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In this paper we propose the Single-equation Penalized Error Correction Selector (SPECS)
as an automated estimation procedure for dynamic single-equation models with a large
number of potentially (co)integrated variables. By extending the classical single-equation
error correction model, SPECS enables the researcher to model large cointegrated
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datasets without necessitating any form of pre-testing for the order of integration or
cointegrating rank. Under an asymptotic regime in which both the number of parameters
and time series observations jointly diverge to infinity, we show that SPECS is able to
consistently estimate an appropriate linear combination of the cointegrating vectors that
may occur in the underlying DGP. In addition, SPECS is shown to enable the correct
recovery of sparsity patterns in the parameter space and to possess the same limiting
distribution as the OLS oracle procedure. A simulation study shows strong selective
capabilities, as well as superior predictive performance in the context of nowcasting
compared to high-dimensional models that ignore cointegration. An empirical applica-
tion to nowcasting Dutch unemployment rates using Google Trends confirms the strong
practical performance of our procedure.

© 2020 Elsevier B.V. All rights reserved.

1. Introduction

In this paper we propose the Single-equation Penalized Error Correction Selector (SPECS) as a tool to perform
automated modelling of a potentially large number of time series of unknown order of integration. In many economic
applications, datasets will contain possibly (co)integrated time series, which has to be taken into account in the statistical
analysis. Traditional approaches include modelling the full system of time series as a vector error correction model
(VECM), estimated by methods such as maximum likelihood estimation (Johansen, 1995), or transforming all variables to
stationarity before performing further analysis. However, both methods have considerable drawbacks when the dimension
of the dataset increases.

While the VECM approach allows for flexible modelling of potentially cointegrated series, these estimators suffer from
the curse of dimensionality due to the large number of parameters to estimate. In practice they therefore quickly become
difficult to interpret and computationally intractable on even moderately sized datasets. As such, to reliably apply such
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full-system estimators requires non-trivial a priori choices on the relevance of specific variables to keep the dimension
manageable. Moreover, often one only has a single variable of interest, and estimating the parameter-heavy full system
is not necessary.

On the other hand, the alternative strategy of prior transformations to stationarity is more easily compatible with single
variables of interest and larger dimensions, but requires either a priori knowledge of the order of integration of individual
variables, or pre-testing for unit roots, which is prone to errors in particular if the number of variables is large (cf. Smeekes
and Wijler, 2020). Additionally, this approach ignores the presence of cointegration among the variables, which may have
detrimental effects on the subsequent analysis.

SPECS is a form of penalized regression designed to sparsely estimate a conditional error correction model (CECM). We
demonstrate that SPECS possesses the oracle property as defined in Fan and Li (2001); in particular, SPECS simultaneously
allows for consistent estimation of the non-zero coefficients and the correct recovery of sparsity patterns in the single-
equation model. It therefore provides a fully data-driven way of selecting the relevant variables from a potentially large
dataset of (co)integrated time series. Moreover, due to the flexible specification of the single-equation model, SPECS is
able to take into account cointegration in the dataset without requiring any form of pre-testing for unit roots or testing
for the cointegrating rank, and can thus be applied “as is” to any dataset containing an (unknown) mix of stationary
and integrated time series. As a companion to this paper, an R package is made available that implements a fast and
easy-to-interpret algorithm for SPECS estimation, and provides immediate access to the dataset used in the empirical
application.’

Single-equation error correction models are frequently employed in tests for cointegration (e.g. Engle and Granger,
1987; Phillips and Ouliaris, 1990; Boswijk, 1994; Banerjee et al., 1998) as well as in forecasting applications (e.g. Engle and
Yoo, 1987; Chou et al., 1996), but require a weak exogeneity assumption for asymptotically efficient inference (Johansen,
1992). Weak exogeneity entails the existence of a single cointegrating vector that only appears in the marginal equation
for the variable of interest. If this assumption holds, our procedure can be interpreted as an alternative to cointegration
testing in the ECM framework (Boswijk, 1994; Palm et al,, 2010). However, weak exogeneity may not be realistic in
large datasets and we provide detailed illustrations of the implications of failure of this assumption and demonstrate
that absent of weak exogeneity our procedure consistently estimates a linear combination of the true cointegrating
vectors. While this impedes inference on the cointegrating relations, when the main aim of the model is nowcasting or
forecasting, our procedure remains theoretically justifiable and provides empirical researchers with a simple and powerful
tool for automated analysis of high-dimensional non-stationary datasets. In addition, for modelling a single variable of
interest using a large set of potential regressors, SPECS provides a variable selection mechanism, allowing the researcher
to discard variables that are irrelevant for this particular analysis. Our simulation results demonstrate strong selective
capabilities in both low and high dimensions. Furthermore, a simulated nowcasting application highlights the importance
of incorporating cointegration in the data as our proposed estimators obtain higher nowcast accuracies in comparison
to a penalized autoregressive distributed lag (ADL) model. This finding is confirmed in an empirical application, where
SPECS is employed to nowcast Dutch unemployment rates with the use of a dataset containing Google Trends series.

The use of penalized regression in time series analysis has gained in popularity, with a wide range of variants showing
promising performance in applications (see Smeekes and Wijler, 2018b, for a recent overview). Recent literature has also
seen the development of methods for analysing high-dimensional (co)integrated time series.

Kock (2016) proposes the adaptive lasso to estimate an augmented Dickey-Fuller regression. While this univariate
model is inherently different from ours, it provides an insightful demonstration of how the lasso may be used as an
alternative to testing for non-stationarity, parallelling our suggestion to consider SPECS as an alternative for cointegration
testing under the assumption of weak exogeneity.

For VECM systems, Wilms and Croux (2016) propose a penalized maximum likelihood approach, with shrinkage
performed on the cointegrating vectors, the coefficients regulating the short-run dynamics and the covariance matrix.
While their method is shown to obtain forecast gains relative to the traditional Johansen method, no theoretical results
are provided. Liao and Phillips (2015) provide an automated method of joint rank selection and parameter estimation with
the use of an adaptive penalty and derive oracle properties in a fixed-dimensional framework. Next to this theoretical
limitation on its applicability to large datasets, practical implementation is further complicated due to reliance on the
eigenvalue decomposition of an asymmetric matrix, which introduces complex values into the corresponding objective
function. As noted by Liang and Schienle (2019, p. 424), this results in a non-standard harmonic function optimization
problem. Liang and Schienle (2019) propose joint parameter estimation and rank determination by employing a penalty
that makes use of the QR-decomposition of the long-run coefficient matrix. This method possesses oracle-like properties
under a high-dimensional asymptotic regime, but it requires the availability of an initial OLS estimator, thereby preventing
applications on datasets in which the number of variables exceeds, or is close to, the number of available time series
observations. Additionally, estimation of the long-run and short-run dynamics is performed sequentially rather than
simultaneously, necessitating a two-step procedure.

In a single-equation setting, Lee et al. (2018) derive fixed-dimensional oracle properties for the adaptive lasso applied to
predictive regressions where the regressors are allowed to be of mixed orders of integration. However, as a consequence

1 https://cran.r-project.org/web/packages/specs/index.html.
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of their model formulation in which all variables enter in levels, their estimator appears to be susceptible to spurious
regression when the regressors are not cointegrated.

Finally, outside the penalized regression framework, Zhang et al. (2019) propose an eigenvalue decomposition to
estimate the cointegrating space in the presence of any integer and fractional order of integration of the variables.
However, the estimation procedure proposed by Zhang et al. does not perform variable selection, nor does it provide
explicit estimates of the transient dynamics in a VECM. Onatski and Wang (2019) develop a novel inference procedure for
the cointegrating rank in high dimensions. Similar to the Johansen procedure, their test is based on the squared canonical
correlations, for which they derive the limit spectral distribution under joint asymptotics with the use of arguments from
random matrix theory.

Our proposed method provides several contributions to this existing literature. First, our theoretical results are derived
in a high-dimensional framework where the number of parameters is allowed to grow with the sample size. This requires
non-standard theoretical results on bounds of the smallest eigenvalue of a matrix of (co)integrated regressors, similar to
those in Zhang et al. (2019), which are further developed in this paper. Second, unlike many of the penalized regression
methods surveyed above, the practical implementation of SPECS is straightforward for large datasets, including cases
where the number of parameters is larger than the time dimension. Third, our method completely removes the need for
pre-testing for the order of integration or cointegrating rank, and is not sensitive to spurious regression. Fourth, to the
best of our knowledge, our paper is the first to explicitly allow for the presence of deterministic components in the theory,
a crucial feature for many applications.

The paper is structured as follows. In Section 2 we discuss the data generating process. Section 3 describes the SPECS
estimator. The main theoretical results of the paper are presented in Section 4. Section 5 contains several simulation
studies, followed by an empirical application in Section 6. We conclude in Section 7. The main proofs and preliminary
lemmas needed for them are contained in Appendix A, while contains results on minimum eigenvalue bounds. Finally,
Appendix C contains supplementary material on proofs of preliminary lemmas and additional theorems, as well as further
details on the empirical application.

1/p
A word on notation. For any an N-dimensional vector %, [ x|, = (ZL , xf’ ) denotes the £,-norm, while for any matrix

. Dxll, . . .

D with N columns, ||D||, = max,cgn % is the corresponding induced norm and ||D||; denotes the Frobenius norm. For
P

an index set S C {1, ..., N}, let x5 be the vector containing the elements of ¥ corresponding to S. Similarly, for a matrix

D with N rows, Ds is the sub-matrix containing the rows of D indexed by S. The orthogonal complement of D is denoted
by D, such that D', D = 0. When D is a square matrix, we denote its N ordered eigenvalues by A;(D) > - -- > Ay(D) and
Amin(D) and Apax(D) denote the minimum and maximum eigenvalue, respectively. Furthermore, we use D > 0 to denote
that the matrix is positive definite. A vector of ones of length N is denoted by ¢y and the N-dimensional identity matrix by

d . - N . e .

Iy. We use 2 (—) to denote convergence in probability (distribution) and £ denotes equivalence in distribution. Finally,
we frequently make use of an arbitrary positive and finite constant K whose value may change throughout the paper, but
is always independent of the time and cross-sectional dimensions.

2. The high-dimensional error correction model

In this section we first discuss the data generating process for the vector time series along with the assumptions made.
Next we transform the multivariate model to a single equation describing our variable of interest.

2.1. Data generating process

Assume one is interested in modelling a single variable of interest, say y;, based on an N-dimensional time series
z; = (yi, x;) observed at t = 1, ..., T. Let z; be described by

Ze=p+ Tt + &, (1)

with the stochastic component given by

p
AL =ABG 1+ ) AL+, 2)
j=1

where A and B are (N x r)-dimensional matrices containing the adjustment rates and cointegrating vectors, respectively.
The innovations €, = (€1, €, ) satisfy the following assumptions:

Assumption 1. The sequence of innovations {€};>1 is an N-dimensional martingale difference sequence (m.d.s.) with
E(er€;) = X. Furthermore, we assume that

(1) There exists an m > 2, such that max;<j<y.1<¢<r E |e,—7[}2m < K, and
(2) There exist constants @min, Pmax > 0, such that @min < Amin (¥e) < Amax (Fe) < Pmax-
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This assumption implies that €, is a martingale difference sequence with at least (a bit more than) four moments
existing. The eigenvalue bounds in the second part place some restrictions on the dependence among the elements of e,
ruling out for instance a strong common factor affecting all errors. However, a wide range of contemporaneous dependence
structures, such as spatial dependence, is still allowed.

The model can be rewritten into a VECM form by substituting (1) into (2) to obtain

p
Az, =AB (zi_1 —p—1(t — 1) + 1% + Z DAz, + €, (3)
j=1

where t* = (I — le ®;)r. From this representation, it can directly be observed that the presence of a constant in (1)

results in a constant within the cointegrating relationship if B'u # 0. Furthermore, the linear trend in (1) appears as a
constant in the differenced series and may additionally appear as a trend within the cointegrating vector if B’z # 0, the
latter implying that the equilibrium error B'z, is a trend stationary process.

The following assumption asserts that the process is (at most) I(1), and the Granger Representation Theorem (e.g.
Johansen, 1995, p. 49) can be applied.

Assumption 2. Define A(z) := (1 —z)Iy —ABz — ) 7, ®;(1—2)7.

(1) The determinantal equation |A(z)| has all roots on or outside the unit circle.
(2) A and B are N x r matrices with 1 <r < N and rank(A) = rank(B) =r.
(3) The (N —r) x (N —r)) matrix A, (Iv — Y_}_, ®;) By is invertible.

Assumption 2 enables (3) to be written as a vector moving average (VMA) process
2z, =Cs; + p+ tt + C(L)e; + Czo, (4)

where € = B, (A" (Iy — J‘.’=] ?)) BL)71 A\, s =Y €, C(L)e is a stationary linear process and z, are initial values.

Without loss of generality, we assume henceforth that zy = 0.
We need a further restriction on the dependence in the VMA representation in the form of the following assumption,
which ensures norm-summability of the coefficients in the Beveridge-Nelson decomposition.

Assumption 3. There exists a K < oo such that C in (4) satisfies ||C||,, < K. In addition, the matrix lag polynomial C(L)
is given by C(z) = Y_,°, Ciz' and satisfies Y ") I1|Cyll < K.

