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Optimal Inference in Regression Models
with Nearly Integrated Regressors*

MICHAEL JANSSONT MARCELO J. MOREIRA?
UC BERKELEY HARVARD UNIVERSITY
NBER

October 12, 2004

ABSTRACT. This paper considers the problem of conducting inference on
the regression coefficient in a bivariate regression model with a highly persistent
regressor. Gaussian power envelopes are obtained for a class of testing proce-
dures satisfying a conditionality restriction. In addition, the paper proposes
feasible testing procedures that attain these Gaussian power envelopes whether
or not the innovations of the regression model are normally distributed.

1. INTRODUCTION

This paper considers the problem of conducting inference on the regression coefficient
in a bivariate regression model with a highly persistent regressor. Several papers
studying the problem of testing regression hypotheses in the presence of nearly inte-
grated regressors have pointed out its nonstandard nature and/or proposed asymp-
totically valid testing procedures.! On the other hand, we know of only one paper,
Stock and Watson (1996), that has obtained testing procedures with demonstrable
optimality properties in a regression model with nearly integrated regressors.

Stock and Watson (1996) investigated tests maximizing a weighted average (local
asymptotic) power criterion among tests of a certain level. The functional form of
tests obtained by maximizing a weighted average power criterion depends on the
underlying weighting function, implying that no uniformly most powerful (UMP)
test exists among the class of all tests satisfying only a level restriction. It therefore

*We are grateful to Laura Chioda, Guido Imbens, Jim Powell, Tom Rothenberg, Paul Ruud,
Jim Stock, George Tauchen, Ed Vytlacil, Mark Watson, and seminar participants at Berkeley, Towa
State, Montréal, Princeton, Stanford, the Aarhus Econometrics conference at Svinklgv, and the 2003
NBER Summer Institute for comments.

fe-mail: mjansson@econ.berkeley.edu.

fe-mail: moreira@kuznets.fas.harvard.edu.

IThe problems caused by the presence of nearly integrated regressors have been pointed out by
Cavanagh, Elliott, and Stock (1995), Elliott (1998), Elliott and Stock (1994), Jeganathan (1997),
and Stock (1997). Inference procedures that are valid in the presence of nearly integrated regressors
have been proposed by Campbell and Dufour (1997), Campbell and Yogo (2003), Cavanagh, Elliott,
and Stock (1995), Lanne (2002), Stock and Watson (1996), and Wright (1999, 2000).
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seems natural to ask whether it is possible to find “reasonable” restrictions subject
to which a UMP test (of a hypothesis on the regression coefficient in a bivariate
regression model with a nearly integrated regressor) can be derived.

In an attempt to provide an affirmative answer to that question, the present paper
develops attainable finite sample and asymptotic efficiency bounds (power envelopes)
under the assumption that the latent errors of the regression model are Gaussian
white noise. In addition, the normality assumption is shown to be least favorable
in the sense that even if this distributional assumption is dropped, it is possible to
construct testing procedures whose local asymptotic power functions coincide with
the Gaussian power envelopes.

Under the assumption of normality, the model exhibits the nonstandard feature of
having a minimal sufficient statistic whose distribution belongs to a curved exponen-
tial family [Efron (1975, 1978)]. In cross section econometrics, inference in regression
models with random, exogenous regressors is conducted conditional on the regressors.
In this paper, we adopt a similar approach, in which inference is conducted condi-
tional on some functions of the regressors. Quite remarkably, it turns out that we
can remove the statistical curvature from the inference problem by conducting the
analysis conditional on the values of statistics whose distribution does not depend on
the parameter of interest. It is this insight that enables us to develop finite sample
optimality theory and motivates our asymptotic optimality theory, the development
of which uses the theory of locally asymptotically quadratic (LAQ) likelihood ratios
[Jeganathan (1995), Le Cam and Yang (2000)] to show that the limiting experiment
associated with our regression model inherits the statistical properties of the finite
sample model.

