a simple Bonferroni method to the modified TA-OLS in the second stage.
By Bonferroni’s inequality, our confidence interval for the cointegration parameter yields an
asymptotically correct inference with at least nominal size. The idea of the Bonferroni confidence
interval has been widely used in various contexts in statistics and econometrics. See, for example,
Cavanagh et al. (1995), Campbell and Yogo (2006), and McCloskey (2017).

Our Monte Carlo results show that under the local to unity regressor, the unmodified TA-
OLS methods suffer from severe size distortions, especially when the amount of the long run
endogeneity increases. Our finite sample studies further show that the infeasible modified TA-
OLS statistic using the true local to unity parameter 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 mildly undersized for most of the DGPs we consider.

In our simulations, we also compare our modified TA-OLS with the IVX test (Phillips and
Magdalinos, 2009), which is known to be also robust in the presence of the local to unity regressor
and serial dependence. We show that the IVX can be size-distorted in finite-samples as the serial
dependence of errors increases. This is because the normal critical value in the IVX test statistics
does not consider the estimation uncertainty from the non-parametric estimators of the long run
variance. The size distortions of the IVX are amplified when the local to unity parameter and
the degree of long run endogeneity increase. We also find that the IVX test can work the best
when there is a low serial correlation in the errors, and the cointegration regressor is not too
much deviated from the unit root.

Our paper contributes to recent literature in low frequency econometrics (Miiller and Wat-
son; 2008, 2017). In the context of the cointegrated time series, Phillips (1991) estimates the
cointegration parameter using frequency domain techniques, and Bierens (1997) proposes non-
parametric tests for the number of cointegrations using a transformed time series. More recently,
Phillips (2014a) develops an optimal estimation of cointegration using trend instrumental vari-
ables, 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. The approach has also been used in the recent heteroskedasticity and auto-
correlation robust inference (HAR) literature for time series models, e.g., Phillips (2005), Miiller
(2007), and Sun et al. (2008). See also Lazarus et al. (2018) for practical recommendations
for HAR inference. In this paper, we develop new ¢ and F inferences which are robust on the
triangular cointegrated regression when the economic variables are not exact unit root processes
and exhibit unknown form of serial dependence and long run endogeneity.

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 fea-
sible Bonferroni approach. Section [6] presents simulation evidence. The last section concludes.
Appendix A and B provide proofs of the main results and a detailed procedure for practical
implementations.



2 Low Frequency Transformation of the Cointegrated System

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

yr = oo+ z}Po +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
the parameter vector By € R%. The regressor x; in has a unit root with a stationary innovation
Uyt AS

Ty =Tp_1+uy fort=1,...,T, (2)

and zg = O, (1) . To keep it general, we allow the I(0) errors u; = (ugs, uly)" € R to be weakly
stationary with serial dependence of unknown forms with the following positive definite long run
variance (LRV) matrix €

00 0p Oo0x

Q = g Buguy_; = xl 1xd
(d+1)x (d+1) 020 Sy
J=700 dx1 dxd

We also assume that €2, is positive definite, and hence z; is a full-rank integrated process.
Letting ug.qt = uor — 0yuge for do = Q.l0.0, which is a long run projection of ug; onto g, we
can rewrite the cointegrated regression equation in in the following augmented form

Y = g + 7380 + 0GAT + ug.gr for t =1,..., T, (3)

where Ax; = ¢y — Ti—1 = Uyt

The low frequency transformation of the cointegration system starts by projecting the original
time series data {y;, 2}, Az}}L | onto a space spanned by K number of basis functions {¢;}X,,
which leads the following set of transformed data. For i =1, ..., K,

1 & t 1 & t 1 & t
W, = ﬁ;yt@‘ <T> s We = \/th:ll“t(bz’ <T> , and WA:C,F\/T;A%@ <T> .4

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

{¢2j—1 (’I”) = \/§COS (Qjﬂr) ) ¢2j = ﬁsjn (2‘7.7”4) y J=1... K/2} ’ (5)
and cosine basis functions suggested in Miiller and Watson (2008, 2013):
{gbj(r):\/icos(jﬂr),j:I,...,K}. (6)

The low-frequency transformations have several advantages for estimating and making an
inference about the parameter of the long run relationship 5y. Letting

®; = [¢i(1/T),...,:((T — 1) /T), $:(1)] € RT



as a basis vector corresponding to the basis functions in f@, 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 = (21, s, ..., #7)’, the vector of (scaled) transformed data W, = {W,;} X,
with Wm,i: WIZ/\/T and the sample mean Zp = T! ZJTZI 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 (Zp, W;)’ as

t\ ~ t\ ~ 5
=T+ ¢1 (T) Wei1+...+ ¢k <T> Wk + Ut

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:

Wyﬂ' = W;M-ﬁg + W/Ax,i50 + Wo-x,i fori=1,..., K, (7)

where Wo.; ; == T-1//2 Zthl ¢i(t/T)ug.z+. Throughout the paper, we maintain functional central
limit theorem (FCLT) for {u:}

[T-] -1/2
- . gz "W (+)
T2, = B() = QY2 () = [ 0wwol) + o0 =) 8
> = BO) ) T ®
where W (-) := (wo(-), W4(+))" is an d + 1-dimensional standard Brownian process, o3, = 03 —

002,200, and OY2isa Cholesky decomposition of the LRV €2. One can find primitive conditions
to hold the FCLT assumption in Phillips and Durlauf (1986) and 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

Wazi = 9910452/ ¢i (r) dWy(r) ~ N(0,Qqy), 9)
0
1

Wous = Gou / 6: (r) duo(r) ~ N(0,02,) (10)

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

T

Wi 1

Toi o 20 00(5) = 01f / 0 (1) Walr)dr ~ NO.QUZEQID), (1)
s=1



where ¥ = fol fol ¢i(r)¢i(s) min(r, s)drds - I, for i = 1,..., K. Since the weak convergences in
@f hold jointly, the TA regression in naturally leads us to consider the following small
sample Gaussian linear regression model:

Wy,i o~ S;mﬁT,O + S,Am(;o + SO~:1:,7L fori=1,..., K, (12)

where B70 = 150, SAz,i, So.0,i, and S;; are the Gaussian weak convergence limits of Wa, ;, Wo.z 4,
and W, ; /T, respectively, which are specified in @, , and , respectively. Since W (-) and
wo(+) are independent, {Sxyi,SAw,i}fil,the functional of W, (), and {Sg.x’i}fil, the functional of
wp(+), are independent. Also, the orthonormal property of the basis functions {¢;(-)}X ; ensures
the errors of regression {So.m}fil are i.i.d normal with zero mean and variance 08,2. Therefore,
standard OLS framework of the sample Gaussian linear regression model can be applied to
estimate the parameters 37 and dp.

