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Abstract

This thesis comprises of three chapters that study panel data models with long-range dependence.

The first chapter is a coauthored paper with Prof. Carlos Velasco. We consider large N, T
panel data models with fixed effects, common factors allowing cross-section dependence, and
persistent data and shocks, which are assumed fractionally integrated. In a basic setup, the
main interest is on the fractional parameter of the idiosyncratic component, which is estimated
in first differences after factor removal by projection on the cross-section average. The pooled
conditional-sum-of-squares estimate is v/ NT consistent but the normal asymptotic distribution
might not be centered, requiring the time series dimension to grow faster than the cross-section size
for correction. Generalizing the basic setup to include covariates and heterogeneous parameters,
we propose individual and common-correlation estimates for the slope parameters, while error
memory parameters are estimated from regression residuals. The two parameter estimates are
VT consistent and asymptotically normal and mutually uncorrelated, irrespective of possible
cointegration among idiosyncratic components. A study of small-sample performance and an
empirical application to realized volatility persistence are included.

The second chapter extends the first chapter. In this paper, a general dynamic panel data model
is considered that incorporates individual and interactive fixed effects and possibly correlated
innovations. The model accommodates general stationary or nonstationary long-range dependence
through interactive fixed effects and innovations, removing the necessity to perform a priori unit-
root or stationarity testing. Moreover, persistence in innovations and interactive fixed effects
allows for cointegration; innovations can also have vector-autoregressive dynamics; deterministic
trends can be nested. Estimations are performed using conditional-sum-of-squares criteria based
on projected series by which latent characteristics are proxied. Resulting estimates are consistent
and asymptotically normal at parametric rates. A simulation study provides reliability on the
estimation method. The method is then applied to the long-run relationship between debt and
GDP.

The third and final chapter of the thesis is a coauthored paper with Prof. Abderrahim
Taamouti. In this paper, a parametric portfolio policy function is considered that incorporates
common stock volatility dynamics to optimally determine portfolio weights. Reducing dimension
of the traditional portfolio selection problem significantly, only a number of policy parameters cor-
responding to first- and second-order characteristics are estimated based on a standard method-

of-moments technique. The method, allowing for the calculation of portfolio weight and return



statistics, is illustrated with an empirical application to 30 U.S. industries to study the economic

activity before and after the recent financial crisis.
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Chapter 1

Estimation of Fractionally Integrated
Panel Data Models with Fixed Effects
and Cross-Section Dependence (with

Carlos Velasco)



Abstract

We consider large N, T panel data models with fixed effects, common factors allowing cross-section
dependence, and persistent data and shocks, which are assumed fractionally integrated. In a ba-
sic setup, the main interest is on the fractional parameter of the idiosyncratic component, which
is estimated in first differences after factor removal by projection on the cross-section average.
The pooled conditional-sum-of-squares estimate is v/ NT consistent but the normal asymptotic
distribution might not be centered, requiring the time series dimension to grow faster than the
cross-section size for correction. Generalizing the basic setup to include covariates and heteroge-
neous parameters, we propose individual and common-correlation estimates for the slope parame-
ters, while error memory parameters are estimated from regression residuals. The two parameter
estimates are v/T consistent and asymptotically normal and mutually uncorrelated, irrespective
of possible cointegration among idiosyncratic components. A study of small-sample performance
and an empirical application to realized volatility persistence are included.
JEL Classification: C22, C23

Keywords: Fractional cointegration, factor models, long memory, realized volatility.



1.1 Introduction

In macroeconomics and finance, variables are generally presented in the form of panels describing
dynamic characteristics of different units such as countries or assets. Some of these macroeconomic
panels include GDP, interest, inflation and unemployment rates while in finance, it is standard to
use a panel data approach in portfolio performance evaluations. Panel data analyses lead to more
robust inference under correct specification since they allow for cross sections to be interacting
with each other while also accounting for individual cross-section characteristics. Recent research
in panel data theory has mainly focused on dealing with unobserved fixed effects and cross-section
dependence in stationary weakly dependent panels, for instance, [29] proposes estimation of a
general panel data model where all variables are I(0). The research on nonstationary panel data
theory is also abundant. However, those papers which both contain nonstationarity and allow for
fixed effects and cross-section dependence are limited to the the unit-root case. For example, [24]
extend the study by [29] to panels where observables and factors are integrated I (1) processes
while regression errors are [ (0). Furthermore, [5] and [3] propose unit-root testing procedures
when idiosyncratic shocks and the common factor are both I(1). Similarly, [27] propose the use of
dynamic factors for unit-root testing for panels with cross-section dependence.

In the same way that many economic time series, such as aggregate output, real exchange rates,
equity volatility, asset and stock market realized volatility, have been shown to exhibit long-range
dependence of non-integer orders, panel data models should also be able to accommodate such
behaviour. However, the study of panel data models with fractional integration characteristics
has been completely neglected until very recently, and only a few papers study fractional panels.
[20] propose a test for the memory parameter under a fractionally integrated panel setup with
multiple time series. [39] propose several estimation techniques for a type-II (i.e. time truncated)
fractionally integrated panel data model with fixed effects.

In this paper, we consider panel data models where we allow for fractionally integrated long-
range dependence in both idiosyncratic shocks and a set of common factors. In these models
persistence is described by a memory or fractional integration parameter, constituting an alterna-
tive to dynamic autoregressive (AR) panel data models. The setup we consider requires that both
the number of cross section units, N, and the length of the time series, T', grow in the asymptotics,
departing from the case of multivariate time series (with N fixed) or short panels (with 7" fixed).
Our setup differs from [20] and [39] in that (a) we model cross-section dependence employing an
unobservable common factor structure that can be serially correlated and display long-range de-
pendence, which makes the model more general by introducing cross-section dependence without
further structural impositions on the idiosyncratic shocks; (b) our model including covariates al-
lows for, but does not require, fractional cointegration identifying long-run relationships between
the unobservable idiosyncratic components of the observed time series.

Using a type-II fractionally integrated panel data model with fixed effects and cross-section

dependence modelled through a common factor dependence, we allow for long-range persistence



through this factor and the integrated idiosyncratic shock. We analyze two models in turn.
The basic model assumes a common set of parameters for the dynamics of the idiosyncratic
component of all cross-sectional units in absence of covariates. We deal with the fixed effects
and the unobservable common factor through first differencing and projection on the cross-section
average of the differenced data as a proxy for the common factor, respectively. Then, estimation
of the memory parameter is based on a pooled conditional sum of squares (CSS) criterion function
of the projection residuals which produces estimates asymptotically equivalent to Gaussian ML
estimates. We require to impose conditions on the rate of growth of N and T to control for
the projection error and for an initial condition bias induced by first differencing of the type-II
fractionally integrated error terms, so that our pooled estimate can achieve the v/NT convergence
rate. We nevertheless discuss bias correction methods that relax the restriction that 7" should
grow substantially faster than N in the joint asymptotics, which would not affect the estimation
of the heterogeneous model.

Once we include covariates in the second model, we can extend the study to cointegrating
relationships since we allow the covariates to exhibit long-range persistence as well. The general
model with covariates that we present in Section 4 can be seen as an extended version of the setup of
[37] and [38] to panel data models and of [29] to nonstationary systems with possible cointegration
among idiosyncratic components of observed variables, where endogeneity of covariates is driven
by the common factor structure independent of those idiosyncratic components. However observed
time series can display the same memory level due to dependence on a persistent common factor
thereby leading to spurious regressions, the error term in the regression equation could be less
integrated than the idiosyncratic shocks of covariates, leading to an unobservable cointegrating
relationship which can only be disclosed by previously projecting out the factor structure.

To estimate possibly heterogeneous slope and memory parameters, we use a CSS criterion,
where individual time series are now projected on (fractionally) differenced cross-section averages
of the dependent variable and regressors, leading to GLS type of estimates for the slope parame-
ter. We show that both individual slope and fractional integration parameter estimates are v/T
consistent, and asymptotically normally distributed. The slope estimates have an asymptotic
Gaussian distribution irrespective of the possible cointegration among idiosyncratic components
of the observables, which are assumed independent of the regression errors, though observables
are not.

We explore the performance of our estimation method via Monte Carlo experiments, which
indicate that our estimation method has good small-sample properties. Last but not least, we
present an application on industry-level realized volatilities using the general model. We analyze
how each industry realized volatility is related to a composite market realized volatility measure.
We identify several cointegrating relationships between industry and market realized volatilities,
which may have direct implications for policy and investment decisions.

Next section details the first model and necessary assumptions. Section 3 explains the esti-

mation strategy, and discusses the asymptotic behaviour of the first model. Section 4 details the



general model where covariates and heterogeneity in the parameters are introduced, and details
the projection method. Section 5 presents Monte Carlo studies for both models. Section 6 contains
an application on the systematic macroeconomic risk, employing industry-level realized volatility
analysis. Finally, Section 7 concludes the paper.

Throughout the paper, we use the notation (N,T'); to denote joint cross-section and time-
series asymptotics, —, to denote convergence in probability and —4 to denote convergence in

distribution. All mathematical proofs and technical lemmas are collected in the appendix.

1.2 The Basic Model

In this section, we detail a type-II fractionally integrated panel data model with fixed effects and

cross-section dependence and list our assumptions. We consider that the observable y;; satisfy

At (L§ 90) (yit — QG — %’ft) = Eit, (1-1)

fort =0,1,...,T,i=1,..., N, where ;; ~ 7id(0,0?) are idiosyncratic shocks; 6, € © C RP™! is
a (p+ 1) x 1 parameter vector; L is the lag operator and for any § € © and for each ¢ > 0,

M (L0 =3 (6) I (1.2)

truncates A (L;0) = Ay (L;0). We assume that A (L;6) has this particular structure,
A(L;0) = A% (L:€),

where 4 is a scalar, £ is a p x 1 vector, 8 = (4,¢')'. Here A =1 — L, so that the fractional filter

A% has the expansion
S - I'(j—9)
A° = ()L, m;(0) =
j;oﬂ-]( ) ) ﬂ-J( ) F<]+1)F<—5)’
and denote the truncated version as A} = Z;;E m;(0)L7, with T'(—4) = (=1)° 00 for § =
0,1,..., I'(0) /T (0) = 1; ¥ (L; &) is a known function such that for complex-valued z, |1 (z;&)| #

0, |z| <1 and in the expansion

(L6 =) w1,
=0
the coefficients 1; (£) satisfy

ho (§) =1, |1 (§)] = O (exp (=¢(£) j)), (1.3)



where ¢ (&) is a positive-valued function of . Note that

J
A (O) = mk (O) v (€), =0, (1.4)
k=0
behaves asymptotically as 7;(9),
N (0) =¥ (1€ m(0) + 0 (7°7%), asj — oo,
see Robinson and Velasco [39], where

1(6) = ﬁj‘“(l +OG™) as j— oo,
so the value of §y determines the asymptotic stationarity (dp < 1/2) or nonstationarity (do > 1/2)
of yir — a; — vify and Y (L; ) describes short memory dynamics.

The «; are unobservable fixed effects, 7; unobservable factor loadings and f; is the unobservable
common factor that is assumed to be an I(p) process, where we treat g as a nuisance parameter.
This way the model incorporates heterogeneity through a; as well as ; and also introduces account
cross-section dependence by means of the factor structure, ~; f;, which was not considered in [39].
When we write (1.1) as

Yie = i +vifi F A (L 00) e = i +vifs + XL 60) {eanl (£ > 0)},

where 1 (+) is the indicator function, the memory of the observed y;; is max {do, 0} , where f; could
be the major source of persistence in data. The model could be complemented with the presence
of incidental trends and other exogenous or endogenous observable regressor series, see Section 4.

The model can be reorganized in terms of the variable Afoyit fori=1,...,N,andt=1,...,T
and when ¢ (L; &) = 1 — &L corresponds to a finite AR(1) polynomial as

Afoyit = (1-%&) A?Oai + foAfoyit—l + 7 (1 —&L) Afoft + €it,

which is then easily comparable to a standard dynamic AR(1) panel data model with cross-section

dependence, e.g. that of [19],

Yir = (1 = p)ag + pyir—1 + Vi fr + €an.

In both models, error terms are iid, and there are fixed effects (so long as dy # 1, § # 1 and
p # 1). However, autoregressive panel data models can only cover a limited range of persistence
levels, just I(0) or I (1) series depending on whether |p| < 1 or p = 1. On the other hand,
the fractional model (1.1) covers a wide range of persistence levels depending on the values of

do and p, including the unit root case and beyond. In addition, (1.1) accounts for persistence in



cross-section dependence depending on the degree of integration of Afo fi

We are interested in conducting inference on 6, in particular on . For the analysis in this paper
we require that both N and T increase simultaneously due to presence of the unobserved common
factor and the initial condition term in the fractional difference operator, unlike in [39], who only
require T to grow in the asymptotics, while N could be constant or diverging simultaneously with
T. In the first part of the paper we assume a common vector parameter, including a common
integration parameter 9§, for all cross-section units ¢ = 1,..., N. While the fractional integration
parameter may as well be allowed to be heterogeneous, our approach is geared towards getting a
pooled estimate for the entire panel exploiting potential efficiency gains. Further, this pooling has
to control for potential distortions due to common factor elimination, that, as well as fixed effects
removal, lead to some bias in the asymptotic distribution of parameter estimates, cf. [39].

We use the following assumptions throughout the paper:

Assumption A.
A.1.  The idiosyncratic shocks, €4, @ = 1,2,...,N, t = 0,1,2,...,T are independently and

2 and have a finite

identically distributed both across ¢ and t with zero mean and variance o
fourth-order moment, and &y € (0,3/2).

A.2. The I(p) common factor is f, = A; %2/, 0 < 3/2, where 2/ = o/ (L)v]_, with ¢/ (s) =
S sk, SO klpl] < oo, ¢f (s) # 0 for |s| < 1, and vf ~ i4d(0,0%), E]|* < co.

A.3. ¢, and f; are independent of the factor loadings ~;, and are independent of each other for
all 7 and ¢.

A.4. Factor loadings ~; are independently and identically distributed across i, sup, E|v;| < oo,
and 5 = N3N 4 #0.

A.5. For{ € 2,1 (x;€) is differentiable in € and, for all £ # &, |¢ (x;€)| # ¥ (x;&)| on a subset
of {z : |z| = 1} of positive Lebesgue measure, and (1.3) holds for all £ € = with ¢ (&) satisfying

igfc (&) =c">0. (1.5)

Assumption A.1 implies that the idiosyncratic errors A\™! (L; 0) &4, are fractionally integrated
with asymptotically stationary increments, oy < 3/2, which will be exploited by our projection
technique. The homoskedasticity assumption on idiosyncratic shocks, €, is not restrictive since
yir are still heteroskedastic as a; and ~; vary in each cross section.

By Assumption A.2; the common factor f; is a zero mean fractionally integrated (o) linear
process, with the I (0) increments possibly displaying short-range serial dependence but with
positive and smooth spectral density at all frequencies. The zero mean assumption is not restrictive
since we are allowing for fixed effects a; which are not restricted in any way. Although there is no
developed theory for fractionally integrated factor models in the literature, restrictions similar to
Assumption A.2 have been used under different setups in e.g. [23] and [28]. Under Assumption

A2, the range of persistence for the common factor covers unit root and beyond, making the model



a powerful tool for several practical problems. Although we treat ¢ as a nuisance parameter, in
empirical applications this parameter could be estimated based on the cross-section average of the
observed series using semiparametric estimates, e.g. with a local Whittle approach. Assumption
A.3 and A4 are standard identifying conditions in one-factor models as also used in e.g. [29] and
2]. In particular, the condition on 7 is related to Assumption 5(b) of [29] and used to guarantee
that our projection to remove factors works in finite samples.

Assumption A.5 ensures that ¢ (L;¢) is smooth for £ € =, and the weights 1); lead to short-
memory dynamics as is also assumed by Robinson and Velasco [39], where the parameter space =

can depend on stationarity and invertibility restrictions on ¢ (L; &) .

1.3 Parameter Estimation

2] and [29], among many others, study the estimation of panel data models with cross-section
dependence. [2] estimates the slope parameter in an interactive fixed effects model where the
regressors and the common factor are stationary and idiosyncratic shocks exhibit no long-range
dependence. Likewise, [29] estimates the slope parameter in a multifactor panel data model where
covariates are I(0). In this section we focus on the estimation of the parameter vector € that
describes the idiosyncratic dynamics of data, including the degree of integration.

In our estimation strategy, we first project out the unobserved common structure using sample
averages of first-differenced data as proxies, where the fixed effects are readily removed by dif-
ferencing. We then use a pooled conditional-sum-of-squares (CSS) estimation on first differences
based on the remaining errors after projection.

First-differencing (1) to remove «a;, we get
Ayit = ")/lAft +A)\t_l (L;eo)fit, 1= 1,...,N, t= 1,2,...,T,

where we denote by 6y the true parameter vector, and then Ay;; is projected on the cross-section
average Ay, = N1 vazl Ayy as (non-scaled) proxies for Af, with the projection coefficient ¢

given by
gz; _ 23:1 AgtAyz‘t
Zthl(Aﬂt)Q

which we assume can be computed for every i with Ethl(Agjt)Q > (0. Then we compute the

residuals
6it(0) = )‘t—l (L7 0(_1)) (Ayzt - &zAgt) ) L= 17 R 7N7 L= 17 s 7T'

where §(~1) = (§ — 1,¢')" adapts to the previous differencing initial step.

Then we denote by 0 the estimate of the unknown true parameter vector 6,

0 = argmin Ly 7 (6),



where we assume © is compact and Ly is the CSS of the projection residuals after fractional
differencing
| N
- ) 2
LN,T(H) - NT Zl ;€1t(0) )
which is the relevant part of the concentrated (out of 0?) Gaussian likelihood for &;(6).
Note that after the first-differencing transformation to remove «;, there is a mismatch between
the sample available (t = 1,2,...,T) and the length of the filter A\;_; (L; 9(_1)) that can be applied
to it, with the filter AN ' (L;6,) that generates the data, since for instance

A1 (L§ 9(71)) A/\;l (L§ 90) Eit = Mt (L§ 9) )‘;1 (L§ 90) Eit — Mt (9(71)) €40,

because \; (L;é)(’l)) A= XN(L;0),t=0,1,.... Even when 6 = 6, all residuals involve &, i.e.
the initial condition, which is reflected in a bias term of 0 as in [39].

The estimates are only implicitly defined and entail optimization over © = D x =, where = is
a compact subset of R? and D= [4, 6], with 0 < § < § < 3/2. We aim to cover a wide range of
values of 0 € D with our asymptotics, c.f. [28] and [23], but there are interactions with other model
parameters that might require to restrict the set D reflecting some a priori knowledge on the true
value of § or to introduce further assumptions on N and 7. In particular, and departing from [39],
it is essential to consider the interplay of o and dy, i.e. the memories of the unobservable common
factor and of the idiosyncratic shocks, respectively, since projection on cross-section averages of
first differenced data is assuming that Af; is (asymptotically) stationary, but possibly with more
persistence than the idiosyncratic components.

Then, for the asymptotic analysis of the estimate of 6, we further introduce the following as-

sumptions.

Assumption B. The lower bound ¢ of the set D satisfies
max{g, 50} — 1/2 < é < (50. (16)

Assumption B indicates that if the set D is quite informative on the lower possible value of dg
and this is not far from o, the CSS estimate is consistent irrespective of the relationship between

N and T, as we show in our first result.

Theorem 1. Under Assumptions A and B, 6, € ©, and as (N,T); — oo,
0 —, 0.

Although the sufficient condition in Assumption B may seem restrictive, the lower bound could
be adapted accordingly to meet the distance requirement from p and dy using information on the
whereabouts of these parameters. This assumption may be relaxed at the cost of restricting the

relative rates of growth of N and T in the asymptotics. In the technical appendix, we provide

7



more general conditions that are implied by Assumption B to prove this result.

A similar result of consistency for CSS estimates is provided by [23] and [28] for fractional time
series models and in [39] for fractional panels without common factors. Note that the theorem
only imposes that both N and T grow jointly, but there is no restriction on their rate of growth
when (1.6) holds. This contrasts with the results in [39], where only 7" was required to grow and
N could be fixed or increasing in the asymptotics. An increasing T therein is required to control
for the initial condition contribution due to first differencing for fixed effects elimination, as is
needed here, but projection on cross-section averages for factor removal further requires that both
N and T grow.

Next, we establish the asymptotic distribution of the parameter estimates, for which we assume
that ¢ (L;€) is twice continuously differentiable for all & € Z with ¢y (L;€) = (d/d€)vy(L;€)
where it is assumed that ‘zbt(L; 19 )’ = O (exp(—c(§)j)) - In establishing the asymptotic behaviour,
the most delicate part is formulating the asymptotic bias. The initial condition (IC) bias of
(NT)'/? (é - 6’0) is proportional to T-'V7(6y), where

T

V(o) = =Y mu(00) {72(60) — x1(60)}

t=1

where 7, () = A, (0©V) = A (L;60) 1 = ZJ oA (0), 7(8) = (0/00)1:(0) and x; is defined by

W (Z:6) = Llog A (L:6) = (log A, (9/0¢) log ) (L;€)) Zx;

00

The term V1 (6p), depending only on the unknown 6, and T, also found in [39], appears be-
cause of the data-index mismatch that arises due to time truncation for negative values and first
differencing.

Introduce the (p+ 1) x (p 4+ 1) matrix

R ‘ Ve /6 =2 o1 X (§) /7
D=2 OGO s ) T O3 © |

and assume B (&) is non-singular. For the asymptotic distribution analysis we further require the
following conditions.
Assumption C.
C.1. As (N,T); = o0
glogz T + % — 0.

C.2. max{1/4,0—1/2,0/2 —1/12} < §y <min{5/4,5/2 — o} .

The next result shows that the fractional integration parameter estimate is asymptotically
normal and efficient at the v/ NT convergence rate.



Theorem 2. Under Assumptions A, B and C, 8y € Int(©), as (N,T); — oo,
(NT)Y2 (8= 00— T B (¢) Vr(6h) ) —a N (0, B (€0)).

where Vr(0p) = O(T' 2% log T1{8y < 1} + log® T1{dy = 1} + 1{do > 3}).

Corollary 1. Under Assumptions of Theorem 2,
(NT)'/? <é - 90) —a N (0, B~ (&)

for 8y > L, and this also holds when &y € (%,1) if additionally, as (N, T); — oo, NT* =% log® T —

0, and when &y = % if NT~'log* T — 0 .

These results parallel Theorem 5.3 in [39] additionally using Assumption C to control for the
projection errors and requiring N to grow with 7" to remove the cross-sectionally averaged error
terms, while the range of allowed values of dy is limited in the same way. Assumption C.1 basically
requires that 7' grows faster than N, but slower than N3, so that different projection errors are
not dominating to achieve the v/NT rate of convergence. This last restriction is milder than the
related conditions that impose TN~2 — 0 for slope estimation, e.g. [29], but we also need T to
grow faster than N to control the initial condition bias.

Condition C.2 is only a sufficient condition basically requiring that the overall memory, o +
d9, be not too large so that common factor projection with first-differenced data works well,
especially if N grows relatively fast with respect to T, and that p is not much larger than dy, so
the common factor distortion can be controlled for. We relax these sufficient conditions in the
technical appendix to prove our results.

The asymptotic centered normality of the uncorrected estimates further requires that oy > %
in view of Assumption C.1, so it is interesting for statistical inference purposes to explore a
bias correction. Let 6 be the fractional integration parameter estimate with IC bias correction

constructed by plugging in the uncorrected estimate é,
G—0-T'B" (5) v (0).

The next result shows that the bias-corrected estimate is asymptotically centered and efficient at
the v NT' convergence rate.

Corollary 2. Under Assumptions of Theorem 2,
(NT)Y2 (6= 8y) —a N (0.B7 (&)

Bias correction cannot relax the lower bound restriction on the true fractional integration
parameter dg, but eliminates some further restrictions on /N and T" though still requires Assumption

C.1 which implies the restrictions of Theorem 5.2 of [39] for a similar result in the absence of factors.



1.3.1 Estimation of a Heterogeneous Model

Although a panel data approach allows for efficient inference under a homogeneous setup, it may
be restrictive from an empirical perspective. Most of the time, the applied econometrician is
interested in understanding how each cross-section unit behaves while accounting for dependence
between these units. We therefore consider the heterogeneous version of (1.1) with the same

prescribed properties as
A (L3 0i0) (yie — i — vift) = €its

where 0, may change for each cross-section unit. This type of heterogeneous modelling is well
motivated in country-specific analyses of economic unions and asset-specific analyses of portfolios
where cross-section correlations are permitted and generally the interest is in obtaining inference
for a certain unit rather than for the panel.

Under the heterogeneous setup, just like in the homogeneous case, the common factor struc-
ture is asymptotically replaced by the cross-section averages of the first-differenced data under
the sufficient conditions given in Assumption C. The asymptotic behaviour of the heterogeneous
estimates can be easily derived from the results obtained in Theorems 1 and 2 taking N = 1 as
follows. Now, denote

arg min ir(0),

with O; defined as before, D; = [QZ-,SZ-} C (0,3/2), and

where g, = (¢;1,...,&i1), and
git(0i) = M1 (L; 91(71)> (Ayit - (Z)z'Agt> :

We have the following results replacing &y, 6 and § in Assumptions A.1, A.5, B and C.2 with
S0, 0; and d;, respectively. We denote these conditions as A;, B; and C;, and assume them to hold

for all 1.

Theorem 3. Under Assumptions A; and B;, 0;0 € ©;, and as (N,T); — oo,

~

0; —7p tio,
and under Assumptions A;, B; and C;, 0,0 € Int(©;), as (N,T); — oo,
T1/2 (él — 010> —d N (O, Bil (510)) .

An increasing N is still needed here, as in the homogeneous setting, since the projection errors
arising due to factor removal require that N — oo. However the asymptotic theory is made

easier due to the convergence rate being just /T now, with which the initial-condition (IC) bias
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asymptotically vanishes for all values of §;y € D, without any restriction on the relative rate of
growth of N and 7.

1.4 The Model with Covariates

In order to be able to fully understand how panel variables that exhibit long-range dependence
behave, it is essential to not only allow for fractionally integrated shocks but also include covariates
that may be persistent, possibly including cointegrated systems with endogenous regressors. In
this section, we propose a heterogeneous panel data model with fixed effects and cross-section
dependence where shocks that hit both the dependent variable and covariates may be persistent,
and covariates are allowed to be endogenous through this unobserved common factor.

Fori=1,...,Nand t=0,1,...,T, the model that generate the observed series y;; and X, is
given by

yir = o;+ B X +ife + )\;1 (L; 0:0) €it, (1.7)
Xt = wi+Tifi+ e

where Xj; is k x 1, unobserved f; is m x 1 with k, m fixed, and ~;, I'; are vectors of factor loadings.
The variates a; and pu; are covariate-specific fixed effects, and f; ~ I(p) and e; ~ I (¢¥;) with
elements satisfying Assumption A.2 where o and ¢J; are nuisance parameters, and the constant
parameters 0,0 and [;9 are the objects of interest. We later use a random coefficient model for S,y
to study the properties of a mean-group type estimate for the average value of ;.

In the factor models of [29] and [2] the possible endogenous covariates are I(0), so they can only
address cases in which there is no long-range dependence in the panel. [24] study a model where
factors and regressors are I (1) processes while errors are stationary I (0) series. Our approach,
on the other hand, is specifically geared towards general nonstationary behaviour in panels and
addresses estimation of both cointegrating and non-cointegrating relationships among idiosyncratic
terms. We do not explicitly include the presence of observable common factors and time trends in
the equations for y;; and X;;, but these could be incorporated and treated easily by our estimation
methods as we later discuss.

We introduce the following regularity conditions that generalize Assumption A to model the

system in (1.7).

Assumption D

D.1. The idiosyncratic shocks, €, 2 =1,2,...,N,t =1,2,...,T are independently distributed
across i and identically and independently distributed across ¢ with zero mean and variance o2,
and have a finite fourth-order moment, and d,y € (0,3/2).

D.2. The common factor satisfies f, = A; %2, o < 3/2, where z/ = ®/ (L)v!_, with @/ (s) =
S Bk, z;gokHcpg < oo, det(cl>£ (s)) £ 0 for |s| <1 and o/ ~ did(0,Q), Q; > 0,

11



4
F ‘ vtf H < 00, and the idiosyncratic shocks e; are independent in ¢ and satisfy e; = A, ﬁizft,

supi; < 3/2, where zf; = @ (L)vf_;, with ®f (s) = 3577, @fs, sup; 3,7 k [ 25,] < oo,
det (D, (s)) # 0 for |s| < 1 and v ~ d(0, Qy.), Qic > 0, sup;E [[vg]|* < .

D.3. The covariate-specific idiosyncratic shocks, e;;, the idiosyncratic error terms, ;, and the

unobservable common factor, f;, are all pairwise independent and independent of ~; and I';, which
are also independent in 7.
D.4. Rank(Cy) = m < k + 1, where the matrix Cy is

CN _ 5(/)I‘/£+ VN
Iy

with 7y = N Zf\;l Vi FN =N 25\;1 I, 56F/N =N"! Zf\il z(oF;~

Assumption D.1 relaxes the identical distribution condition across ¢ in Assumption A.l, in
particular allowing for each equation error to have different persistence and variance. Assumption
D.2 states that the factor series and the regressor idiosyncratic terms are multivariate integrated
nonsingular linear processes of orders p and ¥;, respectively, where the I (0) innovations of f; are
not collinear. We assume that all components of these vectors are of the same integration order
to simplify conditions and presentation, though some heterogeneity could be allowed at the cost
of making notation much more complex.

Assumption D.3 is a standard condition and does not restrict covariates to be exogenous,
because as long as I'; # 0 and v; # 0, endogeneity will be present. Furthermore, this could be
relaxed by assuming F(X ® ) = 0 and finite higher order moments, but this would require more
involved derivations and no further insights.

Assumption D.4 introduces a rank condition that simplifies derivations and requires that k+1 >
m. It is possible that some of our results hold if this condition is dropped, but at the cost
of introducing more technical assumptions and derivations, see e.g. [29] and [24]. This condition
facilitates the identification of the m factors using the k+1 cross section averages of the observables
and still allows for cointegration among idiosyncratic elements of each unit.

Under the given set of assumptions, we perform the estimation in first differences to remove
fixed effects. Fort=1,...,Nand t =1,...,T, the first-differences model, including only asymp-

totically stationary variables, is

Ay = BpAXy + A S+ AN (L;6p) €, (1.8)
AXit = F;Aft + Aeit'

The estimation we propose for each [3;y is in essence a GLS estimation after prewhitening by means
of fractional 6* differencing, where 6* is a sufficiently large differencing parameter chosen by the

econometrician that could be a noninteger (thus extending Bai and Ng [5]’s method based on first
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differencing), because if we write
AL Ay = BoALT AXa + AL A S+ AT AN (L3 0) i,

the idiosyncratic error term is approximately A2 ~%04 (L; &) e, ~ I (0) when §* & §,y. Adapting
[29], we remove the factor structure by projecting the transformed model on the fractionally
differenced cross-section averages, possibly using a different 0* for each equation in order to match
the corresponding persistence level. The general intuition is that to control strong persistence,
enough differencing is needed in absence of knowledge on the true value of §;9, e.g. setting 6" =
and working with first differences as in Section 3. This policy requires that all variables in (1.8)
are (asymptotically) stationary and bears the implicit assumption that variables have persistence
around the unit root, while allowing ;3 to be smaller, implying a cointegration relationship between
the idiosyncratic terms of y;;, A, * (L;00) e ~ I (850) , and of Xy, e; ~ I (9;) , when ¥; > &;0. In case
of the presence of incidental linear trends, it would be possible to work with second differences
of data, which would remove exactly them at the cost of introducing slightly modified initial
conditions for the fractional differences of observed data.

Denote y; = (yi,--- yir), Xi = (Xi,.. ., Xor), F = (fi,..., fr), E; = (ei1,...,e;r) and
e; = (&i1,--.,&r). We can write down the model in first differences as

Ay = BoAX;+7/AF + AN (Lih) <
AX; = TJAF + AE;.

Then, the projection matrix can be denoted by
Wr =Wr(6*) = Ip—H(5)(H(S*)H(5*)) H(5*)
aey = (Y0
X(6%)

where (-)” denotes generalized inverse, Wr is the T' x T projection matrix, and H(d*) is the

T x (k + 1) matrix of fractionally differenced cross-section averages with

1 & .

y(d*) = NZyj(é*), Yj = Y;(6") = A" Ay,
j=1
1 N

X(6*) = NZQ@(&*), Xy = X;(6%) = A TIAX.

1

J

Denote F = F (§*) = A }(AF)’ and introduce the infeasible projection matrix on unobserved
factors
Wy =Ir — F(FF)"F.
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Adapting [29], under the rank conditions in Assumptions D.2 and D.4, as (N, T); — oo, we have
that
WrF ~ W F = 0.

That is, both projections can be used interchangeably for factor removal in the asymptotics as long
as the rank condition holds. Along this line, the possibility of including observed factors in the
covariates as in [29] should also be noted just by enlarging H(6*) with an appropriately fractionally
differenced version of such factors. Introducing such observed factors would not alter any of the
results since they would also be entirely removed by projection, and, similarly a constant could
be added to project out the contribution of the differences of individual linear trends.