The bulk of this paper studies a model in which the error term of the equation
of interest is a martingale difference sequence with respect to its lags and to current
and lagged values of the nearly integrated regressor. Although somewhat restrictive,
this model is of empirical relevance insofar as it captures the salient features of the
predictive regression model, a popular model in empirical finance.? The Gaussian ver-
sion of the model enjoys the additional (expositional) advantage that its finite sample
statistical properties are in one-to-one correspondence with the statistical properties
of the associated limiting experiment, hereby enabling us to introduce the main ideas
of the paper without the use of asymptotics. Because our asymptotic results depend
on the underlying model only through the associated limiting experiment, they can
be extended to models more general than the model in which the error term of the
equation of interest is a martingale difference sequence with respect to its lags and

2Recent papers studying predictive regressions include Ang and Bekaert (2003), Campbell and
Yogo (2003), Ferson, Sarkissian, and Simin (2003), Lanne (2002), Lewellen (2002), Polk, Thompson,
and Vuolteenaho (2004), and Torus, Valkanov, and Yan (2001). See also Stambaugh (1999) and the
references therein.
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to current and lagged values of the nearly integrated regressor. We illustrate this
point by showing that results extend in a straightforward way to a cointegration-
type model accommodating correlation between the (potentially) serially correlated
error term of the equation of interest and current (and lagged) values of the nearly
integrated regressor.

Section 2 introduces the model used in the bulk of the paper. Sections 3 and 4
develop finite sample and asymptotic optimality theory under the assumption that
the latent errors of that model are Gaussian white noise. Section 5 constructs fea-
sible testing procedures, asymptotically optimal under the assumptions of Section
4, whose asymptotic validity requires less restrictive assumptions than the efficient
testing procedures derived under the assumption of normality. Section 6 studies a
cointegration-type model and shows that the limiting experiment of that model co-
incides with the limiting experiment of the model of Sections 3 and 4, implying that
the asymptotic optimality results of Section 4 can be extended to cointegration-type
models. Mathematical derivations have been relegated to two Appendices.

2. PREDICTIVE REGRESSION MODEL

Following Cavanagh, Elliott, and Stock (1995), Sections 3-5 consider a bivariate model
in which the observed data {(yt, ) 1<t<T } is generated by the recursive system

y = o+ P +ef, (1)
Ty = py v, v =qvi + Y (L) g, (2)

where?
Al. v§=0.

A2, E(get—1,61-9,...) = 0, E(e€f|er—1,61-2,...) = X for some positive definite
matrix X, and sup, E [HstH%Q} < oo for some g > 0, where ¢, = (£, 7).

A3. Y (L) =142, ¥, L', where ¢ (1) # 0 and Y = i|i),] < oo

By design, the model (1) —(2) captures the salient features of the predictive regres-
sion model, a popular model in empirical finance.* Our goal is to construct one- and
two-sided tests of the null hypothesis 3 = (3, treating «, 7, and the ¢’s as unknown

3In assumption A2 and elsewhere in the paper, ||-|| denotes the Euclidean norm and (in)equalities
involving conditional expectations are assumed to hold almost surely.

4In a predictive regression, y, denotes a stock return in period ¢, z;_; is a predictor observed at
time ¢ — 1, and the hypothesis of interest is § = 0.
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nuisance parameters. Regarding the nuisance parameter ~y, particular attention will
given to the (empirically relevant) case where the predetermined regressor z;_; in (2)
is highly persistent in the sense that v is “close” to (but not necessarily equal to)
unity.

The development of inference procedures proceeds in three steps. First, Section 3
develops finite sample optimality theory under the assumption that p, = 0, (L) = 1,
and &; is Gaussian white noise. Then, employing the same assumptions, Section 4
develops asymptotic optimality theory under the assumption that the persistence pa-
rameter v is modeled as local-to-unity in the sense that v = 1 4+ T~ !¢ for some fixed
constant c. Finally, Section 5 proposes feasible testing procedures that enjoy asymp-
totic optimality properties under the assumptions of Section 4 and are asymptotically
valid under A1-A3 and local-to-unity asymptotics.

3. OPTIMAL INFERENCE WITH GAUSSIAN ERRORS: FINITE SAMPLE THEORY
Consider the Gaussian model

yr = a+ By +ef, (3)
T = Y1t g, (4)
where
AT, Ty = 0.
A2%. g = (¢},e7) ~ii.d. N (0,%), where ¥ is a known, positive definite matrix.

Under these assumptions, the log likelihood function L (-) satisfies

[y

_ 2
(e — @ — By — 04y Oy (T — Y21-1)]

.x

—2L (e, B,7) = o,

<

(20 — ya1-1)°,

where 0y, = 0yy — agzlcriy and X has been partitioned conformably with ;.