2.2. Single-equation representation

The number of parameters to estimate in (3) is at least 2Nr + N2p, such that the system quickly grows too large to
accurately estimate based on traditional methods. As we assume a single variable y; is of interest, we therefore instead
consider the lighter parameterized single-equation model for y;. To ensure that the variables modelling the variation in
y: Temain exogenous, we orthogonalize the errors driving the single-equation model, say ¢, ;, from the errors driving the
marginal equations of the endogenous variables x;. This is achieved by decomposing €1 into its best linear prediction
based on €, and the corresponding orthogonal prediction error. To this end, partition the covariance matrix of ¢; as

X = E(el,t)z E(el,telzq[) _ |:O'1] Gél :| (5)
‘ E(erc€ar) Eerce),) 01 Xy’
such that we obtain
€1, = (0, 0512;21 Jer + (1’ _0512;21) € = €1+ €y (6)

Define y = 22’21021. Then, writing out (6) in terms of the observable time series results in the single-equation model

p
Ay, = (1, —71'6) AB(z;(_1—p—1(t — 1)+ 1"+ Z @Az, | + o AR + €y o
j=1
=8z + 7w + po+ wo(t — 1)+ €,

where § = (1, —na)AB’, = (my,...,m,) withzj = (1, —mg)®j forj = 1,...,p, uo = (1, —ﬂé)(—AB/[L + 1'*) and
79 = (1, —my)T*. Note that § is a vector of length N, whereas m is a vector of length M = N(p + 1) — 1. Additionally,
we = (Axy, Az, 4, ..., Az;_ ;) and €, = (1 — )€, Finally, we write the single-equation model in matrix notation as

Ay =Z_18+Wm +irpo+trg+€, =Vy + DO+ ¢, (8)
where Z_ = (Zo, e ,2771)/, W = (wt, ey wT)’, t = (0, T = 1)/, V = (271, W), D = (lT, t), Yy = (8/, 71'/), and
0 = (10, T0)'.
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Remark 1. The single-equation model may similarly be derived under the assumption of normal errors. In this framework,
€y has the conditional normal distribution from which (7) can be obtained (cf. Boswijk, 1994). A benefit of assuming
normality is that, under the additional assumption of weak exogeneity, the OLS estimates based on (7) are optimal in
the mean-squared sense. However, the assumption of normality is unnecessarily restrictive when the, perhaps overly,
ambitious goal of complete and correct specification is abandoned.

Remark 2. An additional benefit of the conditional error-correction model, as opposed to the predictive regressions
specified in levels considered in Lee et al. (2018), is that the former avoids spurious regression. In the case where all
variables in z, are integrated of order one and independent of one another, the left-hand side of (8) would remain
stationary. Intuitively, any “best fitting” linear combination between the stationary component Ay; and (z;_,, w;) would
seek to minimize the contribution of the variables in z, as their stochastically trending nature substantially inflates the
fitting error. This behaviour is well-documented for the fixed-dimensional OLS estimator - cf. Boswijk (1994, A.9) in which
dos turns out to be superconsistent — and carries over to SPECS in high-dimensions.

In general, the implied cointegrating vector § in the single-equation model for y; contains a linear combination of
the cointegrating vectors in B with their weights being given by (1, —7[6) A. Since the marginal equations of x; contain
information about the cointegrating relationship, efficient estimation within the single-equation model is only attained
under an assumption of weak exogeneity. Johansen (1992) shows that sufficient conditions for weak exogeneity to hold
are (i) normality of e, (ii) rank(AB') = 1, i.e. there is a single cointegrating N-dimensional cointegrating vector f, and
(iii) the vector of adjustment rates takes on the form o« = («q, 0’). However, these conditions are rather restrictive
when considering high-dimensional economic datasets that are likely to possess multiple cointegrating relationships
and complex covariance structures across the errors. Therefore, we opt to derive our results without assuming weak
exogeneity, while acknowledging that direct interpretation of the estimated cointegrating vector will only be valid in the
presence of weak exogeneity. Furthermore, we believe that whether the potential loss of asymptotic efficiency in our more
parsimonious single-equation model translates to inferior performance in finite samples ultimately remains an empirical
question.

As we consider sparse estimation of this single-equation model, let us briefly touch upon the required sparsity. For
measuring the sparsity, we work directly in the single-equation representation.? Let S5 = {i|; # 0} denote the index set
of the non-zero elements in §, with its cardinality denoted by |Ss|, and let S, be defined accordingly for x. In addition, let
r* denote the dimension of the cointegration space of zs, ;, i.e. the number of independent linear stationary combinations
of z; ; (cf. Remark 3), and define s5 = |Ss| —r* and s; = |S;|4r* as the number of “effective” relevant non-stationary and
stationary variables, respectively. Our estimation goal will then be to obtain estimates of S5 and S, as well as estimate
ds, and ms, . To obtain consistency, we need the following assumptions on the amount of sparsity.

Assumption 4. Assume that (1) s; = o(T"/4); (2) s, = o(~/T) and (3) max{ss, \/Sx} = 0(Vmin~/T), Where ymin = min{|y| :
vi # 0}

Parts (1) and (2) put restrictions on how fast the number of relevant parameters is allowed to grow. The “effective”
number of relevant stationary variables (s, ) is allowed to grow faster than the “effective” number of integrated variables
(ss), as a result of the collinearity induced by the stochastic trends (cf. Remark 4). Part (3) puts an additional restriction on
the number of relevant coefficients as a function of the smallest non-zero coefficient. Clearly, if all coefficients are assumed
to be fixed, (3) is not binding. In fact, one can allow yy;, to shrink at a rate up to T~'/4 before it becomes binding. This
assumption may therefore be interpreted as determining the fastest rate at which the population coefficients are allowed
to decrease, as a function of T, s; and s, to still ensure it can be consistently picked up by our estimation method.

2.3. Rotations and bounds on eigenvalues

Bounds on eigenvalues play a crucial role in establishing consistency properties of lasso-type penalized regression
methods. However, due the mixed integrated nature of our data, where parts of the regressors are stationary, and other
parts are only stationary after rotation, the object of our assumptions is not the sample covariance matrix directly, but
instead a carefully transformed version. Under Assumptions 1-3, it is then possible to ensure eigenvalue conditions on
the sample covariance matrices. Before we can state the assumption, we must therefore establish some further notation
and rotations to be used later.

Let y = (8, «') and S, its active set. Without loss of generality, we partition the data matrix as V = (Vs,, Ve ), with
Vs, = (Z_15;, Ws, ) representing the time series carrying non-zero coefficients in the population single-equation model,

2 In absence of weak exogeneity, it may not be directly obvious how we obtain a sparse single-equation model from the VECM. We therefore
provide a more detailed discussion of the interpretation of sparsity absent of weak exogeneity in Section 4.3.1. In this section we just take the
single-equation model directly as starting point.
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henceforth referred to as the set of relevant variables. In the presence of cointegration, it follows from (4) that the relevant
lagged levels can be written as
-1

zSgit = CSgst + ILS§ + TSSt + uSg,ts CSS = BJ—,S& A/L IN - Z ¢] BJ— Al (9)

j=1
where B s, is an (|Ss| x (N — r))-dimensional matrix containing the rows of B, indexed by Ss and us, ; = Cs,(L)e;. The
left null space of B, g, deﬁned as B* = {x € RISl B 0} contains the linear combinations that convert zg; ; to a

stationary process. Accordingly, we also refer to this null space as the cointegrating space of zs; ;. By construction, s, € B*,
such that this cointegrating space is non-empty whenever § # 0. In this case, we define Bs; as a (|Ss| x r*)-dimensional
basis matrix of B*, with r* < |Ss| representing the dimension of the cointegrating space.’

Similarly, we define Bs, | as a basis matrix of the left null-space of Bs;, i.e. a (ISs| x (|Ss| — r*))-dimensional matrix of
full column rank with the property that B/SS’  Bs; = 0. Then, we are able to define a Q-transformation that decomposes
the reduced system into a stationary and non-stationary contribution as

B 0 B, (B, Bs,)” O B, (B Bs )
Q= 0 Is, |, in — |: Ss \2S5 2S5 Ss,L \Pss, L PSs. L :| (10)
B,, 0 0 Iis, 0
For the case § = 0, we define Q = Is,|. Post-multiplication of the data matrix by Q" gives
Vs, Q =[Z_15Bs;, Ws, Z_15Bs.1] (11)
which we refer to as the Q-transformed version of Vs, . The first s, = |S;| + r* columns of (11), corresponding to

(Z_1,5;Bs;, W, ), contain independent stationary linear combinations of the variables that are relevant to Ay, in the single-
equation model. The remaining s; = |Ss| —r* columns, given by Z_; s,Bs, |, contain all linearly independent combinations
that are integrated of order one.

Remark 3. We may interpret r* as the “effective” cointegration rank, where “effective” relates to variable of interest y;.
Essentially, we remove all variables not relevant to y; in the long-run (those indexed by Sj5) and then reconstruct a VECM
from the remaining variables, which now has rank r*.

Finally, we construct a transformed version of the sample covariance matrix based on Vs, which plays a crucial role
in the development of our theory. First, to regress out the deterministic components of the observed time series in (3),

we define the matrix M = It — D (D’D)fl D' Then, after rotating by Q and regressing out the deterministic components

by M, the stationary and non-stationary components are scaled via the matrix S; = diag(~/T. Is”, 75 I). Hence, our
transformed sample covariance matrix is defined as
A 21] 212
¥ =8-1QV; MV Q's:! =", ], (12)
HE S A [ PR 55
. 1[BsZ | MZ_15Bs, B;Z |, MWs,
with £, = [ s TR T s T ] (13)
T| W5 MZ_sBs, Wi MWy,

and ¥y, = %B’S&LZLLSSMZ_1,558554. We can now state the eigenvalue assumptions.

Assumption 5. Assume that, on a set with probability converging to 1 as T, N, p — oo, there exists a constant ¢ > 0,
such that infycgs: * ’3,“" > ¢ and infycpss ¥ Ezzx > 6.

The first part of Assumption 5 applies to stationary data and is known to hold when the minimum eigenvalue of the
corresponding population covariance matrix is bounded away from zero (e.g. Medeiros and Mendes, 2016, Section B.2).
The second part, however, applies to integrated variables and requires arguments that are unique to the non-stationary
setting. In particular, we note the necessity of applying a scaling by , rather than the usual one may expect from

the fixed-dimensional literature, cf. Remark 4. In , we show several cases under which Assumption 5 is satisfied.

Remark 4. As an illustration of the problems with adopting the usual scaling by T2, consider the simple example of

an s-dimensional white noise sequence u, £ (0, 15) and define h, = > "i_, u;. Then, in Lemma B.2 in we show that

j=

3 The matrix Bs; is not uniquely defined. However, in most instances, including those contained in the current work, identification of the span
of Bg; is sufficient.

4 Note that D may vary depending on the deterministic specification of the model; setting D = (i1, t) allows for both a non-zero constant and
linear trend, while simply setting M = I+ may be desired (although not required) when it is believed that u =t = 0.
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P (kmm (Tiz ZL] hth;) > ¢> — 0,as s, T — oo, regardless of their relative rates. Hence, even in this simple case we
cannot assume that the minimum eigenvalue is bounded away from zero if we stick to the T2 scaling.

Remark 5. There are several noteworthy instances in which Api, (ﬁzz) is bounded away from zero with arbitrarily

high probability without the need for Assumption 5. Assume that the dimension of the orthogonal complement of the
cointegrating space in the subset of relevant non-stationary variables converges to a finite constant, i.e. s; — K. Then,
based on a standard functional central limit theorem,

1 1
222 —d> I<B/56’J_C55 (f E(r)ig/(r)dr> C/SSBSa,L g / B*(r)B*’(r)dT,
0 0

where f?(r) is an ss-dimensional Gaussian process, described in the proof of Lemma A.2 in Phillips and Hansen (1990), and
B*(r) is simply the linearly transformed version. By the same lemma, it follows that fo1 B*(r)B*(r)dr is positive-definite
almost surely. Then, for any € > 0, we may choose ¢(¢) > 0 such that

P (min (£22) = 6(e) > P (xmm ( /0 ] B*(r)B*’(r)dr) < ¢(e)) <e.

A straightforward case in which ss remains finite is to simply assume that the number of relevant integrated variables
stays finite, i.e. |Ss| < K. However, a more general example occurs when the dimension of the cointegrating space of zs; .
diverges at the rate |Ss|. This occurs in the case of a non-stationary factor model with stationary idiosyncratic components,
as proposed by Banerjee et al. (2014). Further illustrations are provided in Remark 10.

3. The single-equation penalized error correction selector

Despite the dimension reduction obtained from moving towards a single-equation representation, regularization
remains a necessity in high dimensions. The single-equation model (7) contains a total of N(p 4+ 2) + 1 parameters,
compared to the 2N(r + 1) + N?p parameters in the full-system VECM in (3), resulting in a substantial reduction in
dimensionality. However, the dimension may still grow large when either: (1) the number of potentially relevant variables
is large or (ii) when the number of lagged differences required to appropriately model the short-run dynamics is large.
Therefore, we consider the use of £;-regularization to enable estimation in high dimensions.

The resulting estimator, henceforth referred to as the Single-equation Penalized Error Correction Selector (SPECS), is
defined as the minimizer of the following objective function:

N+M
Gr (v.0) = |4y = Vy = DOI3 + 1 > wilyl + ic I8, . (14)

i=1
where M = (N+1)p—1 refers to the number of transformed variables in w, i.e. the length of =. We denote the minimizers
of (14) by ( p, @ ). The group penalty, regulated by A¢, serves to promote exclusion of the lagged levels as a group when

there is no cointegration present in the data. In this case, the model is effectively estimated in differences and corresponds
to a conditional model derived from a vector autoregressive model specified in differences. The individual ¢,-penalties,
regulated by A;, serve to enforce sparsity in the coefficient vectors § and x respectively.