Hwang and Sun (2017, HS hereafter) runs the OLS estimator for vy = (3, d;)’ based on
and defines TA-OLS estimator of vy as

i =(B,8) = (WyWx) "Wy W,,
where Wx = (W,, Wa,). HS shows
B A N [Bo, 08, (W, Ma,W,) 7], (13)

and )
0 é N [607 ng(W/AmeWAI)il] ) (14)

where Ma, = Ix — Wap (W), Wa,) ' W,y, and M, = Ix — W, (W, W,) " W.. To test a
hypothesis of
Hg . RB,BO =7Tg VS. Hl : R@ﬁo 7& ra, (15)

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

R 1 R _ R
F(B) = 23— (RsB —ra)’ [Ra(W,MacW.) " Ry] ™" (Raf —15)/ps (16)

0-x
K

= K —2d : FpB,K—Qda

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, = K1 Zfil ng is a natural
variance estimate of the regression error, where Wo.x,i =Wy — WQ’ZB — WlAmé 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 ¢ with T'(5 — o) = O,(1)
and (5 —00) = Op(1), respectively. The latter estimator 6 for the long run endogeneity parameter
is inconsistent but yields to asymptotically valid ¢ and F' tests for Hy : 6 = g as in . The

testing hypothesis is
H{ : Rsdo =75 vs. HY : Rsbo # s, (17)



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

. 1 . _ .
F(6) = &T(RMS —15) [Rs(Wp, MyWaz) ™' Ry Y (Rsb = 15) /ps (18)
0-x
K
= K —pq frer-

3 Asymptotic Behavior of TA-OLS with Local to Unity Regres-
sors

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}Z'Iil be the same as those of {ug}, ie. Waz; = W, ; = T-1/2 ZtT:l uxtqbi(%). As a
result, the low-frequency transformations of the projected errors Wo.,. ; = T-1/2 Zthl gbi(%)ug.xt,
are asymptotically independent of the regressors {Wx,i}fil and {WAx’i}ﬁl which govern long
run and short run dynamics of the TA regression system, respectively. However, once the coin-
tegration 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

C
Ty = prTi—1 + Uy and pr = Iy — T (19)
where C' = diag(cy,...,cq) denotes the local to unity coefficients in the regressor vector x; =
(14, ..., xq)". For simplicity of notations, we assume a common local to unity parameter ¢; =

. = ¢q = c for each components of x;;. A generalization to different ¢;’s for different x;+’s can
be made straight and is discussed later in Section [5] When ¢ = 0, the regressor x; is the exact
I(1) process. 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; (Elliott, 1998).

With the local to unity approximation of regressor z; in (19), the first difference process Az

becomes
CTt—1

Azy = — +ugy fort=1,..,T.

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

WAm,i:\/lTéumtd)i <;) - C\/lfé [%} bi <;) (20)

for i = 1, ..., K. The augmented cointegration regression in is modified into

yr = ap + 7300 + 0pAxy + Gg.ge for t =1,..., T,



where

(5/.th1
T )

Ug.qt = UQ-zt + C |:
and thus the transformed regression model in changes to
W%i = W:/E’iﬁg + W/Ax,i50 + W().%i for 7 = 1,..., K, (21)

where

L t
> Soxi-16i (T)
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
{Wm}fil and {WAx,i}filiD to have the same role as what we obtained under the exact unit
root regressor in . However, the regression equation in now involves an additional error
of low frequency transformation inside Wo.x,i, and it is now questionable whether the convenient
features of the asymptotic ¢ and F' tests in can still be maintained by the structure of
the 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 = (6’ & ).

~ C
Wo.z,i : = Wo.zs + 732

Assumption 1 The vector process {u; = (uot, uly)' Y1y satisfies the FCLT in @

Assumption 2 (i) Fori=1,...,K, each functwn @i (+) is continuously differentiable; (ii) For
i =1,..., K, each function ¢; () satisfies fo ¢i (v) dx = 0; (iii) The functions {¢; (")}, are
orthonormal in L?[0,1].

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

1
ﬁ$[Tr] = Q:}:é?']c(r)a (22)
where the Ornstein-Uhlenbeck (OU) process is defined by Je(r) = [ exp(—c(r—s))dWy(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

Vet qup2 / 61 (r) Jo(r)dr ~ N(0,QY/25,01/2), (23)

where X, = fo fo bi(r)pi(s){exp[—c|r — s|] — exp[—c(r + s)]drds - 14, for i = 1, ..., K. The above
weak convergence shows that the local to unity assumption does not change the Gaussian limits
but has a different asymptotic variance from . In the proof of Proposition (1} we show that

T
1 t Wx,i 1
(1) =7+ 0 (1),

Thus, the transformed first difference Wa,; and the regression error Wo.x,i have the following




weak convergence limits of
1 1
War: = QU2 [ / Gi(r)dWy(r) — - / ¢i(r)Jc(r)dr} : (24)
0 0

1 ’ 1
W0~m,i = O'o.x/o ¢i(r)dw0(r) +c- [Qig(go} /0 ¢i(T)JC(T)dT

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

Wy,i ~ S;m‘ﬁT,O + SIA$7i50 + [So-r,i + C(SéSmJ] 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

the TA-OLS estimator is captured by
10— o) = [t — pan) o] [P re — payiv

0) — T K Az T T K Az 0-x

= [SL(Ix — Ps,,)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 Sy. This limit is the same as what is derived under the exact
unit root regressor in HS, except for the covariance structure of the conditioning random variables
Sz and Sa,. The second term cdg indicates that the asymptotic distribution of B possesses a bias
term c¢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-a0= (T ) 2 [ W] mvooda@en0™,

The result of Proposition [1| can be summarized by

T(B — Bo) = MN [cdo, 08, (S, Ms,,Ss) '],
0 — 8o = MN [0,02 ,(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 — Bo) from zero to the asymptotic bias
term cdp. This implies that 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 ug¢, 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 the 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 dy. The TA-OLS estimator 5 of 8 is
not consistent in our framework, but weakly converges to a random limit centered toward the
true parameter Byg. 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 4 becomes a
consistent estimator for dy. Searching for more accurate approximations of finite sample estimator
4 (and thus 5), however, the results of our “fixed”-K asymptotics about 5 can provide a precise
way of making inference for §p. Formally, under the null hypotheses in and , the results
in Proposition [I] gives

T(RgB —rg) = MN(Rscdo, 05 [Rp(SyMs,,Se) " Rj)), (25)
Rdg —T5 = MN(Oa O-(%-x [R(S(S,AmMSTSAZE)_IRS]))

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

Ry [(W,/T)Man(W,,/T)] ' Ry = R[S, Ms,,S,] " R, (26)
Rs(Wa, M;Wa,) 'Ry = Rs [ShyMs,Sas] ' Rj.
Thus, if one finds an asymptotic behavior of 6(2],x under the near-unity regressor in , we are

able to find a weak limit of Wald and t statistics for the parameters v = (3, ). 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) = 155 - Fopc—2a(]l 0 1%);
(b) t(B) = \/ w55q - trc—2a(0), where

0 — [Rg [S;MSMSI]A R’ﬁ}_lm. [RBC(50:| .