Testing problems involving § are invariant under transformations of the form

(ye, ¢) — (ye + a, ), a € R.
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If B is unrelated to a (as is assumed here), then it seems reasonable to consider
only tests that are invariant under location transformations of the g’s. The statistic
[(y1,...,yr) e, (x1,...,27)] is a maximal invariant under this group of transforma-
tions, where ¢ is a T' x (T'— 1) matrix whose columns form an orthonormal basis
for the set of T-vectors that sum to zero (i.e. are orthogonal to ¢ = (1,...,1)").
Apart from an additive constant, the log density of this maximal invariant is given

by L(3,v) = max, L (o, (,7) .

Now,
1 1 2 1,
L (577) — L (07 0) = BSB + /YS'V - 5 (ﬂ - O-mmo-acy’y) Sﬁﬁ - 5’7 S’wa (5)
where
T T
Ss = 0., me_l (Yt — 0y Owyt) ot =x T sz,l,
t=1 s=1
T
S, = o,} th_lmt O e OayS3,
t=1
T
- 2
Sﬂﬁ = Uyyl.x fof—la
t=1
Syy = s thQ—l
t=1

It follows from (5) that S = (Ss, 5., Sss,S,,) is a sufficient statistic for the distribu-
tion of the maximal invariant. When studying invariant tests of Hy : 3 = 3, we can
therefore restrict attention to tests based on S. Any such test can be represented by
means of a [0, 1]-valued function ¢ () such that H, is rejected with probability ¢ (s)
if S =5 = (58,5588, 54,) - The associated probability of rejecting Hy is Es~¢ (S),
where the subscript on E indicates the distribution with respect to which the expec-
tation is taken. Our aim is to explore the extent to which it is possible to maximize
Es ¢ (S) uniformly in (3, ) subject to “reasonable” restrictions on ¢ (-).

The distribution of S is a curved exponential family [in the sense of Efron (1975,
1978)], the minimal sufficient statistic being of dimension four whereas the parameter
vector (/3,7) is two-dimensional. (A precise statement is provided in Lemma 1 (a) be-
low.) As a consequence, conventional optimality theory for exponential families [e.g.,
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Lehmann (1994)] does not apply.® Nevertheless, it is possible to construct tests with
interesting optimality properties because it turns out that a set of restrictions moti-
vated by the conditionality principle are sufficient to remove the statistical curvature
from the problem.

Since the distribution of (Ssg,S,,) does not depend on 3, the pair (Sgg, Sy,) is
a specific ancillary for  in the sense of Basu (1977). A conditionality argument
therefore suggests that inference on 3 should be based on the conditional distribution
of (93, 5,) given (Sgg, Sy). A remarkable property of that conditional distribution
is given in part (b) of the following lemma.

Lemma 1. Let {(y;,z)'} be generated by (3) — (4) and suppose A1*-A2* hold.

(a) The joint distribution of S is a curved exponential family with density

fs(s;6,7) = K(B,7)fs(s)
1

1 _ 2
X exp |Bsz 4+ Sy — 3 (ﬁ — Jm}axyv) Sp3 — 572577 ,

where f2 (+) is a density of S when 3 =~ = 0 and K (-) is defined by the requirement
fR4 fS (3;577) ds = 1.

(b) The conditional distribution of (Sg,S,) given (Sgg, S,) is a linear exponential
family with density

J95.5,1555.5, (88> 541888, 571 8,7) = g(B,71588, 5v+) h (58, 54|53, 517)
X exp (ﬁsﬁ + 'YS'Y>

for some functions g (-) and h(-).

In view of Lemma 1 (b), we can remove the curvature from the testing problem
by conditioning on the specific ancillary (Sgg, S,4) . It is this property that enables
us to use the classical results of Lehmann (1994) to find UMP conditionally unbiased
(UMPCU) tests for one- and two-sided testing problems concerning /3.

First, consider the one-sided testing problem®

5Proofs of optimality results in linear exponential families rely on the monotone likelihood ratio
property and (in testing problems with nuisance parameters) on completeness of minimal sufficient
statistics. Neither property holds in the curved exponential family studied here.

SResults for the one-sided testing problem Hy : 3 = 3, vs. Hy : 3 < 3, are completely analogous
and are omitted to conserve space.
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Hoiﬁ:ﬁo VS. H1:ﬁ>50.

A level 7 test with test function ¢ (+) is conditionally unbiased if

Eﬂow [¢ (S) |Sﬂ[3> Sw] < 7 Vv € R,

Es~[9(S) ‘Sﬁﬁws'y'y] > n VB> By, v €R.