The penalty of each coefficient y; is weighted by w; to enable simultaneous estimation and selection consistency of the
coefficients. Therefore, SPECS resembles a sparse group lasso (e.g. Simon et al., 2013) with adaptive weighting, applied to
the conditional error correction model. The weights w; in (14) are typically derived from an initial estimation procedure
such as OLS (if the number of variables is small enough), ridge, or lasso. In particular, let y; denote initial estimates
obtained for y using one of the aforementioned methods. The weights can then be constructed as w; = |)71,i’_k for some
k > 0. As the coefficients of the irrelevant variables tend to zero, this will “blow up” the weights for these coefficients,
making them unlikely to be selected in the final estimation. On the other hand, the weights of the relevant coefficients
converge to a positive constant leaving them unaffected. This wedge between the weights of relevant and irrelevant
coefficients is exactly needed to achieve selection consistency. As demonstrated by Zou (2006), under such assumptions
on the weights, the adaptive lasso attains simultaneous selection and estimation consistency, without the necessity for the
rather stringent irrepresentable condition in Zhao and Yu (2006).> To maintain generality we work with general weights
without specifying how they are obtained, and therefore define appropriate assumptions directly on these weights. In
Section 4.2 we then return to weight construction and propose a feasible way to construct weights that are theoretically
shown to satisfy our assumptions.

5 fact, as the adaptive lasso can be written as a regular lasso on a transformed design matrix, the irrepresentable condition, while still needed,
operates on this transformed design matrix and becomes a weighted irrepresentable condition. This condition is then in turn implied by appropriate
assumptions on the weights. In this paper we directly take this route rather than going via an irrepresentable condition. Section 7.5 of Bithlmann
and Van De Geer (2011) provides details on the links between these assumptions.
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Assumption 6. Assume that the weights and regularization penalties satisfy:

1. ws, max = op(Té) for some & > 0, where ws max = max{w; : i € S}.
_ o Gotys)T!2E —
2.0 =0 (W and A¢ = o(~/T).
3. Let ws min = mMinf{w; : i € S}. Then
O i = 0p (min {(85 + 52) 2T TVEENTV s + /) TITTINTIRY)
w;g{mm = 0, (min {(s5 + ;)T 5(Np)~ /2, Ai(ss + v/5) ' (TNp)"V/?}) .

Part (1) puts an upper bound on the rate at which the weights corresponding to the relevant variables diverge. Part
(2) restricts the maximum admissible growth rate of the penalty. Exceeding this rate would in an excess of shrinkage
bias that impedes estimation consistency. Finally, part (3) states that the weights of the irrelevant variables - interacting
with the penalty parameter A; - grow sufficiently fast in order to guarantee that irrelevant variables are removed from
the model with probability converging to one. The required minimum growth rate of the penalty parameter is inversely
related to the growth rate of the weights of the irrelevant variables; faster diverging weights require less penalization to
identify irrelevant variables.

Remark 6. The only restriction that Assumption 6 imposes on the growth rate of the group penalty is that % — 0,
which is necessary for preventing shrinkage bias induced by the group penalty from impeding estimation consistency.
Since Ag = 0 is an admissible value, it follows that the theoretical results presented in the following section apply to the
minimizer of G§(y, 0) = [|[Ay — Vy — D0||§ + A ZEM w;i |yi| as well, as long as the remaining conditions are satisfied.
Remark 7. Note that the deterministic components @ are left unpenalized in (14), as their inclusion in the model is
desirable to enable identification of the limiting distribution of the estimators. Similar to the classical Frisch-Wraugh-
Lovell Theorem, Yamada (2017) show that the inclusion of unpenalized components is equivalent to performing the
estimation after regressing out those components. In other words, we may define M = Iy — D (D’D)71 D’ such that p
may equivalently be defined as

N+M
p = argmin [M (Ay — Vy)I3 + 2 Y oyl + 2c 18]l
4 i=1
If one believes that the trend or constant is zero, one may reflect this knowledge in the construction of M, with the
convention that M = It when u = 7 = 0.

Two common data-driven ways to select the tuning parameters A; and A¢ are using cross-validation and information
criteria. As standard K-fold cross-validation does not respect the time order of the data, we instead consider a time series
cross-validation (TSCV) scheme as proposed by e.g. Hyndman and Athanasopoulos (2018) and Wilms et al. (2017), where
for different values of A = (A;, A¢)’ the model is estimated on the first part of the sample, and its prediction for the next
observation is recorded. The sample is then recursively moved forward towards the end, and the A with the lowest mean
squared prediction error is selected. We refer to Smeekes and Wijler (2018b) for details on the implementation and a
comparison with traditional K-fold cross-validation.

While cross-validation works well for prediction (Chetverikov et al., 2016), it tends to generally select fairly low penalty
levels and therefore includes many variables. An alternative way to select A is using information criteria, where we find
the value of A as

’

. 1 A2\ Crdf(h
Ajc = argminIn ( ”Ay—fo(k)—DO )—i—Tf()
Py T 2 T

where p(L) and 9(X) denote the minimizers of Gr (y,0) in (14) for a particular value of A. In addition, ch“(X) is an
estimate of the degrees of freedom and Cy is the criterion-specific penalty; for the latter we use the Bayesian Information
Criterion (Schwarz, 1978, BIC) with Cr = In(T).

Zou et al. (2007) show that for the (adaptive) lasso the number of non-zero coefficients is an appropriate estimate for
the degrees of freedom for model selection using information criteria. For group lasso penalties, estimating the degrees of
freedom is more complicated. Yuan and Lin (2006) propose a heuristic rule, but this requires the least squares estimator
which is not available for large N. Alternative rules are provided by Breheny and Huang (2009) and Vaiter et al. (2012)
among others, but none are theoretically valid in our setting. For this reason we propose a simple, heuristic rule where
we set df(A) equal to the number of non-zero coefficients. Essentially this means we ignore the strength of the group
penalty on the complexity of the model as long as the group is selected, thereby overestimating df ()). As a consequence,
we will only choose non-zero values of Ag if they either improve the fit directly or result in setting the whole group to
zero without affecting the fit too much. This is an intentional choice, consistent with our theoretical treatment of the
group penalty. As discussed in Remark 6, the group penalty is not necessary and consistency can be achieved even with
Ac = 0, and can therefore be seen as an optional add-on penalty.
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Finally, we note that in practice both methods require the respective objective function to be minimized for a two-
dimensional grid of values for A. By choosing the lower and upper bounds of the grid carefully, one can ensure that the
selected tuning parameters satisfy the assumptions listed in the next subsection. Of course, even though this ensures the
theoretical validity of the selection method, its practical performance can still vary considerably. Therefore we investigate
the practical performance of BIC and TSCV in the simulations and empirical application respectively.

4. Theoretical results

In this section we derive the asymptotic properties of SPECS, describe the construction of the weights and discuss
implications for particular model specifications.

4.1. Asymptotic properties

The first result that we pursue is that of selection consistency, i.e. the ability of an estimation procedure to select the
correct set of relevant variables with probability converging to one. In fact, Zhao and Yu (2006) define a stronger property
referred to as sign consistency, which additionally requires the procedure to identify the correct signs of the non-zero
coefficients with probability converging to one. In the following theorem, we derive sign consistency of SPECS.

Theorem 1. Under Assumptions 1-6, as T, N, p, — oo it holds that P (sign () = sign (y)) — 1.

Theorem 1 provides an asymptotic justification for implementing SPECS as a high-dimensional variable selection
device. Furthermore, selection consistency is a crucial property when one aims to obtain interpretable solutions or
even utilize the estimator as an alternative to classical tests for cointegration. An example of a traditional test for
cointegration is the ECM-test by Banerjee et al. (1998) which looks at the t-ratio of the ordinary least squares coefficient
of the lagged dependent variable. Alternatively, Boswijk (1994) proposes to test for the joint significance of the least
squares coefficients of all lagged variables with a Wald-type test. In our case, one could interpret exclusion of the lagged
levels of the dependent variable, or the lagged levels of all variables, as evidence against the presence of cointegration.
However, as discussed, an assumption of weak exogeneity is necessary when the aim is a direct interpretation of the
estimated cointegration vector. Notwithstanding this caveat, selection consistency offers valuable insights when viewed
as a screening mechanism that excludes irrelevant variables even in the absence of weak exogeneity. Moreover, since the
set of variables included is strictly smaller than the time series dimension, it is possible to apply a traditional consistent
estimator to the selected set of variables (e.g. Belloni and Chernozhukov, 2013). However, ideally SPECS would contain
desirable properties that omit the need of a second estimation procedure. For this reason, we establish the simultaneous
consistency of the estimated coefficients in the following theorem.

that ”STQ/_1 ()A'SV - ysv) ”2 =0p (55 + \/E)

The estimation consistency derived in Theorem 2 does not place any restrictions on the relative growth rates of T, N, p,
because it relies solely on high-level assumptions stated in the preceding section. However, when we derive sufficient
conditions for the eigenvalue assumptions in Assumption 5 in and provide a feasible method to construct weights that
satisfy Assumption 6 in Section 4.2, these restrictions do appear. We refer to Section 4.3.3 for an explicit discussion.

Theorem 2. Let S; = diag (~/TI T 155> and Q as defined in (10). Under the same assumptions as in Theorem 1, it holds

Remark 8. As an immediate consequence of Theorem 2, we have |ps, — ys, ||, = 0, (55%57), such that SPECS attains
/T-consistency when s; and s, remain finite. To see this, note that by the assumption on s, it holds that -= > /T for
5
sufficiently large T. Then,
”STQP1 (}A’Sy - ysy)“z z ﬁ ”QI?I (}A’SV - ySV)”Z :

Moreover, since the basis matrices Bs; and Bs; | are not uniquely defined, we may impose a normalization such that
[Qll; < 1. Then,

”%y —¥s Hz = ”Q,QP] (}A’SV - }’Sy)”z = lQll HQP] (}A’Sy - YSV)HZ = ”QP] (}A’Sy - YSV)HZ’

such that [$:Q'" (35, — s, )|, = VT |75, — »s, |-

As a corollary to Theorem 2, it is possible to establish a relationship between the limit distribution of SPECS and the
OLS estimator based on the subset of relevant variables.

Corollary 1. Define the OLS oracle estimator as pos,s, = argmin,, ||M(Ay — Vs, y)H;. Then, with & > 0 as in Assumption 6,
under the same assumptions as Theorem 1 it holds that

M(/ss + «/S?))

Isve" (s, ~ fass, ), = or (20 (15
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The oracle results in Corollary 1, combined with the sign consistency from Theorem 1, are suggestive of a post-selection
inferential procedure. In particular, one may implement a two-step estimation procedure in which SPECS is used to
perform variable selection in the first step and a regular OLS regression is performed on the selected variables in the

second step. Then, after strengthening part 2 of Assumption6toA; = o (%) Corollary 1 seems to validate the use of

the regular OLS distribution for this two-step estimator, essentially ignoring the variable selection from the first stage. For
example, in the case where |Sy | remains finite, one could use the standard fixed-dimensional results (e.g. Boswijk, 1994) to
perform inference. However, such a post-selection inferential procedure should be treated with caution, as it is well known
that the selection step impacts the sampling properties of the estimator (see Leeb and Potscher, 2005). The convergence
results of many selection procedures, SPECS included, hold pointwise only, i.e. the finite-sample distributions do not
converge uniformly over the parameter space to their asymptotic distribution. The practical implication is that for certain
values in the parameter space, relying on the oracle properties for post-selection test statistics may provide strongly
misleading results. While developing a valid post-selection inference procedure to, for example, test for cointegration is
certainly of interest, the field of valid post-selection inference is, despite its rapid development, still in its infancy. None of
the currently existing methods, such as those considered in Berk et al. (2013), Van de Geer et al. (2014), Lee et al. (2016)
or Chernozhukov et al. (2018), can easily be adapted to - let alone validated in - our setting. Developing such a method
therefore requires a full new theory which is outside the scope of the current paper.

4.2. Initial estimates

In this section, we provide the reader with a directly implementable method to construct weights that satisfy
Assumption 6. As discussed in Section 3, we construct the weights as w; = ’);l,irk. For our initial estimator we focus
here on the ridge estimator, from which we can derive results for OLS as a special case, and comment on the lasso later
on in the section.

Note that the power k gives one the flexibility to adjust how big the wedge between relevant and irrelevant variables is.
To illustrate, assume that 7 ; = y;+0, (T~) for all i. Then, it is clear that w; = O,(1) when y; # 0 and w; = O, (T**) when
y; = 0. Therefore, larger values of k will increase the rate at which the weights corresponding to the irrelevant variables
diverge. Based on this principle, the availability of a consistent initial estimator allows us to construct weights that satisfy
the conditions in Assumption 6. However, while the idea of adjusting divergence rates through imposing varying values
of k seems theoretically attractive, large values of k result in substantial amplification of finite-sample estimation error.
As a result, the finite-sample performance of the lasso becomes unstable for large k, such that in practice one may want
to set the value for k as low as theoretically admissible.

Regardless of the choice of k, the basic ingredient for good adaptive weights is a consistent initial estimator. Therefore,
we derive the consistency of the ridge estimator. Recall that the ridge estimator is defined as the minimizer of the
following objective function:

Gr(y, 0) == Ay — Vy — DIl + Az lIIl3 - (16)

The properties of the ridge estimator are well-studied in the stationary setting (e.g Hastie et al., 2008, Section 3.4.1).
However, to the best of our knowledge, no explicit results are available in the high-dimensional non-stationary case
considered here.