The (preliminary) estimate of 5y for some fixed 0* is given by
Bi(67) = (AW X))~ Wy,

where the following identification condition is satisfied.
Assumption D.5. X, WrX] and X;,W; X/ are full rank for all i = 1,..., N.

Note that choosing 6* > 1, so that ¥; + 6,0 — 20" < 1 for all possible values of ¥; and d;q,
guarantees that all detrended variables are asymptotically stationary and that sample moments
converge to population limits as (NN, T) — 00. This, together with the identifying conditions in
Assumption D lead to the consistency of 5Z~((5*), as we show in the next theorem. This does not
require further restrictions on the rate on which both N and T diverge, just that ¢* is not smaller
than one. This approach is similar to the choice of working with first differences in [5] when trying
to estimate the common factors from I (1) nonstationary data by principal components although

using §* provides greater flexibility extending Bai and Ng [5]’s method based on first differencing.
Theorem 4. Under Assumption D, 6* > 1, as (N,T); — oo,
Bi(5%) = Bio-

We next analyze the asymptotic distribution of BA@((S*) when ¢ is large enough so that aggregate
memory of the idiosyncratic regression error term and regressor component is as small as desired.
Define for 6* > 1,

Zcp 0;) Qie®, (67 = 05), 5 =0,1,...,

i (5) = Zie (—7), j < 0, where the weights ®¢, (6* — ;) = Z] _o Pf._;mj (0" — ;) incorporate
the prewhitening effect, and for ¢; +d;,0 —26* < 1/2 (Wh1ch can be guaranteed by taking 0* > 5/4),

define
zO — Z Eze CzO

]_—OO
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where Gio (7) = 22720 Ay (i — 0%, &) A (B0 — 0%, &), 7 =0,£1,....
Setting 0* = 1 could be enough to obtain asymptotically normal estimates of ;o if we further

restrict the aggregate memory as in the next condition. Set
19maz = max 191'7 6mar = Imax 52’0-
(2 (2

Assumption E. §* > 5/4, or §* > 1 and V00 + Omas — 20° < 1/2, max{dmaz, Imaz} < 11/8 and
max {0 + Omaz, 0 + Vmaz } < 11/4.

This condition could be dispensed with if we allow N to grow faster than 7" in the asymptotics,
while the condition T/N? — 0 as used by [29] for weakly dependent series is also needed in our

analysis. There is no requirement on the distribution of values of §; across individuals.

Let
Y =02, (0) T2, (0).

Theorem 5. Under Assumptions D and E, and if T/N* — 0 as (N, T); — oo, then
VT (Bi(5*> - ﬁi@) —a N(0,Y5,).

Note that when §* = §;p and ¥ (L;€) = 1, X5, = 023, (0), so the theorem shows in this
case the estimate Bz(é*) is effectively an efficient GLS estimate and the asymptotic variance of
32(6*) simplifies in the usual way, not depending on the dynamics of the error term. The rate
of convergence is v/T for the range of allowed memory parameters (or if 0* is large enough as
described in Assumption 5), irrespective of possible cointegration among idiosyncratic terms, as
the GLS estimate is designed in terms of approximately independent regressor and error time
series after factor removal. Consistent estimates of the asymptotic variance of 3;(6*) could be
designed adapting the methods of [37] and [36] in terms of projected observations to eliminate

factors and an estimate of ;5 or the residual series.

1.4.1 Estimation of Dynamic Parameters

We now turn to individual long and short memory parameter estimation. In the treatment of
the basic model, we proved consistency of the parameter estimates for the heterogeneous case in
subsection 3.2. Similarly, denote

0; = in L¥ (0
arg min ir(0),

with © defined as before, D = [§,6] C (0,3/2), and

L2 (6) = mei(6)=:(6)'

where

Si(0) = M (L5 6= 0°,€) (3:(6") = A8V Xi(5"))
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and the vectors of observations y; = Y;WWr and Xi = X)Wy, and the least squares coefficients
3:(6) are obtained after projection of J; and X; on both (5*) and X (6*) for a given 6*. The next
assumption requires that ¢ is not very small compared to the other memory parameters, implying
that they can not be very different if we require that d;7 belong to the set D so that they are also

bounded from above.
Assumption F. max {nax, Vmax, 0} — 0 < 1/2 and max{maz, Fmaz} < 5/4.

Note that when d;y € D the conditions in Assumption F also imply ¢; — d;0 < 1/2 because
Vi < Upmax and § < d;0, and also imply o — d;0 < 1/2. The next theorem presents the consistency

and asymptotic normality of the dynamics parameter estimates.

Theorem 6. Under the assumptions of Theorem 5 and Assumption F, 6,y € Int(©) as (N,T); —
m’

T1/2 <él — (910> —d N (O, Bil (&0)) .

Here Assumption F basically implies the sufficient conditions for Assumption B in terms of
the lower bound ¢, while taking 6* > 1 mirrors the approach of working with first differenced
data as in Theorem 1. Note that Theorem 5 guarantees the v/7T consistency of B,-(é*), which
might be stronger than needed for the consistency of 6;, but simplifies the proof. The asymptotic
distribution of the dynamic parameter estimate is normal analogously to the result in Corollary
2, without the burden of the initial condition bias of Theorem 2 since the rate of consistency for
each HAZ is just VT.

We finally show the efficiency of the feasible GLS slope estimate Bz(éz) obtained by plugging
in an estimate of the vector 6,3, where él is v/T consistent for 0,0, with 6* and 9,9 satisfying the
restrictions in Assumption E. Note that this requires d;o > 1 in a general set up where factors and
the idiosyncratic component of regressors can have orders of integration arbitrarily close to 3/2.

For that, define the following generalized prewhitened series,

V=30 = n (1:077) Ay,
U =200 = Ao (1007) Ax,
for j =1,..., N, and their cross-section averages, y(él) and X(éz), and the corresponding projec-

~

tion matrix Wy based on H();) = (jf(é,)’ X(Ql)'> . Then the GLS estimate is
~ A ~—~ ~\ 1 ~ ~
Bi0) = (Xwr &) XWr,

where the matrix Q?Z-WT/E’ is assumed full rank.
Let

00

N e e/

Eie: § (I)ikﬂie ik
k=0
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be the asymptotic variance matrix of the idiosyncratic component of the prewhitened regressors
X0 = X,(6) where the weights ®¢, = Z?:o ;A (0i0 — ¥4, &) incorporate the prewhitening

2

effect.

Theorem 7. Under the assumptions of Theorem 5 with 6* = 6y and 0; — 0,y = O, (T-172),
VT (i) = B:) —a N(0,0755").

Consistent estimation of o2 can be conducted directly from the sample variance of residuals
5i(éi), while estimation of X;. would require the sample second moment matrix of the projected
and prewhitened series regressors, i.e. /'E-VV\T/E" . Further iterations to estimate 6 can also be

envisaged using the efficient 3;(6;) instead of the preliminary 3;(5*).

1.4.2 Estimation of Mean Effects

Given the panel data structure, in many cases there is an interest in estimating the average effect
across all cross section units. The simplest estimate capturing average effects is the common

correlation mean group estimate that averages all individual coefficients, possibly with a common
0*,

. 1 X
Beema(0) = ¥ > Bi(6).
i=1

Other possibilities such as the common correlation pooled estimate,

N -1 N
Bocp(67) = (Z 2@-%%{) > XWrY;,

i=1 i=1

can be more in the spirit of the joint estimation of the memory parameter presented in Section 2.
For the asymptotic analysis of the mean group estimate we consider a simple linear random
coefficients model

Bio = Bo + wi, w; ~ iid (0,,),

where w; is independent of all the other variables in the model. The asymptotic analysis of the

pooled estimate requires further regularity conditions so it is left for future research.

Theorem 8. Under Assumptions D and E, and (T’lXiWTXi’)fl having finite second order mo-
ments for all i=1, ..., N, as (N,T); — oo,

VN (BCCMG((S*) - 50) —a N(0,2).

This theorem extends previous results in [29] and [24] for I (0) and 7 (1) variables under
similar conditions to D.5 based on original data, where now the rate of convergence is v/N,

and no restrictions are required in the rate of growth of N and 7. Consistent estimates of the
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asymptotic variance can be proposed as in [29], since, asymptotically, variability only depends on

the heterogeneity of the o,

% (Bz(é*) - BCCMc;((S*)) (BZ(CS*) _ BCCMG((S*))I.

=1

~

Q=

Similarly, the average effect can be estimated based on BZ(GAZ) as

which is also asymptotically normally distributed and the asymptotic variance-covariance matrix

can be estimated by
- 1 N _ ) o i .
Q= N ; (51‘(91’) - 5001\4@(0)) (@(Gi) — 5CCMG(0)> _

1.5 Monte Carlo Simulations

In this section we carry out a Monte Carlo experiment to study the small-sample performance of
the slope and memory estimates in the simplest case where there are not short memory dynamics,
§ = 0, and persistence depends only on the value of dy. We draw the idiosyncratic shocks €;; as
standard normal and the factor loadings v; from U(—0.5,1) not to restrict the sign. We then
generate serially correlated common factors f; based on the #id shocks drawn as standard normals
and then fractionally integrated to the order po. The individual effects «; are left unspecified since
they are removed via first differencing in the estimation, and projections are based on the first-
differenced data. We focus on different cross-section and time-series sizes, N and T, as well as

different values of dy. Simulations are based on 1,000 replications.

1.5.1 Simulations for the Basic Model

In this first subsection we investigate the finite-sample properties of our estimate of Jy under the
basic setup without covariates. In this case, we set N = 10,20 and 7" = 50,100 for values of
0o = 0.3,0.6,0.9,1,1.1, 1.4 thus covering a heavily biased stationary case, a slightly nonstationary
case, near-unit-root cases and finally a quite nonstationary case, respectively.

We report total biases containing initial-condition and projection biases as well as carry out bias
correction based on estimated memory values to obtain projection biases for o = 0.4, 1. As is clear
in Table 2.1, when the factors are less persistent (9 = 0.4), the estimate is heavily biased for the
stationary case of 0o = 0.3 while it gets considerably smaller around the unit-root case. Noticeably,
the bias becomes negative when dy > 0.6 for several (/V, T') combinations. Better results in terms of

bias are obtained with increasing 7. Expectedly, when the factors have a unit root, the estimate of
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J contains a larger bias in the stationary (dy = 0.3) and in the moderately nonstationary (dp = 0.6)
cases because the idiosyncratic shocks are dominated by a more persistent common factor. Biases
for other memory values are also exacerbated due to factor persistence increase except for the
very high persistent case §y = 1.4. Bias correction works reasonably well when o = 0.4 although
benefits are limited for o = 1. While there is a monotonically decreasing pattern for increasing
0o in terms of bias both for the total bias and bias-corrected cases, magnitudes of biases increase
when §g leaves the neighbourhood of unity.

Table 2.1 also reports the root mean square errors (RMSE), which indicate that performance
increases with increasing dg, 7' and NT'. Standard errors are dominated by bias in terms of contri-
bution to RMSE. Table 2.2 shows the empirical coverage of 95% confidence intervals of dy based
on the asymptotics of our estimate. For o = 0.4, 1, the true fractional parameter is poorly covered
when 9y < 0.6. Bias correction in these cases improves the results reasonably. For near-unit-root
cases, the estimate achieves the most accurate coverage, especially by comparison with intervals
based on estimates of §g = 1.4 and 9y < 0.6.

1.5.2 Simulations for the General Model

Based on the general model, we conduct a finite-sample study to check the accuracy of both slope
and fractional parameter estimates. We draw the shocks and factor loadings and generate the
common factor the same way we followed under the basic setup, while the idiosyncratic component
of covariates follows a pure fractional process of memory . We investigate the performance for
(N,T) = (10,50) and (N, T) = (20, 100) for the parameter values §y = 0.5,0.75, 1; 9 = 0.75, 1, 1.25,
and o = 0.4, 1, covering both cointegration (e.g. ¥ = 1.25 and § = 1) and non-cointegration cases
(e.g. ¥ =1 and 0 = 1). For projection of estimated factors based on prewhitened cross section
averages, we take 0* = 1.

Tables 2.3 and 2.4 present biases and RMSE’s for both slope and fractional parameter estimates
for (N,T) = (10,50), (20,100), respectively. Biases of both common correlation pooled (CCP)
and mean group (CCMG) estimates are very reasonable with biases of pooled estimates generally
dominating those of MG estimates, particularly when p = 1. Biases of slope estimates become
negative with their magnitudes increasing with NT' for the two smallest values of . The pooled
estimate of the fractional parameter suffers from large biases when ¢y is small relative to 1 or p
due to the idiosyncratic shocks in the regression equation being dominated by other sources of
persistence. As expected, biases in fractional parameter estimates decrease with dp in all cases.

In terms of performance, slope estimates behave quite well both in cointegration and non-
cointegration cases implying that cointegration is not necessary for the estimation of slope in
practice. However, for several cases standard errors of fractional parameter estimates are rather
large, which can be explained by persistence distortions from the common factor and covariate
shocks. Nevertheless, performances of both slope and fractional parameter estimates are clearly
improving with dy when ¥ = 0.75,1 and in all cases with NT. Efficiency gains of GLS type of

estimates using 5 are very small, if any, for the MG estimate for all values of §y, but for §p < 6* =1
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the CCP estimate behaviour can deteriorate substantially, so overdifferencing in the prewhitening

step seems a safe recommendation in practice.

1.6 Fractional Panel Analysis of Realized Volatilities

The capital asset pricing model (CAPM) and its variations have long been used in finance to
determine a theoretically appropriate required rate of return in a diversified portfolio, where
estimating beta is essential as it measures the sensitivity of expected excess stock returns to
expected excess market returns. While CAPM and other such models prove useful in an I(0)
environment, they fail to provide valid inference for variables that exhibit fractional long-range
dependence such as volatility.

In this application, we assess the sensitivity of industry realized volatilities to a market realized
volatility measure. In particular, we estimate the betas for volatility under our general setup,
which permits possible cointegrating relationships. Such relationships may have direct policy and
investment implications since they enable to see which industries are susceptible to a potential
market risk upheaval. Bearing in mind an economy as a portfolio of industries, we use our general
model to get an idea about the systematic risk in an economy.

In order to calculate monthly realized volatility measures, we use daily average-value-weighted
returns data spanning the time period 2000-2011 (T=144 months) from Kenneth French’s Data
Library for 30 industries in the U.S. economy. As for the composite market returns, we use a
weighted average of daily returns of NYSE, NASDAQ and AMEX since the companies considered
in industry returns trade in one of these markets. Using the composite index returns of NYSE,
NASDAQ and AMEX, i.e. 7., we calculate

N; 1/2
RVMt:<Zr,2w> . t=1,2,...,T,

s€t

where V; is the number of trading (typically 22) days in a month. Next, for each industry, we
calculate

N, 1/2

RVI;, = (Zeis> . t=1,2,...,T,

set
where €; s = ;5 — T'ms, c¢f. [10]. Along this line, while jump-robust measures such as bipower
variation could also be used, our main focus is to show that our general model is suited to address
the empirical problem described herein.

Figure 1 shows the behaviour of monthly industry realized volatilities and justifies a hetero-
geneous approach. Figure 2 shows the realized volatility in the composite average of NYSE,
NASDAQ and AMEX, where especially closer to the spike there is a trending behaviour also
shared by some of the industries as seen in Figure 1.

Observing that the volatility of volatility is time-varying, we scale each industry as well as the
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market realized volatility by their corresponding standard deviations. Then we estimate
RV I = a; + B RV My + BioXis + i fi + A;fiUi,t>

where RV M, the I(9) market realized volatility, is the observable common factor that is treated
as a covariate; each X, is the average effect of I(0) industry-specific factors: book-to-market ratio
and market capitalization, which are also covariates; f; are (o) unobservable common factors that

are projected out as described in earlier sections so that possible cointegrating relationships can

be disclosed between RV I;; and RV M,.

We obtain fractional integration degrees of market and industry realized volatilities resorting
to local Whittle estimation, [35], with bandwidth choices of m = T%5 T°%7 corresponding to m =
20, 32, respectively, and refrain from adding more Fourier frequencies to avoid higher-frequency
contamination. Table 1.5 collectively presents the local Whittle estimates of fractional integration
values of the 30 U.S. industry realized volatilities as well as those of the composite market. For
both bandwidth choices, the industry realized volatilities display heterogeneity lying above the
nonstationarity bound. The market realized volatility is also nonstationary being integrated of
an order around 0.6. The unobserved common factor has integration orders of o = 0.71,0.66 for
m = 20, 32, respectively, which we estimate based on the cross-section averages of the industry
realized volatilities.

We use our general model to jointly estimate the fractional order of residuals (§;) and slope
coefficients (8% and SB;5) based on the projections of first-differenced data (6* = 1) in order to
be able to confirm and identify cointegrating relationships. Fama-French factors are known to be
I(0) in finance, rendering cointegration possible only between the market and industry realized
volatilities. Table 1.6 presents the fractional order of residuals, from which the cointegrating
relationships are confirmed based on the results presented in Table 1.5.

The main criterion for cointegration in this setup is 9; < ¢; since the equality of realized
volatility integration orders between industries and the market cannot be rejected in all but very
few cases. Based on these two requirements together, cointegrating relationships are confirmed
between the market realized volatility and the realized volatilities of all industries but Financial
Services, Business Equipment and Telecommunications for m = 20. With the bandwidth of m =
32, more pronounced cointegrating relationships with the market realized volatility are indicated
for the realized volatilities of all industries except Financial Services. Estimates of the cointegrating
parameters and their robust standard errors calculated from Theorem 5 asymptotic covariance are
reported in Table 1.7, from which it is obvious that the market realized volatility has a positive
and significant effect on all industry realized volatilities with heterogeneous magnitudes while the
average effect of industry characteristics (captured by Fama-French factors) display differences in
behaviour across industries. Although for several industries slope parameters are estimated under

non-cointegrating relationships, the finite-sample study in the previous section indicates that these
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estimates are still reliable.

This empirical study reveals that our general model can be used to assess the relationship
between market and industry realized volatilities. In fact, other types of such nonstationarity
assessment can be performed using our general model. Further studies may focus on estimating
cointegrating vectors in-between industries to exactly identify the industries that could be safe to
invest in during crises periods as well as to be able to foresee a potential crisis through the real

sector.

1.7 Final Comments

We have considered large N, T panel data models with fixed effects and cross-section dependence
where the idiosyncratic shocks and common factors are allowed to exhibit long-range dependence.
Our methodology for memory estimation consists in conditional-sum-of-squares estimation on the
first differences of defactored variables, where projections are carried out on the sample means of
differenced data. While Monte Carlo experiments indicate satisfactory results, our methodology
can be extended in the following directions: (a) Different estimation techniques, such as fixed
effects and GMM, can be used under our setup as in [39]; (b) The idiosyncratic shocks may be
allowed to feature spatial dependence providing further insights in empirical analyses; (c¢) The
independence assumption between the idiosyncratic shocks in the general model can be relaxed to
allow for nonfactor endogeneity thereby leading to a cointegrated system analysis in the classical
sense as in [15] who considers a less flexible modelization due to the lack of allowance of multiple
covariates; (d) Panel unit-root testing can be readily performed using our methodology, but it

could also be interesting to develop tests that can detect breaks in the general model parameters.

1.8 Technical Appendix

We prove our results under more general conditions that are implied by Assumptions B and C
allowing for some trade off between the choice of § and the asymptotic relationship between N
and T'. The weaker counterpart of Assumption B is as follows.

Assumption B*.

B*.1. 60— 1<d/2and p— 1< §/2.

B*.2.1f p—¢ > %, as (N,T)j — 00,

T2 )7INT2 5

B*.3. If g — ¢

%, as (N,T)j — 00,

N-IT260-20-1 g
Nfl (1+T2(50+.9*1)74§) (logT_'_TQ(Qfl)JrQ(&ofl)fl) —~ 0.
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1.8.1 Proof of Theorem 1

The projection parameter from the projection of Ay;; on its cross-section averages, Ay, can be
written as -
2 AU Ay
(bi*—T — ===+ (1.9)
Zt:1(Ayt) v

where .
Zt:l Agth)\;l (L§ 90) (&;t - %8})

ZtT:1 (Ag,)?

is the projection error. The conditional sum of squares then can be written as

N =

N T 2
Lnr(0) = % Z Z (AO (L; ) (&'t - éi@) — 7:(0)(i0 — &i&:()) — iy A—1 (L3 0) ft) (1.10)

=1 t=1

where

A (L;0) = A (L;0) A7 (Ls 00) = > A9 (0) L7

and in (1.10) the first term is the (corrected) usual idiosyncratic component, the second term is

the initial condition term, and the third term is the projection error component.

Following [23] we give the proof for the most general case where possibly 0 < &y — 1/2.
Additionally, the common factor in our model is I(g) by Assumption A.2. While 6 may take
arbitrary values from [§, ] C (0, 3/2), ensuring uniform convergence of Ly r(6) requires the study
of cases depending on §y — &, while controlling the distance o — §. We analyze these separately in
the following.

In analyzing the idiosyncratic component and the initial condition component, we closely follow
[23]. For € > 0, define Q. = {0 : |6 — 6| < €}, Q. ={0:0 ¢ Q., 6 € D}. For small enough e,

Pr#eq,) < Pr ( inf Sxr(9) < o)
0eQ,

where Sy 7(0) = Ly r(0) — Ly 1(0o). In the rest of the proof, we will show that Ly (), and thus
Snr(0), converges in probability to a well-behaved function when dy — 9 < 1/2 and diverges when
dp — 9 > 1/2. In order to analyze the asymptotic behaviour of Sy r(d) in the neighborhood of ¢ =
do—1/2, a special treatment is required. For arbitrarily small { > 0, such that { < dg—1/2—4, let us
define the disjoint sets ©1 = {0 :§ <6< dp—1/2—-(}, 0 ={0:50—1/2—-( <<y —1/2},
O3 ={60:00—1/2<6 <6 —1/2+4(} and

Os={0:0—1/2+(<d<d},s00 =U;_,0;. Then we will show

Pr( inf  Syr(d) < 0) —0 as (N,T); o0, k=1,...,4. (1.11)
OEQEQ(‘))C
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We write Ly r(0) in (1.10) as

]\}Tii{()‘o L;0) 5zt_§z3i§t)>2+7't( )(gi0 — gzﬁzao) + 27 (N1 (L5 0) fo)?

It
H
-
Il

—

=17 Ot (L30) Jo) A (L36) (200 = i) + 07 (et (L50) £2) #7(0) (210 — i)
— X\ (L; 0) <€it - ng@_t)  7,(6) (€0 — éiéo)} )

The projection error component in the conditional sum of squares,

1L L1 &
QNZTI' Z)\tlLeft
t=1

=1

sup
0cO

, (1.12)

is O, (T?¢+%0=6 4 T=log T 4+ N~1T*0=6 4 N=2) 4 O, (T*e+200=0)=7 4 T2e=0-D]og T
F NI e=0)+400=T o T2Ae=0)~1 N=2) — o (1) uniformly in § € © by 72 —, E[y]°, Lemmas 1 and
2(a) and Assumption B*.2 since p — 9 < 1, 20+ — 9 < 7/2 and o+ 25y — 0 < 7/2, are implied
by Assumption B*.1.

Similarly,

hig0)?| = 0,(1), (1.13)

because

N T

1 2 7 =\2
~ Z Z Ty (9)(€z‘0 - @50) =
NT i=1 t=1 t=1 1

T2 +T71)0,(1) ),

O’ﬂl

T 1 N
Z N Z (5120 - 2‘25151050 + (b 50)
T

uniformly in # € © with § > 0, using %Zfil e2 + %Zfil ¢? = 0, (1), & = O, (N7"/?) and
Cauchy-Schwarz inequality, see Lemma 1, and therefore we find for the cross term corresponding
to the sum of squares in (1.12) and (1.13)

N T
sup | 373" 0N (L:6) fo# l6) (0 — D)

0€© i=1 =1

=0, (1)

uniformly in § by (1.12), (1.13) and Cauchy-Schwarz inequality.

The other cross terms involving usual fractional residuals A\? (L;0) <€it — qgiét) are also uni-
formly o, (1) for € ©; using Cauchy-Schwarz inequality and that this part of the conditional
sum of squares converges uniformly in this set. Lemmas 3 and 4 show that these cross terms are
also uniformly o, (1) for # € ©; U ©, U ©3 under the assumptions of the theorem. Then to show
(1.11) we only need to analyze the terms in (A? (L: 0) (e — ¢:&))2 for O, k=1,...,4 as in [23].
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Proof for £k =4. We show that

1 NI 0 7= \)\2 2OO 0 2
WZZ[A (L;0) (gie — ¢i&r))° — 0 Z&(@]

i=1 t=1 §=0

sup
6cOy

= 0,(1), (1.14)

analyzing the idiosyncratic term, €;, and the cross-section averaged term, (ﬁ;ét, separately. For

the idiosyncratic term, we first show following [23],

;NI 1 T t 2
0 _ 0
W ;tzzl: )\ L 9 Ezt = W ZZ_;; <Jz_0: )\j (0) €th)
%P 0-2 i /\? (0)2 )
j=0

uniformly in 6 by Assumption 1 as (N,7); — oo since —1/2+ ¢ < 6 — Jy for some ¢ > 0. Since
the limit is uniquely minimized at 6 = 6 as it is positive for all § # 6y, (1.11) holds for k& = 4 if
(1.14) holds and the contribution of cross-section averaged term, (ﬁiét, is negligible.

To check (1.14) we show

sup % Z Z (Z )\? (0) 6it—j> —F (Z )\(J) (6) 5it—j> = Op(]_),

0€04 i=1 t=1 | \j=0

where the term in absolute value is

1 T 1 N T—j
T NOF 52 (-
7=0 =1 [=0
9 T-1 1 N T—j
+ D> X (0) A (9) ~ > cuci_(k_g) = (a) + (b). (1.15)
j=0 i=1 l=k—j+1
Then,
1 1 — =
IR o €5 IO w e )
! i=1 =0 1=0

Uniformly in j, Var(N~' 32N, S e2) = O(N7'T), so using —1/2 + ¢ < § — &,

sup|(a)| = O, (N‘”?T‘”? Zj‘2<-1> = Oy(NVT 1)
=1

Oy
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By summation by parts, the term (b) is equal to

Then, using that Var( iy Zk—g—i—l S i1 {5il5il—(k—j)}> = O (N'T?) uniformly in i
and 7,

T T—j 1/2
Esup|(b1)‘ T 3/22] “HVar ( Z Z {5iz€iz—(k—j)}) < N7W2p=2%¢

j=1 k=j+11=k—j+1

while

T T LNk T 1/2
Esgfl(bgﬂ < 77! ;j—C—l/Z Z E=C=3/2v g (NZ Z Z {52'[51'[(7»]‘)}>

k=j+1 1=1 r=j+11l=r—j+1

< N—1/2T—1/2Z —(—1/2 Z ¢ 3/2 )1/2 < KN-Y27- 2

Jj=1 k=j+1

and therefore (b) = O,(N~Y2T~%) = 0,(1).
Next, we deal with the terms carrying &; in the LHS of (1.14). We write

%ZZ% (A(L;0)= Z Z (\(L:0)= (1.16)

=1 t=1

The average in i is O, (1) by Lemma 1, while the sum in ¢ in the lhs (1.16) satisfies for §* with
)=¢

first component 92‘1 — %

)

as N — oo, uniformly in 6 € ©4 as T — oo, and (1.16) is at most O,(N~') = 0,(1) uniformly in
0 € O4.

Finally, the cross-term due to the square on the lhs of (1.14) is asymptotically negligible by
Cauchy-Schwarz inequality. So we have proved (1.14), and therefore we have proved (1.11) for
k=4.
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Proof for k£ = 3,2. The uniform convergence for the idiosyncratic component for the proof of
(1.11) follows as in [23], since the average in ¢ = 1,..., N adds no additional complication as in
the case k = 4. The treatment for the cross-section averaged term and the cross-product term
follows from the same steps as the idiosyncratic term as well as the results we derived for k = 4

using &+ 3N ¢? = O, (1) and that & has variance o2/N.

Proof for £ =1. Noting that

T T 2
. 1 5 1 S 1 L 1 S i
LNT = N ? )\0 L 9 glt (blgt) Z N 2 ( A? (LJ 9) (8’it - ¢th)> )
t=1

=1 t=1 =1

we write
1 < 1 T ’
. * 2¢ - 0 . _
Pr (%ﬂf Lya(0) > K ) 2 Pr| Tt Zi:l <m ;_1: N (L 0) (€ie—j — @sm)) > K

since 6 —dp < —1/2 —(

For arbitrarily small € > 0, we show

2
1
2 0 K
PriT l(f)llfﬁ (Téo 5+1/2 2 :)‘ (L:0) (Eir—j — dici- J)) =

2
> Pr mfNZ<T50 5“/22)\0 (L; 0) (ci—j — i ])> >e| =1 as (N,T); — oc.

0
Define th(5) T2\ (L 0) g4y ;= =T"1/? ZJ 1 ;\go(e)&gn —j and

W2 (8) = T-90+0-1/2)0 (L. 0) &,_; = T~1/2 Z] . 7:\50(9)5 £,_;. By the weak convergence results in [25],
foreachi=1,..., N,
1 1— 8)5075
RO.(6) = A% (1;6 / A= s
z,T() 00(7) 0 F(60—5+1) (S)
s (N,T); — oo, where B;(s) is a scalar Brownian motion, ¢ = 0,..., N, and by = we mean

convergence in the space of continuous functions in ©; with uniform metric. Tightness and finite
dimensional convergence follows from the fractional invariance property presented in Theorem 1 in
[21] as well as sup,; F [hng)((S)Q} < oo. Similarly, N*/2p{?(6) is weakly converging to Bo(s). Then,

s (N,T); — oo, following the discussions for double-index processes in [32] and + ZZ L7 =
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0, (1),

8)50—6

Z (Téo —+1/2 Z)‘O L;0) (cit—j — dici- y)) =, A% (1;0)% Var (/0 hﬂg(s))

i=1
o2\ (1:6)?
(2(60 — )+ 1)T%(6g — 6+ 1)’

uniformly in 6 € ©;, where

0.2

. 0 (1.2 ! (1_3)60 b -
81 Yoo (116" Var (/0 F(50—5+1)5B(8)) e T

so that

=z

2
1nf—Z<T§0 5+1/ZZ)‘0 (L;0) (git—j — ¢ice ])> >e| —>1 as (N,T); — o0

and (1.11) follows for ¢ = 1 as € is arbitrarily small. [J

1.8.2 Other Proofs in Section 3

We use the following more general conditions that are implied by Assumption C in our proofs.
Assumption C*.
C*.1. As (N, T)j — 00
N T
T log T+ m — 0.
C*.2. As (N, T)j — 00,

N (T4(9+5°)_11 log? T + T8§°_H) log?T — 0
N (T2 200)71  pe=200-1) 1og? T — ()

C*.3. As (N,T); — oo,
N—IT2e=20) 1502 T — (),

Proof of Theorem 2. We first analyze the first derivative of Ly r(6) evaluated at 6 = 6,

N T
%LN,T(HMG:HO = Z Z { niY -1 (L; 0o) fr — 1(60) (51'0 - ¢Ei§0> + it — C&'@}
i=1 t=1

NT
X { Ny Xe—1 (L3 &) Me—1 (L5 60) fr — 7(0o) <5i0 - Qgif?O) + xt (L; &o) (81'15 - ng'?t)} )

where x; (L§ fo) €it = Xit—1 (LS 50) €t + Xt (fo) €i0-
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In open form with the (NT)'/2 normalization,

N

W%LN,T(HHG:QO = 7227] T2 N1 (L;00) fr % xe—1 (L: &0) Me—1 (L3 60) £y (1.17)

t=1

\V]

5
~

=

M=
M=

_|_

11t=1

.
I

_l’_

B
M=

.
Il
—
~~
Il
—_

M-
M=

s
Il
—
-
I
—_

niyA -1 (L;60) fir * xe (L; o) (é‘z’t - @gt> (1.20)

M-
M=

.
Il
i
o+
Il
—_

+

M=

7:(60) (gi0 — digo) * xt (L; &o) (5it — cf;iét) (1.22)

s
I
—
~~
Il
—

B
M=

.
Il
—
~~
I
—

B
M=

s
Il
—
-
I

1

M-
[M]=

-
I
A
o+
Il
—

+

(it — dige) * x¢ (L; o) <5it - qgiét) : (1.25)

The term (1.17) is asymptotically negligible, since with Lemmas 1 and 2 and ¢ — §y <
find that

27

27\/\1_]1[27% Z)\t 1 L Ho)ftXt 1(L fo)/\t 1(L 90)ft

= Oy(N'*T" 1/2)02,(T2-9+250 S N0 4 T og T+ N72)0, (T)

which is o, (1) under Assumption C*.