Any conditionally unbiased test is conditionally similar in the sense that
B, [0 (S) [Sg8, Svy] = vy e R (6)

On the other hand, the properties of exponential families [e.g., Lehmann (1994, The-
orem 2.9)] can be used to show that a test is UMP among conditionally similar tests
only if it is conditionally unbiased. As a consequence, a test is UMPCU if and only
if it is UMP among tests satisfying (6) .

Consider the test function ¢, (-) given by

¢; (s) =1[sg > Cy (4, S8, S47)] (7)
where 1[-] is the indicator function, C,, (-) satisfies

Eg, [ (S) 1S5 Spg, w] =, (8)

({9

and the subscript “y” on E has been omitted in recognition of the fact that the distri-
bution of Sj conditional on (S, Sgg, S) does not depend on ~y (because (.S,, Sgg, Syy)
is sufficient for « for any fixed value of 3). By construction, the test based on ¢, ()
satisfies (6). In fact, it follows from Theorem 2 (a) below that the test associated
with ¢, (-) is the UMPCU level 1 test.

Next, consider the two-sided testing problem

Hy: (=3, VS. Hy : (8 # f3,.

In this case, a level 7 test is conditionally unbiased if its test function ¢ () satisfies
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Eg, (9 (S) 988, 5,] < 1 Vv € R,

Eg~[9(S) 868, S4] > n VB # By, v € R.

It follows from Lemma 1 (b) and the properties of exponential families (e.g., Lehmann
(1994, Theorem 2.9)) that a level n test is conditionally unbiased only if its test
function ¢ (-) satisfies

0
~2E5 [0 (5) [958, 5] =0 VyeR
08 =8,

In turn, this condition holds if and only if
B, [0 (5) SslS88, Sya] = nEp, 4 Sl 588, 54 vy eR. (9)

As a consequence, the class of test functions satisfying (6) and (9) contains all test
functions associated with tests that are conditionally unbiased. On the other hand,
it can be shown that a test is uniformly most powerful among tests satisfying (6) and
(9) only if it is conditionally unbiased.

Theorem 2 (b) shows that a level i test is UMPCU if its test function is given by

QS;* (s) =1 [5,8 < Qn (5775/@67377)] +1 [Sﬁ > 677 (84, 588, Sw)} ) (10)

where C, (+) and C,, (-) satisfy

Eﬁo [¢;* <S> |SW7 Sﬁﬁv SW’Y} = n (11)

Eﬂo [Qb:;* (S) SB|S’Y7 Sﬂ@? S’W} = n Eﬂo [SB|S% Sﬁﬁa SWW] : (12)
Theorem 2. Let {(y;,x:)'} be generated by (3) — (4) and suppose A1*-A2* hold.

(a) If ¢ (-) satisfies (6), then

Eg ¢ (S) < Egq¢y (S)
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for every 3 > 3, and every v € R.
(b) If ¢ (-) satisfies (6) and (9), then

Eg ¢ (S) < Egq0," (S)

for every 3 € R and every v € R.

Remarks. (i) Qualitatively similar results can be obtained if the intercept term «
is known. For concreteness, suppose a = 0. In that case, the log likelihood function
L (+) satisfies

1 _ -
L0 (8,7) = L°(0,0) = B85+ 750 = 5 |72 + (8 = 072021)” 0200302 | Sor

0 _ -1 T -1 0 _ —157T -1 0
where Sy = o, > W1 (Y — Opp Oaye) and ST = 00>, Ty 12y — 0,04,

The distribution of the minimal sufficient statistic (SO, Sg, SW)/ is a curved exponen-
tial family, but the curvature disappears once we condition the specific ancillary S,,.
Optimality results analogous to Theorem 2 are therefore readily available, but we
omit a precise statement because the case where « is known appears to be of limited
empirical relevance.

(i) In most applications, the autoregressive parameter v can be assumed to lie in
some subset I" of R. In such cases, the condition (6) might appear excessively strong.
By the properties of exponential families (e.g., Lemma 1 (b) and Lehmann (1994,
Theorem 4.1)), the condition

Egy (¢ (S) |Sps, S4,] = m Vyel

is equivalent to (6) whenever I' contains an open interval. A similar remark applies
to (9). Therefore, although the optimality results of Theorem 2 obviously reflect the
fact that v is assumed to be unknown, the (implicit) assumption that -« can take on
any real value is not crucial. On the other hand, although our proofs go through
for any open non-empty interval I', our results will more important empirically when
there is substantial uncertainty about the parameter ~.