In order to derive consistency of the ridge estimator, we redefine the transformed sample covariance matrix from
Section 2.3 and the corresponding bound on its minimum eigenvalue. Let Ny = N —r, M, = M + r and define the new

scaling and rotation matrices as Sz = diag (ﬁIMﬂ, ﬁ’m) and

(BB)"’B 0
Qr = 0 Iy |,
(B,B.) *B, 0
respectively. The new transformed sample covariance matrix, based on the full dataset, is given by
b R11 b)) R,12:|

. (17)
Yrot Xraw

SR =S5;'QRV'MVQ,S;' = [

~ BZ MZ_B BZ MW o
with ¥p 1 = % W7I:/IZ 1; WTI:/IW ,and Xp g = %BLZ/ {MZ_1B, . Then, we extend the minimum eigenvalue

bound in Assumption 5 to (17) as follows.

Assumption 7. Assume that, on a set with probability converging to 1 as T, N, p — oo, there exists a constant ¢z > 0,

. X XR 11X . X XR X
such that infy pm, === > ¢ and inf,_,n; =22 > ¢
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We now derive the convergence rate of the ridge estimator under a further restriction on the growth rates of N, M.
The consistency of the ridge estimator is given in the following theorem.

(Ng#w/W)ﬁ

N My — Wo+ VM)V
Theorem 3. Assume that 0z — 0, ¥~ — 0, and Ax = O ( NEE]

VT
Isk@i™" (= = )], = 0p (N5 + VM).

). Then, under Assumptions 1-3 and 7, it holds that

Ns
11/4

and M—’; — 0in Theorem 3, it follows directly that ” VR — y”2 = 0,(1), and therefore ridge can be used to construct weights
that satisfy our Assumption 6. The exact values of k that are needed theoretically vary depending on the number of (total
and relevant) variables in the dataset; we return to this issue in Section 4.3.3.

The attentive reader may note that the admissible growth rates of N5, M, in Theorem 3 are the same as those initially
assumed on the subsets of relevant variables, i.e. ss, s, in Theorem 1. The restriction imposed on the number of stochastic
trends, T’% — 0, corresponds closely to that of Corollary 2.1 in Liang and Schienle (2019), who consider (co)integrated
processes as well and roughly require that Tl/% — 0 for some v > 0. The growth rate of the total number of (implied)
stationary variables is restricted to ¥z — 0. While this may seem limited in comparison to the admissible (near)
exponential growth in the stationary setting with i.i.d. Gaussian errors (e.g. Kock and Callot, 2015, Thm 3), we stress that
our time series framework is more general, allowing not only for integrated processes, but also substantial dependence
in the stationary component. Regarding the latter, our assumptions closely match those in the second row of Table 6
of Medeiros and Mendes (2016) with ¢ = 1, where our allowed growth rates are only slightly slower.

Ideally, we would like to allow for faster rates of divergence for the set of the irrelevant variables. A prospective
strategy to attain this, would be to implement the lasso as an initial estimator, the consistency of which may be derived
with the use of a compatibility condition (see for example Biithimann and Van De Geer, 2011, Ch. 6). While desirable,
deriving the validity of an appropriate compatibility condition is a considerable task. In addition to the difficulty of
showing the theoretical validity of a compatibility condition in the non-stationary setting considered here, the use of a
compatibility condition is further complicated by the fact that the stochastic trends asymptotically dominate the variation.
More specifically, in order to attain a non-singular limit matrix, a rotation similar to Q is required that separates the
stationary and non-stationary components in the full dataset. The standard compatibility condition would have to be
adjusted in a non-trivial manner to account for such a rotation. Consequently, we leave the development of a suitable
compatibility condition to future research, and instead focus on the ridge estimator under the more stringent growth rates
on the number of variables. In the simulations we explore settings beyond these restrictive assumptions, and our adaptive
weights continue to function in this case as well. We therefore conjecture that the suitability of the ridge estimator can
be extended to a more general setting.

-0

Similar to Remark 8, it follows from Theorem 3 that |y — y |, = 0, (N“%TMG

). Based on the assumption that

Remark 9. Theorem 3 imposes no minimum growth rate of the penalty term Ag in (16). Therefore, in the case where
M + N < T, the choice Ax = 0 is both theoretically admissible and computationally feasible, such that consistency of the
OLS estimator follows as a by-product of our result. Similarly, under the conditions imposed in Theorem 3, the lasso can
also be shown to be a consistent initial estimator. In particular, Assumption 7 allows for the derivation of a minimum
eigenvalue bound for the sample covariance matrix of the full data set, which enables application of standard proofs of
consistency that are familiar from the fixed-dimensional setting. Due to space consideration, we refrain from providing a
full proof on this conjecture, but refer the interested reader to Theorem 3.1 in Liao and Phillips (2015), the proof of which
may be adjusted to fit the current setting.

4.3. Implications for particular model specifications

To fully appreciate the theoretical results in the preceding section, a detailed understanding of the generality provided
by the set of imposed assumptions is helpful. For example, as the results are derived without requiring weak exogeneity,
our set of assumptions allows for the presence of stationary variables in the data. However, in the absence of weak
exogeneity, model interpretation becomes non-standard and the notion of sparsity carries non-trivial annotations.
Therefore, in this section we elaborate on several relevant model specifications to demonstrate the flexibility of the
single-equation model and highlight the practical implications of variable selection in such a general framework.

4.3.1. Sparsity and weak exogeneity

The benefit of £;-regularized estimation stems from its ability to identify sparse parameter structures. However, the
concept of sparsity in the conditional models here considered merits additional clarification, as the potential absence of
weak exogeneity obscures standard interpretability. Accordingly, in this section we comment on the interplay between
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weak exogeneity and sparsity and provide several illustrative examples of sparse DGPs. For simplicity of illustration, we
assume in this and the following section that u = 7 = 0.

In Section 2 we argue that the coefficients regulating the long-run dynamics in the conditional model are generally
derived from linear combinations of the cointegrating vectors in the VECM representation (3). By decomposing the matrix
with adjustment rates as A = (a1, A})/, we obtain the explicit construction § = B(o —A’ZE;;ZU&E). Hence, it follows that
8; = 0 if the sparsity condition g (on - A;E;;ZUE;]) = 0 is satisfied, where B; is the ith row of B. While this condition
may hold in a variety of non-trivial ways, specific cases of interest that lead to sparsity in § can be derived. For example,
an integrated variable x;, that does not cointegrate with any of the variables in the system (8; = 0), will carry a zero
coefficient in the derived single-equation long-run equilibrium.

As a more general example, assume that the researcher observes the N-dimensional time series z; = (2} ,,2;,) =
(¥¢, x), from time t = 1,..., T, where z1; = (yr, x/u)’ is an N;-dimensional time series and z,; is an N,-dimensional

time series. Moreover,
p
Azye| _ oy Iy ||z +Z D1 Pjnn||Az1— o€
Az, Iy, Iy ||z | DPjry DPin||Azy €t
= (18)

p
=Mz, {1+ Z ¢1AZ[,]' + €.
j=1

In addition, assume that ¥, = E (etei) satisfies Assumption 1 and can be decomposed as
X 0 o o’
z. =[ et ] with . 1, =[ L 1’21]. (19)
0 Yen o121 Y12

Then, the quantities appearing in the single-equation model in (7) take on the form

z 1_;2 0 01,21 To,1
][0 = 1 = .

0 26,22 0 0
=Ly m ] =) [ )< 3] @
LT, My || -—m I, | | —moa 8|’
o= _‘p]/‘.n ¢},21] [ 1 :| _ |:¢;/‘,11i| |: 1 ] _ |:7Tj,l:|
J _<D]f,12 ¢jf‘22 | — 7o <D]f,]2 —To,1 mio |

The definitions in (20) demonstrate that, under the restriction that the errors driving z1 ; and z; ; are uncorrelated, sparsity
in the single-equation model arises when (a subset of) z, ; does not Granger-Cause z; ;. For example, in the extreme case

where IT1; = 0 and @1, = 0, we have §, = 0 and &;, = 0, respectively. Consequently, then the single-equation model
reads as

p
Aye = 82,1 + my AR + Z anAzt_j +epe
j=1

p
/ ! /
= 61214[_1 + nOJAX].t + E IZUAZM_]' + €yt
=

As an interesting special case, consider the decomposition in (18) in which z, ; = €, is scalar-valued with E(e; r€1) =
0. Then, it is straightforward to see that m; = my; = 0, 1, = —1 and, consequently, y = 0. This finding highlights
that stationary variables result in sparsity in § only when they are fully exogenous, as said variables may enter the
implied cointegrating vector through their correlation structure with the other variables in the system. This further
demonstrates the difficulty of direct interpretation of § without imposing additional restrictions on the DGP. From a
prediction perspective, however, the model’s ability to include stationary variables through their correlation structure is
clearly a desirable feature.

Finally, we consider a DGP in which X follows a Toeplitz structure with o, ; = p'"/!. After partitioning X as in (5),
we can rewrite

Oc 21 = = . . = 25’22][0, (22)

P P e P 0
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thus showing that my = 22;205,21 =(p,0,..., 0Y5 As & = (1, —my)AB', this implies that only the long-run equilibria
that occur in the equations for Ay, or its cross-sectionally neighbouring variable will be part of the linear combination in
the derived the single-equation model. Consequently, any variables in the dataset that are not contained in the equilibria
occurring in these equations will induce sparsity in 8.

4.3.2. Mixed orders of integration

One of the most prominent benefits of SPECS is the ability to model potentially non-stationary and cointegrated data
without the need to adopt a pre-testing procedure with the aim of checking, and potentially correcting, for the order of
integration or to decide on the appropriate cointegrating rank of the system. The assumptions under which our theory
is developed are compatible with a wide variety of DGPs, including settings where the dataset contains an arbitrary mix
of I(1) and I(0) variables. The researcher simply transforms the dataset according to (7) and SPECS provides consistent
estimation of the parameters and identification of the correct implied sparsity pattern. The purpose of this section is to
demonstrate this feature by means of some illustrative examples.

The central idea underlying the above feature is that a single-equation model can be derived from any system admitting
a finite order VECM representation. In a VECM system containing variables with mixed orders of integration, however,
each stationary variable adds an additional trivial cointegrating vector. Such a vector corresponds to a unit vector that
equals 1 on the index of the stationary variable. For illustrative purposes, we consider the following general example.
Define z; = (z’u, z), ), where z;; ~ 1(0) and z, ; ~ I(1) and possibly cointegrated. Let the dimensions of z,, and z, be
N7 and N, respectively. Then, z; admits the representation

[ﬁzi] = [ (I)Nl 17022:| [;;E;] + D(L)Az;1+ € =ABz,_1 + P(L)Az,_1 + €, (23)
where @(L) corresponds to a p-dimensional matrix lag polynomial by Assumption 2 and €, satisfies the conditions in
Assumption 1. As long as the design of (23) conforms to Assumptions 2 and 3, our main results apply to this setting and
both selection and estimation consistency is maintained. For the extreme case in which all variables are integrated of
order one, but none are cointegrated, we define A = B = 0. Clearly, it follows that § = 0, such that the single-equation
model can be seen as a conditional model obtained from a VAR specified in differences. In the other extreme case, when
the levels of all variables in the VECM are weakly stationary, decomposition (23) would simply lead to a VECM in which
—A = B = Iy, thereby enabling the results in Section 4.1 to carry through.’

4.3.3. Rates of convergence
We conclude our theoretical analysis with a detailed illustration of the attainable rates of convergence in different
asymptotic frameworks. The rates of convergence of p; and p, as well as the specific construction of the initial weights,
are dependent on the growth rates of N, p, r, |Ss| and |S, |. Because of the trade-off between the admissible dimension and
the rate of convergence, the choice of the desired asymptotic framework is likely dependent on the specific application. For
example, typical macro-economic applications are characterized by short panel datasets which would require a framework
in which the cross-sectional dimension grows as fast as theoretically admissible. On the other hand, in applications with
a large number of time series observations, such as forecasting based on high-frequency data, the assumption that the
number of (potentially) relevant variables grows slow relative to the available time periods seems reasonable. Therefore,
to aid interpretation of our results, we provide an overview with different asymptotic frameworks and the corresponding
penalty parameters, weight const’ructions and convergence rates of the initial estimator in Table 1. The weights for §; and
—k
7; are constructed as w; = ‘SR,," * and N = ]ﬁRJrk”.
The first row of Table 1 corresponds to the classic fixed-dimensional case. It is reassuring that, similar to the OLS
estimator, SPECS obtains ~/T-convergence, with the additional benefit of allowing for consistent recovery of the sparsity
pattern. In fact the next three rows highlight that when N, p or r diverge, while the number of relevant variables remains
fixed, SPECS maintains its ~/T-convergence as long as the penalty weights ks and k, are adjusted appropriately. In the
fiftth row, we allow the number of relevant stationary variables, i.e. |S, | to diverge as well. This setting may be preferred
when the integrated time series remain persistent after being transformed to stationarity by differencing. We observe
that consistency is maintained, although even sharper weights are required and the rate of convergence has reduced to
T3/3. In the sixth row we additionally allow the number of relevant non-stationary variables, i.e. |Ss|, to increase, whereas
the number of cointegrating vectors remains fixed. The increased number of non-zero coefficients corresponding to non-
stationary variables reduces the rate of convergence to T/, Interestingly, in the last row we let the dimension of the
cointegrating subspace r grow at the same rate. As illustrated in Remark 10, this setting naturally occurs when the data
is modelled by a non-stationary factor model with idiosyncratic components. In this framework, the number of stochastic
trends driving the subset of relevant variables, i.e. s5, remains fixed, which positively affects the convergence rate of SPECS.

6 1tis straightforward to show that this property carries over to covariance matrices with a block-diagonal Toeplitz structure, with each block
E(E‘” having the form Ui(._lf{) = p(‘,:”. The number of non-zero elements in the resulting vector my will equal the number of blocks in the covariance
matrix.