00-z
(c) F(6) = w255 - Fps.k—2d5
g K
(d) 1(6) = \/ &—3q  tk—2d-
In the proof of Proposition [2| we show that the asymptotic variance estimate 533: for the
long run projected variance o3, weakly converges to X%(_g 4 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 3y 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 pg = 1 and testing
for a single hypothesis about the cointegration parameter Hy : RS = r. Then, the non-centrality
parameter || 6 ||? becomes

2 | R0l
8. [RgQ ;2 ] [, M ] [Q mR/}?

1o |*=

for a random variable 1), M¢n, where n, = (03,1, ..., 2. i)’, Me = IK—§(§'§)71§’, and £ =(&1,...,¢k)’

with
/@ drg—/@ ) dW (r),

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

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

| Ro 2] [ Mena) ™" Q22 Ry = ReQzM 2 H!(H [of, Men,] ™ H'YHOZ?R),
= HRBQ 1/2H (el [Hn, Men, H' ™" e
= RgQ Rﬁ ed[ IMgnx]fl ed,
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

b Qo 2040 1
—1/2 — 9
PR | o0e | el Mena] e

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

1/2
d 0028z
”9”2 = [m

-1 2 -1
002200 020 T 412 002200 020

2 = 1 ) an rT = EEEE—
Of. - 00

the random variable || 6 ||? is proportional to a long run correlation vector between {ug;} and
{uzt} projected on to Q;;/ZR’B. When d = pg = 1, the non-random part of ||0]|? is equal to
c?-r2/(1 —r?) so that the degree of over rejection approaches to one when the squared long run
correlation 72 gets close to one. The presence of non-zero || |2 implies that the hypothesis test
using the Wald statistics in will tend to over-reject. However, the results in Proposition
(c)—(d) indicate we can still perform asymptotically valid Wald and t tests about the long run
endogeneity coefficient dp. 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
making a valid inference for the cointegration vector fBy. Since the presence of the local to
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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 By 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
| 6 ||* depend on the local to unity parameter c, the basis functions, and function of LRV matrix
Q. Given ¢ and TA-OLS estimators 5, 68,$, and HAR estimator of LRV Qm, one can consider
the following plug-in estimation of random non-central parameter 6:

—-1/2 Rﬁg

(}O-x

0 = [Rﬁﬂ 1/2( ;cMgT]w)flflgxlmRﬁ/}

With this random variable 6, one can simulate the critical values of mixed non-central Fps.x—24(]|

0 ||2) and tx_24(0) random variables. These critical values are data-dependent and rely on the
knowledge of local to unity parameter c. Similar ideas of plugged-in critical values have been
suggested by Cavanagh et al. (1995) and Campbell and Yogo (2006) in the context of time series
regression with local to unity regressor.

However, the corrected critical value via 6 can still have some difficulties in obtaining finite-
sample accuracy. One of the main issues is the estimation uncertainty in the plugged-in parame-
ters, 5 602, and €., which are functions of the long run variance estimator Q. Typically, Q is
estimated nonparametrically, e.g. Newey and West (1987) and Andrews (1991), which involves
a large estimation uncertainty and requires a user choice of weighting (kernel) function and the
smoothing parameterﬂ In fact, our fixed-K asymptotic results in this section show that the two
parameters, $ and 60.2, weakly converge to random limits and thus become inconsistent estima-
tors. Without considering these random limits, the simulated critical values of Fj, r—24(|| 0 112)

and t K,2d(é) will lead a poor finite sample approximation of underlying test statistics . These
theoretical implications are numerically supported in the Monte Carlo simulation in Section [6]

4 Bias Corrected Inferences for [,

In this section, we provide a method to correct the asymptotic bias of TA-OLS test statistics for
Bo. Our modification not only adjusts the asymptotic locational bias of the TA-OLS estimator,
but also fully accounts for the estimation uncertainties embodied in the bias correction term. Let
I'. be p x 2d matrix formed by the hypothesis matrix Rz and the local to unity parameter c.

I.:=( Rs —cRg ).

'The nonparametric 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 Q! and largely damage the preciseness of the asymptotic critical values for the associated
test statistics. See, for example, Kiefer and Vogelsang (2005), Sun, Phillips, and Jin (2008), and Hwang and Sun
(2018).
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Then, under Hg : RgBo = rg,

PXr [y =)= (Rs —cRs ) < T%ﬁ__fb) ) (27)

0
—T [Rg( e 6T - r] + cRydy.

Using the joint convergence result in Proposition [Ij and continuous mapping theorem, we have

FCTT [’Ay — ’y()] = T(Rﬁ( —C- 5/T — 7“5) + CR550 (28)
=T, [ Cgo ] +To(S’xSx) Sk S0

L MN(cRs60, 08 ,To(SySx)'T%).
Therefore, the plug in estimator of B —c-% can correct the bias of c¢- ‘STO in the limiting distribution
of T(ﬁ — o), because implies that the limiting distribution of 3 — ¢ - % is

T(Rﬂ(ﬁ —C- 5/T) - Tﬁ) = MN(O UOx ( SX) lrlc)v (29)

which is centered toward zero. It is important to point out the asymptotic variance of the plug-in
estimator 8 —c- 8 /T is no longer the same as that of T(,@’ — fBp). 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 _ NI ~1
F(Bi¢) = ——(Rs[B — ¢ 0/T| = rp)’ [Te(T3 Wy Wx Y71 7'T] (30)
0-x
X (Rg[B —c-8/T) = rp)/p.
When p = 1, we construct the modified t statistic for one-sided alternative as below:
A T(R B —c-8)T) —r

VoL (T W Wy 1)1,

The estimations of dp and o3, which are necessary for the modified TA-OLS test statistics, are
automated in our TA-OLS framework. In fact one just needs to run a classu:al OLS regression
with the transformed data {W,;, W, ;, W) _ ; K and obtain 3,4, and 3, at once.

The theorem below establishes the hmltlng null distributions of F(8;¢) and ¢(3; ¢) under the
fixed-K asymptotics.