(iii) Any conditionally similar test is similar in the sense that

Egn¢(S)=n  VyeR
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It can be shown that the converse does not hold. As a consequence, the class of
similar tests is strictly greater than the class of conditionally similar tests. It is an
open question whether the test based on ¢, (-) is UMP within the class of unbiased
tests.

(iv) Studying a more general (but closely related) model, Stock and Watson (1996)
investigated tests maximizing a weighted average (local asymptotic) power criterion.
When adapted to the model under consideration here, the approach of Stock and
Watson (1996) involves maximization of

[ Baro ()46 5.9) 13)

among test functions ¢ (-) satisfying

Eﬂo:’7¢ (S) < n V’}/ S Fa (14)

where I' is some subset of R and G (+) is a weighting function defined on [3,, 0c0) x T
(in the one-sided case) or R x I' (in the two-sided case). The class of tests satisfying
(14) depends on I, but is strictly larger than the class of conditionally similar tests.
On the other hand, the test that maximizes (13) subject to (14) generally depends
on the weighting function G (-) (and T'), implying that no UMP test exists among
tests satisfying (14). Our approach to optimality theory therefore complements the
approach of Stock and Watson (1996) in the sense that we are able to arrive at a
stronger conclusion (existence of a UMP test) by confining attention to a strict subset
of the set of testing procedures considered in the Stock and Watson (1996) approach.

(v) Starting from the maximal invariant [(y,...,yr)tL, (z1,...,27)], we em-
ployed two dimension reduction techniques to arrive at Theorem 2. First, sufficiency
reduced the problem to one involving the vector S. Then, conditioning on specific an-
cillaries led to a further reduction of the dimension of the data, effectively removing
(Sgs, S44) from the problem. Reducing by sufficiency before conditioning on (spe-
cific) ancillaries is consistent with the recommendations of Lehmann (1994, Chapter
10). Nevertheless, it might be tempting to attempt to condition on specific ancil-
laries by reducing by sufficiency. However, it can be shown that 3 is not identified
from the distribution of the maximal invariant [(yy,...,yr)tL, (z1,...,27)] given the
specific ancillary (z1,...,27) . As a consequence, our model provides an illustration
of the point that “it is desirable to reduce the data as far as possible through suffi-
ciency, before attempting further reduction by means of (specific) ancillary statistics”
[Lehmann (1994, pp. 545-546)].
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4. OPTIMAL INFERENCE WITH GAUSSIAN ERRORS: ASYMPTOTIC THEORY
This section develops an asymptotic counterpart of Theorem 2. Whereas the finite
sample results of the previous section require no specific assumptions about the range
of possible values of the persistence parameter v (cf. remark (ii) following Theorem 2),
the asymptotic properties of the model (1) — (2) depend crucially on the assumptions
made with respect to v. When 7 is bounded away from unity in absolute value, the
curvature of the model vanishes asymptotically and standard large-sample optimality
theory based on the theory of locally asymptotically normal (LAN) likelihood ratios
(e.g., Choi, Hall, and Shick (1996)) is applicable. In particular, one-sided testing
problems admit asymptotically UMP tests and two-sided testing problems admit
asymptotically UMP unbiased tests. In contrast, Jeganathan (1997) has shown that
the statistical curvature persists asymptotically when ~ is modeled as local-to-unity
in the sense that v = v, (¢) = 1 + T~ !¢ for some fixed, unknown constant c.”

Because the statistical curvature does not vanish when v = 7, (¢), testing prob-
lems concerning ( exhibit nonstandard large-sample properties under local-to-unity
asymptotics. For instance, the t-test testing 8 = 3, in (1) is not asymptotically
pivotal under local-to-unity asymptotics [e.g., Cavanagh, Elliott, and Stock (1995),
Elliott and Stock (1994)]. Moreover, testing procedures developed under the assump-
tion that v = 1 are not robust to local departures from that assumption [e.g., Stock
(1997)].8 Procedures that are asymptotically valid when ~ is local-to-unity have been
proposed by Campbell and Dufour (1997), Campbell and Yogo (2003), Cavanagh, El-
liott, and Stock (1995), and Lanne (2002), but all of these existing testing procedures
are asymptotically biased.? In particular, these procedures are too conservative for
testing the region in the alternative hypothesis that is most likely to be the important
one in practice: the one where 3 is close its null value. By developing an asymptotic
counterpart of Theorem 2, this section demonstrates by example that (non-trivial)
asymptotically unbiased testing procedures can be constructed even when -y is local-
to-unity.