7 When all variables are stationary, SPECS can also be shown to consistently estimate the parameters based on the well-documented properties
of the adaptive lasso in stationary time series settings, such as those considered in Medeiros and Mendes (2016) and Masini et al. (2019).
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Table 1

Dimensions, Penalties, Weights and convergence rates.
N p r 151 IS ks ke Ao Ay 7 -7l,
Fixed Fixed Fixed Fixed Fixed 2 1 KT?/3 0, (T7172)
T4 Fixed Fixed Fixed Fixed 3 1 KT%/5 0, (T7172)
T4 T4 Fixed Fixed Fixed 3 2 KT%/3 0, (T7172)
T4 T4 TV4 Fixed Fixed 3 2 KT?/3 0, (T7172)
T4 T4 T/ Fixed T/ 4 2 KT%/3 0, (T7%8)
T4 T4 Fixed T4 T4 4 2 KT?/> 0, (T4
T4 T/4 T4 T4 T4 4 2 KT?2/5 OP (T—3/8)

This table displays possible settings for the weights (ks, k;) and penalty parameters (1;, Ag) that satisfy
Assumption 6 under a variety of asymptotic frameworks (N, r,p, |Ss|, |Sz|). The convergence rate of
SPECS is displayed in the last column.

We consider the theoretical results presented in this section to be of a double nature. On the one hand, it is reassuring
that consistent estimation remains feasible in growing dimensions and that suitable weights are available. On the other
hand, we acknowledge that the required restrictions on the growth rate of the number of variables seem to caution against
application of penalized regression in very high-dimensional settings. However, it is worth noting that the restrictions
on N and p largely result from the use of ridge regression as an initial estimator. Indeed, the availability of a novel
compatibility condition could justify the use of the lasso as an initial estimator and will allow for generalization of our
theoretical results to even higher dimensional asymptotic frameworks. We consider this an interesting avenue for future
research.

Remark 10. The VECM (18) can be rewritten into a non-stationary factor model with stationary idiosyncratic components,
similar to Banerjee et al. (2014). Based on the VMA representation of z; in (4), with C a matrix of reduced rank, we can
rewrite the process as

2 =Cs;+pu+tt+u = Af, + p+ vt +up, (24)

where A =B, (A (I - Y1, @) Bl)fl,f[ = A/ s; and u, = C(L)e; + 2. This representation is particularly relevant in
relation to the growth rate of Ny = N — r. Typically, the theory for consistent estimation of (24) is derived under the
assumption that the N; factors remain fixed, while letting both N and T go to infinity. Hence, in this framework, noting

that s; < Ns, the assumptions that T% — 0 and TI\% — 0 in Theorems 1-3 are automatically satisfied. Consequently, the

convergence rates of the initial and final estimators are given by || — »|, = 0, (, / ’V;—”> and |y — |, =0, (ﬁ)

5. Simulations

In this section we analyse the selective capabilities and predictive performance of SPECS by means of simulations. We
estimate the single-equation model according to the objective function (14) with the following settings for the penalty
rates:

1. Ordinary Least Squares (OLS: A = 0, A; = 0),

2. Autoregressive Distributed Lag (ADL: A =0, A > 0, w; = oo fori=1,...,N),
3. SPECS - no group penalty (SPECSy: Ac = 0, A; > 0),

4. SPECS - group penalty (SPECS,: A¢ > 0, A; > 0).8

The OLS estimator is only included when feasible according to the dimension of the model to estimate and we additionally
include a penalized autoregressive distributed lag model (ADL) with all variables entering in first differences. The latter
model can be interpreted as the conditional model one would obtain when ignoring cointegration in the data and
specifying a VAR in differences as a model for the full system. The resulting conditional model is the same as the CECM
that we consider, but with the built-in restriction § = 0.

We estimate the solutions for a grid of penalty values and construct the weights from an initial ridge estimator as
proposed in Section 4.2. For ADL and SPECS;, we consider 100 possible values for A; and choose the final model based on
the BIC criterion. Alternatively, for SPECS,, the model selection takes place over a two-dimensional grid consisting of 100
values for A; and 10 possible values for XA, with model selection again being based on the BIC criterion. The weights are
defined by w; = |77R,f|_k, where k=2 forie{1,...,Njandk=1forie {N+1,...,N+ M}.

8 Asa helpful reminder, the reader may relate the subscript to the number of penalty categories included in the estimation; SPECS; only contains
an individual penalty whereas SPECS; contains both a group penalty and individual penalty.
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Table 2
Simulation design for the first study (Dimensionality and weak exogeneity).
Low dimension A B L)
1 [
WE a- a-B
|:09><1:| _05x1]
No WE a-B [T 0 (14 p)a- t
05><1 1 L 0S><1
High dimension A B 8
1 [
WE a- a-B
[049x 1:| _045x1]
ra 05x1 0551
0551 i 05,1 t
No WE a-B - 1 a-
0551 Osxq [ (1+7) 04551
L0ssx1 0351 0351

Notes: The low-dimensional (high-dimensional) design corresponds to a system with N = 10 (N = 50)
unique time series and N’ = 31 (N’ = 151) parameters to estimate. Furthermore, i = (1, —t}) and
a=—0.5,—-045,...,0 regulates the adjustment rate towards the equilibrium.

We consider three different settings under which we analyse the performance of our estimators; the first setting aims
to analyse the effects of dimensionality and weak exogeneity, the second setting explores the effect of the variables’ orders
of integration and the third setting considers the performance in non-sparse settings. Each setting is described in detail
below.

5.1. Dimensionality and weak exogeneity

In the first part of our simulation study we focus on the effects of dimensionality and weak exogeneity on a
(co)integrated dataset. Our simulation DGP takes the form

Az, =AB'z, 1+ ®1Azi1 + €, (25)

witht =1,...,T =100, ¢ ~ #(0, &) and oj = 0.8/"=!, Furthermore, @1, the coefficient matrix regulating the short-
run dynamics is generated as 0.4 - Iy, where N varies depending on the specific DGP considered. Based on this DGP, the
single-equation model takes on the form

Aye = 8ze 1 + mo AR + T AZe g + €y,

with my and 7, as defined in (7). We consider a total of four different settings, corresponding to different combinations
of (i) dimensionality (low/high) and (ii) weak exogeneity (present/absent). The corresponding parameter settings and
implied cointegrating vector & are given in Table 2.

We measure the selective capabilities based on three metrics. The pseudo-power of the models measures the ability to
appropriately pick up the presence of cointegration in the underlying DGP. For the OLS procedure we perform the Wald
test proposed by Boswijk (1994). When the OLS fitting procedure is unfeasible due to the high-dimensionality, we perform
the Wald test on the subset of variables included after fitting SPECS; and refer to this approach as Wald-PS (where PS
stands for post-selection). Despite the caveats of oracle-based post-selection inference discussed after Corollary 1, the
inclusion of Wald-PS still offers valuable insights regarding the performance one may expect of such a procedure in light
of the aforementioned limitation. SPECS is used as an alternative to this cointegration test by simply checking whether
at least one of the lagged levels is included in the model. The percentage of trials in which cointegration is found is then
reported as the pseudo-power.

Second, for each trial the Proportion of Correct Selection (PCS) measures the proportion of correctly selected variables,
while the Proportion of Incorrect Selection (PICS) describes, as the name may suggest, the proportion of incorrectly
selected variables. They are given by

pes — I{J':?j#.o}ﬂ{fiw#o}l; PICS — |{j:f/j7é.0}m{j:)’i:0}|
I{i: v # 0} [{i: v =0}

The PCS and PICS are calculated for SPECS; and SPECS, and averaged over all trials.

Finally, we consider the predictive performance in a simulated nowcasting application, where we implicitly assume
that the information on the latest realization of x7 arrives before the realization of yr. These situations frequently occur
in practice, see Giannone et al. (2008) and the references therein for an overview as well as the empirical application
considered in Section 6. Due to the construction of the single-equation model, in which contemporaneous values of the
conditioning variables contribute to the contemporaneous variation in the dependent variable, our proposed method
is particularly well-suited to this application. For any of the considered fitting procedures, the nowcast is given by
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Fig. 1. Pseudo-Power, Proportion of Correct Selection (PCS), Proportion of Incorrect Selection (PICS) and Root Mean Squared Nowcast Error (RMSNE)
for Low- and High-Dimensional specifications. The adjustment rate multiplier a is on the horizontal axis.

yr = 3/ZT,1 + 7' Axr + &Azr,], where by construction 8 = 0 in the ADL model. For each method we record the root
mean squared nowcast error (RMSNE) relative to the OLS oracle procedure fitted on the relevant variables.

Fig. 1 visually displays the evolution of our performance metrics over a range of values for g, representing increasingly
faster rates of adjustment towards the long-run equilibrium. The first row of plots shows near-perfect performance of
SPECS over all metrics. The pseudo-size is slightly lower than the size of the Wald test when the latter is controlled at 5%,
whereas the pseudo-power quickly approaches one. Following expectations, the pseudo-size for SPECS; is slightly lower
as a result of the additional group penalty. Focusing on the selection of variables, we find that for faster adjustment rates,
SPECS is able to exactly identify the sparsity pattern with very high frequency, as demonstrated by the PCS approaching
100% and the PICS staying near 0%. Furthermore, the MSNE obtained by our methods is close to the OLS oracle method and
is substantially lower than the MSNE obtained by the ADL model for faster adjustment rates, while being almost identical
absent of cointegration. The picture remains qualitatively similar when moving away from weak exogeneity while staying
in a low-dimensional framework, although the gain in predictive performance over the ADL has decreased somewhat. We
postulate that the ADL may benefit from a bias-variance tradeoff, given that the correctly specified single-equation model
is sub-optimal in terms of efficiency absent of weak exogeneity compared to a full system estimator. Nonetheless, SPECS
is clearly preferred.

The performance in the high-dimensional setting is displayed in rows 3 and 4 of Fig. 1. When the conditioning variables
are weakly exogenous with respect to the parameters of interest, the selective capabilities remain strong. The pseudo-
power demonstrates the attractive prospect of using our method as an alternative to cointegration testing, especially when
taking into consideration that the traditional Wald test is infeasible in the current setting. In addition, the nowcasting
performance remains far superior to that of the misspecified ADL. The last row depicts the performance absent of weak
exogeneity. In this setting, exact identification of the implied cointegrating vector occurs less frequently, which seems
to negatively impact the nowcasting performance. However, the misspecified ADL is still outperformed, despite the
deterioration in the selective capabilities of our method.

5.2. Mixed orders of integration

We next analyse the performance of SPECS on datasets containing variables with mixed orders of integration. The aim
of this section is to gain an understanding of the relative performance of SPECS when not all time series are (co)integrated
and to compare the performance of SPECS to traditional approaches that rely on pre-testing. The latter goal is attained
by adding an additional penalized ADL model to the comparison, namely one in which the data is first corrected for
non-stationarity based on a pre-testing procedure in which an Augmented Dickey-Fuller (ADF) test is performed on the
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Table 3
Simulation design for the second study (Mixed orders of integration).
Mixed order A B )
1 0 01,24 —b 0 0124 1
05,1 aB* 05,24 01551 B* 01524 =
~1(0 —pat
y~ 10 010x1  010x3  O10x24 O10x1  010x3  O1ox24 0: )
02451 02453 I 02451 02453  —Baaxza *
aB* 015,25 B 015x25 i
y~1(1) 010x3  O10x25 01053 O1ox2s (1+pa- {0 ]
0253 I>s 02553  —Basxas o

Notes: see notes in Table 2. Additionally, we define b = 1 (b ~ U(0,0.2)) and B as a diagonal matrix with b; = 1
(bii ~ U(0, 0.2)) in the absence (presence) of persistence, and B* = (1343 ® 7).

individual series. We refer to this procedure as the ADL-ADF model. Based on the general DGP (25), we distinguish four
different cases, corresponding to (i) different orders of the dependent variable (I(0)/I(1)) and (ii) different degrees of
persistence in the stationary variables (low/high). The choice to include varying degrees of persistence is motivated by the
conjecture that the performance of the pre-testing procedure incorporated in the ADL-ADF model may deteriorate when
the degree of persistence increases, which in turn translates to a decrease in the overall performance of the procedure.

The parameter settings for the varying DGPs, displayed in Table 3, are chosen such that they allow for a subset of
stationary variables in the system. In particular, we first consider a scenario in which the dependent variable itself admits a
stationary autoregressive representation in levels. In addition, based on their cross-sectional ordering, the first 15 variables
after y are cointegrated based on three cointegrating vectors, the next 10 variables are non-cointegrated random walks,
and the last 24 variables all admit a stationary autoregressive structure in levels. The degree of persistence in the stationary
variables is regulated by the diagonal matrix B in B, with elements b; = 1 in the low persistence case and b; ~ U(0, 0.2) in
the high persistence case. It can be seen from the last column in Table 3, that in line with the stationarity of the dependent
variable, the first element in § will always be equal to —1, whereas an additional five-dimensional cointegrating vector
enters the single-equation model for positive values of a. For the scenario in which the dependent variable is integrated of
order one, the first 15 variables (including y) are all cointegrated based on three cointegrating vectors, the next 10 variables
are non-cointegrated random walks, whereas the last 15 variables all admit a stationary autoregressive representation.
The persistence in the stationary variables is regulated similar to the previous case. Now, however, it is clear from the last
column in Table 3 that § # 0 only if a > 0, such that lagged levels only enter the single-equation when y is cointegrated
with its neighbouring variables. We display the performance of the models in Fig. 2.