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

F(fB;c) = X _2d F, k24,

and
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The results of the theorem indicate one can construct valid ¢t and F' tests using the modified
t 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 c - b /T on the modified statistics, we obtain the exact same
asymptotic F and t limits. Note that the resulting F and t limits also take into account the
estimation uncertainties for the long run variance term O‘%,x. Practically, the result in Theorem
implies that one can conveniently implement the modified test statistics, F’ (/3’, ¢) and t(B; c),
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 Ry can be constructed as

ClRg, (¢;1—a) = [Br,* (¢), Brr (0], (32)
where
—a ~ CS 1 R _ _171—1 K 1—a/2
11%,1 (c) =Rs |B— T T ‘78~ch [TlelxwXTTl] L% - K — 2d 'tK72/d’ (33)
—a ~ CS 1 R _ _171—1 K 1—a/2
II%,h (c) = Rg |5 — T + T ‘78~ch [TlelxwXTTl] L7 - K —2d 'tK—2/d7 (34)

and t%_,; is the (1 —a) quantile from the t, g_o4 distribution. With the nearly integrated

regressors, the modified confidence ir}terval in shifts the location of the interval up to —cRb /T.
With the location adjustment —cRd /T, one may come up with the following CI

1/ , [ K 1-a/2

.. 1—a/2 . . . .
The common critical value ¢ K_OCQ/ 4 and estimated variance terms Ug‘x 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 between f and . With some additional algebra,
we can express the term in by

. ¢l

o7

Rg

T 07 W Wy Y] T
— R; [Al(c) (W, Ma,W,) ™" + As(e) ( ’MMJ,,WM)*} R},

where

Ai(e) = T*(Ig+ T~ [Wr,Wa,] '

Ag(¢) = Cly+ T [W, W, ] W, Wa,.

/Amw$)7

That is, the measure of uncertainty in the confidence interval is a weight average of standard
error terms for 3 and § weighted by Aj(c) = O,(T?) and Ag(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

15



estimators B and § , 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.

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

K a2
K —2d “UYK—2d>

Rgf + /63 , Ro(Wy Ma,Wx ) 'R} -

which is same as the TA-OLS tests in HS.
In the standard time domain framework, one can show that a popular endogeneity bias correct
method such as fully modified (FM)-OLS estimator, e.g., Phillips and Hansen (1990), yields

A 1 71
T(Bex — o) 5 MN <c50, 2. [ / Bx<r>B;<r>dr] )

under the local-to unity assumption . Using this result, Campbell and Yogo (2006) provides
the feasible bias corrected estimation and inference based on

T(Bem — ¢ dac — Bo)

— N(0,1).
. T
\/Ug.x,HAc [% D i1 Tty

A key step behind the Campbell and Yogo (2006)’s method is heteroscedasiticy autocorrelation
consistent (HAC) estimators, including 8O,H Ac and &8%”1{ ac»> and the asymptotic normal critical
value for the test statistics. In our cointegration setting, o and o2, are functions of the long run
variance matrix €2. The consistent HAC approach is well known to be exposed to severe finite-
sample noises in time-series data, e.g., Kiefer and Vogelsang (2005) and Sun et al. (2008). The
severity of these issues has been shown through Monte Carlo simulation in HS. The low-frequency
transformed TA-OLS framework in this paper explicitly avoids these issues, as it does not need
the separated estimation step for §yp and ag‘x. Moreover, we show in Theorem |3[ that our modified
TA-OLS and corresponding ¢t and F' limits successfully account for the finite-sample uncertainties
embodied in &8,$ and & 0 -

5 Bonferroni Confidence Interval for Modified TA-OLS

The near-unity approximation of the modified test statistics F' (B;c) and t(B;C) requires the
knowledge of the local to unity parameter ¢, which is not consistently estimable in general.
However, there are several ways developed in the literature to measure the uncertainty of ¢ in the
context of a unit root testing problem, and one 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 (2014b) for constructing a CI
of the local to unity parameter c. All these methods, however, except Elliott and Stock (2001),
require the error process {u;:} to be i.i.d or martingale difference sequence (m.d.s.), which are
limited to be applied in our setting. Therefore, we follow Elliott and Stock (2001)’s approach
which allows an unknown form of serial correlation in {u,}, and construct a confidence set, [¢;, cp],
for ¢ with 100(1 — €)% coverage rate. The confidence set in Elliott and Stock (2001) builds on
the idea of inverting asymptotically optimal Neyman-Pearson tests in a Gaussian autoregression
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model. In Appendix B, we provide a detailed procedure for calculating Elliott and Stock (2001)’s
confidence set [¢;, cp).

With pg = 1, which is of the utmost importance in empirical research, the Bonferroni CI for
RBy can be simply constructed as

Clgs, (1—a)= U Clgg, (1—a+e) (36)

c€ler,en)

= { min B35, (c), max By, (c)|,

c€le,en] 7 c€le,en] T
where 85, (c) and B, (c) are defined in . The idea of constructing the robust Bonferroni
confidence interval has been used in various contexts in statistics and econometrics. See, for
example, McCloskey (2017) and references therein. When ¢ < «, it is not difficult to check that
the above Bonferroni CI yields an asymptotic confidence level of at least 100(1 — «)%. Since the
infeasible confidence interval [5%;° (¢), 8%, (c)] depends on ¢ only through T—1¢é and T(c), the
computational cost of finding is low when one searches the maximum (and minimum) of 8% ° ()
(and 8% ;% (c)) over [c, cp).

When we allow different ¢’s for different cointegration regressors x;;, the presence of multi-
dimensional nuisance parameters is a potential challenge in calculating the Bonferroni interval.
Let Cpj, = [c11, ¢1p] X - . . X [ca1, can) be a product set of each confidence interval of ¢; corresponding
to the regressor x;;. In this case, the Bonferroni confidence interval for testing Hg : RSy is:

ClRs, (1—a) = U Clpgg, (c;1 —a+¢) (37)

c:=(c1,..,¢q)€CLR

— : a—E€ c a—€ c
[cgléfhﬁm ( %gggfhﬁm (©)],

where [83;,° (),B8% 7 (c)] is a generalized version of the bias-corrected confidence interval in ,
which is defined as

_ . Radiag(c)d
-« B g
= |Rgf — ——————
53,1 (c) 50 T
1 /. — -1 K 1—a/2
— 7V 63T (X7 Wy Wx Y7 rg',/iK_Zd'tK_Q/d,
and
_ . Rgdiag(c)d
l1—o B8 g
= R _—
5R,h (C) 5ﬂ T

L/ _ 171 K 1-a/2
T TN R e v YRRV R S
with I'c := ( Rg —Rgdiag(c) ). By construction, both ,6’]1%’70‘ (c) and B}{lo‘ (c) are functions of

Rgdiag(c). Thus, only a subset of the local to unity parameter vector, ¢ = (c1,...,¢q), corre-
sponding to non-zero components in the testing vector Rg are relevant. This implies that the
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number of specific components for 3, in which researcher specifies in Rg, will set the computa-
tional complexity of constructing the Bonferroni interval. In many empirical applications, it is

not unreasonable to pay attention to only a few components of 3, e.g., Rg = [1,0,...,0] and
Rg =[1,—1,...,0], which does not add much computational burden in calculating the Bonferroni
interval.