Under the local-to-unity parameterization of ~, an appropriate parameterization

"When v = v (c) = 1 + T~ !¢ for some known constant ¢ (e.g., when the unit root hypothesis
~v =1 is known to hold), the curvature also persists but the situation is much simpler because the
likelihood ratios are locally asymptotically mixed normal (LAMN) and the conditional optimality
results of Feigin (1986) are applicable.

8Because tests of the unit root hypothesis v = 1 are inconsistent against local-to-unity alternatives
[e.g., Elliott, Rothenberg, and Stock (1996), Stock (1994)], this non-robustness result can also be
used to establish the invalidity of two-step procedures based on unit root pretests [e.g., Stock and
Watson (1996)].

9The tests proposed by Campbell and Dufour (1997), Campbell and Yogo (2003) and Cavanagh,
Elliott, and Stock (1995), respectively, are asymptotically biased because they are not asymptotically
similar. In spite of being asymptotically similar, Lanne’s (2002) test is also asymptotically biased
[Wright (2000)].
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of Bis B =B (b) = By+T! ona! 20%2119 b being a fixed constant. Expressed in terms
of b, the null hypothesis is b = 0, while the one- and two-sided alternatives are b > 0
and b # 0, respectively.

Expanding L (-) around (3,v) = (By, 1) = [B7 (0) ,77 (0)], we have:

LBy (), vr ()] = LBy (0), 77 (0)]
(15)

p

2
1 1
= bRB + CR’Y — 5 (b — ﬁC) Rﬁﬁ — §C2R"/'77

where

T
1251/ 1}: " 1
Rﬁ = O yyx T Ty_q (yt - ﬁoxt—l — Oy O—IyA'It) )
t=1

—1/2 1/2
Rﬁ) p - O-xyo- / Oyy/ )

R,y == T Z T— 1Axt

i

Rgg = el th 1

I P 2
Ry, = o0,T § Ty_1-
t=1

As is S, the statistic R = (Rg, Ry, Rgg, R.,)" is minimal sufficient. When developing
asymptotic counterparts of the results of Section 3, it turns out to be convenient
to work with R. The following lemmas give some useful properties of its limiting
distribution.

Lemma 3. Let {(y:,z:)'} be generated by (3) — (4) and suppose A1*-A2* hold. If

=T (68— By) glcfayylé? and ¢ = T (v — 1) are fixed as T increases without bound,
then

/

R—4 R (b,c) = (RZ (b, c) ?Rg (b, ¢)  Rap (c) s Ry (C))

as T — oo, where
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1 1
RG(b,c) = / WE (r)dW, (r)+ [ b— P . / Wk, (r)? dr,
0 ’ 1—p? o

1
P
RE (be) = /0 Woe (r) dWao (r) = —=L—R5 (b.c)

Vi-p?

1
Ros(c) = / W ()2 dr,

0
1
Ry (c) = i W (r)2 dr,

W, and W, are independent Wiener processes, Wl (r) = Wy.(r) — fol W () ds,
and W, . an Ornstein-Uhlenbeck process satisfying the stochastic differential equation
AWy (r) = Wy (1) dr + dW, (r) with initial condition W, . (0) = 0.

Lemma 4. Let R” (b, c) be defined as in Lemma 3.

(a) The joint distribution of R (b, c) is a curved exponential family with density
fr(ribc.p) = K(bcp)fr(r;p)

2
1 p 1,

xexp |brg+cry — = (b— —c) T83 — =C Ty |
2 V1—p? 2

where r = (13,7.,758,7,) , [ (;p) is a density of R? (0,0), and K (-) is defined by
the requirement [y, fr (r;b,¢, p) dr = 1.

(b) The conditional distribution of (Rf(b,c), R (b,c)) given (Rgs (c), Ry (c)) is
a linear exponential family with density

ng,RmRW,RW (16, 741768, T3 b, ¢,0) = g (byclrps, i p) B (15,74 |7585 T4y3 P)
x exp (brg + cry)

for some functions g (-) and h(-).