74(00)7(00) (€0 — Pico)? (1.18)

N -1 (L3 80) fr % 7¢(60) (€0 — pifo) (1.19)

NiXt—1 (L3 €0) Mi—1 (L; 00) fi * 1(00) (gi0 — ¢iZo) (1.21)

mivxe—1 (L €0) M—1 (L3 00) fi * (it — dice) (1.23)

#1(00)(gi0 — bigo) (Eit — i) (1.24)

In (1.18), we can directly take the expectation of the main term to get the bias term stemming

from the initial condition,

N

2SS nwnenE ] =2 (X)) S nen
N Tt\Vo)Tt\Uo €io] =40 | &~ Tt\V0o)Tt\Vo ),
NT ’ T t=1

i=1 t=1

which is O (N1/2 (T‘l/2 + T1/2=200 Jpg? T)) , with variance

N T 2
iT ZVCLT’ [ €0 (Z 7¢(00) 7 (6o ) =0 (T—l F T 40 g0 T) —o(1)
i=1 t=1
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since 0y > 1/4, as (N, T'); — oo, while

N T N
\/%ZZTtGOTtQOngO = Z ?ZTtQOTtHO

=1 t=1

because &y > 1/4, and by Cauchy-Schwarz inequality the cross term is of order

1/2

O, (NV2 ((T=1/2 4 T1/2200 g2 T)))m 0, ((TN)*W (1 + T2 log? T))
O

p ((T71 4+ T2 log? T + T log? T))l/2 =0, (1)

We show that (1.19) is o, (1) considering the contribution of

N T
2
ﬁg g NiAi— 1 L90 tTt<90)5z0
i=1 t=1

whose absolute value is bounded by Lemmas 1 and 2(c), using that o — §y < ,

Z i1 (L;6o) fi7:(6o)

t=11

1L 1 Y2
VNT [ = 2 _— 2 il
<N;€ZON;T’Z> T

= 0, ((NT)1/2 (T2<9+6073) L T M og T + Nl Jr]\7,2)1/2 T*1>

+0, ((NT)1/2 (T2(g+60—3) LT M og T 4+ N~1T400=6 | N—2)1/2 {Tg—250—1/2 _I_T—50/2—1/2} logT)
- 0, (N1/2 <T2(g+5o—3) +T_1logT+N_2)1/2

+0, (NY2Tet0=37=%/2 160 T) + 0, (1)

T2 2% ]og T>

which is o, (1) by Assumptions C*.1-2.

For (1.20), we consider the contribution of

7\

N T
ZZ At (Li6) fix xe (Li o) e
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whose absolute value is bounded by

1 X 1 XM/ Z 9\ 1/2
v/ 2 ' '
2V NT N;niN;<T;)\t1(L,90)ft*Xt(L7£0)5it)
= 0, ((NT) (772"“‘50’6 + T M og T+ N'T™0-0 1 N-2) 7-1)!/?
= 0, (N (1206 L T4 1og T+ N7 S log T+ N2))/* = 0, (1)

by using Assumptions C*.1-2, because, uniformly in ¢, using 0 — dy < %,

T 2
(% S (Eib) fix xe (L) e)

T T
= % Z Z E P\t—l (L; 90) Je* xe (L 50) Eit * Ar—1 (L; o) fr * Xr (L; &o) Eir]

t=1 r=1
1 T T
= 75 02 B (L) fox My (L 00) fi] B [xe (L o) € * X (Li o) ]
t=1 r=1
1 T t
= 0 (ﬁ Z Z It — r|2e=%)=2]og t)
t=1 r=1

= O(T ' +1% % DogT) =0 (T7).

Then the term (1.20) is o, (1) because the factor depending on ¢;x; (L; &) & could be dealt with

similarly using Cauchy-Schwarz inequality and Lemma 1.

The proof that the term (1.21) is o, (1) could be dealt with exactly as when bounding (1.19),
while the proof that the term (1.23) is o, (1) could be dealt with in a similar but easier way than
(1.20).

The leading term of (1.24), depending on e;p;,

N T ) A
Z ZTt (0o)(gi0 — Pi€o)(€ir — Pict),

i=1 t=1

3
~

has zero mean and variance proportional to
1 T
ZTt (T7'+T- 250)—0(1)
t=1

so it is negligible and the same can be concluded for the other terms depending on ngSZ

The behaviour of the main term in (1.22) is given in Lemma 5 and that of (1.25) in Lemma 6
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and, combining the plims of (1.18) and (1.22), we obtain the definition of Vr (¢).

Then collecting the results for all terms (1.17) to (1.25) we have found that

0 N

1/2 T
\/W%LN,T(H)\(H;O —d <T> ; {7:(60)7:(60) — 7e(00)x:(60) } + N (0,48 (&)) -

Finally we analyze the second derivative of Ly (¢) evaluated at 6 = 6,
(02/0000") Ly 7(0)|p=g,, which equals

% ig {_nﬁxt_l (L €0) A1 (L; 6o) fi = 71(6o) (5z'0 - 9232'5_0) + Xt (L o) (52'1& - ng'é_t)}

=1

X {—’fh"_Yth (L; &0) Ae—1 (L; 60) fr — 74(6o) (510 - <131;§0> + xe (L3 o) <€it - éi@) },
+% Z i {—771"7%4 (L3 00) fe — (60) (510 - @'50) + it — éﬁt}
i=1 t=1

X {—Uﬁbg (L) Ai—1 (L; 60) fr — 7:(00) (&‘0 — Qgié()) +b) (L) <5z‘t - ﬁgiét)} ,

where 1 (L) = : (L; ) + o (L3 0) Xt (Li &)’ e (L5 €) = (8/08) i (L;€) and

7(0) = (0?/00060") 1 (0) . Using the same techniques as in the proof of Theorem 1, as N and T
get larger, only the term on x; (L; &) eirxe (L; &) €i in the first element of the rhs contributes to
the probability limit, see the proof of Theorem 5.2 in [39]. In the second part of the expression,
all terms are asymptotically negligible by using the same arguments as in the convergence in

distribution of the score, obtaining as N — oo and T" — o0,

82

WLMT(H)b:@o —>p 20’23 (60) .

Lemma 7 shows the convergence of the Hessian Ly 1 (#) evaluated at 0 to that evaluated at

0y, and the proof is then complete. [

Proof of Corollary 1. The result is a direct consequence of Theorem 2.

Proof of Corollary 2. Follows from Theorem 2 as the proofs of Theorems 5.1 and 5.2 in [39].
Proof of Theorem 3. These are simple consequences of the results from Theorems 1 and 2,
taking N = 1, where the rate of convergence is just /T now so that the asymptotic IC bias is
removed for any d;p € D. [

32



1.8.3 Proofs for Section 6
Proofs of Theorems 4 and 5. For * > 1, write 51(6*) — Bio = M; + U;, where

Mi = (XiWTXZgil XzWT«F/'Yz
Uy = (AWrX)) ™ X Wp(AT AN (L; 6y0) &)

so that M; is the projection component, and U; is the usual regression-error component also

carrying an initial condition term because
ATTHAN T (Ls00) &) = N (L 610 — 6%, &) & — mi(6" — D)eyg

with g, = (51‘1, . 7€iT)-

The asymptotic inference for BZ((S*) is derived from Uy,
Ul,i = (A‘s*_ﬂiEiAé*_ﬂiE;)il AE*_ﬂiEZ‘ (/\_1 (L, 57;0 — 5*7 50) E; — 7Tt((5* — 1)51'0)/

where, noting that Wi &; = A% ~%E,, we can write U; = Uy ; + U,; with Uy, being the error from
approximating W; by Wr. We later show that both M; and Us,; are negligible.

For the consistency proof of Theorem 4, we note that 6* > 1 implies 9; + 9;0 — 26 < 1 and
that under Assumption D,

TAYEAYNE 5, S0 (0) > 0
TN E; (A (L 600 — 6%, &) & — m(6] — Dew) —p 0,

as (N,T); — oo, exploiting the independence of E; and ;.

The asymptotic distributions in Theorem 5, correspond to those of T/ Uy ;, using a martingale
CLT when 0* = §;0 and ¢ (L, &) = 1, and using Theorem 1 in [37] when 6* # §;9, whose conditions
for the OLS estimate are implied by Assumption D.

We now show that M; and U, are negligible. Write

H — FIC+ AV

where, IT}, = (my (6* = 1),...,mp (0* — 1)),

AN (L; 6p) e — IThEg + A —Yoe
A —voe,

Since

X, (Ir — H(H'H) H') F'y, = X% F'y; — XHEH) 0 Fy;,
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reasoning as in [29] we need to analyze the terms depending on V in

_ X,F'C XV

XH = ,
T Tt
Hﬁ__CTFC+CTV+VFC+VW
N T T T T’

_ C'FF V'F
H/ ! —

7 T + T’

where F
T _>p2f>0

as T — oo with ¥ = ¥, (0* — ) = 3200, ®f (6* — 0) Q;®] (6* — o), where the weights
(I>£ (0* — o) are square summable with 6* > 1 and incorporate also the fractional differencing effect,
o7 (6 — ) = Z?:o <I>£_j7rj (0* — o), so that X is positive definite by Assumption D.2.

To show that all the error terms in the projection are negligible we first consider the case
0* > 5/4 so that ¥y,0, — 6" < 1/4 and p — §* < 1/4.

(a). Write T'V'V as
T

1§T; oo = % {(m* Ltz) + (ml—De) + (FAT ")

t=1

+ (Af*_ﬂoet) + 209 N\ (L; 0) e (0% — 1)eg

+2A6* )\;1 (L, 90) EtAf*_ﬁoet -+ 27Tt((5* — 1)€0A?*_0O€t}

whose expectation is O (N~!), and its variance is proportional to O ((T'N)~'). Thus,

1 & 1 1
=N 0 =0, =+ — .
r 2 =0 (5 + )

(b). The term T-'V'F' = 7' 4,f, = O, ((NT)_1/2> since it has zero expectation and

using the independence of €; and f;, its variance is
1 & 1
TES SAEES 3 SIS
t=1 t=1 t/'=1

whose norm is O (N71) times

; -2 Zthl 25:1{‘t_t/|2+(max{5mazfﬁ*,19mazf6*}) Ly It -t max{ama, 5* ﬂmazfé*}—l}
et
+ +

= o(T).
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(c). Lastly, T-' 300 AV ¢85, = O, ((NT)71/2> because it has zero expectation and using the

independence of e;; and ey, its variance is proportional to O (N~1) times

T—2 23;1 2521 {|t _ t/|+max{5maz_5 ﬂmaz_é } + |t t/ max{dmaw_(S*7'L9maw_5*}_1}

O . ;
X {|t _ t/’i}('ﬁmaz 6 _|_ ’t _ t/ 1971’1,(1T_(s _1}

which is O (T71).
Thus, for §* > 5/4, the projection error is

1
M; =0, (N \/_) 0, (1)
as (N,T); = oo, and TV2M; = O, (TN~ + N71/2) =0, (1) if T"2N~" = 0 as (N,T); = o0

Alternatively, if we just take §* =
(a). Write

T T .
LS = 13 { (FATR) + () + () T )

whose expectation is O (N~!) times
O (14 T2Cmee=D=1 4 T20mee=D=1 4 Thnar=3) — 0 (1)
and its variance is proportional to O (N~2%) times
O (T + TH0mar=1)=2 | P20martomaa=2)=2 4 Th(Fmaa—1)=2)

Then

T
% Utvt 0, ( %{T_m + T20mas=3 4 P2mac—3 | Tﬁmax+6mm—3}) =0, (N_l) .

(b). The term T~ FV = T-' 3, %,.f; has zero expectation and

T
]_ max{dmaz—1,0maz— -
S o R e w a A R S
t=1

t=1 t'=1

so that T-'S°1, 6,fy = O, ((NT)_W + NY2 {Tonarte=3 Tﬁmaz-‘r.g—?)}) '

(c). Lastly, 77! Zt Al=%¢,7, has zero expectation and using the independence of e; and ey,
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variance is proportional to O (N~!) times

i i i {’t — t,‘i(max{émaz_l’ﬁmaz_l})_l + }t - t/‘fax{émaz_Q,ﬁmaz_2}} {‘t . t/’i(ﬁmaz—l)—l + ‘t _ t/|f_maz_2}

T T
1 - - —_ —
=0 <T2 DR kA (] I B T—l)
t=1t'=1
— O <T*l + T2(6maz+ﬁmaz*3) + T4(19maz*1)72>

so that .
% Z Al=Yoee, = O, (]\7—1/2 {T—l/2 4 TOmaz+dmas—3 | Twmm—g}) ‘
=1

Thus the entire projection error is
M, =0, (N_l N2 {T—1/2 | TOmastimaz—3 | T20maz—3 | Petmaz—3 | Tg+z9,,m—3}) =0, (1)
as (N,T); — oo, and
T2 M; = 0, (TI/ZN_1 + N7/2 {1+ Tomeat¥maz=5/2 4 Tmar=5/2 4 Petomea=5/2 4 Tﬁﬂm”_S/Q}) :

Therefore, if U0, < 11/8 and 0+ mazs 0+ Imaz Omaz +Vmae < 11/4, TY2M; = 0, (1) as (N, T); —
0o when §* = 1 since T"/2N~! = 0 (1) and N'/2 = o (T~'/1).

The proof that the approximation term U, ; is negligible is similar and is omitted. [

Proof of Theorem 6. We first show the consistency of the parameter estimates. We can rewrite

the projected variables entering in the concentrated log-likelihood as

~ * 0*— ol &
7.6 = ATAy - T, A
_ ATCIAy — AFCIAyH (HEY)H

which, after filtering each component of y; (6*) by \_1 (L;0) A= = X1 (L; § — 6%, &) adapted to
the prefiltering by A% implicit in H yields,

A(L;6 = 67,8)3: (0%) = (L; ) A Ay, — 1), H(0)
where Ty, = (HH') " HA" Ay} and H(#) = A (L; 6 — §*,€) H(6*) = ¢ (L;€) A"H(8*), and

likewise,

A(L; 6 — 6%,6) X; (6%) = ¥ (L; §) AT AX; — T, H(0).
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Next, write for the components of the residuals

AL;6 = 0%,6)3: (07) = By (6) + Ry, (6)
where
Pui(0) = ML —1,€) Ay, - A Ay, F' (FF) T F(0)
Ryi(6) = AT 'Ay {F (FF)TF(@) - H (HH) H()|

with F(0) = M (L; 6 — 6*,6) F = ¢ (L;€) A°F, and similarly A (L; 0 — 6*,€) X; (0*) = Pe, (0) +
R, ;(0) for P,; and R, ; defined replacing y; by x;.
Then, truncating the filters appropriately for each element and

A0(L;0) = A(L; 0) X1 (Ls 640)

Pyi(0) = X(L;0) e+ Bigth (L;€) A" E; — or(0)zio
— MLy 600 — 0%, &0) i + B A" TVE; — ] F' (FF) F(0),

with ¢r(0) = (71 (0),...,7r (0)) and
Py (0) = ¢ (L;€) A" E; — A" EF (FF)F(0).
Also,

Ry (0) = [AN1(Lidig — 6%) i + B A TV E; + (BT + 7)) F — ey
< |F (FF) T R0) - B (HE)THE)],

and R, ; can be written similarly.
Therefore

ML= 5%.6) {3 (07 = B8V X, ()
= Py (0) + Ry (6) = (0" (P (0) + Rus (0))
= A(L;0)e; — sp(0)eio — N1 (L; 610 — 6%,&) W (8) — ITei Wy (0)
— (B0 = 5 (0) [0(L:) ATV B — A BV, (6)]
+ [( Bio — B (6%) ) I +%) F+ (ﬂzo _ 5 (5*)) AT IR, 4 A (L: 6y — 6%) &5 — Ihen
X (Ws(0) — Wi(0))
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where

Wi(0) == F(FF) F(0)
Wa(6) = B (HE) H(),

and the residuals £;(0) in the CSS L} (0) = T'¢4(6);(0)" can be written as

ei(0) =V (0) + 2 (0) + 7 (0),

with
&('1)(9) = N\ (L;0) ei — sr()ein — At (L3 di0 — 0", &0) €Wy (0) — e W (0)
e20) = —(Bo—5i(0) [¢(1:€) AT B — AT VBV (0)]

A ! A ! * ; — * *
51(-3)(9) = [((@0 — B (5*)) I + 7{) F+ (@‘0 — B (5*)> AT TUE; + AT (L 6y — 0%) &5 — e
X (Wp(0) — Wi (0)) -
Now we study the contribution of each (cross-) product g(j)(Q)sgk)(G)’, Jyk=1,2,3,to Lj .
(a). Write can write the term T‘lagl)(G)agl)(G) as

1

? ()\0 — §T(9)8i0) (/\0 (L, 9) g — §T(9)€Z‘0)/
+% (AN (L G — 67, 60) W (0) — ThesaW(0)) (A (L: 6 — 67, ) W (0) — Tesg Wy ()’
—% ()\ (L 9) i §T(0)5i0> ()\_1 (L, 52‘0 — (S*, &)) Ele(e) — H;Siowjf(@))/ .

The first term converges uniformly in 6 and is minimized for § = 6,y as in the proof of Theorem 1.

To show that the second term is negligible, it suffices to check the squared terms only. First, take

1
?A_l (L; 610 — 6%, &) W (0)W () N~ (L; 050 — 0%, &o) €5 (1.26)

1 _ _
= ?A_l (L, 51’0 — 5*, fo) €Z‘F, (F.F/) ! F(@)F(@)’ (F.F/) ! f)\_l (L, 51'0 — 5*,£0> 5;

where
FF
T —>p Zf>0
sup FO)F(©) = O (1+T2(9"5) 1) 0, (1)
0cO T

since 9 — 0 < 1/2. Then, because

A1 (L; 040 — 0%, &0) 1 F
T
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we obtain that (1.26) is o, (1) uniformly for 6 € ©.

Next,
I F

0, (17) = 0,1

implies that

sup

1 * *
P THTWf (0) Wy (0) TT7e5| = 0,(1),

and all the other cross terms can be bounded uniformly in 6 by the Cauchy-Schwarz inequality.
(b). Next, write T~ 5( )(9) 52)(0) as

1 ~ / . *_ Q. _9. * __ 9. !/ ~ *

T (@‘0 - 51‘(5*)> [0 (L; &) A7YE; — A" EW; (0)] [v (L;§) AV E; — A ~E; W, (6)] (Bio — Bi(6 )) :

First,

sup | =
G

7 (80 5:07) 0 (L B0 (136 4B (B0~ 5,07) | = oy(1)
because Sy — £:(6*) = O, (T='/2) by Theorem 5 and with ¢; — § < 1,

L 0(L:6) AP Ew (L:€) A VE

2 =0 (T + T 7271) = 0,(1).

sup

Next,
~ " / 5*_191_ / 5*_191 / I * _
sup 7 (B = 50%)' A BV 0)W; (0 8V (4 — i) | = 0,1
6co
since = ,
—TEZ"F =0, (T7'2 + TP+ 2"71) = g,(1),

and the cross-term is negligible by Cauchy-Schwarz inequality under the same conditions.
(c). Finally, write 7~ 5(3)(9) 53)(9)

[( Bio — @ 5* F; + %’) F+ <5i0 — B (5*)>/A5*_ﬂiEi + A (L b0 — 0) & — Hi}f?io]
X (Wy (8) — Wi, (8)) (Wy (8) — Wi ()

X |:<(ﬁ20 ﬁz 6*)) F; + ’Yl/) F‘i‘ <ﬁ20 - Bl (5*)> A(S*iﬁiEi + )\71 (L, 52‘0 — 6*) E; — H;—véfio:| .
First,

sup
0co

T((@o—ma*))'r;w)f(Wf<e>—<9>Wh><wf<e> W (6)) F ((@o Bi<5*>)'r;+v;)/
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is 0,(1) because
FW,W,F = FH (HE) H(0)H(0) (HE') HF

for which it can be easily shown following the projection details above that

FH = EEC’JFO (1 ! >

T N " /NT
HH' ]-"]—“’ , 1 1
W o oo, (4 F)
“up HOH©O)| _ CF(@)F(Q) & o, L, 1 TWW —9)-1 N TPmes+e-2d-1
6o T T N VN VN VN

where the projection errors are 0,(1) if ¥4, —9 < 1/2, and 040, + 0 — 20 — 1 < 0 which is implied
by Vae — 90 < 1/2 and o — 3§ < 1/2.

The other squared terms contain the initial memory value 0* > 1 which make them stationary.
Thus it can be shown in a similar way to the analysis above that they are o,(1), and the proof of

consistency is then complete.

Proof of asymptotic normality. The v/T-normalized score evaluated at the true value,

\/_89 zT( )

0=0;0

\/— { (ei = sr(Bi0)eio — X" (L; 610 — 6%, &) €W (0i0) + Tpeaa Wy (0i0))

~ (B0 - <5*>)’ [ (L5 o) AP — AT VB (0,)]
((52'0 - B@ (5*)>/ I + ’Y@I> F+ <5¢0 - B@ (5*)>/ A" TIE; + A (L; 650 — 6", &i0) €5 — Hi}&o]
(Wi (0i0) — Wh(bio))}

x
x{ (3 (L o) i = ér(Buo)eio — A" (L5610 — 6, €io) Wy (610) + TWyeoWV (o)

~ (Bo- 60 ) X (Li ) ¥ (L o) AT B, — AT VBV, (0)]

[( Bio — B (6" ) T+ %> F+ (Bo— Bi(6) AT By + A7 (L dig — 0", &) & — H*Ts,;o}
X (Wf Wi (Bio )) }/,

_|_

where
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and F(0) = (3/90) F(6), I:I(H) = (0/09) H(0). Taking N = 1, the treatment for

% [ei — sr(Bio)io] [X (L5 &) €5 — Sr(fio)€io)

has been shown in the proof of Theorem 2, where the term leads to the asymptotic normal dis-
tribution with an initial condition bias, that does not appear now because normalization is only
by T'/2. In what follows, we only check that the dominating terms are negligible since terms

containing the estimation effect and/or §* have smaller sizes.

(a) First consider

2 . . /
ﬁ [51' - §T(9i0)€io] [)\_l (L§ dio — 5*7 fio) 5in (91‘0) - H?p&'owf (91'0)] . (1-27)
Then,

% \/1?5@ (0:0) (FF)™ YEN (L;bi0 — 0%,&i0) €5 = 0, (1)

because p — d;p < 1/2 so that T-'FF' —, X, > 0,

51Wf (0i0) A (L3 8ip — 0%, &i0) € =

5iF(9i0)/
T
FAt (L; 6i0 — 6", &i0) €5
T

= Oy (T2 4T % ogT)

Op (T—1/2 4 Tg+61-0—26*—1) ]

Using the methods of the proof of Lemma 2(c), it can be shown that, using p — d;p < 1/2,

- 1 Xt L 610) >\t (L 610) f = Op (Til lOg T)

IIM’%

'LO A ft — Op (T71+T71/27510/2)

IIMH

because 6* > 1 and Assumption E, and therefore following the same steps,

2
vT
and we can conclude that (1.27) is o, (1) .
(b) To show that

()W () TIeh = O, (T2 (1) 4+ T712-00/2) Log T) = ,(1),

— [ = 5ol ((ﬁw—@ (7)) [ (L3 0) 6 (L €0) A% B, — AT I Ry1i (%)D/:op(l)
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if ¥; — d;0 < 1/2 it suffices to check that

%&'X (L&) ¥ (L &o) A0V E; (@0 — Bz(é*)) =0, (T2 4+ T" % ogT),

which is 0,(1) because ¥; — §;o < 1/2 and the remaining terms have smaller orders.
(c) The term dealing with the projection approximation,

2 . / . I B . .
Nos e — 1 (0i0)€i0] { [((ﬁio - ﬁi(5*)) I+ ’Yé) F+ (51‘0 - 51(5*)) A TUE; + AT (L 6y — 0%, &io) &5 — Ipeg
: . /
X (Wf (0i0) — Wh, (92'0))} ;
can be shown to be 0,(1) following the same steps described earlier since, for instance,

\/lfgi (Wf (0i0) — Wi (01‘0))/}—, =0,(1).

All other cross terms have a similar structure, and showing their orders to be 0,(1) is analogous
to what has been discussed so far, so the result follows. Then the convergence of the Hessian can

be studied as in Theorem 2 but in a simpler way and the proof is complete. [

Proof of Theorem 7. Using the result obtained in Corollary 2, and noting that this result
satisfies the requirement, 6; — 6,0 = O,(T~"), k > 0, for Theorem 1 of [38] along with the other

conditions therein, it also holds that
VT (Bi(6:) = Bio) = (T XWr &))" T-22Wrel + 0, (1) + 0, (N'VT) |

where the latter O,(-) term stems from the projection and is removed if VT /N — 0 as (N, T); —
co. U

Proof of Theorem 8. The properties of the mean group estimate follow as in Pesaran (2006)

under the rank condition and the random coefficients model, we omit the details. [J

1.9 Lemmas

Lemma 1. Under Assumptions A, as (N,T'); — oo,

= 0,(T?+%0=6 L T~ log T 4 N~1T*0=6 1 N=2)

==

= 0,(1).

N
Z n;
z;l A
> ¢
=1

==

42



Proof of Lemma 1. We only prove the first statement, since the second one is an easy conse-
quence of the first one, (1.9) and 4% —, (E[y])? > 0 and E[y?] < co. Write

ﬁ 23:1 ZtTf:1 Ay Ay Zi\il At (L§ 9(()_1)> (€3t — %@))\t/ (L; 9(()_1)> (e — %ét’)

= (+xragp)

The denominator converges to a positive constant term because

~

T T T T
= Z (Agr)* = Z (Af)* + %Z()‘t <L3 9(()_1)> £ + 2’7% Z Afid <L§ 9(()_1)) ¢
t=1 t=1 t=1

t=1
and by Assumptions A.3 and 4, satisfies as (N, T) j—r 0
L I
Z Agy)? (72) UQAfta O-Aft hm _ZE Aft )
t=1
since ¢ < 2/3 and the second and third term are negligible due to cross section averaging.

In the numerator, it suffices to focus on the dominating term ¢;; of the error term ¢; — %ét,
since & = O,(N~2) and 5 —, E(y;) # 0 by Assumption A.4. Then,

T T
NT2 SN AgAg Z N (L5650 ) ohe (L6577 ) 2 (1.28)
t=1 t'=1
T T
- N1T2 Z Z AfiAfy Z At (L 9 ) Eit Ay (L§ 9[()_1)) Egt!
t=1 t'=1

NT2 Z Z A <L oL ) Ede (L; 95;“) E i:; A (L; 95‘”) Y (L; 95‘”) e

t=1 t'=

NQT? ZZAft/\t’ (L 9 1)) c Z)‘t ( 6(()—1)) ey (L; 0(()—1)) e,

t=1 t'=1

The expectation of the first term in (1.28), which is positive, is, using the independence of f;
and g, and Assumption A.3,
A
T2 Z Z K <AftAft/) E <)\t (LS 9(()71)> Eit Ay (LS 9(()71)> 5it’> .

t=1 t'=1

The expectations above for all t # t' are, c¢f. Lemma 8,

EALAS) = O(lt-tfe” 1+|t—t’|9‘2>

E ()\t <L; 9(()71)> Eit Ay <L; 9(()71)> 5it/> = 0 <’ -1 |+6O i + [t~ |60 2)
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where |a|, = max {|a|,1}and bounded for ¢ = ' because max{p,dp} < 2/3, so that Af, and
A¢ (L; 9(()71)> € are asymptotically stationary. Then, this term is

(wEZENttW“% |-%ﬁ””)=OAww%6+leyv_

t=1 t'=1

The expectation of the second term in (1.28), which is also positive, is

% ZT: ET: E [At (L; 95‘”) Eh (L; 95‘”) Eo e (L; 03‘”) e (L; 95‘”) git,}

t=1 t/'=1
T T N N
= N2T2 y Y E [)\t (L o ) eihe (L3057) e (L0577 ) e (L1057 ) e
t=1 t'=1 j=1 k=1
T T N N t
- N2T2 ZZZZ Ty aTb TOT(?E € jt—aEkt'—bEit—cEiv—d) »
t=1 t/=1 j=1 k=1 a=1 b=1 c=1 d=1

where 79 = 7, () = Ao (9(()_1)> and the expectation can be written using the indicator function

1{-} as

= Eleji—atrr—b) Eleit—civ—a) 1{t —a=1t=b}1{t —c=t'—d}1{j =k}
+E [gjt—atitr—d) E [ery—peit—e) 1{t —a =t —d}1{t' —b=t—c}1{j=i=k}
+E gjt—aCit—c) E [ere—v€ivr—a) L{t —a=t —c}1{t' —b=t'—d}1{j=i=k}
+rglen]of{t—a=t'—b=t—c=t'—d}1{j=k=i}.

This leads to four different types of contributions, the first type being

T T tAY tAY

EAD D)D) D) L LS

t=1 t'=1 a=1 c=1

1 = o . e N
= O(NTQZZ’f—t/ﬁ(% 1) 2+\t—t/2+50 4>:O(N 1(T Ly pa(o-1) 2))7

t=1 t'=1

proceeding as in Lemma 8. The second type is

T N tAY

T
N2T2 Z Z Z Z Ta+|t a Tcﬂt,ﬂ =0 (N‘2 (T—1 + T4(5o—1)—2))

t=1 t'=1 a=1 c=1
and the third one is, using that (7°)° = 72 (1 — &) ~ a®*~* and §y < 3/2,
t v

N2TQZZZ 2:O<N72>'

t=1 /=1 a=1 b=1
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The final fourth type involving fourth order cumulants is

T T A
N2T2 ZZZ Ta+|t ) = (NTQZZH t/|200- ) O (N'T7.

t=1 t/=1 a=1 t=1 t/

The third term in (1.28) can be bounded using Cauchy-Schwarz inequality and the Lemma
follows. [

Lemma 2. Under Assumptions A and B, as T — oo,

T
1
(b) T Z Ai—1 (L3 00) fi % xt—1 (L; &) M1 (L5 6p) fr = O, (1 | 72(e=00)~1 log T)

t=1

T
1
(C) f ZTtil(e(]))\tfl (L7 90) ft — Op (T*l _'_ {TQ(Q*Q(SO)*l + T*(;O*l + T2(Q*60*1)*60}1/2 log T) )

Proof of Lemma 2. To prove (a) note that by the triangle inequality,

T T
1 1

sup | = A1 (L0 su (Ae—1 (L; 0) — M—1 (L; 0) £,)? 1.29
QEST;<1:1 Sup | 75 t;{ -1 (L;0) f1)* — E [(A—1 ( )ft)}}‘ (1.29)

1

+sup ZE (A1 (L3 0) £o)?]
veo |1 =
Under Assumption 2, we have
Ae-1 (L3 0) fr = ¢ (L; €) At 2 = Z)\ §)zi—; ZCgUt —j

where ¢; = ¢;(0 — p,§) = ] —o goi)\j k(60— 0,6) ~ ¢j® %1 as j — oo under Assumption A.2.
First, notice that uniformly inf €0

T t
1 o2 K
sup | — E (Ae—1 (L;0) f, = sup | — Al <sup|— 1+ 201 | = O(141(e=0)=1y)
0ce ; -1(Li6) )] oo | T ;jzo N o | T ;( ) ( )
while the first term on the lhs of (1.29) is
L1 T o T2 T-1 T—j
T EY (i—o))+ T _ G Z V- (k—j) = (a) + (D),
7j=1 =1 7=0 k=j+1 l=k—j+1



say. Then, with v, (j) = E [vov;] ,

T—
E Sup |(a ’f Z up C?E
=0

50 0|
Uniformly in j, Var(3— v?) = O(T), so

T-1
sgp [(a)| = O, <T—1/2 Z]Q(@—S)—z) _ Op(T_1/2 L+ Te=9)-3/2)
j=1

Next, using summation by parts, we can express (b) as

T-2 T-1 T—j

2cr_
C;—, ! & Z {Ulvl (k—j) — Yo (] _k)}

J+11=k—j+1

% & (Chy1 — Ck) Z Z {Ulvl—(r—j) — Y (J — 7”)} = (b1) + (b2).

j=0 k=j+1 r=j+11l=r—j+1

Uniformly in j,

(Z Z ViU — kj)ZO(TZ)a

k=j+11=k—j+1

S0,

T 1/2
Esup|(b < KT et je=0=1 Ly qp VU
i) < > S Y e

k=j+11=k—j+1
— 0(T2(g—é)—1+TQ—é—l)

where K is some arbitrarily large positive constant. Similarly,

k T—j 1/2
Esup|(by)] < KT~ Z]Q a-1 Z ko2 {Var ( Z Z le(rj)>}
o

k=j+1 r=j+1l=r—j+1
O(T2(e é) Ly qed-1 4 1) = O(T2e-9-1 4 pe-d-1 4 1)

since
ko T—j
: ( Yy vmw) < K(k— )T - 5)
r=j+11l=r—j+1
The proof of (b) is similar but simpler than that of (a) and is omitted.
To prove (c) note that 7! ZtT:l Ai—1 (L; 6p) fi71(0p) has zero mean and variance

T T
7% Z ZTt (00)7:(00) E [Ae—1 (L3 00) fire—1 (L;60) ] . (1.30)

t=1 r=1
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When 0 < o — g < 1, |E[No1(L;60) frx A1 (L;00) fr]] < Kt —r i(EHSO)*l and using that
17:(6p)| < Kt~ logt, (1.30) is

T t
1 - -
O <EZZ(M”) 5010gtlog7“]t—r‘i(9 0) 1)

t=1 r=1

T
= 0 (% Zt_60 log2t {t—éo (t2(9—50) + 1) + (t1—50 + 1) t2(9—50)—1}>

(T,1,50 {Tﬂso (TQ(,Q*&O) + 1) + (T1—6o + 1) Tz(gféo)fl}) 10g2T
({T—1—250 (T2(g—5o) _|_1) (Tl—ao + 1) T2(e=d0—1)— })log T
({T2(@—250)—1_|_T2(@ 200=1)+1 4 2(e=d0—1) 50})10g T

({T2(g—250)—1 + T2(e=60=1) —60} log? T) .