Another potential challenge in our Bonferroni based method is that the resulting CI can be too
wide with a higher coverage rate for Sy than the nominal one, 100(1 —«)%. To avoid the excessive
conservatism in a convenient way, we can alternatively consider a union of Clpg, (¢;1 — o) in |)
for the nominal a-test, instead of using Clgg, (c;1 — a +¢€). For the choice of the Bonferroni
tuning parameter, €, we follow Sun (2014b) to choose € = 0.10, and check its good finite-sample
performance in our Monte Carlo simulations. There can be several alternative ways to further
improve the performance of our Bonferroni based method. See, for example, Cavanagh et al.
(1995) and McCloskey (2017).

6 Monte Carlo Evidence

In this section, we evaluate the performance of the modified TA-OLS methods, presented in the
previous sections, in finite samples. We compare them with several other methods, including
the unmodified TA-OLS approach in HS, the plugged-in bias correction in Section [3] and IVX
approach developed in Phillips and Magdalinos (2009) and Phillips and Lee (2016).

6.1 Data generation process

For a data generation process (DGP) of the cointegration regression, we consider the following
triangular cointegration system as in Phillips (2014a) and HS:

i ’
Yt = ap + xfo + uot U = ( ot ) = Oui—1 + €, (38)
Ty = PTTi—1 + Uyt Uzt

with a local to unity coefficient ppr = I; — % with € =diag(cy, ..., c), and

€ = ( o > ~1id N(0,%), © =9 Igp1, X = Jarr,d11 - ¢+ Lapr - (1 = ),

€xt

and Jg41441 is the (d + 1) x (d + 1) matrix of ones. The initial value of the error process u; is
drawn from standard normal distribution. To minimize the initialization effect, we generate a time
series of length 27" and drop the first 7" observations. The parameter ) controls the persistence
of individual components in u; = (ugs, uly)" € R We set the values of ¢ as {0.25,0.50,0.75},
so the stationary cointegration error wu; is in the reasonable range of persistency. The parameter
¢ is a pairwise correlation coefficient between the elements of u; and characterizes the degree of
endogeneity. With some algebraic manipulations, it is straightforward to obtain the LRV €2 of u;
as

_ -1 v (1 L ¢ J1d
Q= (I441—0) XUgp1 —9) —<1_¢> <¢.Jd71 Jd’d-q§+Id~(1—¢)>'

With some additional algebra, the squared long run correlation is expressed by

18



-1 2

o2 (1-¢)+do
Using the formula above, we set ¢ to satisfy r2 € {0,0.25,0.50,0.75}.

In our simulations, we consider d € {1,2} as a dimension of the cointegration regressor z,
and set the true regression coefficients by ap = 1, and Sy = 1 or By = (1,1). When d = 1,we
take the AR(1) coefficients of z; in {1, 0.975, 0.95, 0.925} with sample size T" = 200, and set the
corresponding pairs of local to unity parameters ¢; € {0,5,10,15}. For the case of the multiple
regressors, with d = 2, we take the same values of ¢; for the first regressor and set the second
regressor as a unit root process with co = 0.

6.2 Results for finite sample Type I error

The null hypotheses of interest for the true parameter are

H101601:1VSH11 :6017&1f01'd:1;
Hog : Bo1 = Boz vs Ha1 : Bo1 # Boz for d = 2,

and corresponding testing matrix is Rz = (1,0) with rg = 1, and Rg = (1,—1) with rg = 0,
respectively. Also, in the case of r = 0, we test the long run endogeneity parameter with the
following null hypothesis of

Ho:60:0andH1:507é0.

We consider Fourier basis functions given in for our TA-OLS framework, as the same
numerical evidence holds for the cosine transformation in @ See Section 6 of HS for the
details. For fixed values of K, we set K = 8, K = 16, and K = 24 for the AR(1) parameters
¥ = 0.75, v» = 0.50, and b = 0.25, 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, and Lazarus,
Lewis, Stock, and Watson (2018). In all of our simulations, the number of simulation replications
is 10, 000.

In our simulations, we consider the empirical size of four different types of TA-OLS t-tests
studied in this paper at nominal size 5%. The first test is the unmodified TA-OLS test considered
in Section [2] As a second group of tests, we consider two infeasible TA-OLS t-tests which treat
the true local to unity parameter C 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
important to point out that the plugged-in TA-OLS test only shifts the location of the confidence
interval by o) /T, whereas the modified TA-OLS fully accounts for the asymptotic uncertainty
of plugged-in estimator 6 as well as the bias correction term C§ /T. All of these tests employ the
same tx_oq4 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

As the last test in our simulation, we consider the IVX estimator in Phillips and Magdalinos
(2009) and Phillips and Lee (2016). Statistical inference via the IVX estimator has been known to
solve the difficulty of the cointegration regression with the near-unity regressor, which is presented
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in our setting. The IVX estimator for [y is

frvx = (Z 515532) (Z ZiYe — TA:c0> ;

t=1 t=1

where & = x; — T71 Zthl Ty, G o= yp — T7F Zthl y; are demeaned observations. Ao is the
estimator for the one-sided long run covariance Ayy = z;igE[UxtUOt—j]- Ziw’s are the self-
generated instrumental variables, defined as:

t .
- Cy \tJ
Zit = E (1 — 72) Al‘j.

J=1

For the tuning parameters, v and ¢, we follow Phillips and Lee (2016) and use v € {0.85,0.90,0.95}
and ¢, = 5, respectively. Here, we only report results with v = 0.85, as the quantitative results
with other choices of v are very similar. With BIVX, the IVX t-test uses the asymptotic normal
critical value with the following t-statistics:

A Rgfvx —
VR {(XP.X) 63} Ry

where 62 is the long run variance estimator of 03 = E;‘;_Oo

Elugiuoi—;]. To nonparametrically
estimate the nuisance parameters, [\:pO and 63, we use Bartlett kernel with the optimal band-
width rule in Andrews (1991). It is important to point out that this external procedure to the
non-parametric long run variance estimators is required to implement the IVX test. In contrast,
the TA-OLS methods developed in our paper automates the estimation of the long run nuisance
parameters such as § and 5(%,@- In fact, our simulations show that the finite sample uncertain-
ties embodied in the non-parametric long run variance estimators have crucial impacts on the
performance of the IVX test in finite samples.