The characterizations of the limiting distribution of R given in Lemmas 3 and
4 serve complementary purposes. Lemma 4, which is based on the theory of LAQ
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likelihood ratios [Jeganathan (1995), Le Cam and Yang (2000)], forms the basis of the
development of asymptotic counterparts of the results of the previous section. In par-
ticular, Lemma 4 (an asymptotic counterpart of Lemma 1) enables us to characterize
one- and two-sided tests with asymptotic optimality properties. These characteriza-
tions, given in Theorem 5, are abstract in the sense that they involve the density
I2 (+;p) for which no closed form expression appears to be known. To help make
the asymptotically optimal tests operational, Theorem 7 of Section 5 uses Lemma
3 to obtain an integral representation of f% (-;p) which is useful for computational
purposes.

In view of Lemma 4, the functional R” (b, ¢) inherits those distributional properties
of S that were exploited in the development of the finite sample optimality results of
Section 3. By implication, the limiting experiment associated with the sequence of
models under study here has the same basic structure as the finite sample experiments
studied in Section 3. Specifically, the log likelihood ratios associated with the limiting
experiment are quadratic; that is, the log likelihood ratios are LAQ in the sense of
Jeganathan (1995). Moreover, the quadratic terms Rgs (c) and R, (c) are specific
ancillaries in the limiting experiment. It therefore seems plausible that appropriately
constructed asymptotic counterparts of ¢, (-) and ¢," (-) should enjoy asymptotic
optimality properties analogous to the finite sample optimality properties enjoyed by
¢y, (+) and ¢,* (-) . Theorem 5, the main result of the paper, verifies this conjecture.

Corresponding to any invariant test of Hy : b = 0 based on R, there is a [0, 1]-
valued function 7 (+) such that the probability of rejecting Hy equals 7 () whenever
R = r. This test function satisfies ¢ = mo(, where ¢ (-) is the test function associated
with S and ¢ (+) is any mapping such that ¢ (S) = R (with probability one).

Asymptotic optimality results for the one-sided testing problem

Hy:56=0 vs. Hi :b>0

can be obtained by restricting attention to test functions satisfying an asymptotic
conditional similarity condition. Our formulation of an asymptotic counterpart of

the conditional similarity condition (6) is motivated by the fact that 7 o ¢ satisfies
(6) if and only if

B (o) [(m(R) =) g (Rgp, Ryy)] =0 VeeR,ge Gy (R?), (16)

where Cj, (R?) denotes the set of bounded, continuous, real-valued functions on RZ.
The advantage of this characterization of conditional similarity is that it does not
involve conditional distributions, implying that difficulties associated with conditional
weak convergence [e.g., Sweeting (1989)] can be avoided by basing the formulation
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of an asymptotic conditional similarity condition on an asymptotic version of (16).
Following Feigin (1986), who attributes the approach to Le Cam, we say that a
sequence of tests with associated test functions {77 (-)} is locally asymptotically
conditionally similar (at level n) if

lim EBT(O)KYT(C) [(7TT (R) - 77) q (Rgg, R’Y’Y)] =0 Ve e R, g € Cb (R2) . (17)

T—o00

In perfect analogy with Theorem 2 (a), Theorem 5 (a) below shows that a one-sided
test of b = 0 has maximal local asymptotic power among locally asymptotically
conditionally similar tests if its testing function is given by

77:; (rip) = 1rg > Cy (1,785,714 P)] 5 (18)
where C, (+) is the continuous function satisfying

E [} (R p) RS, Rip. Ron ]| = 1, (19)

and R? = (R, RE, Ryp Roy) = R?(0,0).1°
An attainable efficiency bound for the two-sided testing problem

Hy:b=0 VS. Hy :b+#0,

is available for the class of testing functions {7y (-)} satisfying (17) and the following
asymptotic counterpart of (9) :

lim EﬁT(O)v’YT(C) [(ﬂ'T (R) — 77) Rﬁ - g (Rﬁg, R’Y’Y)] =0 VeeR, g € (Rz) . (20)

T—o0
Indeed, it is shown in Theorem 5 (b) that
WZ* (r;p) =1 [7”5 < Qn (TWTﬂBaTw;p)} +1 [7’5 > En (7“7,7“5/3,7“77;0)} (21)

is optimal among test functions satisfying (17) and (20), where C, (-) and C, (-) are

19The existence of the continuous function C, (-) (and the continuous functions C, (-) and Cy (-)
appearing in the definition of 7" (-)) is established in Lemma 11 of Appendix A. The domain of

C,(-)isasetSC R? satisfying Pr [(RQ,RM,RW; p) € S] =1.
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the continuous functions satisfying

E [ (R p) RS, Rap, Ryy] =, (22)

L [7;* (R?; p) 'Rﬂ’Rngﬁﬁva] = n- kK [R5|wa7€55,7€w] : (23)
Theorem 5. Let {(y:, z)'} be generated by (3) — (4) and suppose A1*-A2* hold.