When ¢ — dp < 0, |E [)‘tfl (L§ 60) ft * Ap1 (L; 90) fTH < K|t — r|ﬁ_750717ag—607 t > r, see Lemma 8,
o (1.30) is

T

¢
1
O (ﬁzz (tr) —% logtlogr|t —r|$ So=1,.0- 50)

t=1 r=1
T
= <T2 Zt % Jog? t) O (T*2 + 7% 1]og? T) ,

and the result follows. [

Lemma 3. Under the assumptions of Theorem 1, as (N,T); — oo,

JJTZZ"W L(L;0) for X (L:0) (20— b2

=1 t=1

sup
0€01UO2UO3

=0, (1).

Proof of Lemma 3. For § € ©; U©, U O3, since ¥ —, E [v;] = O, (1) as N — oo, we only need

to consider

N T
1 .
NT Z Z M1 (L;0) fu+ N (L; 6) <5it - ¢z‘€_t)
i=1 t=1
1 1 N T
= — 0
- NTZZ”E;TM L(L:0) fox N (L;0) e30 — NT;;nAt (L3 0) f+ N (L3 0) g2,
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where the first term is equal to

T
- AgATt (L0 (irfﬁ;)*x_ L:0) fr x A0 (L; 0) &,
T*lzt(Ath)QNTQZZg pct (150 7Y) (e 3 &) ¥ e (L50) fux Xg (L5 6) e
T

N
B (-1) O\ (o i : )¢,
= Ty Gr R T 2 S (wAfr + A7t (L 0§ ) )A 1 (L 0§ ) (a” - ;ET) * Ae—1 (L;0) fr % XO (L; 0) eq¢.

Next 7' =0, (1) as N — oo and w =0, (1) as T'— oo, cf. proof of Lemma 1, while
1 N T T 3 B _ yi
N3 ;;;(wAme/\ (L6l V) &) At (LsogY) (ew—;@) Aot (L;0) XD (L;0) it (1.31)
_ N T
=1 AFAT (L5657 eirhemt (L3 0) fi0) (L3 60) &
N ;;; ( ) eirdeo oY cit
N T
+N}[2 SISO (L;eg‘”) A (L 0 1>) cirhe—1 (L;0) fiX0 (L;0) eit
1=1t=1r=1
1 N T T B L (
5 2; lt;rz:lymmr (2565 ) &rdemt (L50) FiX9 (L5 0) i

N T T
% Z Z Z Z A (60— 0,6) X (0) thgitk% Z Af A (L; 6871)) Eir
. r=1

which using Lemma 8 and |a|; = max{|a|,1} has expectation

N T T

775 30 00 DO E A s (L) i B [A:l (L465) 2 (L:6) 4]
r=1
PP

i=1 t=1
o A S (je = e e )
x (It = - 50”+|t r2?)

= o(1)

uniformly in € ©; U O, U O3, since all exponents in |t — 7|, are negative under Assumptions A
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and B*.1, so that we can write its centered version as

N T t t
1
SIS DA (6= 0. N (6) Aiga
i=1 t=1 j=0 k=0
1 N T t
= Y NG 0N (0) A
i=1 t=1 j=0

= (a) + (b) , say, where

Ait—ji—

Then

where

with

k—

= % j€it—km ZAl . <L 9 ) —%ZE [zt jEit— kA Tz

1 N T-j
Esup| |<—Zsup})\ 0)‘E Nz Ay
=1 (=1
1 N T—j [T—j
Var N Z A@g’g =0 (N_l) Var Z A@g’g
i=1 (=1 L (=1
T—j T—j T—j
Var A@&g = Z Var [A@z Y + Z Z CO’U 0,0 Al N gl] .
/=1 /=1 (=1 0'#£L

Now Var [A; ] is

3 -

3 -

3

T

M+ 1M

-

>

-

)3

Lol

=

=

T,il{ X (E

[ngT 2 Al 22 A (L 05 et (L0570 air/% }
EZT‘]

2z AV 0z (Li65) ) ein| E [zga oAzt (L5

T E[2Alez. A"z | E E?Z)\;l (L; 9((;1>> Eir)\;,l (L; 9871) EZ'T/}

z:: ) [Eiex:l (L; eg*”) gir] E [ZeAi—Qz,.] E [51;@)\;,1 (L; 9((,*1)) az-r,] E [z@Ai,—@zT,]
(E [zf] FE [AI_QZTAl_QzT/] +2F [ZZAI_QZT} FE [ZgAl_

2] E [,\:1 (L; 9{)‘1)) S (L; 93‘1)) sw] 12E [sw,\:l (L; 9{)‘1)) c

—-F [aig)\fl (L; 087”) ai,.] E [ZZAlfng] E |:&‘Z'g>\;,l (L; 9(()71)> Eir

and ZET:? Var[A; ] is, using Lemma 8,

@)

(

i (|7“—7“'|i(g_1)_1 +|r—7
X <|r — 'r”|i(§071)71

+|r— r’|f372 + |r — %02 —

=0 (logT + T2(9*1)+2(5071)71) ’
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}
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L
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while using a similar argument

f\

005 [Alg Az N gl]
FE [Zng/AingrAi,_QZTIEZ[&w)\;1 <L; 9(()_1)> 5@7")\ (L 9 > Sir/}

| —F [Ze5iéﬁyl~_‘92r)\r_l ([49(()_1)) 84 E [Ze/gwﬁ Szt (L; . 1)> 51'7“’]

I
3=
E
M'ﬂ

r=1 r/

I

-
[M] =
B

Ezzp AY 22, A2 E [5dewAT+1 eir ALY Eir]
1{ —-F [51-5/\;1 (L;06_1)> 5”} E[zAl %2, E |:€Z‘g/)\T/ (L,@O )5"1} [Zg/Ai/_QZT/} }
( (E[z020] E[A" 22, A 92,] + E [2yA' 2, E [2p A'%2] + E [z A' 22, E [2,A'2,]) )
E [eycin] E [/\;1 (L; 9(()_1)> Eir A (L; 8(()_1)> 82‘7«/]
x| 1B [ (L; 93*”) | B ezt (L;6057) ei
VE |eiwn (L; 93‘”) eo| B et (L;05°0) e
—-F [@-Mjl (L; 9(()_1)> 5”] ElzAl7%2, | E [sw/\;l (L;Hff”) 8W] Ezo AY792,]

/

ﬁ
Il
—

<

I

3 -
[M] =
] =

\3
I
—_
ﬁ\
Il
—

\

and using Lemma 8 ZeT:? Ze/# Coe [Aipp, Aip o] 18

o= (I =B =5 ?)
i i +|7“ o €|972’T,/ o €/|g—2 + |T/ o €|g—2|r - €/|g—2
T2 _ _
(=1 ¢'=1 r=1 /=1 % |€ - £,| 2 (|7’ /‘2(60 D=Ly |7" /|(-Sf 2)
+|r

o 6‘50_2‘7"' o g/‘éo 2 + ‘7, o El‘&] 2‘7"/ - 5‘50_2

T—jT—j
1

= 0 (logT + T2(@—1)+2(50_1)_1) '

Then, using ‘)\j - 0,¢) )\ (9)} < (jetdo—26-2
1 & | N T
Esgpl(aﬂszsgp\Aj 0,€ T2 D A
J=0 i=1 ¢=1

1/2
— 0 (N—l (log T + T2(9—1)+2(5O—1)—1) (T—z + sup T2(g—1)+2(60—1)—45))
5
= o(1)+0O (N—1T4(g—1)+4(50—1)—1—4§)1/2 —o(1)
since §p — 1 < /2 and ¢ — 1 < §/2, using Assumption B*.1.

For (b) a similar result is obtained using summation by parts as in the proof of the bound for

(by) in Lemma 1. First, we can express (b) = (by) + (b) with

2)\0 (0> T-1 T T*] N
(b)) = ]\§T Aj (60— 0,8) Z ZA@M*(H)
j=0 k=j+1t=k—j+1 i=1
g I-1 T-1 k T—-j N
(b) = 72 AE=08) D NGO =X0O) D D D A,
3=0 k=j+1 r=j+1l=r—j+1 i=1
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so that we find that that E supy|(b)| is bounded by

T
K- \do—d-1 Z JOITNTY2 (log T + TeD+200-1-1) 1/2
j=1

1/2

IN

K N—1/2d0—d-1 (1 + T@—é) (logT + T2(9—1)+2(50—1)—1)
< K {N—l (T2(6O—1)—2§ + T2(50+g—1)—4§) (logT + T2(9—1)+2(50—1)—1)}1/2

which is o (1) by using Assumptions B*.1-3 while E'sup; |(b2)| is bounded by

T-1 T-1
KT-1N-1/2 ng—g—l Z J,f0—8-2p (1ogT + T2(g—1)+2(50—1)_1)1/2
=0 k=j+1
T-1
< KT IN-1/2 Zj60+g—2§—2T (logT + T2(g—1)+2(50_1)_1)1/2
j=0

< KN-1/2 (1 4 Tg+50—2§—1) (logT 4 Tz(g—1)+2(§0—1)—1)1/27

which is o (1) under Assumptions B*.1-3.
The bounds for the other terms on the rhs of (1.31) follow in a similar form, noting that the

presence of cross section averages introduce a further N=1/2 factor in the probability bounds. O

Lemma 4. Under the assumptions of Theorem 1, as (N,T); — oo,

N T
1 . R
su )\0 L76 Eit — Zé: T 9 gi0 — Zé =0 1).
eeelueiU@B NT;; : )( t— ¢ t) 1(0)(ci0 — ¢i€o) » (1)

Proof of Lemma 4. Opening the double product \? (L;0) (@t - g&@) (gi0 — ¢i&0) into four

different terms, we study them in turn. First note that the expectation of

N T

= SN (L) zun(O)z (132)

is
2

= DN (0) =0 (T +T7) =o()

uniformly in §, so we can show that the term (1.32) is negligible by showing that

N T t
1
su N )\007—0 Ei_‘ei —O'Qt:' = 0 ]_
9661u6£)2u®3 NT;;JZ:; 5 (0)7i( ){ t=j=i0 ( ])} p (1)
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The term inside the absolute value is

where the first term is O (N’l/2 (T*1 + szé)) = 0, (1), uniformly in 6, while the second can be

written using summation by parts as

1 T T 1 N
fz Z Aj (9)Tk(5)NZ€zk_]€zo
J=0 k=j+1 i=1
T N T
1
= TTT((5) Z)\(J) (G)NZ Z Eik—j€i0
7=0 =1 k=j+1
1 N T T | i
_WZZA? 0 > {Tk+1(5)—ﬂe(5)}ﬁz > en_jein
=1 j=0 k=j+1 i=1 r=j+1
= (b1) + (b2)

Then,

T
Esup|b1’ < [(Tfé ZJ‘SO 6— L= 1/2(T—j)1/2
’ J
< KT (14 T ) NTVRTY2 < KNTY2 (T707 12 4 phom2071/2) — 6 (1),

by Assumption B*, because Var [N‘l Zf\il Zf:jﬂ 6ik_j5,-0} < KN~YV2(T — j)1/2 . Next,

Esup|b| < KT~ Zﬁo 81 Z O INTY2 (] — )2
d
k=j+1

< KT! Zjéo—é—lT—é+1/2N—1/2
§=0

S KN71/2 (Tfl _'_Téoféfl) T*§+1/2 S KN*l/Z <T7§71/2 +T5072§71/2) — 0(1) )

The second term 1is

1 N T T N )
—57 2 2 N (L) diEm(B)eio = — z:: X0 (L; 0) &7(6) Nz(pgw_%m

=1 t=1
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because we can show that

1
sup

T
— N (L;0)&m(8)] = o, (1
0€cO1UB02U03 T; t< ) ! t< ) p( )

using the same method as for bounding (1.32), while
N N N
1 X 1 XLy 1
N ZZI Gicio = N 221 gﬁzo + N ZZI 1i€i0
— Op (Nfl/Q) + Op(T29+25076 _|_T71 + N71T45076 +N72)1/2 =0, (1)

by Lemma 1 and Cauchy-Schwarz inequality.
The third term,

| N7 . N N
0 i
“NT Z)\? (L;0) £547(0) dico = “NT Z)\g (L;0) e (0) (g +77i)

i=1 t=1 i=1 t=1

is negligible because, on the one hand

Z)\g L 9 E’LtTt ) i

,yTltl

1=

sup
0€eO©1UBO2UO3

=0 (1)

because & = O, (NV%), 57! = O, (1) and the average can be bounded as (1.32) since v; is

independent of ;;, which is zero mean, and on the other hand under Assumption B*,

1/2 1/2

| NI . -
WZZ()% (L;H) 5it) Ty (‘9)

i=1 t=1

_ N T
3
—OT Z Z A (L3 0) eare(0)m:

i=1 t=1

< |§0’ = Op (1)

1 N
— 2
N;m

because we can show that

N T
1
su ~ )\0 L;0) 5z 7'2 N =0, (14 7T200=2)-1y (144 (1
9€®1u€§)2u@3 NT;; )) 7 (0) P( )( p (1))
using again the same methods, [&)| = O, (N—1/2) %Zi\; 77@'2 _ Op(T29+250—6 + 71 4

N—1T40-6 + N=2) by Lemma 1.
Finally, the last term,

N T T N
1 0/7.0\ 2= - _ = 1 0/(7.0)\ = 1 72
T 2 2 (Li0) GiEm(0)z = e g A (L:0) &m(0) Z %

= 0, (Nil/Q) 0, (1) O, (1) = 0, (1),

is also negligible, proceeding as before. [
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Lemma 5. Under the conditions of Theorem 2,

9 N T N /2T
7R 2 D) (o = 6 (1380 02) = 20* () B ) o, (1)

Proof of Lemma 5. The main term on the left hand side converges to its expectation

N 12 T
_% Z Z E [1(00)ei0 * X1 (L; &) €] = —20° (%) ; 7e(00) x¢ (o)

i=1 t=1

~

since 1ts variance is

NT i=1 t=1 r=1
1 ¢
— T Tt(90)2 [0'4 <Zj_2 +t 2) -+ {1{4}
t=1 7=0
LT ¢
+o > > #i(lo)m(6o) | (Zj‘l t—r+7) "+ t_lr_1> + rgt 21 {t = r}]
t=1 r=1 j:[)
= O (T + T 250 + O ( ZZ (rt) 50 — 7|t logt + (tr)_l))
t=1 r=1

T
= O(T'"+T*)+0 (T—l D % (1% log’ t + ¢ log t)) =0 (T 'og' T +T7**1og’T) = o(1)

t=1
while for the other three terms, we can check in turn that

N

T
3> )b (L&) e = ( Zsmzﬁ (Bo)x: (L:6o) € )
=1 t=1
= < T/N 1/2 2520¢127—t 90 Xt( 5 )‘575)

0, ((T/N)™" N {1 + Tl/Ho log!/T})

which is O, <T*1/2 + T Jog!/? T) = 0, (1) because

T T 1/2
D nllo)xi (Liko)er = O, [ N7V {ZTt(eo)QIOgt}
t=1 t=1

- 0, (N71/2 {1 | 1/2- 10g1/2T}> ’
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while

N T
2

—— > > 7l00)dicoxs (Li o) e
NT =S

N T

2 A .

N D GT Y " mi(00)xe (Li o) e
=1 t=1

= 0, (T—W {1 4 Y2 1og1/2T}) =0,(1),

using + Zfil b; = O, (1) and the same argument as for N = 1, and finally
N T

T
LZZ% 0o)eodixe (L&) & = \/N%% D GETV2Y Tl (Li o) &

i=1 t=1 i=1 t=1

T 1/2
= O, | N7V2T12 {Z 7(6)* logt}
t=1

= Oy (NPT 24 T 10g 2T ) =0, (1),

=

and the proof is completed. [

Lemma 6. Under the conditions of Theorem 2,

ﬁ: XT:{ (et — ¢z5t [Xt (L;&o) i — CgiXt (L; &) @]} —a N (0,4B (&)) .

=1 t=1

3
~

Proof of Lemma 6. The left hand side can be written as

2

N T
TNT Y {en s Xt (L; &o) € — eutixe (L; &) & — digexe (L; &) ie + 0781 % xa (L: &o) ét} (1.33)

i=1 t=1

where Proposition 2 in [39] shows the asymptotic N (0,4B (&)) distribution of the first term as
(N,T); — oo, and we now show that the remainder terms are negligible. Then the second term

on (1.33) can be written as

\/%%Zzzs { +7h}Xt (L; o) €51,

i=1 j=1 t=1

where 2(NT) /2 N1 SN Zjvzl ST eavixe (L; &) €50 has zero expectation and variance pro-
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portional to

N

T T
Z Z Z Z E leavixe (L; &) Ejt&irt Vi Xt/ (L; &) 5j’t’]
t=1

i=1j'=1t'=1

so this term is o, (1) as N — oo. Then the other term depending on 7); is also negligible as using
C-S inequality

9 1 MM I 5 1N21NNT o\ 1/2
‘ﬁﬁ;;;&tmh (L;&o)eje| < INT N;nzﬁg (;;&txt (L; &) 5jt)
- 0, ((NT)fl/Q (Te+260=6 4 7=1)1/2 (NT)1/2>
= Op ((T29+25O*6 + T*1)1/2) =0, (1)
because

Mz

N T 2
(Zz&t)(t L 50 gjt) =

j=1 t=1

N T T
ZZZE gztgzt’Xt L 50) Eu Xt (L 50) 6]'75']

1j/=1 t=1 ¢/=1

J

N E ) E [{x (Li&) es}?] = O (NT).

1 t=1

™M=

J

The third term in (1.33) is also o, (1) since it can be written as

92 N T . 9 T i )
ﬁ ZZ:; tzl Xt (L; &o) e digy = \/ﬁ Z Z {%/ + 771} Xt (L; &) €ty

i=1 t=1

where 2 (NT) ™/ Zf\;l Zthl viXt (L; &o) €i€r has zero expectation and variance

9 1 N T N N T
v Z Z Z Z Z Z E [yl E [xe (L &o) €ancjexe (L &o) €irve ]

i=1 j=1 t=1 i/=1j5'=1t=1
2 1 N N T
= Y BRI B B [{ (Lig)wy] =0 (N
i=1 j=1 t=1
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while
N N T 2\ 1/2
oN [ 1 1
. / N ZU?— Z (Z Xt (L5 &o) €it€_t>
NT \ N =1 N i=1 \t=1
0, <N1/2T—1/2(T2g+250—6 " T_1)1/2 (N_lT)1/2>
0, ((T?+%0=6 L 7=11/2) — ¢ (1)

9 N T
‘—W ZZI Z L 60 gztgt

t=1

because

=

T N
ZZZE Xt L 50 EitEt Xt (L 50) 5zt’5]’t’]

1 ¢/=1 j=1 j'=1

3=
[M]=

t=1 t

S B[] B [{x (L&) ea)?] = O (TN
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Finally, the fourth term in (1.33) is also negligible, since
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i=1 t=1

since N™' SN 62 = 0, (1) and NP2 SOV ST enixi (L &) e 15 O, (T"/%) because it has

zero expectation and variance
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Lemma 7. Under the assumptions of Theorem 2 and for 6 —, 0,
LN,T(G) —p LN’T(Q()).

Proof of Lemma 7. This follows as Theorem 2 of Hualde and Robinson (2011), using the same
techniques as in the proof of Theorem 1 to bound uniformly the initial condition and projection

terms in a neighborhood of 6. [J
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Lemma 8. Under Assumptions A and B*.1, for 0 € ©, as T — oo,

| T‘2(g 1)-46
EAf o1 (Li0)f] = O 4t —r]2 %o {o—1<0}1{r <t}
=0 {p -0 <0} 1{t <7}

= O (It =r* 7 el =l
¢ — 3707

E[)\t‘_ll (L;eg—”)smg_l (L;0) ez-t} - 0 —i—]t r| 08011 {5 — 1 < 0} 1 {r < ¢}
|5° 20001 {5 — 0 <0} 1{t <7}

= O (le= 7 = e = P72,
where |a|y = max{|al, 1} and

E[Alfgzrzt} _ O(\t—r]?[z)
B3k (Lio5) evee] = O (1=t

Proof of Lemma 8. We only prove the statement for E [Af,. A1 (L;0) fi], since the rest follow
similarly. Under Assumption A.2, if t > r

E [AfrAt—l (La 9) ft] =L [Ai_gzr/\t—l (Lv 0 — 0, 5) th| = 03 Z dj (1 - Q) Cjtt—r (5 - Q) )

j=0

where d; (a) = Zi:o (piwj_k(a) ~ c¢j "1 and ¢ (a) = ¢ (a,&) = Zi:o gp{)\j_k(a,ﬁ) ~ cj ! as
Jj—00,d;(0) = <p§ and > 77 dj(a) =3 72 ¢j(a) =0if a >0, £ € Z, so that the absolute value
of the last expression is bounded by, o > 1,

KY |di(1—o)(j+t—r)"" < t—r@“zu 1—o)|+K Z e

7=0 j=t—r+1
K (t—r)" l(t—r) F K (t—r)Xe?

= O(@=ryen)

since p —1 < 4§, 0 < 3/2 and 2(p — 1) — § < 0 by Assumption B*.1, and d;(1 — o) ~ ¢j? 2, o > 1,

while d;(0) is summable.
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If p < 1, then using summation by parts E [Af.\,_1 (L;0) f;] is equal to

r—1 7 T
oY i (0=0) =iy (0—0} ) di(1—0)+c (6 —0) Y di(1—0)
=0 k=0 k=0
t—r r—1
— 0O (t . T)g—é—Q ng—l + Z j2g—3—5 + tg_6_1T9_1>
=0 j=t—r

= 0

~—

(t i T)Q(g—l)—é + (t o T)Q_(S_ITQ_I) ’

using that Cjtt—ril ((5 - Q) = Cjtt—r (5 - Q) = Cjtt—r+1 (5 — 0+ 1) .
Ifr>t .
E[AfMoa (L 0) fi] = o, Zdj+r—t (I—0)ci(6—0),
§j=0

so that the absolute of the last expression is bounded by, o > 9,

t r—t t
EY (G4r=072 oo < K=Y |g@ -+ K 3 7
Jj=0 j=0 j=r—t+1

< K@=t (r—0) + K (r—t)*e b
= 0 ((T _ t)2(971)75> '

since p — 1 < d and o < 3/2 and ¢;(§ — 0) ~ ¢j¢ 179, 0 > §.
If o < 4, then using summation by parts E [Af. A1 (L;0) f;] is equal to

t—1 7 t
02> A (l=0) =it (1=} Y di(6— o)+ (1—0) Y di (5 —0)
=0 k=0 k=0
r—t t—1
= O (r—0)2?) o0+ Y g +r@‘2t9—5>
j=0 j=r—t

= 0

~

(= 2 (r 1)),

Similarly, if r = ¢

EAf - (Li0) fl =02 e;(1—0)d; (6 —0) = O (1),

j=0

as the absolute value of the last expression is bounded by >"_ j2eD=0-1 < K since 2(p—1)—4 <
0 by Assumption B*.1. [J
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Table 1.1: Empirical bias and RMSE of § and §

Uncorrected estimates, 5

Bias-corrected estimates, 6 = § — T~'V(9)

(N, T): (10, 50) (10, 100) (20, 50) (20, 100) (10, 50) (10, 100) (20, 50) (20, 100)
0=04:
9o = 0.3 Bias  0.1672 0.1458  0.1787 0.1493 0.0066 0.0355  0.0322 0.0433
RMSE  0.1761 0.1521  0.1838 0.1532 0.1104 0.0830  0.0869 0.0727
do =0.6 Bias  0.0485 0.0368  0.0536 0.0380 -0.0011 0.0076  0.0066 0.0094
RMSE  0.0657 0.0484  0.0627 0.0438 0.0596 0.0388  0.0435 0.0279
9o = 0.9 Bias -0.0019 -0.0024  0.0042 0.0018 -0.0078 -0.0054  -0.0009 -0.0009
RMSE  0.0406 0.0286  0.0289 0.0192 0.0444 0.0301  0.0306 0.0199
0o = 1.0 Bias -0.0120 -0.0096  -0.0049 -0.0042 -0.0126 -0.0099  -0.0052 -0.0043
RMSE  0.0422 0.0302  0.0287 0.0196 0.0441 0.0309  0.0299 0.0201
0o =1.1 Bias -0.0209 -0.0159  -0.0125 -0.0092 -0.0182 -0.0144  -0.0095 -0.0075
RMSE  0.0459 0.0332  0.0311 0.0216 0.0459 0.0329  0.0308 0.0212
0o =14 Bias -0.0549 -0.0400  -0.0402 -0.0291 -0.0474  -0.0361 -0.0326 -0.0252
RMSE  0.0721 0.0528  0.0530 0.0380 0.0668 0.0499  0.0476 0.0351
o=1:
d=10.3 Bias  0.3595 0.3718  0.3285 0.3346 0.3039 0.3435  0.2649 0.2995
RMSE  0.3755 0.3856  0.3412 0.3474 0.3380 0.3649  0.2941 0.3209
0o = 0.6 Bias  0.1603 0.1652  0.1315 0.1309 0.1357 0.1526  0.1029 0.1153
RMSE  0.1809 0.1833  0.1469 0.1461 0.1677 0.1755  0.1288 0.1357
9o =10.9 Bias  0.0435 0.0478  0.0277 0.0299 0.0404 0.0463  0.0240 0.0281
RMSE  0.0704 0.0663  0.0479 0.0440 0.0710 0.0662  0.0478 0.0434
do=1.0 Bias  0.0213 0.0273  0.0102 0.0149 0.0220 0.0277  0.0105 0.0152
RMSE  0.0540 0.0471  0.0359 0.0302 0.0559 0.0480  0.0373 0.0308
0o =1.1 Bias  0.0048 0.0128  -0.0023 0.0050 0.0082 0.0147  0.0010 0.0068
RMSE  0.0462 0.0358  0.0317 0.0234 0.0480 0.0370  0.0326 0.0242
0o =14 Bias -0.0316 -0.0146  -0.0270 -0.0121 -0.0240 -0.0106  -0.0194 -0.0081
RMSE  0.0547 0.0338  0.0416 0.0245 0.0509 0.0323  0.0372 0.0228




79

Table 1.2: Empirical coverage of 95% CI based on § and &

Uncorrected estimates, 5

Bias-corrected estimates, 6 = § — T~'V(9)

(N, T): (10, 50) (10, 100) (20, 50) (20, 100) (10, 50) (10, 100) (20, 50) (20, 100)
0=04:
9o = 0.3 3.90 0.60 0.10 0.00 48.30 42.90 41.70 33.00
0o = 0.6 68.00 66.00 46.00 43.20 76.90 79.80 75.20 77.30
d=0.9 91.80 92.00 91.50 92.90 89.90 90.50 90.40 91.90
do = 1.0 91.10 90.80 92.30 93.10 89.90 89.90 90.90 92.50
0o =1.1 87.70 86.40 89.60 89.90 87.90 87.20 89.70 90.30
0o =14 63.40 62.70 61.00 68.30 68.90 66.90 70.00 72.10
o=1:
0o = 0.3 0.00 0.00 0.00 0.00 5.90 1.40 4.70 0.70
do =0.6 13.90 5.90 9.20 11.10 25.90 11.40 23.90 28.70
o =0.9 70.60 55.30 73.70 61.40 70.60 55.50 74.70 77.70
0o =1.0 81.90 72.70 85.70 78.80 80.50 72.20 84.90 78.10
0o = 1.1 87.50 83.90 89.80 87.40 85.80 82.50 89.10 86.20
0o =14 79.50 86.30 75.60 84.30 83.40 87.60 82.40 87.60
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Table 1.3: Preliminary and Joint Estimation Bias and RMSE’s with N = 10 and 7' = 50 (6* = 1)

9 =0.75 9=1 9 =125

So=05 =075 & =1 So=05 6 =075 & =1 So=05 6, =075 & =1

0=04":
Bias of 3 Bua(6*)  0.0016  0.0005 0.0023 -0.0026  -0.0058 -0.0046 -0.0086  -0.0159 -0.0179
Bee(6*)  0.0012  0.0012  0.0012 0.0012  0.0012 0.0114 0.0005  0.0006 0.0009
Bua(d)  0.0007  0.0006 0.0006 0.0008  0.0008 0.0009 0.0005  0.0006 0.0010
Bee(d)  0.0149  0.0054  0.0014 0.0089  0.0044 0.0016 0.0028  0.0018 0.0011
RMSE of §  fBue(6®)  0.0621  0.0567  0.0529 0.0611  0.0573  0.0552 0.0538  0.0536  0.0555
Bee(6*)  0.0621  0.0569  0.0531 0.0609  0.0571  0.0551 0.0518  0.0501 0.0518
Bua(d)  0.0621  0.0567  0.0529 0.0611  0.0570  0.0550 0.0531  0.0512  0.0525
Bec(d)  0.0589  0.0559  0.0531 0.0454  0.0520  0.0550 0.0293  0.0403 0.0517
Bias of &  0(Bcc(6%))  0.0854  0.0218 -0.0089 0.1133  0.0302 -0.0083 0.1635  0.0488 -0.0082
0(Bec())  0.0840  0.0211 -0.0089 0.1100  0.0288 -0.0083 0.1573  0.0462 -0.0083
RMSE of & §(fec(6%))  0.0968  0.0458  0.0402 0.1245  0.0512  0.0399 0.1762  0.0673  0.0406
6(Bec(d))  0.0956  0.0456  0.0403 0.1217  0.0506  0.0401 0.1711  0.0660 0.0410

o=1:

Bias of 3 Bue(6%)  -0.0029  -0.0019  0.0017 -0.0039  -0.0052 -0.0024 -0.0070  -0.0131 -0.0140
Bee(6%)  0.0006  0.0006  0.0008 0.0006  0.0007 0.0011 0.0001  0.0002  0.0007
Bua(d)  0.0001  0.0001 0.0001 0.0002  0.0002  0.0005 0.0001  0.0002  0.0006
Bee(d)  0.0436  0.0145  0.0012 0.0327  0.0127  0.0015 0.0146  0.0067 0.0012
RMSE of §  fBuc(6®)  0.0624  0.0573  0.0537 0.0617  0.0580  0.0559 0.0545  0.0539 0.0555
Boc(6*)  0.0626  0.0577  0.0541 0.0618  0.0581  0.0563 0.0533  0.0517 0.0534
Buc(d) 00624 0.0573  0.0537 0.0616  0.0577  0.0559 0.0540  0.0523  0.0537
Bee(d) 01033 0.0678  0.0539 0.0873  0.0648  0.0562 0.0577  0.0516 0.0533
Bias of 6 6(Bcc(6%)) 01735 0.0609  0.0030 0.1870  0.0661  0.0033 0.2196  0.0816  0.0049
6(Bec(d)) 01724 0.0600  0.0031 0.1868  0.0651 0.0033 0.2179  0.0800  0.0049
RMSE of & §(Bee(6®)) 01903 0.0821  0.0427 0.2017  0.0862 0.0430 02327  0.1003 0.0451
0(Bec(d)) 01891 0.0816  0.0429 0.2010  0.0855 0.0433 0.2309  0.0991 0.0454
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Table 1.4: Preliminary and Joint Estimation Bias and RMSE’s with N = 20 and 7' = 100 (§* = 1)

¥ =0.75 9=1 9 =125

So=05 =075 & =1 So=05 6 =075 & =1 So=05 6, =075 & =1

0=04":
Bias of 3 Bue(6%)  -0.0022  -0.0013 -0.0009 0.0004  0.0015 0.0016 0.0058  0.0074  0.0080
Bee(6*)  -0.0011  -0.0013 -0.0014 -0.0011  -0.0014 -0.0017 -0.0006  -0.0011 -0.0017
Bue(d)  -0.0011  -0.0013 -0.0014 -0.0010  -0.0013 -0.0017 -0.0006  -0.0010 -0.0016
Bee(d)  0.0136 0.0026 -0.0013 0.0076  0.0018 -0.0017 0.0022  0.0005 -0.0016
RMSE of 3 Buc(0®)  0.0295  0.0270  0.0254 0.0290  0.0271  0.0265 0.0256  0.0251  0.0262
Bee(6*)  0.0299  0.0274  0.0258 0.0296  0.0276  0.0269 0.0251  0.0241  0.0252
Buc(d)  0.0294  0.0270  0.0254 0.0290  0.0271  0.0265 0.0250  0.0240  0.0250
Bee(d)  0.0341  0.0279  0.0258 0.0239  0.0258  0.0269 0.0131  0.0189  0.0252
Bias of &  0(Bcc(6%))  0.0681  0.0174 -0.0028 0.0984  0.0257 -0.0012 0.1640  0.0490  0.0019
0(Bec(d))  0.0679  0.0173 -0.0028 0.0975  0.0253 -0.0012 0.1616  0.0482  0.0019
RMSE of 6 6(Bec(6%))  0.0723  0.0259  0.0189 0.1046  0.0329  0.0187 0.1739  0.0573  0.0195
5(Bec(d))  0.0721  0.0259  0.0189 0.1038  0.0327  0.0187 0.1720  0.0568 0.0195

o=1:

Bias of 3 Bua(6%)  -0.0031  -0.0026 -0.0027 0.0001  0.0008  0.0003 0.0068  0.0082  0.0082
Bee(6*)  -0.0013  -0.0015 -0.0015 -0.0013  -0.0016 -0.0019 -0.0009  -0.0013 -0.0018
Buc(d)  -0.0013  -0.0015 -0.0016 -0.0012  -0.0015 -0.0018 -0.0008  -0.0012 -0.0018
Bee(d)  0.0588  0.0155 -0.0015 0.0423  0.0130 -0.0018 0.0159  0.0062 -0.0017
RMSE of 3 Buc(6*)  0.0297  0.0273  0.0258 0.0293  0.0274  0.0267 0.0263  0.0258  0.0267
Bee(6*)  0.0302  0.0277  0.0261 0.0300  0.0280  0.0273 0.0258  0.0248  0.0259
Buc(d)  0.0296  0.0272  0.0257 0.0293  0.0274  0.0268 0.0255  0.0245  0.0255
Bee(d)  0.0927  0.0403  0.0260 0.0713  0.0371  0.0272 0.0362  0.0264 0.0258
Bias of &  0(Bce(6%))  0.1383  0.0406  0.0017 0.1545  0.0468  0.0032 0.2019  0.0680 0.0074
6(Bcc(6))  0.1390  0.0404  0.0017 0.1570  0.0466  0.0032 0.2028  0.0676 0.0074
RMSE of 6 6(fcc(6*)) 01479 0.0494  0.0194 0.1628  0.0548 0.0198 0.2103  0.0765 0.0224
0(Bec(0)) 01482 0.0491  0.0195 0.1646  0.0546  0.0198 0.2107  0.0761  0.0224
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Figure 1.1: Monthly Realized Volatilities across Industries
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Figure 1.2: Monthly Realized Volatility in the Composite Market
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Table 1.5: Estimated Integration Orders of Industry Realized Volatilities

m =20 :
Food Bvrgs Tobac Games Books Hshld Clths Hlth Chems Txtls Market
0.51 0.77 0.71 0.75 0.84 0.51 0.70 0.72 0.68 0.69 0.59
Custr Steel FabPr ElcEq Autos Carry Mines Coal Oil Util
0.73 0.71 0.73 0.86 0.74 0.70 0.47 0.71 0.56 0.52
Telcm Servs BusEq Paper Trans Whlsl Rtail Meals Finan Other
0.83 0.66 0.85 0.78 0.61 0.52 0.67 0.56 0.98 0.77
m=32:
Food Bvrgs Tobac Games Books Hshld Clths Hlth Chems Txtls Market
0.66 0.78 0.63 0.57 0.63 0.46 0.60 0.71 0.67 0.59 0.64
Cnstr Steel FabPr FElcEq Autos Carry Mines Coal Oil Util
0.74 0.72 0.64 0.69 0.56 0.55 0.54 0.63 0.58 0.58
Telcm Servs BusEq Paper Trans Whlsl Rtail Meals Finan Other
0.79 0.75 0.78 0.60 0.57 0.62 0.77 0.57 0.90 0.78

Note: This table reports the local Whittle estimation results of the individual integration orders of in-
dustry and market realized volatilities with bandwidth choices of m = 20,32. Estimates are rounded to
two digits after zero. Standard errors of the estimates are 0.112 and 0.088 respectively for m = 20, 32.