Tables and Figures report the empirical size (Type I error) of the four different TA-
OLS tests and the IVX test with a single regressor case. Since quantitative implications are
the same as the single dimension case, we only report the results in the multi-dimension case at
(c1,c2) = (15,0) in Table 4] The results are summarized below.

In the unit root case, that is ¢; = 0, the first three TA-OLS tests have empirical sizes that
are close to the nominal size of 5%. This is not surprising given that the unmodified TA-OLS
is asymptotically valid under the exact unit root assumption. The plugged-in TA-OLS and
the modified TA-OLS are numerically equivalent to the unmodified TA-OLS 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 (r2), and the local to unity parameter (c)
increase. This result is consistent with our theoretical results in Proposition 2] 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 (1| the
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empirical rejection rate of the plugged-in TA-OLS 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. Also, Table[l] shows that the IVX test, which is known to be robust in the presence
of the local to unity regressor, can be size-distorted in finite-samples when v is large. This
is because the normal critical value in the IVX test statistics completely ignores the estimation
uncertainty in the non-parametric estimators Ago and &8. A similar message is pointed out in HS,
who finds poor performance of fully-modified (FM) cointegration in the unit root cointegration
regressors. Our results also show that the size distortions of the IVX can be amplified when the
local to unity parameter (c) and the degree of the long run endogeneity (r?) increase. We also
find that the IVX test can work the best when ug; has a low serial correlation, e.g., ¥ = 0.25,
and the cointegration regressor z; is not too deviated from the unit root, e.g., ¢; = 5.

Lastly, we find that our modified TA-OLS test,equipped with both the bias correction and the
variance adjustment, has the most accurate finite sample sizes for all values of 72 and ¢; considered
in our simulations. Also, the feasible Bonferroni TA-OLS test has correct size, varying from 1.8%
to 6.2%, and also it is conservative in finite sample as expected.

6.3 Results for finite sample power

To sum it up so far, first, there is a large amount of size distortions for the unmodified TA-OLS
in the local to unity case with non-zero r?. Second, treating ¢ as known, our modified TA-OLS
successfully corrects the size distortions of the unmodified TA-OLS. When ¢; is unknown, the
feasible version of our modified TA-OLS with the Bonferroni correction (Bonferroni TA-OLS)
is also size-corrected. Also, the Bonferroni TA-OLS test outperforms the IVX test with large
margins when 1 is 0.75. The Bonferroni TA-OLS is mildly undersized in most of our DGPs, and
its conservatism is expected to result in power loss compared to the IVX test, which does not
require the Bonferroni step.

To investigate the power loss of the Bonferroni TA-OLS procedure, we compare its finite
sample power with the IVX test and the infeasible modified TA-OLS test. The true parameter
of cointegration is now from the local alternative hypothesis 8 = By + b/T, where b € [—25,25]
measures the magnitude of the local departure. In general, power comparison among any non-
standard tests depends on the choices of ¢, ¥, and other parameter values in simulations. To
make a meaningful power comparison between the IVX and the TA-OLS, we investigate the finite-
sample power when the IVX test is close to the nominal level from the previous simulations. This
is when ¢ is close to zero, with ¢ = 5, and ug,; is moderately persistent at 1 € {0.25,0.50}.

Figurespresent the finite sample power curve of each procedure for 2 € {0, 0.25,0.50,0.75}.
In all cases, the power of the infeasible modified TA-OLS test outperforms both the Bonferroni
TA-OLS and the IVX tests. The cost of the lack of knowledge of ¢ is reflected on the relative
power loss of the Bonferroni TA-OLS test. Figures indicate that the power loss increases
with respect to the squared long run correlation r2. Also, our results show that the IVX test
can be more powerful than the Bonferroni TA-OLS test in most DGPs, when 72 is not too large.
However, most of the power advantage in the IVX test comes at the cost of the larger type I
errors, as previously shown in Tables

All in all, the feasible version of the modified TA-OLS with the Bonferroni procedure shown
in this paper has advantages over the IVX test when we consider the balance between size and
power. This is because the Bonferroni TA-OLS outperforms the IVX test on a wide range of
DGPs considered in our simulations.

Lastly, our results also indicate that we can precisely perform the endogeneity test, i.e., a
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test of whether oy = 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 endogeneity parameter dg.

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 out 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) 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 modified TA-OLS test statistics, which yields to 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
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. Our numerical results also show that the size distortions of the existing
IVX test can be amplified when the local to unity parameter (¢) and the degree of the long run
endogeneity (r?) are important. Also, the proposed Bonferroni TA-OLS test has favorable finite
sample properties compared to the IVX test when we consider the balance between size and
power.
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8 Appendix A: Proofs of main results

Proof of Proposition|1, We begin by showing the asymptotic equivalence between ﬁ Zthl T4-10i(%)
and the transformed regressor W, /T in , that is,

1 < t 1 < ¢ 1
T3 ;xtlﬂ% (T> = T3 ;:vt@ <T> + 0, (T> .

The left side of the equation is

1z 1 t 1=y s 1 T t t—1

t— _ - s - it O
T & ﬁ‘”(T)‘TS_Oﬁ‘“(T)*TZ 2 o) o)) @
By mean value theorem,

bi <;> = ¢ (t_Tl> + ¢/ (r}) (;) for some 7} € [t_Tl, ;} :

and Assumption [2] yields
t t—1\ S0 M
# (T) # < T ) T - T

for some M > 0 uniformly over ¢. Therefore, the second term in (39) satisfies

a T—1
() (5))< ([ E 2] -0 ()
For the first term in (39),
1T71 Tg S 1 r Ts S o xr
T2 T (7) = T; T () + 757910 = Z5730:(1) (40)
:1ZT: o () +0 <1>
TSZIﬁ T p\T )"

where the second equality follows from zy = Op(1) and the equation (22). With this result and
the weak convergences in @, , and , we get

Y Wy = (W,/T,Wa,) = Sx = (Sz,Saz) , (41)
Ww = So.a; +c- Sx(s(),

where W, = (Waﬂ, e Wx,K)'.Then, by the definition of 4 and Y7, we have
Tr (¥ —70) = (Y Wy Wx T2 1T Wy Wo.,
= (SySx) " Sy [So.x + ¢ - S260]
= (S’xSx) ' SxSo.s + ¢ - (SxSx) " S S 0.
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Since Sy. ;s are i.i.d normal random variables with variance og,x over ¢ = 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

-1
e -1 B S'Se  S.Saz S.S460

¢ (Sx8x) " SxSado = < 7oSe Sh.Sas SaSedo

(e (SLMs, S:) VS Mg, Sed0 \ [ edo

e (S, Ms,Saz) S, Ms,S200 ) \ 0 )7

and this finishes the proof. m

Proof of Proposition [2, 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
G0 = ?Zd]g-x,i = EW/Y {IK - WX(WIXWX)AW')(} Wy (42)
=1