In the first row of Fig. 2, corresponding to y ~ I(0) and low persistence, SPECS correctly selects the lagged dependent
variable in all simulation trials, such that the pseudo-power is always 1. Interestingly, PCS also seems constant around
35%. Upon closer inspection, we find that SPECS chooses an alternative representation of the single-equation model in
which the contribution of the non-trivial cointegrating vector seems to be absorbed in the lagged level of the dependent
variable. While the resulting model differs from the implied oracle model, which is indeed accurately estimated by the OLS
oracle procedure, the model choice seems motivated by a favourable bias-variance trade-off. In line with this conjecture,
the nowcast performance of SPECS occasionally exceeds the OLS oracle procedure’s where a larger number of parameters
is estimated. The standard ADL nowecasts are again inferior, whereas the ADL-ADF model seems to benefit from correct
identification of the stationarity of the dependent variable, which is particularly relevant given that the dependent variable
itself is a main component in the optimal forecast. However, the nowcast accuracy of SPECS is almost identical to that
of the ADL-ADF model, a finding that we interpret as reassuring and confirmatory of our claim that SPECS may be used
without any pre-testing procedure. Moreover, the absence of strong persistence in the stationary variables idealizes the
results of the ADL-ADF procedure.

In typical macroeconomic applications many time series that are considered as I(0) display much slower mean
reversion and, consequently, are more difficult to correctly identify as being stationary.? Accordingly, in row 2 we display
the result for a DGP where the stationary variables display more persistent behaviour. The performance of SPECS remains
largely unaffected, whereas the nowcasting performance of the ADL-ADF model deteriorates drastically. We stress the
relevance of this result, given that the estimation of ADL models after pre-testing for non-stationarity is fairly common
practice. Somewhat surprisingly, the ADL model in differences nowcasts almost as well as SPECS here. Overall, however,
the nowecast accuracy of SPECS remains the highest and, equally important, most stable across all specifications.

Continuing the analysis of mixed order datasets, rows 3 and 4 of Fig. 2 display the results for DGPs where the dependent
variable is generated as being integrated of order one. The pseudo-power plot clearly reflects that § = 0 only when a > 0.
Furthermore, while SPECS performs well at removing the irrelevant variables, the relevant variables are not all selected
correctly, resulting in somewhat lower values for the PCS metric. Nevertheless, the nowcast performance remains superior
to that of the ADL model, especially in the presence of cointegration with fast adjustment rates.

9 For example, the ten time series in the popular Fred-MD dataset which McCracken and Ng (2016) propose to be 1(0), i.e. the series corresponding
to a tcode of one, all display strong persistence or near unit root behaviour, with the smallest estimated AR(1) coefficient exceeding 0.86.
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Fig. 2. Pseudo-Power, Proportion of Correct Selection (PCS), Proportion of Incorrect Selection (PICS) and Root Mean Squared Nowcast Error (RMSNE)
for four Mixed Order specifications. The adjustment rate multiplier a is on the horizontal axis.

5.3. Non-sparse data generating processes

To avoid idealizing the results through a choice of DGPs that suits our estimator, this section considers the performance
of the penalized regression estimators in two different non-sparse settings. First, we consider an explicitly constructed
VECM that contains many small, but non-zero coefficients. Second, we consider a DGP that contains a non-stationary
factor structure on which the single-equation model is likely misspecified.

The non-sparse VECM is generated according to (25) with B = I3 ® 7, where i = (1, —i,), and A = aB for
a=0,-0.05,...,—0.5. Hence, N = 15 and the total number of parameters to estimate (including a constant and linear
trend) is N(p + 2) + 1 = 46. A major difference with Section 5.1 is that we do not generate the covariance matrix of the
errors as a Toeplitz-matrix, the latter being a crucial driver of sparsity in the preceding sections. Instead, we implement the
procedure detailed in Chang (2004, p. 277-278), in which we generate a (N x N) matrix U with u; ~ U(0, 1) to construct

the orthonormal matrix H = U (U/U)fl/z, and generate a set of N eigenvalues, A1, ..., Ay, where A; = 0.01, Ay = 1 and
A2, ..., An—1 ~ U(0.1, 1) to construct A = diag(A1, ..., Ay). We then construct the covariance matrix as ¥ = HAH'. At
each simulation trial, we generate a new X such that the results cannot be attributed to a specific random draw of the
covariance matrix. Based on this construction, g, as defined below (7), and § are non-sparse vectors with small elements;
even in the setting with the strongest cointegration, i.e. a = —0.5, the median magnitude of the coefficients in § across
all trials is only 0.12. As before, we set T = 100 and perform 1000 simulation trials.

The results are displayed in Fig. 3, which contain a number of interesting results. Unsurprisingly, all estimators obtain a
substantially lower (pseudo-)power in the current framework. The ¢;-regularized estimators seem more sensitive to this
than the traditional Wald estimator considered in Boswijk (1994). In line with the weak power, we observe that the PCS
for both SPECS; and SPECS, is low, with on average only 0.75 out of 15 variables being included in levels.!? Appropriate
inference in the current setting is a difficult task and direct application of SPECS without alteration does not seem to be a
feasible strategy. The development of a uniformly valid post-selection inference procedure, such as the desparsified lasso
of Van de Geer et al. (2014), may alleviate some of these issues. While we consider this an interesting avenue of research,
it is outside the scope of the current paper.

While these results may seem discouraging, the results on the nowcast accuracy display a different story. The mean-
squared nowcast errors, relative to the OLS oracle procedure, are almost always below one and are similar for the SPECS
and penalized ADL estimators. This highlights that the signal of the long-run component is so weak, that the estimation
of a misspecified model which ignores cointegration benefits from a favourable bias-variance tradeoff. Therefore, the

10 The PICS is zero for all a > 0, simply because the DGP is non-sparse, and is omitted accordingly.
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Fig. 3. Pseudo-Power, Proportion of Correct Selection (PCS), Proportion of Incorrect Selection (PICS) and Root Mean Squared Nowcast Error (RMSNE).
The adjustment rate multiplier a is on the horizontal axis.

Table 4
Nowcasting performance on a DGP with a non-stationary factor.

Root Mean Squared Nowcast Error

SPECS;4 SPECS; SPECS; - OLS
No dynamics 1.07 1.11 0.99
Dynamics 1.02 1.02 1.01

conclusion remains that SPECS obtains superior predictive performance relative to methods that ignore cointegration
when the long-run component provides a strong signal, without sacrificing performance absent of cointegration or in the
presence of very weak cointegration.

The second, and final, DGP that we consider contains a non-stationary factor structure and corresponds to setting III
in Palm et al. (2011, p. 92). We allow for contemporaneous correlation and dynamic structures in both the error processes
driving the “observable” data and the idiosyncratic component in the factor structure. The DGP is given by z; = Af; + w¢,
where z; is a (50 x 1) time series process, f; is a single scalar factor and

fe=ofii1 + &, wir = Ojwi—1 + vi.
Furthermore,
vy =A1v—1 + €1 +Breg g, & =81+ e + Pa€ri—1,

where €, ~ .#(0, X'), with X' again generated as in Chang (2004), and €, ~ .#(0, 1).

The comparison focuses exclusively on the nowcasting performance for a setting without dynamics (A; = B; = 0 and
oy = B = 0) and a setting with dynamics (e; = 8, = 0.4) in which the construction of A; and B, is analogous to Palm
et al. (2011, p. 93). We report the RMSNEs of SPECS relative to the ADL in Table 4. Given that the single-equation model
is misspecified in this setup, it is unreasonable to expect SPECS to outperform. Indeed, we observe that the RMSNEs are
all very close to one and, while in most cases the ADL model performs slightly better, the difference seems negligible.
Hence, the risk of using SPECS to estimate a misspecified model in the sense considered here, does not seem to be higher
than the use of the alternative ADL model, whereas the relative merits of SPECS when applied to a wide range of correctly
specified models are evident from the first part of the simulations.

6. Empirical application

Inspired by Choi and Varian (2012), we consider nowcasting Dutch unemployment with SPECS based on Google Trends
data. Google Trends are time series consisting of normalized indices depicting the volume of search queries entered in
Google, originating from a certain geographical area. The Dutch unemployment rates are made available by Statistics
Netherlands, an autonomous administrative body focusing on the collection and publication of statistical information.
These rates are published on a monthly basis with new releases being made available on the 15th of each new month.
This misalignment of publication dates clearly illustrate a practically relevant scenario where improvements upon forward
looking predictions of Dutch unemployment rates may be obtained by utilizing contemporaneous Google Trends series.

We collect a novel dataset containing seasonally unadjusted Dutch unemployment rates from the website of Statistics
Netherlands'! and a set of manually selected Google Trends time series containing unemployment related search queries,
such as “Vacancy”, “Resume” and “Unemployment Benefits”. The dataset comprises of monthly observations ranging from

1 http://statline.cbs.nl/StatWeb/publication/?VW=T&DM=SLEN&PA=80479eng&LA=EN.
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Table 5
Mean-Squared Nowcast Error relative to the ADL model for varying number of lagged differences
p.

p # of parameters ADL-ADF SPECS, SPECS,

1 262 1.27 0.99 1.07

3 436 1.06 0.82* 0.88

6 697 0.90 0.90 0.84*

*Denotes rejection by the Diebold-Mariano test at a 10% significance level.

January 2004 to December 2017. While the full dataset contains 100 unique search queries, a number of these contain
zeros for large sub-periods, indicating insufficient search volumes for those particular series. Consequently, we remove
all series that are perfectly correlated over any sub-period consisting of 20% of the total sample.!2
The benchmark model we consider is an ADL model fitted to the differenced data. In detail, let y; and x; be the scalar
unemployment rate and the vector of Google Trends series observed at time ¢, respectively, and define z; = (y;, x;). The
benchmark ADL estimator fits
p
Ay = AR + Zn]fAzt,j + o + 1ot — 1) + €.
j=1

However, this estimator ignores the order of integration of individual time series by differencing the whole dataset, while
it is common practice to transform individual series to stationarity based on a preliminary test for unit roots. Hence, similar
to Sections 5.2 and 5.3, we include an additional ADL model where the decision to difference is based on a preliminary
ADF test and refer to this method as ADL-ADF.!3 Finally, SPECS estimates

p
Aye =82,y + m)Ax + anAzt_,- + o+ ot — 1) + €.
j=1

All tuning parameters are obtained by time series cross-validation and we use k = 1.1 based on a preliminary analysis.'*
The first nowcast is made by fitting the models on a window containing the first two-thirds of the complete sample,
ieet=1,...,Tc with T, = (%T}, based on which the nowcast for Ayr.4q is produced. This procedure is repeated by
rolling the window forward by one observation until the end of the sample is reached, producing a total of 54 pseudo
out-of-sample nowcasts. Table 5 reports the MSNE relative to the ADL model for p =1, 3, 6.

The ADL-ADF estimator does not perform better than the regular ADL model for p = 1, 3, indicating that the potential
for errors in pre-testing might lead to unfavourable results. SPECS performs well and is able to obtain smaller mean-
squared nowcast errors than the ADL benchmark across almost all specifications, with the combination SPECS, and
p = 1 being the exception. Moreover, for SPECS; (p = 3) and SPECS, (p = 6), we find the differences in MSNE to
be significant at the 10% level according to the Diebold-Mariano test. The overall (unreported) MSNE is lowest for the
SPECS; estimator based on p = 3 lagged differences. Given that the addition of lagged levels to the models improves the
nowcast performance, the premise of cointegrating relationships between Dutch unemployment rates and Google Trends
series seems likely. To further explore the presence of cointegration among our time series we group our variables in five
categories; (1) Application Training, (2) General, (3) Job Search, (4) Recruitment Agencies (RA) and (5) Social Security.
We narrow down our focus to the nowcasts of models with three lagged difference included, p = 3, estimated by
SPECS;. In Fig. 4 we visually display the share of nowcasts in which the lagged levels of each variable are included in the
estimated model. In addition, it depicts the selection stability of those variables, where a green colour indicates that given
variables are included in the respective nowcast, and red vice versa. The figure also displays the actual unemployment
rates compared to the nowcasted values.

Fig. 4 highlights that only few variables are consistently selected for all nowcasts, although in each category we can
distinguish some variables that are included at higher frequencies. The variable whose lagged levels are always selected is
“Vakantiebaan”, which is a search query for a temporary job during the summer holiday. We postulate that this variable
is selected by SPECS to account for seasonality in the Dutch unemployment rates. In an unreported exercise we estimate
the model with the addition of a set of eleven unpenalized dummies representing different months of the year. While
the variable “Vakantiebaan” is never selected, the mean squared nowcast error increases substantially. Hence, we opt to
adhere to our standard model under the caveat that for at least one of the lagged levels included, seasonality effects
rather than cointegration seem a more appropriate explanation for its inclusion. Other frequently included variables
are queries for vacancies (“uwv.vacatures”, 78%), unemployment (“werkloos”, 76%) and social benefits (“ww uitkering”,

12 we have made the dataset available in the specs R package (https://cran.r-project.org/web/packages/specs/index.html).

13 We note that none of the time series were found to be integrated of order 2. The outcome of the ADF test is reported for each time series in
the online Appendix C.4.

14 Comparing the nowcast accuracy for varying k € [0, 4], we found the highest accuracy for k = 1.1.
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Fig. 4. Top-left: Selection frequency, measured as the percentage of all nowcasts the variable was selected. Bottom-left: Selection stability with green
indicating a variable was included in the nowcast model and red indicating exclusion. Right: Actual versus predicted unemployed labour force (ULF)
in levels and differences. (For interpretation of the references to colour in this figure legend, the reader is referred to the web version of this article.)