~

Table 1.6: Residual Integration Order Estimates (J;) of Industry Realized Volatilities

Food Bvrgs Tobac Games Books Hshld Clths HIth Chems Txtls
0.50 0.54 0.49 0.48 0.59 0.54 0.30 0.50 0.42 0.40

Cnstr  Steel FabPr FElcEq Autos Carry Mines Coal Oil Util
0.48 0.50 0.30 0.50 0.30 0.29 0.45 0.48 0.50 0.37

Telem Servs BusEq Paper Trans Whisl Rtail Meals Finan Other
0.51 0.58 0.65 0.43 0.42 0.28 0.65 0.54 0.53 0.43

Note: This table reports the estimation results of the integration order of individual industry realized
volatility residuals. Estimations are performed based on our general model where the projections are
carried out with 6* = 1. Values are rounded to two digits after zero. Standard error of these estimates is

0.065.
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Table 1.7: Estimated Slope Parameters across Industry Realized Volatilities

Food Bvrgs Tobac Games Books Hshld Clths Hlth
BY 0.5422 0.4002 0.3376 0.6896 0.6503 0.2707 0.7446 0.4289
(0.1097) (0.1379) (0.1452) (0.0762) (0.0769) (0.1234) (0.0607) (0.1199)
Bz’ 1.8145 1.4060 -0.1814 0.1361 0.4119 -0.2088 2.4219 -0.6377
(0.0856) (0.1006) (0.1328) (0.0559) (0.1144) (0.0864) (0.0602) (0.0830)
Custr Steel FabPr ElcEq Autos Carry Mines Coal
BY 0.7346 0.8571 0.9094 0.6970 0.8332 0.6176 0.8373 0.7691
(0.0821) (0.0633) (0.0413) (0.0758) (0.0523) (0.0814) (0.0854) (0.0807)
B;  -0.4109  0.1789  -0.4298 -0.3442 -0.3635  1.7414  -0.5087  0.3626
(0.1266) (0.0782) (0.0537) (0.0768) (0.0765) (0.0772) (0.1335) (0.1219)
Telcm Servs BusEkq Paper Trans Whisl Rtail Meals
AZQ 0.7190 0.6178 0.5250 0.6223 0.6183 0.8722 0.4078 0.5382
(0.0961) (0.1271) (0.1530) (0.0768) (0.0751) (0.0603) (0.1308) (0.1020)
B; 01399  -0.3669  0.0311  -1.0433 -0.1778 -2.4097  2.6804  -0.6838
(0.0628) (0.1329) (0.1718) (0.0686) (0.1065) (0.1122) (0.0832) (0.0820)
Chems Txtls Oil Util Finan Other
AZQ 0.7898 0.4888 0.7927 0.6498 0.5316 0.1067
(0.0516) (0.0981) (0.0852) (0.0925) (0.0986) (0.0632)
B; -0.0546  -0.1731  -0.1238 -0.4930 -0.8456  -0.1933
(0.0419) (0.1665) (0.0982) (0.0828) (0.1838) (0.0881)

Note: This table reports the estimation results of the individual slope parameters across industry realized
volatilities, where (Y is the coefficient of market realized volatility, and B; is the coefficient of the average
effect of Fama-French factors. Estimations are performed based on our general model where the projections

are carried out with 0 = 1. Robust standard errors are reported in parentheses.
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Chapter 2

System Estimation of Panel Data

Models under Long-Range Dependence

70



Abstract

A general dynamic panel data model is considered that incorporates individual and interactive
fixed effects and possibly correlated innovations. The model accommodates general stationary
or nonstationary long-range dependence through interactive fixed effects and innovations, remov-
ing the necessity to perform a priori unit-root or stationarity testing. Moreover, persistence in
innovations and interactive fixed effects allows for cointegration; innovations can also have vector-
autoregressive dynamics; deterministic trends can be nested. Estimations are performed using
conditional-sum-of-squares criteria based on projected series by which latent characteristics are
proxied. Resulting estimates are consistent and asymptotically normal at parametric rates. A
simulation study provides reliability on the estimation method. The method is then applied to
the long-run relationship between debt and GDP.

KEYWORDS: Long memory, factor models, panel data, endogeneity, fixed effects, debt and GDP.
JEL CLASSIFICATION: C32, C33



2.1 Introduction

In economics, long-range dependence can arise due to aggregation. It is common practice to
assume that laws of motion of capital, consumption and borrowing rates follow an autoregressive
process in economic modelling under a heterogeneous-agents setting. However, economic theories
are described for a representative agent whose behaviour reflects the average behaviour, which
requires aggregation of individual characteristics. This in turn leads to the necessity of aggregating
laws of motions in a given economic model so that conclusions can be drawn for the representative
agent. Robinson [34] and Granger [18] prove that aggregating autoregressive models can lead
to fractionally integrated models that have dramatically different correlation structures for both
dependent and independent individual series as is the case when aggregating micro variables
such as total personal income, unemployment, consumption of non-durable goods, inventories,
and profits. Chambers [9] shows that U.K. macroeconomic series exhibit fractional long-range
dependence when the dynamic models describing the series are cross-sectionally or temporally
aggregated. In a pure time-series context, Gil-Alana and Robinson [17] show that unemployment
rate, CPI, industrial production and money stock (M2) exhibit non-integer values of integration,
and similar conclusions arise for many financial series such as real exchange rates, equity and stock
market realized volatility, see e.g. Bollerslev et al. [8]. Furthermore, Michelacci and Zaffaroni [26]
find that aggregate GDP shocks exhibit long memory and show that output convergence to steady
state is intertwined with this property. Recently, Pesaran and Chudik [31] show that aggregation
of linear dynamic panel data models can lead to long memory and use this property to investigate
the source of persistence in aggregate inflation.

In order to get a solid empirical perspective, several indicators are frequently organized in
a panel data structure to incorporate the characteristics of different units, such as countries or
assets, while describing their time-series dynamics. The examples of macroeconomic panel data
indicators include GDP, interest, inflation and unemployment rates, and in finance, it is standard
to use a panel data structure in portfolio performance evaluations and risk management. Analysis
of such panel indicators has been carried out using both static and dynamic models. To be more
realistic, recent research in panel data theory focuses on developing inference when unobserved
heterogeneity and interactions between cross-section units are present based on stationary I(0)
variables; see e.g. Pesaran [29]. The research on nonstationary panel data models, on the other
hand, has typically developed in an autoregressive framework with /(1) variables. For instance,
Phillips and Moon [32] develop limit theory for heterogeneous panel data models with (1) series.
Different nonstationary settings have also been considered to account for individual cross-section
characteristics and interactions between cross-section units. For example, Bai and Ng [5] and Bai
[3] propose unit-root testing procedures when idiosyncratic innovations and the common factor
are both I(1), and Moon and Perron [27] propose the use of dynamic factors to test for unit roots
in cross-sectionally dependent panels.

Since several studies have repeatedly shown that many economic and financial time series ex-



hibit fractional long-range dependence (possibly due to aggregation) and many macroeconomic
and financial indicators are presented in the form of panels, panel data models should also account
for such characteristics. To the best of our knowledge, only few papers study fractional long-range
dependence in panel data models. Hassler et al. [20] propose a test for memory in fractionally
integrated panels. Robinson and Velasco [39] employ different estimation techniques to obtain
efficient inference on the memory parameter in a fractional panel setting with fixed effects. Ex-
tending the latter, Ergemen and Velasco [16] incorporate cross-section dependence and exogenous
covariates to estimate slope and memory parameters in a single-equation setting, which enables
disclosing possible cointegrating relationships between the unobserved independent idiosyncratic
components.

This paper contributes to the literature in many ways. First, unlike in Hassler et al. [20]
and Robinson and Velasco [39], we explicitly model cross-section dependence and allow for coin-
tegrating relationships in the unobserved components. However, under our setup, there is no
cointegration requirement for obtaining valid inference, which removes the necessity of a priori
cointegration testing as required by Robinson and Hualde [38] and Hualde and Robinson [22].
Second, unlike in Ergemen and Velasco [16], we allow for contemporaneous correlations in the
idiosyncratic innovations, which calls for system estimation on the defactored observed series.
Allowing for endogeneity via the idiosyncratic innovations leads the model to achieve wider em-
pirical applicability, especially in cases where endogeneity induced by the unobserved common
factor is not the only source of contemporaneous correlation. For example, empirical analyses of
endogenous growth theories and the purchasing power parity hypothesis generally require that
the idiosyncratic errors be correlated even after the factor structure is removed due to prevailing
two-way endogeneity in data. Third, our model can successfully address the cases in which a
time series cointegration approach would lead to invalid results. The observable series can display
the same memory level when the integration order of the common factor is greater than those
of the idiosyncratic innovations. Thus a pure time-series approach may fail to detect possible
cointegrating relationships. In this case, possible cointegrating relationships can only be disclosed
after the common factor structure is projected out, implying that accounting for individual unit
characteristics and cross-section interactions is essential in obtaining valid inference, as is the case
under our setup.

The methodology that we develop in this paper can be used, for instance, as a country-specific
inference tool for analyses of economic unions. In our econometric framework, country-specific
characteristics are captured by individual and interactive fixed effects. To get heterogeneous infer-
ence in an economic union, we allow for long-range dependence in both idiosyncratic innovations
and the common factor structure capturing possible interactions between countries, while letting
the country-specific innovations be also contemporaneously correlated. These properties in turn
introduce the possibility of cointegrated system estimation in the classical sense, by which an
equilibrium analysis can be carried out in macroeconomic terms.

In the estimation of the slope and long-range dependence parameters, we use an equation-by-



equation conditional-sum-of-squares (CSS) approach, in a similar way to Hualde and Robinson [22].
The estimation procedure is based on the defactored variables obtained after projections on the
sample means of fractionally differenced data, leading to GLS-type estimates for slope parameters.
The resulting individual slope and long-range dependence estimates are /T consistent with a
centered asymptotic normal distribution, and the mean-group slope estimate is \/n consistent and
asymptotically normally distributed, irrespective of cointegrating relationships, where n is the
number of cross-section units and 7" is the length of time series. We explore the small-sample
behaviour of our estimates by means of Monte Carlo experiments both when autocorrelations
and/or endogeneity are absent and present, and find that the estimates behave well even in
relatively small panels.

In the empirical application, we investigate the long-run relationship between real GDP and
debt/GDP growth rates as well as debt and real GDP in log-levels for 20 high-income OECD
countries for the time period 1955-2008. We find that GDP growth does not respond to a growth
in debt/GDP for most of the countries at the 5% level. On the other hand, real GDP and debt in
log-levels have a significant relationship for all countries but New Zealand and the United States,
and this relationship is cointegrating for several countries, which we can find using our panel
approach but not using a pure time series cointegration methodology as we show comparing our
results to those that would be obtained by Hualde and Robinson [22]’s method. The empirical
application stresses that our panel data approach provides correct inference particularly when the
main source of persistence in the indicators is cross-country dependence.

The remainder of the paper proceeds as follows. Next section contains estimation details of
slope and fractional integration parameters. Section 2.3 lists all the conditions needed and contains
the main results. Section 2.4 briefly discusses the inclusion of deterministic trends. Section 2.5
presents a finite-sample study based on Monte Carlo experiments, and Section 2.6 presents the
empirical application. Section 2.7 contains the final comments.

Throughout the paper, “(n,T"),;” denotes joint asymptotics in which both the cross-section
size and time-series length are growing; “ —, 7 denotes convergence in probability; and “ —4 "
denotes convergence in distribution. All mathematical proofs and intermediate technical results

are collected in an appendix at the end of the paper.

2.2 Model, Discussion and Parameter Estimation

We consider the following triangular array describing a type-II fractionally integrated panel data

model of the observed series (Y, Ty) :

Yir = 0 + Tt Bio + fidi + A7 ey, (2.1)
Tie = Wi + firvi + A7 equ,



where y;; and x;; are scalars whose idiosyncratic innovations have unknown true integration orders
dip and U9 fori=1,... ,nand t=1,...,T, and f; is an unobserved common factor that may be
integrated of an unknown order 6. While vector x;; may also be analyzed allowing for a multiple
regression setting, we consider the simplest case to focus on the main ideas. Throughout the
paper, the subscript at the fractional differencing operator attached to a vector or scalar ¢; (i.e.

a type-II process) has the meaning

t—1

A;dﬁit = Aidﬁitl(t > O) = Zﬂj(—d)ﬁit,j, (22)
7=0
['(j+d)

PTG @

where 1(-) is the indicator function, and I'(-) denotes the gamma function such that I'(d) = oo
for d =0,—1,-2,..., and I'(0)/T'(0) = 1 by convention. With the prime denoting transposition,
€ = (€14, €2i¢)" 1S a bivariate covariance stationary process, allowing for Cov(eyy, €2;1) # 0, whose

short-memory vector-autoregressive (VAR) dynamics are described by

B(L; 0;)ey = <12 - zp: Bj(ei)LJ) €it = Vit, (2.3)

Jj=1

where L is the lag operator, 0; the short-memory parameters, I, the 2 x 2 identity matrix, B; the
2 x 2 upper-triangular matrices, and v;; is a bivariate sequence that is identically and independently
distributed across ¢ and ¢ with zero mean and covariance matrix 2; > 0. The upper-triangularity
assumption on the short-memory matrices, B;, provides a great deal of parsimony in the asymp-
totics as it further develops the triangular structure of the system, and it is in line with the
long-run VAR restriction of Blanchard and Quah [7] and the short-run VAR restriction of Sims
[40]. The arrays {«;,7 > 1} and {u;,7 > 1} are unobserved individual fixed effects; {f;,¢ > 0}
is the I(0) unobserved common factor that induces cross-section dependence and possibly further
endogeneity in the system; {)\;,7 > 1} and {~;,7 > 1} are unobserved factor loadings indicating
how much each cross-section unit is affected by f;. In addition to these general dynamics, au-
toregressive conditional heteroskedasticity can also be featured in the common factor so that the
model can be suitable also for applications in finance.

After explaining the technical details of the model, it is also important to show the usefulness of
it in economic analysis. First, the panel data model in (2.1) nests stationary 7(0) and nonstationary
I(1) autoregressive panel data models that are extensively used in economic modelling, but unlike
in the I(1) autoregressive case, (2.1) has smoothness everywhere, thus the test statistics for the
parameter estimates obtained under (2.1) are x? distributed. Second, allowance for general long-
range dependence through model innovations and the common factor structure is mainly motivated
by a desire to avoid a priori unit-root or stationarity testing as is currently carried out in empirical

analyses dealing with possibly nonstationary variables. Third, parameter heterogeneity in (2.1)



allows for obtaining unit-specific inference in an economy while latent individual characteristics
and possible interactions of the units are also taken into account through fixed effects and common
factor structures. Heterogeneity in the memory parameters allows for each unit to exhibit different
persistence characteristics. This contrasts with the standard approach in the literature when a
nonstationary variable is assumed to be I(1) for all cross-section units merely based on unit-root

testing.

2.2.1 Prewhitening and Projection of the Common Factor Structure
In a standard way, we first-difference (2.1) to remove the fixed effects,

Ay = Az Bio + Afidi + Ay %0y, (2.4)
Axy = Afyyi + Aifﬁioem,

fori = 1,...,n and t = 2,...,T. After this transformation, it becomes clear that there is a
mismatch between the sample available and the lengths of the fractional filters Ag_dio and Atl_ﬁio,
which involve €1;1 and ey, i.e. the initial conditions, while in practice only the filter A;_; can
be used. We argue that initial conditions in the idiosyncratic innovations are negligible since the
second-order bias caused by initial conditions asymptotically vanishes in time-series length under
a heterogeneous setup; see Ergemen and Velasco [16].

Setting
ﬁmaw = max 191 and dma:r = Imax d’i>
i i

(2.4) can be prewhitened from idiosyncratic long-range dependence for some fixed exogenous
differencing choice, d*, using which all variables become asymptotically stationary with their

sample means converging to population limits.

Let us introduce the notation ay(7) = A | Aa; for any 7. Then the prewhitened model is

given by

Yir(d*) = x4 (d") Bio + fi(d")Ni + €1i(d* — dio), (2.5)
T (d") = filld")yi + e2u(d” — j0).

Thus, using the notation z;(71,72) = (yiu(71), 74(7))", (2.5) can be written in the vectorized

form as
Zit(d*a d*) = Cxit(d*)ﬁio + Ft(d*>Li + €t (d* — do, d* — 191’0) ) (2-6)

where ¢ = (1,0), Fy(d*) = fi(d*) ® Iy, L; = (N\;,v:), and fi, \; and ~; are scalars.
The structure Fy(d*)L; in (2.6) induces cross-section correlation between units ¢ through F;(d*).

5



The common factor may also be allowed to feature breaks both at levels and in persistence under
higher order assumptions, which we do not explore in this paper. Several techniques for eliminating
or estimating I(0) common-factor structures have been proposed in the literature. Pesaran [29]
suggests using cross-section averages of the observed series as proxies to asymptotically replace
the common factor structure. A different version of this procedure has been recently adopted in
case of persistent common factors by Ergemen and Velasco [16]. There has also been some focus
on estimating the factor loadings and common factors up to a rotation, in I(0) or /(1) cases,
which enables their use as plug-in estimates. The well-known principal components approach
(PCA) has been greatly extended in factor analysis by e.g. Bai and Ng [4] and Bai and Ng
[6]. While factor structure estimates, obtained by principal components analysis, can be used as
plug-in estimates thus allowing for the exploitation of more information in forecasting studies,
they cause size distortions leading to lower finite-sample performance in testing as pointed out by
Pesaran [29]. Moreover, PCA estimation of factors with fractional long-range dependence has not
been explored in the literature yet. Bearing in mind this fact, we project out the common factor
structure using the cross-section averages of prewhitened data, by which the projection errors
vanish asymptotically in cross-section size.

The estimation methodology is primarily based on proxying the latent common factor structure
using projections. To give the details about projection, let us denote z,(d*, d*) = n~' D1 | z;(d*, d¥)

to write (2.6) in cross-section averages as

Z(d*, d*) = Cxi(d*)Bo + Fy(d*)L + & (d* — do,d* — ), (2.7)

where & (d* — do, d* — 1) is O,(n~/?) for large enough d*. Thus, Z(d*, d*) and Cz,(d*)B, asymp-
totically capture all the information provided by the common factor provided that L is full rank.
Note that z,(d*) is readily contained in z;(d*,d*) and Sy do not have any contribution in terms
of dynamics in m since they are fixed for each i. This is why, z;(d*, d*) alone can span the
factor space.

Let us write the time-stacked observed series as x;(d*) = (z;2(d*), ...,z (d¥)) and z;(d*, d*) =

(zio(d*,d*), ..., zir(d*,d*)) for i =1,...,n. Then, for each i =1,...,n,
where E; (d* — dio, d* — 90) = (€52 (d* — dio, d* — V0, ) , ..., €7 (A" — dio, d* — U59))" and
F(d") = (vec [F(d")]..., vee [Fy(d")]) .

The common factor structure, for 77 =T — 1, can asymptotically be removed by the T} x T}

projection matrix
My, (d*) = LIp, — z(d*,d*)(Z'(d*,d")z(d*, d*))"Z (d*, d"), (2.9)

where z(d*,d*) =n~t Y1 | z;(d*,d*), and P~ denotes the generalized inverse of a matrix P. When



the projection matrix is built with the original (possibly nonstationary) series, it is impossible
to ensure the asymptotic replacement of the latent factor structure by cross-section averages
because the noise in (2.6) may be too persistent when d* = 0. On the other hand, using some
d* > max{Unaz, dmaz, 0} — 1/4 for prewhitening guarantees that the projection errors vanish
asymptotically.

Based on (2.8), the defactored observed bivariate series for each i = 1,...,n,
zi(d*, d*) = %;(d") BioC’ + By (d* — dyo, d* — D9) (2.10)

where z;(d*,d*) = My, (d*)z;(d*, d*), %;(d*) = My, (d*)x;(d*) and E;(d*) = My, (d*)E;(d*). The
projection error, Mr, (d*)F(d*), is of order O, (n~! + (nT)~'/?) as shown in Appendix A.1.

2.2.2 Estimation of Linear Model Parameters

Writing (2.10) fori = 1,...,n,and t = 2,...,T we now integrate the defactored series back by d*

to their original integration orders, to perform estimations, as
Zip(di, 0;) = QT3 (di) Bio + € (di — dio, V5 — Vin) (2.11)
where the first and second equations of (2.11) are obtained, respectively, by
i(di) = AT ga(d”)  and  T5(05) = AV Ea(d),
where we omit the dependence on d* in the notation and assume away the initial conditions.

To explicitly show the short-memory dynamics in the model based on (2.3), (2.11) can be

written as
Z(di9:) =Y Bj(0:) 7, ;(di, V) (2.12)
{ ZB i)CT5j( )}/Blo+vzt (di — dio, Vi — Vio)
whose second equation, noting that zZ},(d;, 9;) = (95(d;), 25, (¥;))’, is

Z By (0:) 75— g (di, ¥;) < Z By (0:)C5, ] )) Bio + 03y (Vi — Uio) (2.13)

and the first equation can be organized to account for the contemporaneous correlation if we write



U5 (di) — piZ;,(9;) as
Ui (di) =25,(d;) Bio + T5,(V:) pi + Z (B1j(0:) — piB2;(0:)) 23— ;(di, ) (2.14)

P
— (Z (B1;(0:) — piBa;(0:)) (75, _;(d )) Bio + 07y (di — dio) — pily (Vi — Vio)
j=1
with By; denoting the k-th row of B, and p; = E[05,,05,]/E[03;2].

Under (2.14), cointegration (i.e. ;0 > dy) is useful in the estimation of ;5 since the signal
that can be extracted from Z7,(d;) is stronger than that from z7(¢;). However, identification of
is still possible in a spurious regression where d;y > ;9 since the error term in (2.14) is orthogonal
to 5,(-) given that v, are identically and independently distributed so that o5, (1) — pi¥3; (+)
is uncorrelated with 3;,(-). The only exclusion we have under a spurious setting is the case in
which 9,y = d;p, which leads to collinearity in (2.14) thus rendering the identification of f3;, and
p; impossible. The spurious estimation case in which d;y > ¥,y is evidently more relevant when
the interest is in the estimation of contemporaneous correlations between series more than in the
estimation of slope parameters. While the triangular array structure of the system readily leads to
the identification of 3,y and p; so long as ¥y # d;p, some By; may still be left unidentified. In that
case, imposing an upper-triangular structure in Bj;(-) to further develop the triangular structure
of the system leads to identification of By;.

The case in which p; = 0, corresponding to exogenous regressors, has been developed by Erge-
men and Velasco [16], where estimation is carried out for the parameters only in the first equation
and 19; are treated as nuisance parameters. In the present paper, while the main parameter of

interest is still ;p, we can also obtain the estimates of d;o, ¥i0, p; and B;(6;).

In this paper, short-memory dynamics are not our main concern so we treat Bj(-) as nuisance
parameters. First, we use a g X (3p+ 2) restriction matrix () that is I3,,2 when there are no prior
zero restrictions on B;, and a ¢ < 3p + 2 matrix with prior zero restrictions that is obtained by
dropping rows of ) corresponding to restrictions, which may improve efficiency by eliminating

some lagged values of the series. Then, write (2.14) as
(i) = WiQZi(di, 05) + Ty (di — dio) — pilisy, (Vi — Vio) (2.15)
with

Zi(diy 05) = (T5(dy), 55, (9), Wy (dis 93, - T3y, (i 05)

th

ﬁjt—k(divﬁi) = (572} k( ) zt k(ﬁi)ﬂgit—k(di»,v k= 17"'7p7

and w; being the vector of coefficients that are functions of f;, p; and By;(6;) whose least-squares



estimate is given by
wi(T1,72) i= Mi(T1,72) " my (71, 7o) (2.16)

with

T T
1 - ~ 1 = -
Mi(n,m) = Q% > Zi(n,m)Zi (1, m)Q and mi(n, 7) =Q7 > Ziln, )G (n)

t=p+1 t=p+1

where (71, 72) denotes the infeasible cases of (dio, Ji0), (cZ,-,z?io), (dio,éi) and the feasible case of
(d;, 0y).

In most empirical work, the main parameter of interest is 3,9, for which the estimate can simply
be obtained from (2.16) as

A

6i(71,7_2):¢23d}i(7—177—2)7 iﬂﬁz (1,0,...,0)/. (217)

While Bl in (2.17) is less efficient than the Gaussian maximum likelihood estimate in the VAR ¢
case, it is computationally much simpler in practice. Ergemen and Velasco [16] discuss the case
in which BZ is efficient when C'ov(€yy, €2i) = 0.

When the interest is in the estimation of contemporaneous correlation between the idiosyncratic

innovations, the vector ¢ can be adjusted accordingly so that

pAZ'<7—17T2) :w,/odji(TlaTZL wp: (0717"'70),'

Short-memory matrices B;(6;) and, in case of knowledge on the mappings B,(-), thereof short-

memory parameters can be estimated similarly taking e.g. 15 = (0,0,1,...,1)".

2.2.3 Estimation of Long-Range Dependence Parameters

For the estimation of long memory or fractional integration parameters, we only consider the
empirically relevant case of unknown d; and ¥J;. Estimation of long-range dependence parameters
in the panel data context is a relatively new topic. Robinson and Velasco [39] propose several
techniques for estimating a pooled fractional integration parameter under a fractional panel setting
with no covariates or cross-section dependence. Extending their study, Ergemen and Velasco [16]
propose fractional panel data models with fixed effects and cross-section dependence in which the
long-range dependence parameter is estimated, also when their general model features exogenous
covariates, in first differences.

In order to estimate both long-range dependence parameters under our setup, we use an

equation-by-equation CSS approach. First, we estimate the second equation of (2.12). Assuming



an upper-triangular structure for B;(6;) in (2.3) for parsimony, we write (2.13) as
Z5,(03) — OLRX;(0;) = 03,0(9; — Dio)
with

Xi(9:) = (&5 (0), ..., &5, ()

the r x p matrix R = I, for r = p, but for » < p, R is obtained by dropping rows from I,,, and ¢;

collecting the Bjy; that are nonzero a priori. Then an estimate of ¢;,
¢i(9) = Gi(¥) " g:(9)

where
1 o~ o - 1 < -
Gi() = R 30 KaOOXIOR and gi() = R 3 Xal)as().
t=p+1 t=p+1

Having obtained (2.18), ¥;o can be estimated by

with V = [0,9] C (0,2).

Then d;y can be estimated from (2.15) by

with D = [d,d]  (0,%).

(2.18)

The lower-bound restrictions on the sets YV and D, i.e. d, ¥ > 0, ensure that the initial-condition

terms are asymptotically negligible because they are of size O,(T~%) and O,(T~?). The upper-

bound restrictions are a consequence of the first-differencing transformation, which is mirrored by

working with d* > 1.

The estimates 9J; and d; are not efficient since they are not jointly estimated. To update the

estimates to efficiency, a single Newton step may be taken from these initial estimates, 7;

whose v T —consistency we establish in Section 3, as

T = ’7A'Z — H;l(ﬁ)hT(ﬁ%

10

(d\h 192)7

(2.19)



where

t=1 t=1
and
T 2 ! T -1
_ 1 0},(7) 1 Sk NBx s \) 2
hT(T) - ? ; ( o' ) <T ; Uzt(T)Uzt(T) Uzt(T)
with
~ ~ ~ A~ ~ p A A A ~ p A A~ A A ~
@zt(dzv 191) - gz*t(du 191) - Z B] (92)2;&—; (dia 191‘) - {Ci;kt(d ) - B] (QZ)C‘%;;—] (dZ)} BZ(du 791)
j=1 j=1

2.2.4 Common Correlated Mean-Group Slope Estimate

In many empirical applications, there is also an interest in obtaining inference on the panel rather
than individual series alone. Given the linearity of the model in 3;, we consider the common-

correlation mean-group estimate,
R . A
d. ﬁ) — =-S5 (di,ﬁi) . 2.20
feewa ( P (2:20)

This estimate is essentially a GLS mean-group estimate based on the average of individual feasible
slope estimates. For the asymptotic analysis of the mean-group estimate, it is standard to use a

random coefficients model as in
Bi = Bo+w;, w; ~ 1id (0,Q,),

with w; independent of all other model variables.

2.3 Assumptions and Main Results

We impose and discuss a set of regularity conditions that allow us to derive our asymptotic results.

Assumption 1 (Long-range dependence and common-factor structure). Persistence and

cross-section dependence are introduced according to the following:

1. The fractional integration parameters, with true values ¥4 # dyo, satisfy maz{Vmaz, dmaz, 0} —
min{¥,d} < 1/2, and either maz{Vmaz, dmaz, 0} < 5/4 with d* = 1, or d* > mar{¥maz, dmaz, 0 } —
1/4.
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2. The common factor vector satisfies f; = aU—A[‘szf, where z{ =370 \Dgef_k with Y2 o k ‘\Ifﬁ‘ <
4

I < .

00, and & ~ iid(0,0;), E |¢]

3. fiy and €4 are independent, and independent of factor loadings \; and ; for all i and t.

4. Factor loadings \; and v; are independent across v, and the matrix
B+ A
gl

Assumption 1.1 is a fairly general version of the assumptions used by e.g. Hualde and Robinson

s full rank.

[23] and Nielsen [28], additionally ensuring that the projection errors asymptotically vanish with
the prescribed choice of d*. To simplify the presentation, we consider a large enough d* prescribed
in Assumption 1.1 without pointing out a fixed value although for most applications d* = 1 would
suffice anticipating o, d, d;o < 5/4. This condition also requires that the lower bounds of the sets
Y and D not be too apart from other memory parameters when d;y € D and ¥,y € V, in which
case it is further implied that ¥;0 — djo < 1/2, i.e. at most weak fractional cointegration.