_ L
K

1
= — S0z + ¢+ Sad] [IK —Sx( 'XSX)*S’X} [So.s + ¢ - Su00) -

Wi [Trc = Wi (Wi Wx) "W | Wos,

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

|5 = Sx(SySx) ™" | e+ Sa80] = 0.
Therefore, the weak convergence limit of the estimator 5'(2)-1 simplifies to

2

~2 ' )
O-ng)(SO'x ~ K XK—2d>

00.0 = E

where Ms, := Ix — Sx(SySx) 'S Combining this result with

T(RBB — TB) = Rﬁ [S;MSAsz] -1 S;MSAZSQ.QC + CRﬁ(S()

and
R [(W,/T)Mao(W,,/T)] ™ Ry = Ry [S,Ms,,8.] " i,
we get
Z R3S Ms. S, ' R! 12 TeRgso 2
e |IE RS Sa T RY) | ]
75.x
where

Z= [Rﬁ [S) Mg, Se] RB} T R I8 Ms, S, S Ms, Sos ~ N(0,02, - 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.z) = 0p.5 [Ix — Sx(SxSx) 'Sk ] Ms,, Sz = 0.

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

_ ~1/2 so1lI?
X I&+ [Rﬁ [S" Ms,.Sa] " R’B] [%}
P [So.zz\gsx So ]
90.x

d K 2
= o _oglrek—2d (HHH ) ;

where

0 — [Rﬁ [S;MSAZSI] -1 RIB] -1/2 ‘ |:CR560:| ]

00.2
-1/2
Similarly, with Z = [R(; [Sh . Msy Saz] ™ Ra} Rs [S)h,MsSaz] " Sk, Msy So.z, we obtain

2

Z
~ K 00 d K
F(3) = Do {Sg.wMQSXSO.x} T K — Qde&K*d'
90.x

Proof of Theorem [3l We prove the result for the Wald statistics only as the same proof goes
through for the t statistics with obvious modifications. From and , we have
0
B—c-—

(i[5

To(Y W W T2 7T = T (S Sx) T

~

— rﬁ> = I(S%Sx) 1S5S0z,

Combining these results with , we have

R T2 R N _
F(B:¢) = g3 (RslB — - 8/T] = rg) [Te(T7! W Wx T7) /T

x (Rg[B —c-6/T] —r3)/p.
N [ K ] [Te(SSx) " S S0.2] [Te(SxSx) ™% " [Te(SySx) 'S So.2]
P S0.2MsxSo.z

1

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
A K
F(3; ———F, k24
(Bie) = oo tpar—2d
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9 Appendix B: Construction of [cj,cp]

Consider the following autoregressive model with an intercept:

c
Ty = Mg + PTTi—1 + Uy, Where pr =1 — 7
where x; is a scalar time series, and uy;; has a serial dependence of unknown forms with Q,, =
Z;’;f ) [Uapt Ut — j]. Below we provide an algorithm to compute a confidence interval for the local
to unity parameter ¢, which is proposed by Elliott and Stock (2001).The method builds on the
idea of inverting asymptotically optimal Neyman-Pearson tests in the Gaussian autoregression.

model.

Step 0: Obtain a heteroskedasticity autocorrelation robust estimator Qo

1 0o
Tzzk< ) Uyt Ugs>

s=1t=1
where 4%, = x4 — iz ols — Pols®i—1 for t = 1,..,T. Given the choice of a kernel function &(-),
one can choose Br by the optimal bandwidth rule suggested by Andrews (1991). Note that
one can also use a parametric approach to {1, as in Elliott and Stock (2001).

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

Step 2: Following Elliott and Stock (2001, pp161), choose ¢ = 7 with p = 1 — %, and construct the
following test statistics:

T T
Pr(0,¢) := Z (uars ¢ Z ucrs,(1))7|
t=1 =1
where
21 1 1 1
z2 1-— 1% X9 To — I
Z(p) = - 5 :L‘(p) = = ,
T 1—0p xT T — TT—1
and
uarsi(p) = zi(p) — z(p)' B(p) for t =1,.., T,
B(p) = (Z'(p)Z(p) =" Z' (p)x(p)-
Step 3: Let W(-) be a standard Wiener process, and Je(-) be OU-process Jo(r) = [, exp(—c(r —

s))dW (s). Given ¢* € C, simulate the following two quantities (p1(c*), pg( “))

p(c*,e1) = 100 - € percentile of P(c*, ¢);
p(c*,1 —€2) =100 - (1 — e2) percentile of P(c*,¢),
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where .
P(c',2) = 52/ (Jue ()2 ds — EJ2 (1),
0

For € = 0.10, we choose €; = 0.06 and ez = 0.04, suggested in Elliott and Stock (2001). For some
large number B, say B = 10,000, the random variable P(c*,¢) can be simulated as below:

where ¢, oy N(0,1).

Step 4 Keep ¢* € [¢, ¢,] if
p(c*,e1) < Pr(0,¢) < p(c*,1 —e).
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Table 1: Empirical size of 5% various TA-OLS methods with 7' = 200, K = 8 and AR(1) error

with ¥ = 0.75 with a single regressor.

Hy: By =1withe; =0, =0.75, and K =8

Unmodified | Plugged-in | Modified | Bonferroni | IVX

r? (Infeasible) | (Infeasible)

0 0.055 0.055 0.055 0.042 0.075
0.25 0.053 0.053 0.053 0.037 0.052
0.50 0.055 0.055 0.055 0.039 0.032
0.75 0.055 0.055 0.055 0.036 0.014

Hoiﬁlzlwith01:5,w:0.75, and K =8
Unmodified | Plugged-in | Modified | Bonferroni | IVX

r? (Infeasible) | (Infeasible)

0 0.054 0.078 0.053 0.029 0.098
0.25 0.092 0.074 0.052 0.024 0.080
0.50 0.170 0.080 0.053 0.019 0.057
0.75 0.369 0.077 0.050 0.018 0.034

Hy: p1 =1 with ¢ =10, ¢ = 0.75, and K = 8
Unmodified | Plugged-in | Modified | Bonferroni | IVX
r2 (Infeasible) | (Infeasible)

0 0.054 0.121 0.051 0.027 0.101
0.25 0.140 0.120 0.053 0.026 0.114
0.50 0.304 0.115 0.052 0.026 0.114
0.75 0.635 0.123 0.053 0.035 0.119

Hy: 51 =1 with ¢; =15, ¢ =0.75, and K = 8
Unmodified | Plugged-in | Modified | Bonferroni | IVX

r? (Infeasible) | (Infeasible)

0 0.056 0.171 0.054 0.027 0.103
0.25 0.171 0.160 0.047 0.029 0.148
0.50 0.384 0.160 0.049 0.039 0.196
0.75 0.749 0.171 0.052 0.061 0.259
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Table 2: Empirical size of 5% various TA-OLS methods with 7' = 200, K = 16 and AR(1) error

with ¥ = 0.50 with a single regressor.