72%), where the stated percentages indicate the proportion of nowcast models in which the respective variables are
selected. Furthermore, the last bar represents the frequency in which the lagged level of the Dutch unemployment rate
is selected, which occurs for 43 out of 54 nowcasts (80%). The frequent selection of the lagged level of unemployment
rates in conjunction with the other lagged levels is indicative of the presence of cointegration among unemployment and
Google Trends series. However, we do not attach any structural meaning to the found equilibria based on the difficulty
of interpretation when one does not assume the presence of weak exogeneity.

In an attempt to gain insights into the temporal stability of our estimator, we visually display the selection stability in
the bottom-left part of Fig. 4. Generally, we see that for the early and later period of the sample very few time series enter
the model in levels, whereas for the middle part of the sample the majority of variables are selected. The exact reason
for these patterns to occur is unknown and raises questions on the stability of Google trends as informative predictors of
Dutch unemployment rates. Standard feasible explanations concern structural instability in the DGP, seasonality effects or
data idiosyncrasies. However, there are additional peculiarities specific to the use of Google trends such as normalization,
data hubris and search algorithm dynamics, all of which might result in unstable performance (cf. Lazer et al., 2014). Since
the focus of this application is on the relative performance between our estimator and a common benchmark model, rather
than on a structural analysis of the relation between Google Trends and unemployment rates, we leave this issue aside
as it is outside the scope of the paper. Instead, we focus on the relative empirical performance of our methods, which,
notwithstanding the aforementioned caveats, we deem convincingly favourable for SPECS. Finally, on the right of Fig. 4 we
display the realized and predicted unemployment rates in levels and differences. Both the penalized ADL model and SPECS
seem to follow the actual unemployment rates with reasonable accuracy, with the largest nowcast errors occurring in the
first half of 2014. Prior to this period the unemployment rates had been steadily rising in the aftermath of the economic
recession, whereas 2014 marks the start of a recovery period. Given that the models are fit on historical data, it is natural
that the estimators overestimate the unemployment rate shortly after the start of the economic recovery. Perhaps not
entirely coincidental, the start of the period over which the majority of lagged levels are included by SPECS coincides
with this recovery period as well, thereby hinting towards structural instability in the DGP as a plausible cause for the
observed selection instability.

7. Conclusion

In this paper, we propose the use of SPECS as an automated approach for sparse single-equation error correction
modelling in high-dimensional settings. SPECS is an intuitive estimator that applies penalized regression to a conditional
error-correction model. We show that SPECS possesses the oracle property and is able to consistently select the long-
run and short-run dynamics in the underlying DGP. These results are derived with the aid of a novel bound on the
minimum eigenvalue of the sample covariance matrix containing integrated process, which may be of independent
interest. Additionally, in pursuit of suitable weights that aid in the identification of the subset of relevant variables, we
derive the consistency of the ridge estimator applied to the same model and demonstrate how ridge regression may be
used to construct these weights.

We document favourable finite sample performance of SPECS by means of simulations and an empirical application. The
simulation exercise confirms strong selective and predictive capabilities in both low and high dimensions with convincing
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gains over a benchmark penalized ADL model that ignores cointegration in the dataset. Furthermore, the simulation results
demonstrate that the selective capabilities of SPECS remain adequate absent of weak exogeneity and the nowcasting
performance remains superior to the benchmark. Finally, we consider an empirical application in which we nowcast
the Dutch unemployment rate with the use of Google Trends series. Across all three different dynamic specifications
considered, SPECS attains higher nowcast accuracy, thus confirming the findings from our simulation study. As a result,
we believe that our proposed estimator, which is easily implemented with readily available tools at a low computational
cost, offers a valuable tool for practitioners by enabling automated model estimation on relatively large and potentially
non-stationary datasets and, most importantly, allowing to take into account potential (co)integration without requiring
pre-testing procedures.

Finally, we highlight several important sources through which the assumptions and asymptotic framework may be
generalized further. Sharper and more direct eigenvalue bounds can be utilized to cast SPECS into an even higher-
dimensional setting. Similarly, a suitable compatibility condition can be used to validate the lasso as an initial estimator,
resulting in improved weights and, again, a less restrictive asymptotic framework. These topics remain subject to our
continuing investigation.

Appendix A. Main proofs

Before presenting the proofs, we start by defining several quantities of interest, some of which are simply repeated for
the sake of convenience. First, recall that, under the assumption that zo = 0, the moving average representation of the
observed time series is given by

2z, =Cs; + pu + tt + C(L)ey, Z_1=S_1C+urp/ +tt' +E_C(L), (26)

WhereS_l = (SO,...,ST_])/,C = BJ_(A,J_(IN_ = ]¢)BJ_) 1Al,t = (0,,T—1), andE_1 = (60,.. , €T 1)/
Furthermore, by the Beveridge-Nelson decomposition C(z) = C(1) + (1 — z)C*(z), where C*(z) = ) °, €} with
C/ = - 12,1 C.. Assumption 3 implies that,

o0 (o] (o] o0 (o] (o]
Ylcle=21a] =D lCle =Y 1Clx < oo,
=0 I=1

1=0 llk=i+1 lloo  1=0 k=i+1

a property that is used to bound several quantities of interest in the proofs of our theoretical results. Letting M =
Ir—D (D/D)_l D', we define
Z ,=MZ_ ,=MS_C' +ME_ 1c’( )=S_.C +E_C'(L),

where 2_1 = (20, e 21_1) and S_ 1, E_1 admitting a similar decomposition. From this representation, one can derive
the stationary processes

B’it - B,C(L) Cﬁ( )et, and Ait == Cé} + (1 - L)C(L)g[ - CA(L)gt

Letting 1= (0-tn—1,IN_1), we get the moving average representation

AR IcA(L)
AZ,_4 CA(LL L
W = ' = &=C"(L)¢, W =EC"(L), (27)
Az, cA(L)LP
where E = (€1, ..., €r). An additional useful representation follows from partitioning the data as MV = (V, V), where
V= 2,1 S35 Wsﬂ contains the relevant variables. In congruence with Section 2.3, the (|Ss| x r*)-dimensional matrix

B, is defined as a basis matrix for the cointegration space of zs, and B, | is an (|Ss| x |Ss| — r*)-dimensional matrix
for its left null space, i.e. B, | Bs, = 0. Moreover, without loss of generality, we assume that the columns of Bs;,. are
standardized to have unit L;-norms. The Q-transformation is defined in (10) and the Q-transformed data are given by
(11). Denote the tth row of V1Q' by v = (v} ,, v),)’, where

o [BsZs1] _ [BsCs(LL
N I P I A ()

% = / = / ~
vyt = Bs, Zs;1-1 = Bs, | Cs;8—1 + B, | Cs;(L)é—1.

] €& =1 C'(L)é;,

Let s, = |S;| + r* and ss = |Ss| — r* and define the scaling matrix St = diag («/75”, = 35> Then, we define the
X 2::12

50 En
we proceed to describe a set of lemmas and propositions that are required for the proofs of the main theorems in this

paper.

appropriately scaled sample covariance matrix as > = 5;1 (ZL vtv;) ST1 = |: } Based on these quantities,
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A.1. Preliminary lemmas

In this section, we list a set of preliminary results that are used in the proofs of our main theorems in Appendix A.2.
The proofs of all lemmas are delegated to the supplementary Appendix C.1. The first result will simplify the calculations
on the stochastic components after regressing out D.

Lemma A.1. Let A and B denote arbitrary deterministic matrices of dimensions (N4 x ds) and (Np x dg), respectively, with

lAll;, < K and ||B||; < K. Define two martingale difference sequences {ej’” f.ioc and {ejy}fzooo of dimensions Ny and Ng,

respectively, where each sequence satisfies Assumption 1. Any form of dependence between these two sequences is allowed

and they may correspond to each other. Next, define a stationary (T x Na) matrix W = (wy, ..., wr) with w, = C*(L)e}" ,

where C*(L) is an (Na x Na)-dimensional matrix lag polynomial satisfying "%y |[C}" | .. Similarly, let U = (uy, ... ur)

with u, = C'(L)e!_, where C'(L) is an (Ng x Np)-dimensional matrix lag polynomial satisfying Y7 | C{'| .. Define the
T-1

(T x Np)-dimensional partial sum matrix S_1 = (0,81, ...,87_1) with s, = Zj:] e]‘.“. Then, letting P = It — M,

(1) |A'S_\MS_A|, < |A'S_,S_1A|, and |BU'MUB|, < |BU'UB|,,
2) |AS_,PUB|, = 0, (Va&dsT)  (3) |AW'PUB] = 0, (V/eads) .

The second result describes a set on which SPECS obtains its selection consistency.

Lemma A.2. Let y5, = (8’56,n§n Y denote the |Sy]-dimensional vector containing all non-zero coefficients and @ =
(@1, ..., wyim). Furthermore, define s; as the subgradient of | 7|

and s, = (8, 0’)’, where s, is the subgradient of HSH .
2
Then, PP (sign (p) = sign(y)) > P(< N #r), where

k

Iy |
. A - A -
o= [l vio] | <l =5 ([ asss ] = 5 [[vw) s ] ]
i=1
5] ; ]
PBr = m {|[V/2MV€y],-| < 5’ [(-Qzl - ‘V/zvl (ViVy)" 2515,

i=1

A -1
)]i B 76 ‘[V/Zvl (V/lvl) Sz,sy]i‘} ’

with 21 = diag(ws, ). 22 = diag(ws; ), and My = Iy — V (ViV1) ™ V).

Next, we derive bounds on the empirical process that frequently appears throughout the proofs.

Lemma A.3. Under Assumptions 1-3, the stochastic order of the empirical process is
Isr'@Viel, = 0p (ss + v5x) - (28)
Pursuing a minimum eigenvalue bound on £, we show that its off-diagonal blocks converge to zero.
Lemma A4. Under Assumptions 1-4, it holds that ”2‘12 H 2 0as T, Ss, Sz — OQ.
2

Combining Assumption 5 with Lemma A.4, we obtain the following immediate result.

Lemma A.5. Under Assumptions 1-5, there exists a constant ¢* > 0, such that, as T, s5, S, — 00, P (Al (2) > ¢*) —- 1.

Finally, Lemmas A.3 and A.5 have natural counterparts based on the full dataset.

Lemma A.6. Let }:'JR be as defined in (17). Recall the definitions Ny = N — r, M, = M + r and assume that T’% — 0 and
M—ﬁ — 0. Then, under Assumptions 1-3 and 7,
1. ]‘P(Amin (2R> > ¢R) —1,as T, Ny, My — oo, and

2. |Sz'QrV'Me, |, = 0, (N5 + /My).
A.2. Proofs of Theorems 1 and 2

In this section we present the proofs of Theorems 1 and 2. The proofs of Theorem 3 and Corollary 1 are delegated to
the Supplementary Appendix C.2.
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Proof of Theorem 1. Based on Lemma A.2, it suffices to show that P(o4 N %r) — 1as T, N — oo or, equivalently, that
P(e7f) — 0 and (1) — 0. Thus, we start by deriving that P(«) — 0.

Recall the definitions of S = diag (ﬁlsﬂ, %150 and define Q as in (10), with ||Q |, < 1 by the normalization on
Bs, and Bs, | . Then, for T large enough, we may write the set & as
ISy |
c re—1(¢—1 ’ -\l e=1py/
o = ”[Q s: (s7'QVviQ'syY) sy QVley]i’

i=1
Al 1 PT I
> [rs.a - 5 |[@sr ! (57'Qvivie'si!) s e @iss, ||
G Je— _ 11
7 ‘[Q Srl (SrlQV/lle/srl) SrlQSZ,Sy]i‘}
[Sy |

ro—1 & lam /
{llasrs s evie ]

i=1
)\.I 1 a-1 )\G 11 o
= s 55 muns ]| s s s |
[l s

>lm1|rsl||ysy 5 HQS >l s 'Q21s15, 2——HQS >N s 'Qs2s, }
<1<
We proceed by bounding the three quantities in (29) separately. First, by Assumption 4(1), 57‘3 < % = ||S;1 ||2 = % for
large enough T. Moreover, letting s = (S5 + Sz ),
—1 -1 Vs

Isr'eeisis, [, < [s7'], QU 124112 515, |, = =75

Then, by Assumption 5, it holds that
—1 /
111 1 1 [s7'eVie|

HQ/ST DI queyH HS ”2||Q||2 HE H ‘S QV] y”z - Tz (30)

on a set with probability converging to one. Furthermore, on the same set,
re—15 11 -1 g1 Vs
losr 57 s 0@ | < [sr'el, |27, Isieusis, |, = s 1)
a1 1
s s s, | < sl 57 lses Il = o (32)
2 d)T
Based on (30) and (31), we obtain probability bounds for <4 as follows:
S7'QV}e Vs A
P () <P Isr'eviel, |Yminl — ’{S — =) +o(1)
JTo 29T 29T (33)
MA/S A
=P([S7'QVe |, = ¢ [Yminl VT — + o(1).
(Is'@viel, = o bl VT - 0% - 5

Then, to establish that P (<4) — 0, by Lemma A.3 it suffices that "’"i““sf — 00, ””"‘i“'rs — oo and "";‘"‘T — oo. The
first condition corresponds to part (3) of Assumption 4. For the second and third COHdlthI] it follows from part (2) of
Assumption 6 that, for sufficiently large T,

|ymin| T - (55 + \/sﬂ) ﬁ

|ymin| T1=¢ (55 + STT) T1/27%
> — 00, and — 00,

VI MN/S e T Ag

Next, we show that P () — 0. It follows from Lemma A.2 that #§ = % . U %, ;, where
Mo fo 1
Zo Vi (ViV1) 21815,

5 N
.= { Ze M| > Sogi- o }

=1 (34)