Assumption 1.2 allows for long-range dependence in the common factors that may also have
short-memory dynamics, where the 7(0) innovations of f; are not collinear. The restriction on the
number of factors may be relaxed when more covariates are introduced: in general, if there are r
covariates, the maximum number of factors that can be featured is 1 + r so that the factor space
can be spanned. The non-zero mean possibility in the common factor, i.e. when of # 0, allows
for a drift in the common factor.

Assumptions 1.3 and 1.4 are standard in the factor models literature and have been used by
e.g. Pesaran [29] and Bai [2]. The full rank condition on the factor loadings matrix simplifies
the identification of factors with no loss of generality requiring that there be sufficiently many
covariates whose sample averages can span the factor space. This is straightforwardly satisfied in

case of one common factor.

Assumption 2 (System errors). The process €; has the representation
e = V(L; 0;)vy
where
U(s;0;) =1+ i W;(0;)s”
j=1
and the 2 x 2 matrices V; satisfy that
1375207 15| < oo, det {¥(s;6:)} #0, |s| =1 for 6; € ©;
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2. W(L;6;) is twice continuously differentiable in 6; on a closed neighborhood N,.(0;0) of radius
0 <r <1/2 about Oy;

3. the vy are identically and independently distributed vectors across v and t with zero mean

and positive-definite covariance matriz €);, and have bounded fourth-order moments.

Assumptions 2.1-2.3 are quite standard in the analysis of stationary VAR processes, as were
also used by Robinson and Hualde [38], constituting the counterpart conditions for B;. The first
condition rules out possible collinearity in the innovations imposing a standard summability re-
quirement and ensures well-defined functional behaviour at zero frequency, allowing for invertibil-
ity. The second condition is needed for the uniform convergence of the Hessian in the asymptotic
distribution, and finally the moment requirement in the third condition is in general easily satis-
fied under Gaussianity. The iid requirement in the last condition may be relaxed to martingale
difference innovations whose conditional and unconditional third and fourth order moments are

equal, which indicates iid behaviour up to fourth moments.

Assumption 3 (Rank condition). Based on the time-stacked version of the vector of observables

Zi’;, Z:, the following conditions are satisfied:

1. T_1~Z:~Z:/ is full rank;
AN
2. (T‘lZi Z/) has finite second order moments.
Assumption 3.1 is a regularity condition ensuring the existence of the least-square estimate
in (2.16) and thus of the slope estimate in (2.17) while Assumption 3.2 is used in the derivation
of asymptotic results of the common-correlation mean group estimate described in (2.20). These

conditions are used by Pesaran [29] based on stationary I(0) variables.

Under our setup, the common-factor structure that accounts for cross-sectional dependence is
projected out, and this adds the extra complexity of dealing with projection errors. In a pure
time-series context, Hualde and Robinson [22] derive joint asymptotics for memory and slope
parameters without accounting for individual or interactive characteristics of the series. Although
the results by Hualde and Robinson [22] are similar to ours, showing our results relies heavily on

the projection algebra due to the allowance of cross-section dependence.

The next theorem presents the consistency of slope and long-range dependence parameter

estimates that are mainly of interest in structural estimation.

Theorem 1. Under Assumptions 1-3, as (n,T); — oo,

dz‘ — diO —p 0.
Ji = Vi
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This result does not require a rate condition on n and 7" so long as they jointly grow in the
asymptotics, and it can be readily extended to include also the other model parameters. This
contrasts with the results derived by Robinson and Velasco [39], where only 7" is required to
grow and n can be fixed or increasing in the asymptotics. An increasing 7' is needed therein
since it yields the asymptotics, as is needed here, but projection on cross-section averages for

factor structure removal further requires that n grow because the projection errors are of size
O, (n™' + (nT')~/?) as shown in Appendix A.1.

Next, we show the joint asymptotic distribution of the parameters, where a rate condition on

n and 7' is imposed to remove the projection error.

Theorem 2. Under Assumptions 1-3, and if VT /n — 0 as (n, T); — o0,

lgi - 192'0

The variance-covariance matrix A;B; A’ has a highly involved analytic expression, but defini-
tions of the estimates A; and Bi, thus forming the positive semi-definite covariance matrix estimate
AZBIA;, are provided in Appendix 2.8.4.

This joint estimation result differs from the one by Robinson and Hualde [38] but is similar
to that by Hualde and Robinson [22] in that there can at most be weak cointegration under
our setup. Removal of common factors that allow for cross-section dependence brings the extra
condition that Tn=2? — 0 along with more involved derivations, leading to substantially different
proofs from those only outlined in Hualde and Robinson [22]. Under lack of autocorrelation and
endogeneity induced by the idiosyncratic innovations, Ergemen and Velasco [16] establish the VT-
convergence rate in the joint estimation of both slope and fractional integration parameters under

weak cointegration, with which our results are also parallel.

We finally consider the asymptotic behaviour of the common correlated mean-group slope

estimate.

Theorem 3. Under Assumptions 1-3, as (n,T); — oo,

vn (BCCMG (CZ, 19) - 50) —a N (0,82,) .

This theorem extends the results by Pesaran [29] and Kapetanios et al. [24] on I(0) and (1)

variables, where this GLS-type estimate now converges at the /n rate without requiring any
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conditions on the relative growth of n to T. The asymptotic variance-covariance matrix, €2,,, can

be estimated nonparametrically based on the GLS slope estimates by

0 (d.9) = 3" (5 (d.3.) = fecwsc (d.)) (5 (d.5.) — Aecae (4.5) )
=1

1=

since variability only depends on the heterogeneity of the 3;, and bold indicates parameter vectors.

2.4 Deterministic Trends

While our model in (2.1) can accommodate both deterministic and stochastic unobserved trends
via the common factor f;, this imposes that the trending behaviour be shared by some cross-
section units, in particular by those with nonzero factor loadings. This then indicates that among
those cross-section units sharing the same trend, the difference is only up to a constant, based on

A; and ;. To relax such a restriction and allow for separate time trends, we extend the model in
(2.1) as

Yir = o + a;q(t) + 24 Bi0 + fi)hi + At_dioelih (2.21)
Ty = i + pir(t) + foyi + At_ﬂi%zit,

where now ¢(t) and r(t) are known time trends.

The case in which ¢(¢) and r(¢) in (2.21) are linear, possibly with drifts, can be straightforwardly
analyzed in second differences, at whose first and second differences the time trends are reduced
to constants and removed, respectively. Alternatively, projections can be carried out in first
differences using an augmented version of the projection matrix described in (2.9) to include ones
at its first column, which then mirrors fixed-effects estimation in first differences. In both of these
approaches, asymptotics remain the same under the conditions prescribed in Section 2.3: although
the series may be overdifferenced in the beginning, they are integrated back by the order of their
initial differencing orders after projections to their original integration orders, e.g. for double

differencing, as in
d—2A2, . Ad D=2 A2, AD
ANy =~ AY Jyp and AV TTA g =AY T

In cases of (possibly fractional) nonlinearity in ¢(¢) and r(¢), such as t?,¢3 logt and A=%1
with ¢ > 1/2, removal or estimation of trends may become more complicated as opposed to the
linear case. When the orders of trend polynomials are known, the first column of the projection
matrix in (2.9) can be augmented accordingly to remove the trending behaviour. Even when ¢(t)
and r(t) are functional trends of known orders, such projection matrix augmentation may prove
useful. However, when the orders of trend polynomials are unknown, removal of trends based on

projection is not straightforward, though some nonparametric GLS detrending approach might be
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used. This case is beyond the scope of the present paper and is not further explored.

2.5 Simulations

In this section, we investigate the finite-sample behaviour of our estimates, Bi(dio, Yi0), CZZ-, 191 and
BZ(CZZJ?Z), by means of Monte Carlo experiments. While we estimate the parameters for each
1 separately, we can only report the average characteristics. We draw the mean zero Gaussian

idiosyncratic innovations vector v;; with covariance matrix

@11 A12
Q= ,
Q21 Q22

where we allow for variations in the signal-to-noise ratio, 7 = ags/aj1, and the correlation p =
a1a/(a11a0)?. We take a;; = 1 with no loss of generality, and introduce the short-memory
dynamics taking B;(60;) = diag{61;, 02} to generate €;.

We draw the factor loadings as U(—0.5,1), and then generate serially correlated common
factors based on #id innovations drawn as standard normal. The fixed effects are left unspecified
since projections and estimations are carried out in first differences. Fixing the cross-section size
and time-series length to n = 10 and T" = 50, respectively, we consider the parameter values
¥ = 0.75,1,1.25, d = 0.5,0.75,1, covering both cointegration and noncointegration cases, and
61 =05 =0,0.5 with p = 0,0.5 for 6 = 0.4, 1. For this study, we fix 8,9, 7,d* = 1. Simulations are
carried out via 1,000 replications.

Tables 2.1 and 2.2 present the bias and RMSE profiles of our estimates for ; = 6, = p = 0 and
01 = 0y = p = 0.5, respectively. Both the feasible and infeasible versions of B v have considerably
small biases under absence of autocorrelation and endogeneity, with the biases further decreasing
in ¥ although their magnitudes increase in J. In the second setup, where both endogeneity and
autocorrelation are present, biases of all parameter estimates show an increase in magnitude due
to the simultaneous equation bias stemming from prevalent contemporaneous correlations. Biases
of slope estimates are decreasing in the order of cointegration, i.e. 19 —d. The fractional parameter
estimate 9 remains robust in terms of bias for a given ¢, and the estimate d has a bias generally
decreasing in d.

In terms of performance, slope estimates behave well both under absence and presence of
autocorrelation and endogeneity, in most cases standard deviations dominating biases in terms of
contribution to root mean square errors (RMSE). The fractional parameter estimates ¥ and d also
perform well.

In order to investigate the contributions of endogeneity and short-memory dynamics separately,
we next consider 6, = 05 = 0 with p = 0.5 as well as #; = 05 = 0.5 with p = 0. Table 2.3 presents the
case of endogeneity without short-memory dynamics. Compared to the results in Table 2.1, slope
estimates mainly suffer from the simultaneous equation bias caused by p # 0 while the performance

of fractional integration parameters are slightly ameliorated. When autocorrelation is introduced
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instead of endogeneity in Table 2.4, slope estimates perform similarly to the results in Table
2.1. The performance of fractional parameter estimates U and cZ, however, are slightly worsened
compared to the results in Table 2.1. A further comparison between Tables 2.2 and 2.3 reveals that
under endogeneity, short-memory dynamics help both the feasible and infeasible slope estimates
in terms of performance in some cases. Introducing endogeneity when short-memory dynamics are
already present improves the performance of fractional integration parameter estimates to some
extent as can be concluded from the comparison of Tables 2.2 and 2.4.

We also explore the finite-sample behaviour of our estimates under (2.21) taking r(¢), q(t) = t.
As before, estimations are performed in first differences, but the projection matrix in (2.9) is now
augmented to include ones in its first column. This way, the estimation method mimics fixed-
effects estimation in first differences, and the corresponding bias and RMSE profiles are shown
in Tables 2.5 and 2.6. The results in Tables 2.5 and 2.1 are comparable as are the results in
Tables 2.6 and 2.2. With the inclusion of linear trends, while both the infeasible and feasible slope
estimates have positive and small biases, the fractional integration parameter estimates appear to
have been underestimated in general.

Finally, we replicate the results in Table 2.2 taking n = 5 and T' = 25 to explore the small-
sample behaviour of the estimates in the most difficult case since the projection errors have a
larger role. These results are reported in Table 2.7. In terms of performance, the standard errors
roughly double (although for individual estimates the convergence rate is VT, through averaging
the rate becomes approximately vnT ) while the bias profiles of slope estimates remain more or
less the same. However, fractional integration parameter estimates generally suffer from larger

biases compared to the results in Table 2.2.

2.6 An Analysis of the Long-Run Debt and GDP Rela-
tionship

2.6.1 Related Literature and Empirical Strategy

The relationship between debt and economic growth has been extensively analyzed based on
several different approaches leading to mixed results. Among many others, Elmendorf and Mankiw
[14] argue for the negative effect of public debt on growth. Reinhart and Rogoff [33] use a
debt-bracketing approach coupled with threshold estimation to conclude that high debt hinders
economic growth in developed countries. Baglan and Yoldas [1] show that nonlinearities caused by
a common debt-level threshold is insignificant and suggest grouping the countries according to their
debt-to-GDP ratios to conclude a common negative relationship between GDP growth and debt
for countries with chronically high debt. In line with these findings, Chudik et al. [11] show that
debt has a negative and significant effect on growth in the long-run and that debt-level thresholds
have no significant effects thus refuting the nonlinearity arguments based on thresholding in debt

dynamics. Contrary to these views, DeLong and Summers [13] find a positive effect of debt on
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GDP growth arguing that recession periods can lead to a situation in which expansionary fiscal
policies may have positive effect on long-run GDP growth.

Overall the existing literature has provided ambiguous conclusions as to whether the rela-
tionship between debt and GDP growth is negative or positive due to large differences in their
estimation methodologies. Except for the econometric specification by Chudik et al. [11], which
constitutes the AR alternative of ours, all others rely on homogeneous slope estimation methods,
completely disregarding country characteristics and possible interactions between countries. Such
homogeneity assumption on the slope parameter implies that different countries converge to their
equilibrium at the same rate and that there is no debt overhang from one country to another,
which is implausible given the increasing interdependencies between economies. Although Chudik
et al. [11] can address these issues in their cross-sectionally augmented autoregressive distributed
lag estimation strategy, they restrict their analyses to I(0) and I(1) assumptions. Just like in
the other references, their decision on the stationarity of the dynamics of debt-to-GDP ratio and
GDP growth is merely based on unit-root testing. However, as is well known by now, rejecting
the null of a unit root does not imply 7(0) stationarity in the series since stationarity may also
be rejected. Our methodology does not require a priori unit-root or stationarity testing because
these and in-between cases are flexibly nested.

We analyze the relationship between real GDP and debt-to-GDP growth rates and the rela-
tionship between real GDP and debt in log-levels separately in the following subsections. The
former application is aimed at contrasting our findings to those in the literature, and the latter
is included for the sake of simplicity in interpretations. In the first part, we use post-war yearly
data on debt-to-GDP ratios from Reinhart’s database and real GDP data from Angus Maddi-
son’s website spanning the time period 1955-2008 for 20 high-income OECD countries: Australia,
Austria, Belgium, Canada, Denmark, Finland, France, Germany, Greece, Ireland, Italy, Japan,
Netherlands, New Zealand, Norway, Portugal, Spain, Sweden, United Kingdom and United States.
Real GDP growth rates and debt-to-GDP ratios for each country are plotted in Figures 1 and 2,
respectively. In the second part using the same datasets, we use the PPP-based GDP data and
construct debt data based on that and debt/GDP data for the time period 1955-2008. Since using
only level data might invalidate the results if residuals obtained from regressions are trending, we

perform the analysis in logs to ensure this is not the case.

2.6.2 Empirical Analysis of the GDP Growth and Debt-to-GDP Ratio
Relationship
We examine the effect of debt! on economic growth using our fractionally integrated panel data

estimation methodology. Using our approach, we incorporate country-specific characteristics and

the interactions between countries while also allowing for endogeneity without having to restrict

'We use data on central government debt since this is the only available data for all the high-income OECD
countries that we consider.
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our analysis to 1(0) and I(1) cases, by which we are able to detect stationarity and nonstationarity
of fractional orders.

From Figures 1 and 2, it is evident that real GDP growth rates show more oscillations, which
is a typical behaviour of stationary series, than debt-to-GDP ratios for all countries. The average
growth rate for all countries over time is 3.37% while the average debt-to-GDP ratio is 53.21%. In
line with the literature, the correlation coefficient between these averaged series is -0.0983 implying
an inverse relationship between debt and growth. Furthermore, we account for cross-section mean
and variance characteristics of the series so that we can get accurate inference on the long-run
relationship between growth rates and debt-to-GDP ratios, if any.

First, we estimate the fractional integration orders of real GDP growth rates and debt-to-
GDP ratios using local Whittle estimation based on Robinson [35] with bandwidth choices of
m = 10, 14. Given that the sample contains 54 time-series data points, choosing higher Fourier
frequencies will lead to short-memory contamination in the estimates. The estimation results are
collected in Table 8.

The results in Table 8 suggest that real GDP growth rates may in fact be integrated of fractional
orders and even be mildly nonstationary? although they are always considered to be I(0) variables
in the literature. While the null of 7(0) stationarity in GDP growth rates cannot be rejected
for several countries given the standard errors of their memory estimates, there are also other
countries in our sample whose growth rates are significantly fractionally integrated of different
orders, thus justifying our approach.

The integration order estimates of debt-to-GDP ratios presented in Table 8 are all significant
and around unity, indicating high persistence but of varying orders. Chudik et al. [11] use debt-
to-GDP growth rates in their analysis, for which we present the integration orders also in Table
8. These fractional integration or memory estimates suggest that debt-to-GDP growth can still
be persistent for some countries with varying magnitudes.

We also estimate the fractional integration order of the common factor based on the cross-
section average of both of the series together, which proxy the factor structure well as is evident
from (2.7), using local Whittle estimation based on Robinson [35]. The common factor is integrated
of orders 0.7577 and 0.7067 for m = 10, 14, respectively, providing evidence that the cross-section
dependence is persistent itself, which has not been considered in this literature so far.

Having obtained the integration order estimates for GDP growth and debt-to-GDP ratio as
well as debt-to-GDP ratio growth, we analyze the relationship between real GDP growth rates
and debt-to-GDP growth rates, as is the case in Chudik et al. [11], for two reasons: first, re-
gressing GDP growth, which is stationary for most countries, on debt-to-GDP ratio, which is
highly nonstationary, is completely uninformative whereas a regression based on the change in the
debt-to-GDP ratio, which has almost the same persistence characteristics as GDP growth, can

prove insightful; second, interpretation of the results is more useful since our primary focus is on

2Chudik et al. [11] also point out that growth rates may be mildly nonstationary and use this information to
select sufficiently many lags in their ARDL specification.
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determining how economic growth responds to a change in the debt-to-GDP ratio.

We therefore estimate (2.1) taking y;; as the real GDP growth and x;; as the debt-to-GDP
ratio growth of country i, based on our methodology in which we account for country-specific
characteristics, such as institutions and geographical location, as well as characteristics that are
common for all countries — OECD membership, high income, etc. Our estimation methodology
also allows for the two-way endogeneity between the debt-to-GDP ratio and real GDP growth
since the idiosyncratic innovations are allowed to be correlated in the model, which is called for in
this analysis as has been discussed by Baglan and Yoldas [1] and Chudik et al. [11]. The estimation
results, taking d* = 1.25 and assuming a VAR(1) structure in the idiosyncratic innovations, are
reported in Table 9. For all countries but Italy, slope coefficient estimates are insignificant at
the 5% level, indicating that debt-to-GDP growth and GDP growth do not have a relationship.
For Italy, the slope estimate is positive and significant, but the long-range dependence parameter
estimates are both insignificant, implying that the relationship between debt-to-GDP growth and
GDP growth only has a short-term nature.

Moreover, there is no statistically significant evidence for a cointegrating relationship between
economic growth and debt growth for any of the countries, which can be simply checked by means
of a t—test constructed as t = (ng — dl)/se(éz — CZZ) in the direction 9J; > d;. This leads to the
conclusion that there is no long-lasting equilibrium relationship between GDP growth and debt
growth. Along with most of the claims in the literature, this could be due to the net direction
of the causality between these variables being undetermined in the longer run: while high debt
burden may have an adverse impact on economic growth, low GDP growth (by reducing tax

revenues and increasing public expenditures) could also lead to high debt-to-GDP ratios.

2.6.3 Empirical Analysis of the Relationship between GDP and Debt

in Log-Levels

In structural estimation, using comparable level data, such as GDP and debt, leads to easy-to-
interpret results. With this in mind, we repeat the analysis in the previous subsection using real
GDP and debt in log-levels, whose persistence characteristics we expect to be similar, so that we
can identify possible long-run relationships. This way, we can guarantee that the results have
clear interpretations.

We find that both real GDP and debt levels exhibit different cross-section mean and volatility
characteristics, which we take into account so that valid comparisons can be made. We plot real
GDP and debt at levels after normalizations in Figures 3 and 4, respectively.

For both series, there is a clear trending behaviour, leading us to think that they are both
nonstationary series. To verify this, we carry out local Whittle estimations on logs of the level
series using m = 10, 14 Fourier frequencies. The results are collected in Table 10.

The estimation results show that real GDP and debt in logs are integrated of an order around

unity, which is in line with the literature where they are treated as I(1) variables. The common
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factor of real GDP and debt is estimated based on the cross-section averages of the stacked
series and is integrated of orders 1.0042 and 0.9272 for m = 10, 14, respectively, indicating that
removing the common factor is essential for disclosing possible cointegrating relationships. To
verify this statement, we provide benchmark estimation results based on the pure time-series
estimation approach by Hualde and Robinson [22] assuming a VAR(1) structure. Along this line, to
understand the long-run relationships, we are interested in identifying cointegrating relationships.
Nontrivial cointegrating relationships between real GDP and debt exist if a) the slope coefficients
are significantly different from zero; b) the estimated integration orders of debt in log-levels are
significantly larger than those of the estimation residuals, i.e. U; > d;. These benchmark estimation
results are collected in Table 11.

According to the results in Table 11, all the estimates are significant for all countries except
Australia and Canada with mixed signs. From these results, it is further indicated that real GDP
and debt in logs do not have a cointegrating relationship for any of the countries, which can be
simply checked by means of a t—test constructed as ¢t = (J; — d;)/s.e.(J; — d;) in the direction
¥; > d;. This result can be explained as follows. A time-series regression conceptually omits the
common-factor structure accounting for cross-section dependence and when the common factor is
the main source of persistence, the resulting regression residuals turn out to be persistent thus
hindering the identification of a possible cointegrating relationship.

Now, using our model, we check the long-run relationship between real GDP and debt in logs,
again assuming a VAR(1) structure. These estimation results are reported in Table 12.

A positive (or negative) slope estimate indicates that a unit-percent change in debt leads to an
increase (decrease) in real GDP by (;%. According to the estimation results in Table 12, we find
that debt and real GDP in logs have a significant relationship for all countries except New Zealand
and the United States. The significant effect of debt on GDP is positive for Belgium, Canada,
Finland, France, Germany, Ireland, Spain and Sweden, and it is negative and significant for the
remaining countries. While a negative and significant effect of debt on real GDP is generally
reported in the literature, a positive effect can be, for example, due to the debt increasing because
of government spending while also fuelling real GDP; also see DeLong and Summers [13].

The relationship between real GDP and debt does not have a cointegration nature for Australia,
Belgium, Canada, Finland, Netherlands, Norway and the United Kingdom, which suggests that
the significant interplay between the variables has a short-term nature. On the other hand, we find
a cointegrating relationship between real GDP and debt for Austria, Denmark, France, Germany,
Greece, Ireland, Italy, Japan, Portugal, Spain and Sweden. While it cannot exactly be claimed
that real GDP and debt have a long-term equilibrium relationship in the strict macroeconomic
terms when ;5 — d;o > 1/2, there still is a clear co-movement between these indicators.

To conclude, using our methodology we find that real GDP and debt have a cointegrating
relationship for several high-income OECD countries while the impact can be positive or negative
across countries. These cointegration findings contrast well to the benchmark estimation results

in Table 11 where we could not find any cointegration due to the negligence of individual country
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characteristics and cross-country dependence. That is to say, if heterogeneity and interdepen-
dencies across countries are not taken into account in analyses of economic unions, as in a pure
time-series estimation, identifying the true nature of the relationships between these variables will

not be possible.

2.7 Final Comments

We have considered a fractionally integrated panel data system with individual stochastic com-
ponents and cross-section dependence, which allows for a cointegrated system analysis in the
defactored observed series. Although the present paper is quite general in that it incorporates long-
range dependence and short-memory dynamics with the allowance of deterministic time trends,
it nevertheless can be extended nontrivially in the following directions. The parametric factor
structure inducing cross-section dependence in our model may be assumed to have been approx-
imated by weak factors thus capturing spatial dependence in the idiosyncratic innovations; see
Chudik et al. [12]. While this is a theoretical possibility in (2.1) with additional conditions on
the common factor, f;, we do not analyze spatial dependence explicitly. Parametric modelling of
spatial dependence, see e.g. Pesaran and Tosetti [30], may provide further insights. Moreover, a
multiple regression framework can be considered through the allowance of vector x; whose ele-
ments display different degrees of persistence. While the extension is trivial when the entire vector
displays the same persistence characteristics, the treatment of unit-varying persistence is likely to
complicate the uniformity arguments shown in this paper. This extension, however, may allow
for the identification of multiple cointegrating relationships. Finally, the fractionally integrated
latent factor structure may be estimated and those estimates may be used as plug-in estimates in
drawing inference on other model parameters, thus allowing the model to be used in forecasting
studies. PCA estimation of fractionally integrated factor models are yet to be explored in the

literature.

2.8 Technical Appendix

2.8.1 Proof of Theorem 1

Projections are carried out based on (2.9). Denoting z(d*, d*) = z(d*), let us write

x;(d" )My, (d")F(d") = x;(d") I, F(d") — xi(d")z(d") (z' (d")2(d")) "2/ (d")F (d"), (2.22)

with

(@]
o)

Z(d") = F(d)C+ & (d* —d,d* — 0) (2.23)
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where bold indicates the vector of parameters with the critical parameter values being d,,,, and

Pmaz, and

VB + A

and E(d*—d,d"—9) =e(d* —d,d* —9) + & (d — 9) 3.

Q)
Il
o o o

4
0
0
0 7

Suppressing the notation as £ (d* —d,d* —9) = &€, the elements of the second term on the RHS

of (2.22) can be expressed as

z2(d") = Ty 'xj(d")F(d")C + T 'xj(d")€
z(d*) = TTIC'F/(d)F(d*)C + T C'F(d)E + TTEF(d)C + T EE

T2 (d)F(dY) = T IC'F/ (d)F(dY) + T EF(dY).
By Assumption 2,
& =U(L;0)v, 0cO,

with > 272 | 7 ||W;]] < K, where K is a positive constant. Thus, projections based on ¥; and € incur
errors of the same asymptotic size, and we will show the results in this simpler case to motivate
the main ideas.

Then, by Lemma 1, as n — oo, the projection error, which is the sum of the terms containing

&, is of size

O S FH

Denote the projection matrix containing the true factors M. By the idempotence of the projection

matrix, this result implies that

X, (d*) Mg, (d*)F(d*) = x,(d*)MpF(d*) + O, <% + J%) , (2.24)

indicating that My, can replace Mg as n — oo, which is useful for the asymptotic analysis.

Furthermore,

Tyxi(d") My, (d)F(d") = T} *x{(d)MFF(d) + O, (g> | (225)

Using the projection arguments above, we first show the consistency of Bi(dio, Vo), taking for

simplicity p = 0 together with the notation d = d;y and ¥ = 19, corresponding to the unfeasible
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LS estimate with no short-memory dynamics. Then in (2.14), denoting 3, = S/,

Bi(d779)= t@t2<19> ~i~;kt(d)y2t<~d*) ¢ L3 (d) T3, (0) tN;Z(,&)yzt(d)7
F52(d) 32, 252 (0) — (02, 73 ()75, (9))

from which we can write

)Y F ) — X d)T0) X, 707
)= P ) 2 0) (a0

e — ok e 3 Tk e — 3 3 3
where ¥} o, = 07, — piUs;- Now noting that Cov (03, 05 5;;) = 0, and using the projection arguments

above,
A, ) - B0 =0, + 1
= 0,(1).

We then show the consistency of ; taking p = 0 because the proof follows exactly the same

steps for other p values. Write the time-stacked CSS as
Lir(0) = =X ()X} (), (2.27)

for v €V =1[0,9] C (0,2). Now,

where

Ad*_lAii = Ad*_lAXi — émi(d*)
= AT Ax; — AT AXZ (d7) (2(d9)Z (d7)) Tz (dY)

so that
AT ATTIAR = AV A — &2(0).
Next, to be able to make use of (2.24), let us write
ATAR =TI, + J,
with
I, = AV P0yy, — AT V0y, B (d¥) (F(d)F' (d*) " F(9),

Jo = AT 00y [F(@7) (F(@)F ()7 ) - 2(d°) (a(d)7 (d)'5(0) )
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where F(d*) = (fo(d*), ..., fr(d*))". Then using the notation

Mf = Mf(ﬁ)

F/(d) (F(d")F'(d")) " F(9),
M, = M, (V) 7

7/ (d")(2(d")Z'(d")) " 2(9),

we can write (2.27) as

{M vy — AT TVOvy My + AT 0y (My — M)}
X {A’lg 1920V2Z, — Ad*_ﬂiOVQiMf + Ad*_ﬁiOVQi (Mf - Mz)}/7

where it suffices to check only the squared terms since the cross terms are bounded from above

by the Cauchy-Schwarz inequality. The first squared term,
1 ’19—191‘0 19—191'0 /
—A VQZ‘A Vo,

converges uniformly in 9 to the variance of AV~%#v,; and is minimized for ¥ = 9,y as in the proof
of Theorem 3.3 of Robinson and Velasco [39] and Theorem 1 of Ergemen and Velasco [16]. To

show that the second squared term is negligible, write
1 * *
TAd _19i0V27;MfM}Ad _ﬁiOV/QZ-
where
MM} = F'(d") (F(d")F'(d") " F()F (@) (F(d")F'(d")) " F(d") (2.28)

satisfying under Assumption 1 that

PAE) v 50
p

sup F(9)F(9) ~0, (1 n T2(67Q)71) — 0,(1)

Jey

which is shown by Lemma 2. Now since, by Lemma 3,

AT iy, F(d)

o _ Op (T—1/2 + Tﬂio+5—2d*—1) _ 0p(1),

and applying (2.28), we have that

1 * *
sup | =AY vy My MIAT vl | = 0,(1).
vev | T
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The third squared term

1 * %
sup | =AY vy (Mg — M,) (M; — M) AY~'vl,| = 0,(1)
vev | T

because
F(d") M. MF'(d") = F(d")z'(d")(z(d")Z (")) "'2(0)2' (9)(z(d")Z (d"))"'2(9)F'(d")

for which it is shown in Lemma 4 that

. O 1 4 1 " T2(19max_ﬁ)_1 . Tﬂma:c-'r(s—?ﬁ—l B (1)
- "\n o VT vn NG = OpllL).

F(d*) M, M'F(d*)
T

sup
deV

The proof of consistency for 1§Z is then complete.

The consistency of d; in the time-stacked CSS

~ . 1 ~ R ~ ~ % ~ ~ % A ~ ~ % ~ /
d; = argmin — (7(d) — &i(d, 0.YQZ](d,9)) (¥:(d) = &(d, 0:) QZ; (d. 0,))

with D = [d,d] C (0, %) can be shown using exactly the same line of reasoning as above addi-

tionally incorporating the estimation effects of @; that are uniformly O,(T~/2) in d based on the

arguments in Hualde and Robinson [22], and thus the proof is omitted.

Finally, establishing

N

Bi(diu 191) — Bio = 0p(1)
follows from the Mean Value Theorem writing
Bz(%) — Bio = Bz(%) — BZ(T) + Bz(T) — B with 7= (dio, Vio), (2.29)

where

with §;(r1) = O,(1) for some intermediate-value vector 7%, as is the case in Robinson and Hualde
38], and using that 7 — 7 = O, (T~/?). O
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2.8.2 Proof of Theorem 2

Asymptotic normality of the slope estimates can readily be established based on (2.29), (2.26) and
(2.25)

VT <Bi<dia 0;) — @‘0) = N(0,%5) + Op <g>

where ¥ is the variance-covariance matrix obtained from (2.26) in the usual way, and the O,

term on the RHS appears due to projection error, which is removed if v/T /n— 0 asn— oo.
Showing the asymptotic normality of J; and d; follows the same steps, which is why we only

prove the result for ¥; to focus on the main ideas. The v/T—normalized score evaluated at the

true value, 1,9, is given by

OL; (v 2
\/T —’T( ) = = {sz' - t ZOVQZMfo + A ZOV21 (Mfﬂ - MZ70)}

I gy,
X {(log Ay) v — Af*_ﬁiOVQZ‘M‘ﬁO + Atd*_ﬂwv% (Mf,o — ]\'/_/@0) }/
where
My = My(V;0) = F'(d") (F(d")F'(d")) " F(dsp),
M. == M.(9i) = 2'(d")(2(d")Z'(d*)) " 2(Vs),
My = My(9i0) = F'(d") (F(d")F'(d")) " F(dy),
M. o := M. (Vi) = Z'(d*)(z(d")2 (d*)) "' 2(Va),

and F(9) = (0/00) F(¥). Taking n = 1, as T — oo, the term

2
——vay; [(log Ay) vai]” =4 N(0, 40,
\/TZ[( g A¢) vai] —a N( )

applying a central limit theorem for martingale difference sequences as shown by Robinson and
Velasco [39].
Next, we show that the remaining terms are negligible. To do so, we only check the dominating

terms since the other terms containing d* have smaller sizes. The expression

2 . * Q. 2 —1 & * __ 9.

v Mo AT Y0y = Z v, F(dF) (F(d)F(d%) 7 F(9;0)AY Yoy = o, (1

o7 VMol zzﬁz()(()()) (Vio) A 5 = 0p(1)
based on the results in Lemma 5.