Hy: p1 =1 with ¢ =0, ¢ =0.50, and K = 16

Unmodified | Plugged-in | Modified | Bonferroni | IVX

r? (Infeasible) | (Infeasible)

0 0.050 0.050 0.050 0.039 0.061
0.25 0.055 0.055 0.055 0.036 0.044
0.50 0.053 0.053 0.053 0.034 0.031
0.75 0.053 0.053 0.053 0.032 0.021

Hy: By =1 with ¢; =5, ¢ =0.50, and K = 16
Unmodified | Plugged-in | Modified | Bonferroni | IVX

r? (Infeasible) | (Infeasible)

0 0.053 0.068 0.053 0.030 0.090
0.25 0.110 0.068 0.052 0.020 0.073
0.50 0.201 0.062 0.046 0.015 0.052
0.75 0.461 0.070 0.055 0.013 0.039

HO . 61 =1 with Ccl1 = 10, ¢ = 050, and K =16
Unmodified | Plugged-in | Modified | Bonferroni | IVX

r? (Infeasible) | (Infeasible)

0 0.057 0.092 0.055 0.031 0.098
0.25 0.178 0.098 0.055 0.021 0.095
0.50 0.399 0.092 0.054 0.015 0.092
0.75 0.777 0.100 0.054 0.021 0.081

Hy: 51 =1 with ¢; =15, ¢ = 0.50, and K = 16
Unmodified | Plugged-in | Modified | Bonferroni | IVX

r? (Infeasible) | (Infeasible)

0 0.054 0.117 0.054 0.028 0.104
0.25 0.240 0.115 0.052 0.022 0.122
0.50 0.547 0.119 0.052 0.027 0.137
0.75 0.899 0.128 0.060 0.033 0.153
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Table 3: Empirical size of 5% various TA-OLS methods with 7' = 200, K = 24 and AR(1) error

with ¥ = 0.25 with a single regressor.

Hy:p1=1with¢g =0,¢ =0.25, and K =24

Unmodified | Plugged-in | Modified | Bonferroni | IVX

r? (Infeasible) | (Infeasible)

0 0.049 0.049 0.049 0.039 0.052
0.25 0.054 0.054 0.054 0.034 0.040
0.50 0.052 0.052 0.052 0.034 0.029
0.75 0.051 0.051 0.051 0.033 0.022

Hoy:B1 =1 with ¢; =5, ¥ ¢ = 0.25, and K = 24
Unmodified | Plugged-in | Modified | Bonferroni | IVX

r? (Infeasible) | (Infeasible)

0 0.053 0.062 0.052 0.031 0.077
0.25 0.109 0.066 0.055 0.017 0.065
0.50 0.214 0.058 0.046 0.012 0.046
0.75 0.486 0.065 0.055 0.011 0.038

Hy: p1 =1 with ¢ =10, ¥ = 0.25, and K = 24
Unmodified | Plugged-in | Modified | Bonferroni | IVX

r? (Infeasible) | (Infeasible)

0 0.055 0.083 0.054 0.032 0.082
0.25 0.191 0.080 0.053 0.017 0.080
0.50 0.434 0.083 0.054 0.010 0.080
0.75 0.818 0.083 0.056 0.014 0.076

Hy: (1 =1withe¢g =15,¢ =0.25, and K =24
Unmodified | Plugged-in | Modified | Bonferroni | IVX

r? (Infeasible) | (Infeasible)

0 0.051 0.096 0.052 0.030 0.095
0.25 0.267 0.102 0.054 0.019 0.105
0.50 0.595 0.101 0.057 0.018 0.116
0.75 0.935 0.109 0.062 0.017 0.132
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Table 4: Empirical size of 5% various TA-OLS methods with 7' = 200, K = 8,16,25 and AR(1)
error with ¢ = 0.75,0.50,0.25 with two regressors.

Hy : 81 = B with (¢1,c2) = (15,0), ¥ = 0.75 and K =8
Unmodified | Plugged-in | Modified | Bonferroni | IVX

r? (Infeasible) | (Infeasible)

0 0.051 0.130 0.051 0.025 0.106
0.25 0.071 0.125 0.053 0.031 0.149
0.50 0.086 0.116 0.052 0.028 0.235
0.75 0.112 0.088 0.053 0.026 0.389

Hy : 1 = B with (¢1,c2) = (15,0), ¥ = 0.50 and K = 16
Unmodified | Plugged-in | Modified | Bonferroni | IVX

r? (Infeasible) | (Infeasible)

0 0.049 0.094 0.049 0.025 0.098
0.25 0.080 0.096 0.050 0.022 0.111
0.50 0.129 0.086 0.051 0.021 0.162
0.75 0.192 0.066 0.052 0.019 0.239

Hy : B1 = B2 with (c1,c2) = (15,0), ¥ = 0.25 and K = 24
Unmodified | Plugged-in | Modified | Bonferroni | IVX

r? (Infeasible) | (Infeasible)

0 0.051 0.083 0.052 0.029 0.082
0.25 0.089 0.082 0.054 0.026 0.091
0.50 0.144 0.075 0.051 0.016 0.128
0.75 0.243 0.062 0.051 0.013 0.184
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Figure 1: Empirical size of 5% fixed-smoothing tests (TA-OLS, Infeasible Plugged-in TA-OLS,
Infeasible Modified TAOLS, and Feasible Bonferrnoi Modified TA-OLS, IVX) with K = 8 and
AR(1) error with ¢ = 0.75, and single regressor.
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Figure 2: Empirical size of 5% fixed-smoothing tests (TA-OLS, Infeasible Plugged-in TA-OLS,
Infeasible Modified TAOLS, and Feasible Bonferrnoi Modified TA-OLS, IVX) with K = 16 and
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Figure 3: Empirical size of 5% fixed-smoothing tests (TA-OLS, Infeasible Plugged-in TA-OLS,
Infeasible Modified TAOLS, and Feasible Bonferrnoi Modified TA-OLS, IVX) with K = 24 and
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Figure 4: Finite sample power of 5% TA-OLS tests (Modified TAOLS and Feasible Bonferrnoi
Modified TAOLS) and IVX test with K = 24, ¢ =5, and AR(1) error with ¢ = 0.25.
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Figure 5: Finite sample power of 5% TA-OLS tests (Modified TAOLS and Feasible Bonferrnoi
Modified TAOLS) and IVX test with K = 16, ¢ = 5, and AR(1) error with ¢ = 0.50.
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