[s¢ N N
I _, I 1~ o -1
By = U {‘wsf,.iMV‘y‘ z 50T S Wee Vi (Vivi)  2is15, }

i=1

Ac |5 -1
3 leac,,-V] (Viv1) " sas,

AG |- -1
=5 WV (ViVh) ™ sas,
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and 25§,,- and wsc ; represent the ith columns of 2,],% and WS;T, respectively. For #; , note that

By C Hz Mye H > M e —ﬁ’Z' Vi (ViVy) ' 25
z,T = -1,55VEy ) S5 ,min P -1,55 ¥ 1 1v1 191,S, )
(35)
)»(; ~/ , -1
— 27175§V1 (V]V1) qusy , .
We proceed by bounding each individual term in (35). First, on a set with probability converging to 1,
~/ ~/ ~/ , -1,
|Zgmve], = |2 0se], + 25w v Vel
7 (36)
~/ - 5 _
= ‘Z—I,SEGJ’HZ + N 2sr'eviel,.
where the last inequality follows from the fact that
’ -1 ’ ’ -1 1/2 ’ re—1 -1 ’ re—1\"1 g—1 / 1/2
Hvl VAD) vleyH2 - (eyV1 (V,vy) vley) - (eyleST (s:'QVivi's; ) 's; QVley>
-1 /
— ’ re—1\"1/2 c—1 ’ ”ST QVleHZ
= l(s:'ev’v,q@’s:! SQVeri
H( T 1 T ) T 19, N
by Lemma A.5. By the same argument, it follows that
5 TR HZ,ng 2 ||l¢-1 ‘/EHZA’SE 2
‘Z,l,sgv1 (V1V1) 21815, 5 =< NG ”ST QR1s1, H2 = NG (37)
5 / -1 Hi_wg 2 ||g—1 Hi—Lsg 2
)Z—l,sgvl (V]V1) 525, X = 7 ”ST Qsys, ”2 = W (38)
Then, plugging (36)-(38) into (35), we obtain
. Mwse i MA/S ”271,55 AG qu,sg
2° "o 5 _ 2 2
P(#r) <P 2_155qﬁt S 4/pT1/>% 4/¢T12
(39)

\/a)\lwsg.min )\l\/g Ac
C4TV2-E 4TI2

+P||s7'eVie |, = +0(1).

—1,5¢
52

We proceed by deriving the stochastic order of the common term ”2,1’55

. Letting U—l,5§ denote the matrix
2
containing the columns of E_;C*'(L) indexed by S§, and using that |M|, = 1,

p (HT—lN—l/ZZ,Lsg = 1<€)

> K ) =P (|Ms_iCy + MU
2

K, K.
—1pn—1/2 Ke —1p—1/2 Le
fP(Hng 2||T N72s_4|, = 2>+1P>(HT NTV2U_ s = 2).
2
4HCSE K
Furthermore, by Markov’s inequality and Assumption 1, for K, > f 2,
2 N -1 2 2
1n—1/2 Ke 4 HCS@C 2 2izi it B (Si’t) 4 HCSE 2 K
P Hcsc ITIN"V2s 4], > =) < < <e,
32 272 K2T2N K2
85| 71 2 Is51 2
R, K. 42!:81| =1 E (usg,i,r) APmax D1 Do ”ch,l,iHZ
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Hence, for all ¢ > 0 there exist K., T*, N* > 0 such that P (Hi—l-sg

> T\/NIQ) <ecforall T > T* and N > N*. Then,
2
for sufficiently large T, N, the first RHS term of (39) is bounded by

(2 ge, = 2oim el ] A et
4 4./pT1/2—¢ 4./¢T1/2
<p HC s M H - Mwse min MK /STV2HVN dgK /TN (40)
C € —_ —
B U PR 86 86

AIWsE mi MK A/STV2HE N AcK A/TN
+F HullscMGJ/” > 2 A /s YN _ doke +e.
s 2 8 8V 8/

As {sit—1€y} is a m.d.s,, it follows from Burkholder’s inequality and the C,-inequality that for € > 0,

2
HCSES/_lEyH HCSC Z: lIE (Zt — Si.t—1€y, t)
TN K2T2N
2
K HCS§ Zl 1 Z 51 [ K* Hcsg Uy2
= K2T2N = K2 2 <e,
/ ‘ IS¢ T ; , 2 (41)
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2
o2
%y

K* ng

for K. > . Then, part (2)-(3) of Lemma A.1, it follows that ”Z 1556"” = 0y( (v/NT). As “)sc min = Op (;—’)

VN
-1 _ ¢ _
Dge min = 0p (ﬂ) and a)sc min = Op (x ﬁ) by Assumption 6, we have that

4 mosgmn 5|2, rcfZg
”Zﬁ]’sc € H = - 12— 1/2
vl 4 4T/ 4¢T

21 > o.

Next, we focus on the second RHS term of (39). First, again using that HZ—LSE

= O0,(TV/N),

\/q;j)ﬂwsg.min )\.[\/g AG
4 ” Z.s 4T1/2-6 4T/
2

<p([s;'QVie >\/($)‘lw5§,min_ MVS ke te
- 27 4K TN - ATYVZE ATV2

Then, based on Lemma A.3, for the RHS of (42) to converge to zero, it is sufficient that

Isr'eviel, =

(42)

_ Al _ 1 < Al )
1 1 —1

ol =0 ———— ], ol =o0o,[————) and 0w  =o )
S5 min P <(S§ + Sz )T\/N) S5-min b <\/§T1/2+5\/N) S5, min b )\.G\/m

All three conditions are satisfied under Assumption 6. Consequently, both RHS terms of (39) converge to zero, thereby
concluding that P (% ;) — 0.
It remains to prove that P (%, ;) — 0, where %, ; is defined in (34). First, note that

)"l )\1 ~ 7 , -1
By1 S H st MVGyH2 Z 5 Ost min — ) ‘Ws,f,vl (V1V1) 21515, 5

2 |

G ~ -1
—7 HWS?T V] (Vllvl) 52.5}/
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Furthermore, on a set with probability converging to one,

|

Isr'eviel,
Vo ’
|Wse || Is7'e@isis, I, V5 s,
< 2 < 2
2~ NG T TV
[Wee |, Is7ses, I, |Wse
< < .
2~ N R

Then, plugging (43)-(45) into #;, ; from (34), we obtain
)\IwS,CT min

» Ain/s ”Ws,f, "ve st,f,
P(#, ) <P ‘ngeyHZ > min-_ 2 2

4 4/@T12-E 4 /gT12

46)
A WS mi AiA/S A (
||S_1QV/€ || > I\/a S .min _ I\[ _ G +0(1)
T 1%Y1l2 “W 4T /2§ 4T1/2
s(‘

~ 7
| mes |, < s, +

iy .
stgw (ViVy) " R2is15,

H W,Sf, V4 (‘//1‘/1)71 SZ,Sy

=P (z 1MT)+]P>(@; )+ o(1).

Next, we derive the order of H Ws,f, . From definition (27), and using that |[M||, = 1, it follows that
2

H Wi

= a0, = e ], = e,

Recalling that wi, = Y .o €€, it holds that

B (01 = Y el Beeh = b Y s¢max2||c"’||2,

=0 =0

by Assumption 3. Then, for any € > 0, it follows that, for K, (quax prars (o )

[

2 5k Z: th 1 E (wi‘f)2 < Pmax D10 ”Cw”z <e. (47)
JIM K2TM K2

Furthermore, it is straightforward to verify that {w; (€, } is a martingale difference sequence. Thus, by the Markov bound
and Burkholder’s inequality,

2
M T w M T 2
P (H We, H > KGW) < Lt B (Zt:l wl’tey’t> < K3 iZ12 i1 E (wi,tfy,t)
72

K2TM = K2TM
- KX Y Y=o j"\:l,j2:1 i i | Choiy | B l€ine-11 €it-1,60 (48)
= K2TM
R (S fet])” k(S e ]l
= K2M K.

2\ I/
K* (X0, || e
for K. > (W) . Then, part (3) of Lemma A.1 shows that H W’SJCTMey H = 0,(~/TM). Using (47) to further
simplify (46),

AJsE mi 3
([, 2 2 - B 1

_ 49
4 4% 4% (49)
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N ) A -1 1 M@sg mi
such that (48) implies P (95;”) — 0, if “’sc min = Op (ﬁ) Oge’ min = Op (m) and “’sc min = Op (T«/%n) as
ensured by Assumption 6. Similarly, for {ﬂwﬂ as defined in (46) we get

)\l«/awsf,.min_ VG X L
4AKTM ~ ATVZE AT12

such that, by Lemma A.3, sufficient conditions for P ('%sz,r) — 0 are given by

(50)

() <% (s 'eviel, =

A 1 A

-1 1 -1 1 I

e =0y —mm8MmMm —1, we. . =0, —— and o, . = .
SS,min p ((56 +\/§) FTM) S%.,min p <\/§T§ ﬁM) S%.,min ()LG ﬁM)

All three conditions are satisfied under Assumption 6. Hence, we may conclude that P (%, ;) — 0. O

Proof of Theorem 2. First, we recall the definitions V = (V,V,), V; = (2_155, VNVSH), 2 = diag(w) and 2, =

diag (wsy). Based on the first order conditions, it follows from (5) that
A~ -1 1 -1
Vs, — Vs, = (V/1V1) Vie, — 3 (V/1V1) ()»19131,sy + )»csz,sy) , (51)

on a set with probability converging to one based on Theorem 1. By pre-multiplying (51) by $7Q'~! and taking the
Euclidean norm on both sides, it follows that

Isr@ " s, = 5], < | 57" Qvivaes,) |

A A
-1 / 1 G
. s:Q (Vlfy - 59151@ - 7525,)

2 (52)
gy (y|s—1qv/e I+ [srQ@usis, |, + 22 |57 '@ss, | )+o a
= T 1€y1> 2 T 191,85y |l 2 T 2,5y |l D B
by Lemma A.5. We derive the stochastic order for the three RHS terms of (52). =0, (s,; + \/57) by
Lemma A.3. By Assumption 6, on a set with probability converging to one, the second term and third term on the RHS of
(52) are bounded by

Aiv/s

A
—’ |S7'Q1s1s, ||2 =5 ||s 1Rl 124z [svs, [, < 5= =0 (55 + /52 (53)

1 Ac
2 — 2 ||S ”2 ”Q“Z ||SZSV ”2 = ﬁ — 0. (54)

Hence, plugging these result into (52), we conclude that, as required,
|STQ,_1 ()AISV - ysy)”z =0p (55 + S”) :

Appendix B. Bounds on minimum eigenvalues

% sy esas |, <

In this Appendix, we provide sufficient conditions for Assumption 5. We first present some preliminary results in
Appendix B.1 and main eigenvalue bounds in Appendix B.2. The proofs of these lemmas and theorems are delegated to
the Supplementary Appendices C.1 and C.3, respectively.

B.1. Preliminary results
We first present a general result linking the eigenvalues of two matrices together.

Lemma B.1. Let A and B denote two s-dimensional square non-negative definite matrices. Then,

(1) foralli=1,...,s, it holds that |A; (A) — Li{(B)| < ||A — B|,,
(2) if |A — Bllmax < 8, then Amin(B) > Anin(A) — S8.

The following result demonstrates the issue of collinearity of integrated variables in high dimensions.

) , . . . i.i.d.
Lemma B.2. Define an s-dimensional white noise sequence u; g A4(0, 1) and let hy = Zj[:
any ¢ > 0,

1 T
P (kmm <T2 E hth;) > ¢> — 0. (55)
t=1

1u;. Then, as s, T — oo, for
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B.2. Main results

We first give a bound on the minimum eigenvalue of the covariance matrix of the stationary variables. This follows
standard arguments in the literature, but is given for completeness.

Theorem B.1. Define X'{; = E (vl»fv,l,t) and assume that Apin (X11) > 2¢ for some ¢ > 0. Then, under Assumptions 1-3
and 4(2), as T, ss, S, — oo we have that P (Amm (ﬁn) > ¢) — 1.

Contrary to f,‘n. the matrix i‘zz = ;—528’55’ L (ZL] 255,f2/53,r> Bs; | does not converge in probability to a deterministic

matrix. Accordingly we aim to bound b directly, under varying additional assumptions on the DGP and the growth rate
of ss.

- iid.
Theorem B.2. Let X', be as defined in Assumption 5 and assume that e; poys (0, X,). Then, under Assumptions 1-3, there
exists a constant { > 0 such that, as ss, T — oo with T% — 0, we have that P (Amin (2‘22) > {) - 1.

It is possible to extend Theorem B.2 to general distributions, based on an argument that relies on strong Gaussian
approximations, at the additional cost of a further restriction on the growth rate of ss.

Theorem B.3. Let 222 be as defined in Assumption 5 and set M = I assuming that p = t = 0. Assume that €; = De,;,
where D is a T x T-matrix with ||[D|| < K < oo, and €,5; 1L €, for all i, j, s, t withi # j. Let ¥, = (au,,-j):“”j=1 and assume

2
that max;<ij<NE ‘Zfﬂ (efmi — ai”)‘ =0 (T1/2). Then, under Assumptions 1-3, a constant ¢ > 0 exists, independent of s,

N and T, such that, as ss, N, T — oo with Tsﬁ—/’\f, —0,P (Amm (}:',‘22) > ;) - 1
Appendix C. Supplementary data

Supplementary material related to this article can be found online at https://doi.org/10.1016/j.jeconom.2020.07.021.
This supplementary material provides additional results which contain the following: Appendix C.1 provides proofs of
all lemmas that were presented in Appendix A and of the main paper. Appendix C.2 provides the proofs of Corollary 1
and Theorem 3 and Appendix C.3 contains the proofs of the main theorems in of the main paper. Finally, Appendix C.4
provides a detailed data description of the empirical application considered in Section 6.
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