The term dealing with the projection approximation,

2

ﬁ i

: : d*—0;
Vo (Mf,o - Mz,o) AF U0V,
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can easily be shown as in Ergemen and Velasco [16] to be 0,(1) following the same steps described

earlier. All other cross terms are negligible using similar arguments so the result follows.

Finally, uniform convergence of the Hessian can be shown following the arguments in Theorem
2 of Hualde and Robinson [23], and the proof is then complete. O

2.8.3 Proof of Theorem 3

The asymptotic behaviour of the mean-group slope estimate is readily shown in Pesaran [29] under
the rank condition and the random coefficients model we described. The long-range dependence
parameter estimation effects are O,(T~'/2), for which we need that 7' — oo (as well as n — oo
that yields the asymptotics), but no further condition on the relative growth of n or 7" is needed.
OJ

2.8.4 Covariance Matrix Estimate flzézfl;

Definitions of the variance-covariance matrix components are comparable to those obtained by
Hualde and Robinson [22]. The main exception under our setup is that these matrices must be
constructed based on the projected series, which is clearly not a concern in the pure time series
setup of Hualde and Robinson [22].

Denote M,L = Mz((jl,igz), (ZJ,L = (IJZ( Z',ng), G = G (19 ) and (%z = le(lgz) Then,

with
~ _ a—1
b = (1,0,...,0YM; = —(1,0,...,0) Qir 81771
A - - i1
aiz = (1,0,...,0) @, zT1T1 Sirira 87,7‘27‘2 (1 0, 0)@iry8iryr,
| - o B | |
Aig = Siﬁn? Qi5 = 817'171 Sirima 87/7'27'27 Qic = 82'7'27'27
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where

~ =1 - ~ =1
Doy = M <mm M ) Doy = M (mm Mo )

i 27—1

tin, = Q7 Z{ i (d)Fd9) + Zi (s, D3}, ()

t=p+1

~

Vi = @ Z{ () 23/ 02) + Zi(des 09) 23 (i)}

thrl

mZTQ Q Z thg yzt )
t p+1

Ve, = @, Z{ i 00231 (ds, 05) + Z(ds, D) 23, (00) } @
t p+1

with the parameter subscripts denoting the first partial derivative as in

Uiy (di) = (log A5 (dy),
~ ~ ~ ~ ~ ~ /
Zi(di) = (log A) {:z:xd@-),o,:c;,l(di),o,y;-;,1<d> (), 0, () |
q 3 ~ % q ~ % 3 !
Zi(0:) = (10g ) {0,7,(0),0, 7, (0:),0,...., 0, 7_,(0:),0 }

and also

1
SlTlTl = E : zt‘rl ) 8“'17'2 = E : Uity 2t7'27 Sitary = f E w

t p+1 t p+1 t=p+1
Oiiry = Tiery (i) = &, QZ5(ds, D) — 2{QZ, (),
Vitr, = WQQZZ:(dM?) i@ m( )
UA}:tTQ = ‘%;ktﬂ' ( i) — ¢172RX;:( i) — m2 (7§>

~

By, (0;) = (log A)E;,(0;), Xfm(ﬁ) (log A) X7, (D),
qbi’rg = Gl_l (giTQ - GAiTQéi) )

T
~ 1 * 9\ ~* /.0 q 9
Giry = RT {X’LtTZ (ﬁl)xzt(ﬁ ) + X <19 ) ’LtT2 (191)} )
t=p+1
T A~ ~ ~ ~
272 = f Z { thz X;f(ﬁl), + X;ﬁ(ﬁ )X;Tz(ﬁ ) } R
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Finally,

« 1 . - 7
Bz - f Z Uf2 it(dia Z)Uthl UfZﬁ(d“ z)U;Tl ’
=y (di, 00)i, 03 44 (Vi) W5,

where

2.9 Lemmas

Lemma 1. For some d* > max{¥m4z, dmaz, 0} — 1/4, following are the stochastic orders of the

projection components:

a.
_ 1 1
—1oro - -
T) 5€—Op(n+m),
b.
P\VnT
c.
= 1 1
T (d" — Vmaz)€ = O, (E—i_ﬁ)
where € = (&y,...,&7) .

Proof of Lemma 1.a. Let us write

d* —dmaz d* —VYmaz
_ At €1t + At €ot
et - d* _ﬂmaz ’

Then
T T T ) T )
() 1§ () o () 1§ ()
t=2 t=2 t=2 t=2
T
+ 217 Z Af ~dmaz €1tA?*7ﬁm“I €2t
t=2
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whose expectation is O (n™') and variance is O ((nT)™!) , using Cauchy-Schwarz inequality. Thus,
T
1 1
-1 —/ =
g8 | = + —
(%) -0 Grvi)

b. The expression has zero expectation. Using the independence of f; and &,

Var M Zt QZt/ (ft t/)E(étég,)
T1 T2 :

which is O (n™1) times

T T
1 2(max{dmas—d* Fmaz—d* 112(6—d*)—1
T_EE:E:“ /|2t D=y pema-t (2.30)

t=2 t'=2

Take with no loss of generality, U,40 > dimas. Then (2.30) becomes

1 T T
2(6-+Ymae—2d* —1 _
_122222 (6+ ) O(T 1).

Thus, il _ O, ((nT)~1/%).

T

c. The expectation of T, <Z;‘F:2 ét62t> is O (n™') and its variance is O ((nT)~'/?) , which can be
shown as in Lemma 1.a. Thus, T} (ZtTZQ étégt) =0, (n7' 4+ (nT)~1/?). O

Lemma 2. Under Assumption 1,

sup
Iev

Proof of Lemma 2. The result follows from the arguments in the proofs of Theorems 4-6 of

Ergemen and Velasco [16].
Lemma 3. Under Assumption 1,

Ad*iﬁio ’UQ,F(d*)

- =0, (T71/2 + Tﬁio+572d*,1) = 0,(1),

Proof of Lemma 3. The result follows from the arguments in the proofs of Theorems 4-6 of

Ergemen and Velasco [16].
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Lemma 4. Under Assumption 1,

. O 1 n 1 n TQ(ﬂmax_Q)—l N Tﬁmax“!‘(s—Qﬁ—l B (1)
" \n o VT vn NG = OplL).

Proof of Lemma 4. The result follows from the arguments in the proofs of Theorems 4-6 of

F(d") M, M F(d)
sup
deV T

Ergemen and Velasco [16].
Lemma 5. Under Assumption 1,

’021'1;(&) =0, (T71/2 + T&*d*fl/Z)
F(0i0) A" "0 ),

. _ Op (T—1/2 + T(S—d*—l log T) )

Proof of Lemma 5. The result follows from the arguments in in the proof of Theorem 7 of

Ergemen and Velasco [16].
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9¢

Table 2.1: Bias and RMSE Profiles with n = 10 and 7' = 50 (; = 0, = 0 and p = 0)

9 =0.75 ¥ =1 ¥ =1.25

d=0.5 d=0.75 d=1 d=0.5 d=0.75 d=1 d=0.5 d=0.75 d=1

0=04:
Bias Buc(d,¥) -0.0015  -0.0016 -0.0015 -0.0007  -0.0011 -0.0015 0.0001  -0.0002 -0.0009
ﬁMg( ,19) -0.0017  -0.0018 -0.0016 -0.0007  -0.0012 -0.0016 0.0001 -0.0001 -0.0007
9 0.0194 0.0187 0.0160 -0.0072 -0.0070 -0.0075 -0.0056  -0.0055 -0.0056
d 0.0052 -0.0092 -0.0201 0.0107 -0.0131 -0.0259 0.0222 -0.0188 -0.0375
RMSE BM(;(d, v)  0.0497 0.0526 0.0510 0.0421 0.0495  0.0527 0.0364 0.0408 0.0497
BMg(d, J)  0.0496 0.0526 0.0511 0.0419 0.0493 0.0527 0.0350 0.0408 0.0495
9 0.0320 0.0316  0.0303 0.0256 0.0255  0.0257 0.0133 0.0131 0.0132
d 0.0435 0.0435 0.0466 0.0489 0.0445  0.0495 0.0605 0.0483  0.0567

0=1

Bias BMG(d, 19) -0.0018 -0.0018 -0.0016 -0.0015 -0.0016 -0.0018 -0.0008 -0.0009 -0.0014
ﬁMg(d, 9¥) -0.0020  -0.0019 -0.0017 -0.0018 -0.0018 -0.0019 -0.0008  -0.0009 -0.0014
¢ 0.0526 0.0519 0.0495 -0.0025 -0.0027 -0.0032 -0.0047  -0.0047 -0.0049
d 0.0704 0.0184 -0.0118 0.0708 0.0133 -0.0177 0.0745 0.0062 -0.0285
RMSE BMG(d, 19) 0.0629 0.0547 0.0514 0.0536 0.0514  0.0530 0.0448 0.0427  0.0498
Bua(d,¥)  0.0570 0.0542 0.0515 0.0489 0.0510  0.0530 0.0400 0.0425 0.0496
¥ 0.0644 0.0638  0.0620 0.0249 0.0250 0.0253 0.0120 0.0120 0.0123
d 0.0906 0.0487 0.0431 0.0921 0.0479  0.0455 0.0969 0.0485 0.0517
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Table 2.2: Bias and RMSE Profiles with n = 10 and 7' = 50 (6; = 0, = 0.5 and p = 0.5)

9 =0.75 ¥ =1 ¥ =1.25

d=0.5 d=0.75 d=1 d=0.5 d=0.75 d=1 d=0.5 d=0.75 d=1

0=04:
Bias Buc(d,¥) -0.0150 -0.0171 -0.0132 -0.0122  -0.0216 -0.0198 -0.0097  -0.0286 -0.0414
ﬁMg(d, 19) -0.0088  -0.0168 -0.0239 -0.0071 -0.0137 -0.0193 -0.0086  -0.0215 -0.0320
9 0.0368 0.0364 0.0336 0.0234 0.0250 0.0252 -0.0004 -0.0003 -0.0002
d -0.0016 -0.0189 -0.0407 -0.0009 -0.0203 -0.0430 -0.0077  -0.0243 -0.0464
RMSE BM(;(d, v)  0.0450 0.0486  0.0468 0.0379 0.0481 0.0505 0.0301 0.0462  0.0608
BMg(d, J)  0.0440 0.0485 0.0513 0.0374 0.0455  0.0502 0.0308 0.0432  0.0550
9 0.0423 0.0420 0.0397 0.0290 0.0303 0.0307 0.0123 0.0124 0.0120
d 0.0357 0.0408 0.0551 0.0349 0.0405 0.0564 0.0378 0.0414 0.0589

0=1

Bias BMg(d, 19) -0.0162 -0.0168 -0.0106 -0.0107  -0.0189 -0.0150 -0.0088  -0.0256 -0.0349
ﬁMg(d, 9¥) -0.0138  -0.0166 -0.0215 -0.0122 -0.0131 -0.0149 -0.0132 -0.0218 -0.0273
¥ 0.0437 0.0432  0.0403 0.0246 0.0254  0.0248 -0.0003  -0.0003 -0.0003
d 0.0277 -0.0072 -0.0336 0.0244  -0.0097 -0.0369 0.0149  -0.0143 -0.0405
RMSE  Buc(d,9) 0.0486  0.0482  0.0449 0.0414  0.0467 0.0474 0.0331  0.0445  0.0555
BMg(d, 19) 0.0473 0.0482  0.0492 0.0417 0.0452  0.0475 0.0353 0.0437 0.0514
¥ 0.0497 0.0493  0.0468 0.0300 0.0306  0.0303 0.0122 0.0121 0.0120
d 0.0493 0.0373  0.0498 0.0465 0.0373  0.0520 0.0435 0.0374 0.0544
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Table 2.3: Bias and RMSE Profiles with n = 10 and 7' = 50 (; = 0, = 0 and p = 0.5)

9 =0.75 ¥ =1 ¥ =1.25

d=0.5 d=0.75 d=1 d=0.5 d=0.75 d=1 d=0.5 d=0.75 d=1

0=04:
Bias Buc(d,¥) -0.0109  -0.0158 -0.0155 -0.0033  -0.0125 -0.0162 0.0008 -0.0092 -0.0187
ﬁMg( ,19) -0.0115  -0.0155 -0.0200 -0.0130 -0.0133 -0.0156 -0.0106  -0.0116 -0.0156
9 0.0202 0.0197 0.0165 -0.0072 -0.0070 -0.0073 -0.0061 -0.0058 -0.0056
d 0.0211 0.0007 -0.0153 0.0267  -0.0019 -0.0195 0.0412 0.0016 -0.0202
RMSE BM(;(d, v)  0.0443 0.0477  0.0463 0.0381 0.0443  0.0481 0.0345 0.0369  0.0466
BMg(d, J)  0.0449 0.0477  0.0485 0.0403 0.0450  0.0480 0.0345 0.0385  0.0458
9 0.0334 0.0332 0.0317 0.0248 0.0248 0.0251 0.0132 0.0129 0.0127
d 0.0432 0.0369 0.0400 0.0479 0.0358 0.0410 0.0619 0.0350 0.0402

0=1

Bias BMG(d, 19) -0.0230 -0.0276 -0.0215 -0.0053 -0.0165 -0.0188 0.0006  -0.0098 -0.0189
ﬁMg(d, 9)  -0.0261 -0.0247 -0.0274 -0.0284 -0.0210 -0.0184 -0.0255 -0.0190 -0.0180
¢ 0.0540 0.0534  0.0505 -0.0021 -0.0021 -0.0025 -0.0052 -0.0051 -0.0050
d 0.0917 0.0352 0.0014 0.0867 0.0267 -0.0085 0.0925 0.0275 -0.0093
RMSE BMG(d, 19) 0.0664 0.0567 0.0494 0.0541 0.0490 0.0494 0.0456 0.0407 0.0471
Buc(d,¥)  0.0593 0.0539  0.0526 0.0556 0.0505 0.0493 0.0468 0.0443  0.0472
¥ 0.0654 0.0649 0.0627 0.0240 0.0241 0.0243 0.0119 0.0119 0.0117
d 0.1048 0.0538  0.0369 0.1003 0.0478 0.0373 0.1069 0.0478  0.0370
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Table 2.4: Bias and RMSE Profiles with n = 10 and 7' = 50 (f; = 0, = 0.5 and p = 0)

9 =0.75 ¥ =1 ¥ =1.25

d=0.5 d=0.75 d=1 d=0.5 d=0.75 d=1 d=0.5 d=0.75 d=1

0=04:
Bias Buc(d,¥) -0.0008 -0.0017 -0.0021 0.0001  -0.0004 -0.0014 0.0004 0.0003 -0.0002
ﬁMg( ,19) -0.0006  -0.0018 -0.0023 0.0004 -0.0001 -0.0013 0.0006 0.0005  0.0002
9 0.0347 0.0345 0.0321 0.0232 0.0242 0.0238 -0.0002 -0.0002 -0.0002
d -0.0487 -0.0585 -0.0716 -0.0523 -0.0712 -0.0855 -0.0565 -0.0861 -0.1053
RMSE BM(;(d, v)  0.0586 0.0660 0.0641 0.0455 0.0585  0.0658 0.0333 0.0447  0.0587
BMg(d, J)  0.0612 0.0702  0.0693 0.0473 0.0623  0.0720 0.0344 0.0474  0.0642
9 0.0403 0.0402 0.0382 0.0290 0.0299 0.0297 0.0115 0.0114 0.0117
d 0.0659 0.0730 0.0838 0.0704 0.0840 0.0964 0.0757 0.0979 0.1152

0=1

Bias BMG(d, 19) -0.0010 -0.0018 -0.0023 -0.0003 -0.0009 -0.0018 0.0000  -0.0001 0.0007
ﬁMg(d, 9¥) -0.0009  -0.0018 -0.0024 -0.0003 -0.0007 -0.0017 0.0002 0.0001 -0.0003
9 0.0420 0.0416  0.0390 0.0239 0.0243 0.0233 -0.0002 -0.0001 -0.0002
d -0.0208 -0.0496 -0.0684 -0.0255 -0.0609 -0.0806 -0.0316  -0.0746 -0.0985
RMSE BMG(d, 19) 0.0657 0.0677  0.0651 0.0511 0.0596 0.0662 0.0373 0.0456  0.0585
Bua(d,¥)  0.0667 0.0714  0.0700 0.0518 0.0630 0.0718 0.0378 0.0479  0.0635
¥ 0.0479 0.0476  0.0453 0.0297 0.0301 0.0293 0.0115 0.0114 0.0117
d 0.0523 0.0656  0.0807 0.0566 0.0756  0.0919 0.0618 0.0884 0.1089
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Table 2.5: Bias and RMSE Profiles with n = 10 and 7" = 50 (#; = 6, = 0 and p = 0 with linear trends)

9 =0.75 ¥ =1 ¥ =1.25

d=0.5 d=0.75 d=1 d=0.5 d=0.75 d=1 d=0.5 d=0.75 d=1

0=04:
Bias Bua(d,¥)  0.0011 0.0013 0.0013 0.0008 0.0011 0.0013 0.0004 0.0008 0.0012
ﬁMg( ,19) 0.0011 0.0013 0.0014 0.0009 0.0011  0.0014 0.0005 0.0007  0.0011
9 0.0078 0.0068 0.0041 -0.0494  -0.0494 -0.0500 -0.0421 -0.0418 -0.0420
d -0.0136 -0.0573 -0.0804 -0.0156 -0.0629 -0.0863 -0.0159 -0.0711 -0.0970
RMSE BM(;(d, J)  0.0507 0.0511  0.0490 0.0464 0.0505 0.0513 0.0394 0.0460 0.0507
BMg(d, J)  0.0510 0.0516  0.0495 0.0466 0.0512 0.0520 0.0394 0.0464 0.0515
9 0.0311 0.0310 0.0309 0.0567 0.0568 0.0573 0.0498 0.0496  0.0498
d 0.0447 0.0728 0.0931 0.0465 0.0771  0.0981 0.0495 0.0843 0.1076

0=1

Bias BMG(d, 19) 0.0002 0.0009 0.0012 -0.0002 0.0006 0.0012 -0.0005 0.0002  0.0009
ﬁMg(d, 9J)  0.0003 0.0009 0.0012 -0.0001 0.0006  0.0011 -0.0003 0.0002  0.0008
9 0.0217 0.0208 0.0184 -0.0442 -0.0445 -0.0452 -0.0398  -0.0398 -0.0403
d 0.0281 -0.0350 -0.0708 0.0247  -0.0415 -0.0771 0.0220  -0.0501 -0.0874
RMSE BMG(d, 19) 0.0563 0.0522  0.0489 0.0516 0.0517 0.0512 0.0447 0.0474  0.0507
BMg(d, 19) 0.0553 0.0528 0.0495 0.0509 0.0524 0.0521 0.0438 0.0481 0.0518
¥ 0.0389 0.0387 0.0381 0.0522 0.0525 0.0532 0.0477 0.0478 0.04%4
d 0.0582 0.0591 0.0853 0.0573 0.0630 0.0904 0.0576 0.0696  0.0993
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Table 2.6: Bias and RMSE Profiles with n = 10 and 7" = 50 (#; = 6, = 0.5 and p = 0.5 with linear trends)

9 =0.75 ¥ =1 ¥ =1.25

d=0.5 d=0.75 d=1 d=0.5 d=0.75 d=1 d=0.5 d=0.75 d=1

0=04:
Bias Buc(d,¥) -0.0146  -0.0173 -0.0131 -0.0140  -0.0231 -0.0201 -0.0159  -0.0329 -0.0376
ﬁMg( ,19) -0.0067  -0.0171 -0.0284 -0.0043 -0.0112 -0.0198 -0.0065 -0.0153 -0.0228
9 0.0121 0.0116  0.0093 -0.0017  -0.0006 -0.0011 -0.0072 -0.0062 -0.0056
d -0.0343 -0.0709 -0.0991 -0.0351 -0.0701 -0.1001 -0.0386  -0.0670 -0.0953
RMSE BM(;(d, v)  0.0474 0.0493  0.0469 0.0436 0.0512 0.0513 0.0387 0.0534 0.0599
BMg(d, J)  0.0462 0.0495 0.0539 0.0430 0.0476  0.0513 0.0375 0.0459  0.0523
9 0.0257 0.0256  0.0250 0.0190 0.0192 0.0195 0.0137 0.0126  0.0123
d 0.0504 0.0814 0.1078 0.0506 0.0803 0.1085 0.0532 0.0771  0.1038

0=1:

Bias BMg(d, 19) -0.0147  -0.0158 -0.0100 -0.0124  -0.0198 -0.0151 -0.0143  -0.0289 -0.0308
ﬁMg(d, 9¥) -0.0098 -0.0166 -0.0256 -0.0072 -0.0101 -0.0158 -0.0091 -0.0142 -0.0180
¢ 0.0145 0.0138 0.0117 -0.0006 -0.0002 -0.0013 -0.0062 -0.0057 -0.0059
d -0.0175 -0.0618 -0.0919 -0.0193 -0.0615 -0.0933 -0.0237  -0.0590 -0.0891
RMSE BMG(d, 19) 0.0480 0.0481 0.0448 0.0437 0.0491 0.0481 0.0389 0.0505 0.0546
BMg(d, 19) 0.0471 0.0487 0.0514 0.0439 0.0467  0.0487 0.0389 0.0449  0.0492
¥ 0.0274 0.0273  0.0267 0.0191 0.0192 0.0196 0.0125 0.0122 0.0125
d 0.0433 0.0739 0.1011 0.0435 0.0732 0.1022 0.0452 0.0706  0.0982
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Table 2.7: Bias and RMSE Profiles with n =5 and T'= 25 (; = 0, = 0.5 and p = 0.5)

9 =0.75 ¥ =1 ¥ =1.25

d=0.5 d=0.75 d=1 d=0.5 d=0.75 d=1 d=0.5 d=0.75 d=1

0=04:
Bias Buc(d,¥) -0.0149  -0.0175 -0.0112 -0.0155  -0.0262 -0.0200 -0.0192  -0.0429 -0.0514
ﬁMg(d, 19) -0.0082  -0.0169 -0.0271 -0.0079 -0.0152 -0.0191 -0.0141 -0.0303 -0.0366
9 0.0405 0.0400 0.0361 0.0280 0.0296  0.0286 -0.0031 -0.0028 -0.0029
d -0.0133 -0.0442 -0.0841 -0.0149 -0.0445 -0.0871 -0.0290  -0.0496 -0.0899
RMSE BM(;(d, J)  0.0951 0.1007  0.0994 0.0851 0.0979 0.1033 0.0745 0.0948 0.1097
BMg(d, J)  0.0973 0.1023 0.1047 0.0879 0.0985 0.1047 0.0771 0.0931 0.1051
9 0.0604 0.0604 0.0584 0.0492 0.0504 0.0506 0.0210 0.0206 0.0212
d 0.0798 0.0919 0.1173 0.0776 0.0903 0.1193 0.0803 0.0901 0.1203

0=1

Bias BMg(d, 19) -0.0149 -0.0163 -0.0081 -0.0127  -0.0222 -0.0148 -0.0167 -0.0381 -0.0444
ﬁMg(d, 9) -0.0119  -0.0164 -0.0246 -0.0105 -0.0132 -0.0148 -0.0167  -0.0285 -0.0314
¥ 0.0452 0.0448 0.0414 0.0298 0.0306  0.0290 -0.0029  -0.0028 -0.0031
d 0.0115 -0.0340 -0.0789 0.0060 -0.0354 -0.0821 -0.0110 -0.0412 -0.0845
RMSE BMG(d, 19) 0.1001 0.1005 0.0972 0.0901 0.0971 0.1005 0.0784 0.0930 0.1044
Bua(d,¥)  0.1009 0.1019 0.1025 0.0923 0.0979  0.1020 0.0815 0.0922  0.1008
¥ 0.0641 0.0643 0.0628 0.0503 0.0511 0.0513 0.0213 0.0211  0.0219
d 0.0831 0.0887 0.1145 0.0805 0.0882 0.1171 0.0791 0.0873 0.1171




Table 2.8: Local Whittle Estimates of the Integration Orders, 1955-2008.

Real GDP Growth Debt-to-GDP Ratio Debt-to-GDP Growth

m=10 m=14 m=10 m=14 m = 10 m = 14
Australia 0.4020 0.1109 0.8650  0.9464 -0.0771 0.5730
Austria 0.5601 0.3823 1.2679 1.0508 0.2740 0.1598
Belgium 0.5381 0.3680 1.1100 1.0690 1.0367 0.7376
Canada 0.1561 0.1935 0.7857  0.9584 0.2617 0.2098
Denmark 0.2710 0.2308 1.2061 1.3360 0.6254 0.7541
Finland 0.1762 0.1521 1.1762 1.4459 0.2082 0.3580
France 0.5129 0.4893 1.0009 1.0574 -0.0749 0.0674
Germany 0.7708 0.3244 0.9499  0.9817 0.1914 0.2627
Greece 0.4891 0.4299 1.4586 1.2520 0.2659 0.0700
Ireland 0.4383 0.4777 1.1871 1.2057 0.3821 0.2798
Italy 0.3190 0.4618 1.0425 1.0079 0.4096 0.5611
Japan 0.8071 0.6454 1.0626 1.0816 0.3307 0.4167
Netherlands 0.5373 0.2805 0.9796 1.1010 0.4785 0.5248
New Zealand 0.1095 0.1641 0.9079 0.9543 0.3042 0.4457
Norway 0.2428 0.1299 0.5582  0.8187 -0.2899 -0.1075
Portugal 0.3924 0.3498 0.9801 0.9790 0.2199 0.1075
Spain 0.3323 0.4371 0.8882  0.9566 0.3719 0.4193
Sweden 0.5035 0.3662 1.0963 1.3101 0.4868 0.8311
UK -0.2749  -0.1820 1.0077 1.0214 0.0430 0.1795
UsS -0.2500  -0.1440 0.9839 1.0336 0.4658 0.4645
s.e. (0.1581) (0.1336) (0.1581)  (0.1336) (0.1581) (0.1336)

Note: This table reports the local Whittle estimation results of the indicators across countries. Since the
local Whittle estimates are inconsistent for values greater than one, we estimate the memory in the
increments and add back one to ensure that we get valid estimates.
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Table 2.9: Estimation Results for the Slope and Long-Range Parameters

Australia  Austria Belgium Canada Denmark Finland  France
Bi -0.1570  -0.1491 0.1338 0.0058 0.0014 -0.0469  -0.0330
s.e.(BZ-) (0.1222)  (0.1015) (0.0728) (0.1089) (0.1062)  (0.0780) (0.0593)
0 0.6590 0.6310 0.6807 0.4485 0.6333 0.4936 0.3166
s.e.(’@i) (0.7460)  (0.9062) (0.4571) (0.9749) (0.6667)  (0.6742) (0.9044)
d; 0.0680 0.8910 0.7840 0.7420 0.9140 0.5220 0.7780
s.e.( AZ-) (0.8862)  (0.8129) (0.4733) (0.7825) (0.8320)  (0.6112) (0.4992)

Italy Japan  Netherlands New Zealand Norway Portugal  Spain

Bi 0.2130  -0.0525 0.0320 -0.0854 0.0584 -0.0148  -0.0151
s.e.(,@’i) (0.0758)  (0.0723) (0.0972) (0.1241) (0.1140)  (0.0966) (0.1041)
0 0.6628 0.8257 0.8856 0.7009 0.6508 0.5088 0.4492
se.(¥;)  (0.8827)  (0.7943) (0.8311) (0.7973) (1.0853)  (1.1659) (0.7980)
d; 0.2420 0.6170 0.4790 0.4250 0.7240 0.4310 0.8170
s.e.( AZ-) (0.5823)  (0.5097) (0.7144) (1.0181) (0.9625)  (0.7491) (0.8009)

Germany  Sweden Greece Ireland UK UsS
Bi 0.0451 -0.0342 -0.0130 -0.0676 0.0925 -0.1672
s.e.(B;)  (0.0861)  (0.0544) (0.1192) (0.0879) (0.0983)  (0.0922)
; 0.5828 0.7782 0.5790 1.0122 0.7174 0.7290
s.e.(¥;)  (0.9618)  (0.5916) (1.1156) (0.9208) (1.0774)  (0.6255)
d; 0.7700 0.0001 0.7690 0.8910 0.8080 0.8010
s.e.(d;)  (0.6699)  (0.4798) (0.8654) (0.7612) (0.8263)  (0.6867)

Note: This table reports the estimation results of the individual slope and memory parameters across
countries. Estimations are performed based on (2.1) where the projections are carried out with d* = 1.25.

Robust standard errors are reported in parentheses. Bold indicates significance up to the 5% level.
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Table 2.10: Local Whittle Estimates of the Integration Orders, 1955-2008.

Note: This table reports the local Whittle estimation results of the indicators across countries. Since the
local Whittle estimates are inconsistent for values greater than one, we estimate the memory in the

Real GDP (Log-level)

Debt (Log-level)

m = 10 m = 14 m=10 m=14
Australia 0.9716 0.9686 0.9785  0.9920
Austria 0.9536 0.9368 0.9954  0.9700
Belgium 0.9938 0.9794 0.9844  0.9864
Canada 0.9879 0.9667 0.9523 0.9874
Denmark 0.9355 0.9384 0.9082  0.9565
Finland 0.9420 0.9496 0.9248  0.9629
France 0.9778 0.9550 0.9820 0.9755
Germany 0.9149 0.9139 0.9817  0.9823
Greece 0.9591 0.9344 0.9660  0.9423
Ireland 0.9905 0.9869 0.9873 1.0014
Italy 0.9668 0.9564 0.9794  0.9828
Japan 0.9957 0.9812 0.9463  0.9493
Netherlands 0.9725 0.9764 0.9874  0.9990
New Zealand 0.9129 0.9236 0.9850  0.9992
Norway 0.9938 0.9937 0.9599  0.9799
Portugal 0.9921 0.9920 0.9890 0.9671
Spain 0.9956 0.9620 0.9491 0.9672
Sweden 0.9196 0.9392 0.9630 0.9704
UK 0.9784 0.9790 0.9164 1.0086
US 0.9964 0.9902 0.9884  0.9933
s.e. (0.1581) (0.1336) (0.1581) (0.1336)

increments and add back one to ensure that we get valid estimates.
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Figure 2.1: Real GDP Growth Rates, 1955-2008.
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Table 2.11: Benchmark Estimation Results for the Slope and Long-Range Parameters based on
Hualde and Robinson [22]

Australia  Austria Belgium Canada Denmark Finland  France
Bi 0.0070  -0.0845 -0.1427 0.0072 0.0706 -0.2099 -0.0133
s.e.(Bi) (0.0075)  (0.0061) (0.0061) (0.0055) (0.0088)  (0.0138) (0.0054)
V; 1.4900 1.3114 1.4900 1.1980 1.4899 1.4899 1.3220
s.e.(ﬁi) (0.3833)  (0.0834) (0.0459) (0.2112) (0.1023)  (0.1310) (0.1108)
d; 1.4999  1.4999 1.4670 1.4999 1.4110 1.3830 1.4999
s.e.( Ai) (0.0495)  (0.0443) (0.0440) (0.0415) (0.0606)  (0.0838) (0.0350)

Italy Japan  Netherlands New Zealand Norway Portugal  Spain

Bi 0.0596  0.0191 0.0519 0.0478 0.0140 0.0613 -0.0219
s.e.(BZ-) (0.0062)  (0.0063) (0.0066) (0.0136) (0.0043)  (0.0070)  (0.0060)
; 1.3982  1.4899 1.3458 1.3144 1.1701 1.1871  1.4512
s.e.(@i) (0.0530)  (0.0546) (0.1157) (0.2474) (0.2311)  (0.1329) (0.1092)
d; 1.4999  1.4999 1.4910 1.3130 1.4999 1.4610 1.4999
s.e.( AZ-) (0.0436)  (0.0358) (0.0452) (0.0885) (0.0381)  (0.0513) (0.0385)

Germany Sweden Greece Ireland UK US
Bi -0.1778 -0.0667 0.1017 -0.0917 0.0441 0.1131
s.e.(Bl-) (0.0098)  (0.0069) (0.0060) (0.0079) (0.0193)  (0.0056)
; 1.3256  1.4899 1.2705 1.3687 1.2739 1.4899
s.e.(’@i) (0.0950)  (0.0835) (0.0850) (0.1285) (0.3629)  (0.0536)
d; 1.4350  1.4999 1.4999 1.4999 1.3800 1.4720
s.e.( AZ-) (0.0628)  (0.0447) (0.0472) (0.0575) (0.1267)  (0.0443)

Note: This table reports the estimation results of the individual slope and memory parameters across
countries based on the pure time-series estimation technique by Hualde and Robinson [22] that disregards
individual country characteristics and cross-country dependence. Robust standard errors are reported in
parentheses. Bold indicates significance up to the 5% level.

46



Table 2.12: Estimation Results for the Slope and Long-Range Parameters based on (2.21)

Australia  Austria Belgium Canada Denmark  Finland  France
B; -0.0532 -0.1252f 0.0203 0.0374 -0.0185"  0.3127 0.0159f
s.e.(8;)  (0.0027)  (0.0041) (0.0034) (0.0036) (0.0048)  (0.0044)  (0.0023)
Y 1.4096  1.0773 1.4900 1.1152 1.4899  1.2886  1.1490
s.e.(d;)  (0.2734)  (0.0722) (0.0381) (0.2036) (0.0926)  (0.1025)  (0.1053)
d; 1.3220  0.4420 1.4999 0.7800 1.0510 1.1780 0.8110
s.e.(d;)  (0.0302)  (0.0276) (0.0213) (0.0255) (0.0378)  (0.0357)  (0.0175)

Italy Japan  Netherlands New Zealand Norway  Portugal  Spain

Bi -0.1089" -0.0882F  -0.2528 -0.0189 -0.1079 -0.0253" 0.09407
s.e.(B;)  (0.0038)  (0.0035) (0.0039) (0.0099) (0.0028)  (0.0045)  (0.0041)
Y 1.1971  1.4899 1.1607 1.2143 1.1632  1.0529 1.2252
s.e.(¥;)  (0.0453)  (0.0510) (0.1087) (0.2029) (0.2047)  (0.1293)  (0.0995)
d; 0.9360  0.6630 1.2130 0.9020 1.0590 0.2710  0.8460
s.e.(d;)  (0.0291)  (0.0255) (0.0266) (0.0677) (0.0240)  (0.0338)  (0.0300)

Germany  Sweden Greece Ireland UK US
Bi 0.15217 0.1119"  -0.1535" 0.6534" -0.2177  0.0054
s.e.(8;)  (0.0047)  (0.0032) (0.0047) (0.0044) (0.0042)  (0.0037)
Y 1.0892  1.4899 1.0464 1.0776 1.2887  1.4899
s.e.(¥;)  (0.0897)  (0.0732) (0.0788) (0.1191) (0.3276)  (0.0428)
d; 0.5780  1.0120 0.3890 0.5120 1.2890  1.3480
s.e.(d;)  (0.0330)  (0.0244) (0.0359) (0.0325) (0.0343)  (0.0311)

Note: This table reports the estimation results of the individual slope and memory parameters across
countries. Estimations are performed based on (2.21) where the projections are carried out with d* = 1.25.
Robust standard errors are reported in parentheses. Bold indicates significance up to the 5% level.
indicates a cointegrating relationship between real GDP and debt in logs at the 5% level.

47



100

50

100

50

200

100

100

50

100

50

Figure 2.2: Debt-to-GDP Ratios, 1955-2008.
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Figure 2.3: Real GDP in Logs, 1955-2008.
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Figure 2.4: Debt in Logs, 1955-2008.
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Abstract

A parametric portfolio policy function is considered that incorporates common stock volatility
dynamics to optimally determine portfolio weights. Reducing dimension of the traditional port-
folio selection problem significantly, only a number of policy parameters corresponding to first-
and second-order characteristics are estimated based on a standard method-of-moments technique.
The method, allowing for the calculation of portfolio weight and return statistics, is illustrated
with an empirical application to 30 U.S. industries to study the economic activity before and after

the recent financial crisis.

Keywords: Parametric portfolio policy, stock characteristics, volatility common factors.

JEL classification: C13, C21, C23, C58, G11, G15.



3.1 Introduction

Portfolio selection problems have been traditionally studied based on the portfolio theory by
Markowitz (1952), which requires modeling the joint distribution of returns. Portfolios selected
based on Markowitz approach, however, do not completely take into account the risk borne by
the investor because only the mean and variance are known but not the entire distribution.

Brand et al. (2009) (BSCV (2009) hereafter) proposes a parametric portfolio policy in that
weights of stocks depend on stock characteristics. Their approach removes the necessity of mod-
eling the joint distribution of returns and only a small number of parameters are estimated to
determine optimal portfolio weights. While this approach is much easier to use in practice com-
pared to the traditional Markowitz approach, it also lacks the ability to explicitly account for the
risk borne by the investor in the weights function.

This paper considers a parametric portfolio policy with common volatility dynamics to ex-
plicitly incorporate the impact of risk borne by the investor in portfolio selection decisions. Our
portfolio policy function is based on stock characteristics as proposed by BSCV (2009), but unlike
theirs, ours is augmented by the estimates of volatility common factors. This way, the portfo-
lio policy not only accounts for the first-order (stock) characteristics but also the second-order
(volatility) characteristics thus providing the investor with the ability to base his decision also on
risk.

Our portfolio policy contains only a number of stock characteristics and nests long-short port-
folios of Fama and French (1993), Carhart (1997) and Fama and French (2015), but it additionally
accounts for common volatility dynamics of the stocks. Since only a number of common stock
characteristics are considered instead of historical stock returns and their joint distribution, di-
mensionality is significantly reduced. Therefore our approach is easy to implement in practice and
it avoids possible imprecision due to overfitting.

In the analysis, volatility common factors are estimated first. Stock realized volatilities (RV’s
hereafter), which we calculate based on the jump-robust realized bipower variation measure due
to Barndorff-Nielsen and Shephard (2004), exhibit fractional long-range dependence as shown
by Bollerslev et al. (2013). This requires that stock RV’s be appropriately differenced with their
corresponding integration orders so that a principal components (PC) estimation can be employed
to obtain the estimates of volatility common factors. These estimates are then plugged in to the
parametric portfolio policy function of BSCV (2009) to determine optimal portfolio weights.

In the estimation of portfolio policy parameters, a generalized method-of-moments estimation
is employed that is shown to produce consistent, asymptotically normal and efficient estimates as
shown by Hansen (1982) within the class of estimators that employ the same set of moment con-
ditions as ours. Based on these estimates, portfolio weight and return statistics can be calculated.

To illustrate the effectiveness of our approach, we use montly return data on 30 U.S. industries
spanning the time period January 1966 - December 2014, which we split to January 1966 - August
2008 in-sample and September 2008 - December 2014 out-of-sample periods with the purpose of



studying the impact of the recent crisis. We compare the performance of the portfolio policy
that incorporates the common volatility dynamics to that which only considers first-order (stock)
characteristics. The findings indicate that accounting for common volatility dynamics leads the
investor to select an optimal portfolio with higher returns, reduced risk, higher Sharpe ratios and
positive skewness in sample and out of sample.

The remainder of the paper is organized as follows. Next section explains the estimation of
volatility common factors. Section 3 gives details on the parametric policy function incorporating
common volatility dynamics. Section 4 provides an empirical illustration with data, and finally

Section 5 concludes the paper.

3.2 Common Dynamics in Realized Volatilities

It is intuitive and clear that risk associated with the volatility of a stock affects the investment
decision taken by the investor. That said, volatility associated with each stock can be treated
separately to make allocation decisions but when large number of assets are analyzed instead,
volatility-return assessment becomes cumbersome from an empirical point of view. With this
in mind, we suggest using a common-factor model to capture the information about realized
volatilities to reduce the dimension of the problem significantly. Common factors in the treatment
of high-dimensional data has been used in several different setups; see e.g. Pesaran (2006) and
Bai and Ng (2013).

We first construct the realized volatility measures based on bipower variation that is robust to
jumps, following Barndorff-Nielsen and Shephard (2004). Let us denote an excess return at time

t corresponding to industry 4, 7; ;. Then the monthly realized bipower variation (RBV) is given by

M-1

RBViy =Y |rigl Irijsl (3.1)

=1

where M is the number of trading days in a month. Barndorff-Nielsen and Shephard (2004) argue
that RBV converges to realized variance in the limit assuming asset prices follow a stochastic-
volatility process and the limiting RBV measure is robust to rare jumps. Therefore, a jump-robust
realized volatility measure can be envisaged as the square-root of RBV in (3.1).

To investigate the common dynamics of RV’s, a common factor model can be employed as

follows:
R‘/i,t = )\;ft + 62‘775 (32)

where )\; are unobserved factor loadings indicating how much each cross-section unit is affected
by the unobserved common factors f;, and ¢;; are assumed to be identically and independently
distributed volatility shocks with mean zero and variance o2. In the estimation of common factor

models, the use of principal components (PC) analysis, see e.g. Bai and Ng (2002, 2004, 2013),



is standard to get the estimates of factor loadings and common factors, \; and ft. Restricting the
attention to (3.2), the estimates f, constitute the common dynamics of RV’s and are much easier
to use in portfolio choice problems than individual RV’s due to reduced dimensionality providing a
portfolio policy rather than requiring a stock-specific treatment. Asymptotic theory for A and ft
is derived by Bai and Ng (2002, 2004) in case of stationary /(0) and nonstationary /(1) dependent
variables, respectively.

Among others, Bollerslev et al. (2013) show that RV’s exhibit long memory properties. This
requires that RV’s be appropriately differenced to stationarity before attempting to estimate (3.2).
Bai and Ng (2004) use a similar approach in that they first-difference I(1) data to obtain stationary
variables to get factor structure estimates. Let us denote the fractional integration order of RV},
by ¢; so that RV;; is I(d;), where 0; is positive. Then, using that A = 1 — L with the lag operator

L, the common-factor structure estimates are obtained from the equation,

AV RViy = Nifi + €it- (3.3)
For some § > 0,
t—1
A= N1t >0) =) m(0)L7, (3.4)
5=0
I'(j —9)

where 1(+) is the indicator function, and I'(-) denotes the gamma function such that I'(d) = oo for
d=0,-1,-2,..., but I'(0) /T'(0) = 1. The expression in (3.4) bestows long-memory dynamics, in
which autocorrelations show an algebraic rather than exponential decay because 7;(p) ~ Cj~+~1
as j — oo for u > 0. So, these weights are appropriate to control for inherent long memory in
RV’s as shown by Bollerslev et al. (2013) and A% RV, becomes 1(0).

When §; are known, this differencing can be directly carried out. However, in practice J; are
unknown and must be estimated. For the estimation, a parametric approach or a semiparametric
approach such as a local Whittle estimation, e.g. by Robinson (1995), can be used to obtain
consistent estimates for d;. Then, we are simply interested in obtaining factor-structure estimates

using a standard PC approach on the equation,
AFRV,, = Nf, + ey, (3.5)

for which limiting theory is readily established in the literature, e.g. by Bai and Ng (2013). The
number of common factors to be retained in the analysis can be determined based on the number
of eigenvalues exceeding the mean eigenvalue. Denote ft* the vector of retained common factor
estimates that is a subset of the factor estimates obtained from (3.5). Then, ft* can be used
in different regression settings as plug-in estimates to serve, for example, as volatility common

factor augmentation. The estimates ft* can also be used solely to capture the common volatility
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information, measuring whose impact on invesment decisions is generally of interest.

3.3 Optimal portfolio policy with common dynamics of

volatility

In the setup, we consider that at time ¢, there are N, number of stocks that are investable.
Each stock ¢ has a return of r; ;4 from time ¢ to ¢ + 1 and is associated with a vector of firm
characteristics x;; and retained estimates of common volatility factors ft* observed at time t. The
stock characteristics can contain, among others, the market capitalization of the stock and the
book-to-market ratio of the stock. The investor’s problem is then to maximize the conditional

expected utility of the portfolio return r,,.; by choosing the weights w;, optimally, i.e.,

u (Z wi’tri,tﬂ)] . (36)

Adopting BSCV (2009), we parameterize the portfolio weights as a function of stock charac-

{m?f;gt Ey[u(rpe1)] = Ey

teristics as well as the common dynamics of stock volatilities,

wiy = gz, f56,7). (3.7)

In particular, we focus on a linear specification of the portfolio weight function:
— 1 !~ ! fx
Wit = Wit + —~— (9 T+ f; ) ) (3.8)
Ny

where w;, is the weight of the stock ¢ at time ¢ in a benchmark portfolio, e.g. the value-weighted
market portfolio, # and v are coefficients to be estimated, ft* is the vector of common factors of
volatilities, and Z;, are the characteristics of stock ¢, standardized cross-sectionally to have zero
mean and unit standard deviation across all stocks at time ¢. The interest is in estimating weights
as a single function of characteristics, as in BSCV (2009), and also common volatility drivers that
applies to all stocks over time.

The parameterization in (3.8) brings in the possibility to deviate from the benchmark portfolio,
whose weights are given by w; ;, based on Z;; and ft*. In practice, standardization of characteristics
and the normalization factor 1/N; are necessary to ensure that weights are not mischosen; see
BSCV (2009) for a discussion.

The coefficient vectors to be estimated, 6 and =, do not vary over time, which implies that
portfolio weights depend only on firm and common volatility characteristics and not on historical
returns. Time-invariant coefficients also imply that the coefficients that maximize the conditional

expected utility of the investor also maximize his unconditional expected utility. Therefore, the



maximization problem can be formulated using (3.7) as

H(}%XE [u(rpas)] = E

Ny
u (Z g<xit7 ft*; 0, ’Y)ﬂ‘,tﬂ)] . (3-9)
i=1

Since, under some regularity conditions, the empirical moment of the expected utility function
converges to the theoretical one, in practice # and v will be estimated by maximizing the sample

analogue of the unconditional expected utility,

T-1 T-1 n

1 1 .

max { — Z u(rper1) p = maxq — Z u Z (@i, 130,77 041 , (3.10)
N i N i =1

for some prespecified choice of u(-), e.g. log, quadratic or a general constant relative risk aversion

(CRRA) function. While the specification of u(-) is a matter of choice, the power-utility function

of the form -
1 _
(o) = LE

helps realize the implicit assumption made by time-invariant coefficients in (3.7) that the stock

(3.11)

characteristics fully capture all aspects of the joint distribution of returns that are relevant for
forming optimal portfolios because (3.11) not only takes into account the mean and variance, but
also higher-order moments such as skewness and kurtosis. Moreover, CRRA is directly imposed by
this functional form which shows sensitivity to different risk aversion levels through the parameter
C.

Using (3.8), (3.10) can be expressed as

T-1 T-1 n
nelgux {% tz; u(rp,tﬂ)} = HHI%X {% tz; [u (; (w@t + Nit <9’§:i7t + 7’f:>) Ti,t+1>] } . (3.12)

It is important to note that (3.12) contains parameter vectors ¢ and v that are of small
dimensions because there are only a limited number of stock characteristics and very few (just
one or two) common drivers of stock volatility, which makes their estimations computationally
easy. Using this parametric portfolio policy also reduces the risk of imprecise estimation due to
overfitting.!

A portfolio policy generated by (3.8) nests the long-short portfolios. Let us write the return
of the portfolio policy in (3.8),

Nt Nt 1
. _ 9/~ ! px
Tptrl = Wy 4175441 T N Ty + ' f] Ti 41
; , t
=1 =1

= Tm+1 T Thi+1, (3.13)

IFor an extensive discussion see BSCV (2009).



where m denotes the benchmark value-weighted market, and h denotes a long-short hedge fund
with weights N% (9’ Tig+7 ft*) summing up to zero. The linear portfolio policy weights in (3.8)
therefore also nests the popular portfolios of Fama and French (1993, 2015) and Carhart (1997).
For example, the return of the three-factor portfolio by Fama and French (1993) additionally

incorporating volatility common factors can be expressed as

N
Tpitt1l = Tmtt1 T OsmbTsmbi+1 + OnmiThmi 141 + V,ft*Nit Z Tiit1 (3.14)

i=1
where 7gpp 441 and Thmi+1 are the returns to small-minus-big and high-minus-low portfolios, re-

spectively.

Having formulated the optimal portfolio weights selection problem as an expected utility max-
imization problem, we can obtain the estimates 6 and 4 resorting to methods of moments estima-
tion. The estimates 6 and 4, defined by the optimization problem in (3.12) satisfy the first-order

conditions

1« 1 1 &
? ; {uﬁ(rp,t—l-l) (ﬁtj;:trt+1> -+ uy(rp’tﬂ) <ft*ﬁt Zzl 7‘2»715_1_1) } = 0

where uc = (0/0¢) u. The asymptotic variance-covariance matrix and its estimate can be envisaged
following Hansen (1982) who shows that GMM estimates such as the ones we have are consistent,
asymptotically normal and efficient within the class of estimators employing the same set of
moment conditions. In practice, estimation may be performed based on multi-step or continuous-

updating GMM procedures to acquire a desired level of parameter convergence.

3.4 Empirical illustration with data

3.4.1 Data description and empirical strategy

To illustrate the impact of incorporating common volatility dynamics into the parametric portfolio
policy function by BSCV (2009), we explore the performance of industry portfolios because they
are more informative about economic activity rather than being of specific investment interest.

We use daily return data on 30 U.S. industries and the composite average index of NYSE,
NASDAQ and AMEX for the time period January 1966 - December 2014 downloaded from Ken
French’s Data Library along with the risk-free rates to calculate monthly industry and market
RV’s employing (3.1). We otherwise use the monthly data readily available for the three Fama-
French factors in French’s Data library. In the application, the investor is restricted to invest only
in stocks. As also discussed by BSCV (2009), the reason for not including the risk-free asset as an
investment opportunity is that the varying leverage induced by the risk-free asset only corresponds
to a change in the scale of the stock portfolio weights.

The raw data requires standardization so that the results become comparable. The stock



characteristics, x;, show varying cross-sectional means and standard deviations that we take into
account. The risk aversion is taken to be five. The CRRA utility function in (3.11) is used in a
two-step GMM setting to determine the optimal portfolio weights.

With the goal of studying the predictive ability of the portfolio using common volatility factors,
we divide the study sample into two groups: the in-sample analysis uses equity return data from
January 1966 to August 2008 (512 data points), and the out-of-sample analysis focuses on the
period September 2008 - December 2014 (76 data points), including the recent financial crisis.
There is no specific reason as to why we split the sample to these two periods apart from the interest
in investigating whether there are huge differences in terms of portfolio performance between pre-
and post-crisis periods. Clearly different out-of-sample periods can also be considered.

We first estimate the common factors of industry RV’s to be able to use them as further
characteristics in the portfolio weight function. We then estimate the parameters of the portfolio
whose returns are given by (3.14). Based on these estimates, we calculate portfolio weight statistics
alongside with the unconditional mean, standard deviation, skewness and Sharpe ratio of the

optimal portfolio.

3.4.2 Estimation of the common factors in industry RV’s

First, we estimate the fractional integration orders of industry and market RV’s based on Robinson
(1995)’s local Whittle method that requires specifying the number of Fourier frequencies to be
used. It is well known that long memory should be investigated in lower frequencies since higher
frequencies are susceptible to short-memory contamination. This is why, we focus on m = 45,71
Fourier frequencies corresponding to 7-¢ and 797 with T = 588 the time-series length in our
dataset.

The nonstationarity bound for long-memory processes is d; = 0.5, so an indicator exhibits
nonstationary long memory for §; > 0.5 and stationary long memory for §; < 0.5 and §; # 0.
Based on the results in Table 1, industry RV’s show some heterogeneity in terms of stationarity
while the market RV is stationary. This stresses the importance of appropriately differencing the
RV’s before carrying out PC estimation to obtain factor structure estimates.

After differencing the industry RV’s by their corresponding integration orders?, we carry out
a PC estimation on (3.5) to get the common factor estimates. The PC estimation indicates that
there is only one common factor driving the industry RV’s, as can also be seen from the screeplot
in Figure 1. This common factor explains 69.64% of the total variation in the industry RV’s.

It is also important to show that a common-factor model fits the industry RV’s well. This
can be checked by the uniqueness of variances that are not captured by the common factor: if
uniqueness ratios are small, or equivalently if communality=1-uniqueness is large, then there is
evidence that a common-factor model is well suited to the analysis of industry RV’s. Table 2

below shows that the factor loadings estimates are positive and large while the uniqueness ratios

2m = 45 Fourier frequencies were used.



are small. So, a common-factor model indeed fits industry RV’s well.

3.4.3 Portfolio performance incorporating the common factor of in-
dustry RV’s

In Section 3, we have shown that the linear portfolio policy in (3.8) nests many widely analyzed
portfolios, such as those of Fama and French (1993), Carhart (1997) and Fama and French (2015).
To simply illustrate the impact of incorporating common volatility dynamics into the parametric
policy function of BSCV (2009), we restrict our attention to the portfolio of Fama and French
(1993) that we discussed in (3.14). That said, obviously other portfolios can also be analyzed but
the impact of common volatility dynamics on portfolio selection can be determined more easily in
this less complicated setting.

We first consider the optimization problem in (3.12) as is, and then restrict v = 0 to be able
to determine the impact of ft* on optimal portfolio selection. A generalized method of moments
estimation for the portfolio policy incorporating volatility common factor in (3.8) based on (3.11)
leads to the results in Table 3.

The first six rows of Table 3 present the estimated coefficients of parametric portfolio policy
function with volatility common factor along with their standard errors. These coefficients indicate
that the optimal portfolio is determined by choosing small firms, value stocks and less volatile
stocks since the coefficients are positive and statistically significant for smb and hml while it is
negative for f't*. The finding that the deviation of the optimal weights from the benchmark weights
increases with smb and hml and decreases with ft* is quite intuitive and mirrors the findings in
the literature.

Rows seven to eleven of Table 3 describe the weights of the optimized portfolio. The average
absolute weight of the optimal portfolio is equal to 0.3871% in sample and 1.6822% out of sample.
The average (over time) maximum and minimum weights of the optimal portfolio are 1.0639%
and -4.4701% for the in-sample period and 4.0439% and -3.6111% for the out-of-sample period,
respectively. The average sum of negative weights in the optimal portfolio is -0.4930 in sample and
-0.1308 out of sample. The average fraction of negative weights (shorted equities) in the optimal
portfolio is 0.2047 for in sample and 0.0933 for out of sample. Therefore, the optimal portfolio
using common RV factor does not reflect unreasonably extreme bets on individual equities and
could well be implemented by a combination of an index fund that reflects the market and a
long-short equity hedge fund as in (3.13).

The remaining rows of Table 3 characterize the performance of the optimal portfolio. The
optimal portfolio has an average monthly return of 0.51% in sample and 1.87% out of sample.
The standard deviation of the optimal portfolio returns is 0.0161 and 0.0359, respectively, for in
sample and out of sample that translates into Sharpe ratios of 0.3158 and 0.5211, respectively.
Skewness is positive and large for both split-sample periods indicating that there is a decreased

likelihood of encountering a large negative return.



In order to show that accounting for common volatility dynamics leads to better portfolio
performance, we consider the parametric portfolio policy restricting the attention to smb and
hml only, i.e. v = 0. The estimation results along with portfolio weight and return statistics are
reported in Table 4.

The estimated coefficients are positive for both smb and Aml in sample and out of sample.
That is, small firms and value stocks are positively weighed in for the selection of the optimal
portfolio, which is in line with the findings in the literature. In the out-of-sample period, smb does
not have a significant role in the determination of optimal portfolio weights but the coefficient of
hml remains significant, indicating that in the post-crisis period the investment decision is based
on high value stocks regardless of firm size.

Rows seven to eleven of Table 4 describe the weights of the optimized portfolio that does
not account for common volatility dynamics. The average absolute weight of this portfolio is
equal to 0.1949% in sample and 1.3333% out of sample. The average (over time) maximum and
minimum weights of this portfolio are 0.2113% and 0.1807% for the in-sample period and 1.3984%
and 1.2521% for the out-of-sample period, respectively. The average fraction of negative weights
(shorted equities) in the optimal portfolio is 0 for in sample and out of sample, indicating that
this portfolio policy recommends not shorting any of the equities. These findings contrast with
the portfolio weight statistics in Table 3 in that accounting for common volatility dynamics leads
to the recommendation to short equities whose risk is high.

The remaining rows of Table 4 summarizes the optimal portfolio return statistics. The optimal
portfolio has an average monthly return of 0.19% in sample and 1.63% out of sample. The standard
deviation of the optimal portfolio returns is 0.0182 and 0.0762, respectively, for in sample and
out of sample that translates into Sharpe ratios of 0.1044 and 0.2138, respectively. Skewness is
negative for both split-sample periods indicating that there is a likelihood of encountering a large
negative return. These results contrast poorly to the optimal portfolio return statistics in Table 3
in that the portfolio policy accounting for common volatility dynamics has higher average monthly
returns, reduced portfolio risk, higher Sharpe ratios and positive skewness both in sample and out

of sample.

3.4.4 The relationship between common factor of industry RV’s and

variance risk premium

When an analysis is carried out at the macroeconomic level based on industry portfolios, it may
also be interesting to establish the ties between the factor-structure estimates obtained from (3.5)
and a general measure such as variance risk premium (VRP) since an economic discussion can
then be pursued.

Common volatility dynamics can be linked to variance risk premium that is defined as the

difference between the ex-ante risk neutral expectation of the future stock market return variance



and the expectation of the stock market return variance between time ¢ and ¢ + 1:
VRP, = EF (Vary 1 (ri)) — Bf (Varie (ren)),

where “EF” denotes the conditional expectation with respect to physical probability. VRP; is
unobservable and can be estimated by replacing E;@ (Varysv1 (rev1)) and E} (Varg,yq (re1)) by

their estimates EZ (Vary 41 (re41)) and EF (Var 41 (1441)) , respectively,

V/R\Pt = Efs@ (V(N’t,tﬂ (Tt+1>) - Eip (V@Tt,tﬂ (Tt+1)) )

where in practice E2 (Varysiq (ree1)) and the true variance Var,yq (ri41) are replaced by the
squared VIX and realized variance, respectively.

We then consider the regression for the time period January 1990 - December 2012 whose data
we borrow from Zhou (2010):

VRP, = &+ &7 + 20, (3.15)

The estimation results are summarized in Table 5. These results indicate that the common factor
of industry RV’s are positively linked to the estimate of variance risk premium. The common
factor of industry RV’s is a systematic risk measure while VRP is a measure of the degree of risk
aversion in an economy rather than a market risk measure as argued by Bollerslev et al. (2009).
The positive relationship between VRP and common factor of industry RV’s can then be explained
as follows: an increase (decrease) in systematic risk leads risk-averse agents to cut (increase) their
consumption and investment expenditures and shift their portfolios from more (less) risky assets
to less (more) risky ones, which is also a consequence of an increase (decrease) in the degree of

risk aversion, as reflected by VRP.

3.5 Conclusion

We have proposed incorporating common volatility dynamics as a determinant of the optimal port-
folio weights that contrasts well with both the traditional Markowitz approach and the approach
by BSCV (2009) who did not account for volatility effects in their portfolio selection methods. We
have empirically illustrated the positive impact of accounting for common volatility dynamics on
portfolio performance in a parametric portfolio setting, and linked the common volatility factor
to VRP, which is widely used in empirical analyses.

While we restricted our attention to industry portfolios in the empirical analysis to be able
to understand general economic activity, further research can be undertaken considering other
investment-purpose portfolios. It could be also interesting to develop forecasting methods using
the parametric portfolio policy that incorporates common volatility dynamics. Finally, further

work is warranted for additional portfolio statistics, such as turnover ratios and truncated weights,
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which we purposefully neglect in this paper to focus on the main ideas.
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Table 3.1: Estimated Integration Orders of Industry Realized Volatilities

m =45 :
Food Bvrgs Tobac Games Books Hshld Clths HIth Chems Txtls Market
0.36 0.47 0.61 0.45 0.50 0.37 0.48 0.35 0.49 0.53 0.41
Cnstr Steel FabPr ElcEq Autos Carry Mines Coal Oil Util
0.48 0.49 0.44 0.38 0.45 0.41 0.52 0.61 0.49 0.45
Telcm Servs BusEq Paper Trans Whlsl Rtail Meals Finan Other
0.46 0.45 0.56 0.42 0.39 0.34 0.49 0.48 0.52 0.49
m="1:
Food Bvrgs Tobac Games Books Hshld Clths HIth Chems Txtls Market
0.35 0.45 0.49 0.41 0.51 0.33 0.47 0.33 0.45 0.57 0.40
Cnstr Steel FabPr ElcEq Autos Carry Mines Coal Oil Util
0.44 0.51 0.45 0.42 0.50 0.40 0.45 0.53 0.43 0.44
Telcm Servs BusEq Paper Trans Whlsl Rtail Meals Finan Other
0.48 0.42 0.54 0.42 0.40 0.34 0.42 0.45 0.65 0.47

Note: This table reports the local Whittle estimation results of the individual integration orders of in-

dustry and market realized volatilities with m = 45,71 Fourier frequencies. Estimates are rounded to two
digits after zero. Standard errors of the estimates are 0.0745 and 0.0593 respectively for m = 45,71.
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Figure 3.1: This screeplot draws the eigenvalues associated with factors and the mean eigenvalue
which is equal to 1. Only eigenvalues greater than 1 are retained.

14



Table 3.2: Estimated Factor Loadings and Uniqueness of Variances

RV;

Factor loadings

Ratio of variance unique to RV;

food
beer
smoke
games
books
hshld
clths
hlth
chems
txtls
cunstr
steel
fabpr
elceq
autos
carry
mines
coal
oil
util
telem
servs
buseq
paper
trans
whlsl
rtail
meals
fin
other

0.8743
0.7593
0.5088
0.8544
0.8530
0.8622
0.8600
0.8230
0.8934
0.8017
0.9080
0.8537
0.9286
0.8920
0.8528
0.8516
0.7192
0.6890
0.8161
0.7699
0.8178
0.8708
0.8055
0.8852
0.8692
0.9059
0.8707
0.8156
0.8397
0.8696

0.2357
0.4235
0.7411
0.2699
0.2724
0.2566
0.2605
0.3227
0.2018
0.3572
0.1755
0.2712
0.1377
0.2044
0.2727
0.2748
0.4828
0.5252
0.3340
0.4073
0.3312
0.2418
0.3512
0.2165
0.2444
0.1793
0.2418
0.3348
0.2948
0.2439

Note: This table reports the PC estimation results for industry RV’s.

The uniqueness ratios are quite

small indicating that the common factor explains much of the variance of each industry RV.
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Table 3.3: Portfolio performance with common volatility factor

Parameters In-Sample Out-of-Sample
O 0.0217*** 0.0067***
(0.0042) (0.0015)
Onmi 0.0084*** 0.0033***
(0.0022) (0.0012)
o -0.0756™** -0.0254***
(0.0107) (0.0058)
|w,| x 100 0.3871 1.6822
max w; X 100 1.0639 4.0439
min w; X 100 -4.4701 -3.6111
> wil (w;< 0) -0.4930 -0.1308
> I(w,<0)/n 0.2047 0.0933
T 0.51% 1.87%
o(r) 0.0161 0.0359
Skewness 5.4814 3.1426
Sharpe Ratio 0.3158 0.5211

Note: This table reports the estimation results of portfolio policy in (3.8). In-sample study covers the period
from January 1966 to August 2008, and the out-of-sample study, carried out based on a rolling window of 12
months, covers the period from September 2008 to December 2014. Rows 7 to 11 show statistics of the portfolio
weights averaged across time. These statistics include average absolute portfolio weight (Jw,| x 100), the average
maximum (max w; X 100) and minimum (min w; x100) portfolio weights, the average sum of negative portfolio
weights (3 w;I(w;< 0)) and the fraction of the negative portfolio weights (> I(w,< 0)/n), respectively. Rows
12 to 15 display the monthly portfolio statistics: average monthly return (7), standard deviation (o (r)), skewness
and Sharpe ratio. Risk aversion is assumed to be equal to five. “***” indicates statistical significance at the 1%
level.
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Table 3.4: Portfolio performance without common volatility factor

Parameters In-Sample Out-of-Sample

Osmb 0.00018** 0.00011
(0.00008) (0.00015)

Onmi 0.00058*** 0.00061***
(0.00008) (0.00011)

lw,| x 100 0.1949 1.3333

max w; X 100 0.2113 1.3984

min w; x 100 0.1807 1.2521

Y wil (w;< 0) 0 0

Y I(w,<0)/n 0 0

T 0.19% 1.63%

o(r) 0.0182 0.0762

Skewness -0.4519 -0.5559

Sharpe Ratio 0.1044 0.2138

Note: This table reports the estimation results of portfolio policy in (3.8) without the common factor of industry
RV’s, i.e. v = 0. In-sample study covers the period from January 1966 to August 2008, and the out-of-sample study,
carried out based on a rolling window of 12 months, covers the period from September 2008 to December 2014.
Rows 7 to 11 show statistics of the portfolio weights averaged across time. These statistics include average absolute
portfolio weight (|w,| % 100), the average maximum (max w; x 100) and minimum (min w; x 100) portfolio weights,
the average sum of negative portfolio weights (> w;I (w;< 0)) and the fraction of the negative portfolio weights
(> I(w,< 0)/n), respectively. Rows 12 to 15 display the monthly portfolio statistics: average monthly return (7),
standard deviation (o(r)), skewness and Sharpe ratio. Risk aversion is assumed to be equal to five. “***7 and
“*¥*7 indicate statistical significance at the 1% and 5% level, respectively.

Table 3.5: VRP and Common Factor of Industry RV’s

Estimates &o &
0.0088  0.5459***
(0.0479)  (0.0433)
[0.8550]  [0.0000]

Note: This table reports the regression results of the variance risk premium estimate on the common
factor of industry RV’s based on (3.15). Heteroskedasticity and autocorrelation robust standard errors
are reported in parantheses and the corresponding p-values in square brackets. *** indicates significance
at the 1% level.
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