(a) If {mp (-)} satisfies (17), then

mT—»ooEBT(b),’yT(C)ﬂ-T (R) < hmT—)oo EﬁT(b),'yT(c)ﬂ-:; (R’ p)
= E[m (R"(b.c):p)]

for every b > 0 and every ¢ € R.

(b) If {mr ()} satisfies (17) and (20) , then

My B, 0 (@7 (R) < limrce Eg )00, (B p)

— B[y (R (b¢);p)]

for every b € R and every c € R.

In view of Theorem 5, the maximal attainable (by tests satisfying the restrictions
we impose) local asymptotic power against the local alternative 8 = (3 (b) depends
on the values of two nuisance parameters, the persistence parameter ¢ and p, the
coefficient of correlation computed from 3.

Let ¢y () and ;" (-) denote the asymptotic Gaussian power envelopes for one-
and two-sided size 7 tests characterized in Theorem 5; that is, let

oy (b,c;p) = E[m) (R (bc);p)]

= Pr ['Rg (b,c) >C, (Rf})/ (b,¢), Rpp (c), Roy (c) ;p)] ’
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oy (bycip) = E[m" (R (b,c);p)]

= Pr [Rg (b> C) < gn (Rz (b7 C) aRﬁﬁ (C> 7RW’Y (C) ;p)}
+Pr [Rf (b,c) > Cy (R (b,c) , Rpp (¢) , Ry (¢) 1 p)] -

The next section proposes feasible one- and two-sided test functions that attain ¢y (+)
and ¢* (+), respectively, under more general assumptions than those of Theorem 5.

Remarks. (i) Theorem 5 (a) remains true if the requirement (17) is replaced with
the following condition:

lim EBT(O),’yT(c) [(ﬂ-T (R) - 7]) g (Rﬁﬂu RWW/)] =0 Ve e Ca g & Cb (R2) )

T—o0

where C' C R contains an open interval. [A similar remark applies to Theorem 5
(b).] The proof of this assertion is identical to the proof of Theorem 5 (a) because it
follows from the properties of exponential families [e.g., Lemma 4 (b) and Lehmann
(1994, Theorem 4.1)] that if C' C R contains an open interval, then the class II (7, p)
defined in the proof of Theorem 5 (a) coincides with the class of all functions 7 (+)
satisfying

E[(m(R?) =1) g (Rps, Ryn) A (0,)] =0 Ve Crg € Gy (R?),

where A? () is defined as in the proof of Theorem 5 (a).

(ii) In view of remark (i), the function ¢} (-) constitutes a suitable power enve-
lope also if ¢ is treated as an unknown, non-positive nuisance parameter, a plausible
assumption in most empirical applications. On the other hand, the local asymptotic
conditional similarity condition (17) would be unnecessarily restrictive if a consistent
estimator of ¢ was available. No such estimator exists under the assumptions of our
model, but consistent estimation of ¢ is feasible if ¢ is treated as a known (continuous)
function of 3 [e.g., Valkanov (1999)]. (Consistent estimators of ¢ are also available in
certain panel versions of our model [e.g., Moon and Phillips (2000, 2004)].)

5. FEASIBLE INFERENCE

This section considers the general case where {(y;,z;)'} is generated by (1) — (2),
assumptions A1-A3 hold and local-to-unity asymptotics are employed. Our aim is to
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construct test functions with desirable large-sample properties. Specifically, we wish
to develop test functions that do not require knowledge of any nuisance parameters,
are asymptotically equivalent to 7, (R;p) and 7,* (R; p) under the assumptions of
Theorem 5, and are well behaved more generally. ThlS will be accomplished by con-
structing a statistic R, which is asymptotically equivalent to R under the assumptions
of the previous section and is well behaved more generally.

Let xy = x1, 0% = 0, and define o = x; — x1 and T | = 241 — 71 Zstl Te 1
(fort=1,...,T). Let

Wyy W H ,
0= v YT ) lim T E s
(wxy wm) T t1; [( €t)(w<L)5§)]

denote the long-run variance of (e¥,4 (L)e¥) and let Q be a consistent estimator
thereof. Finally, let

Ry = o, 0T thl — Bowi-1)

~ T

P L it A —1r—24 Az
B 2|9 (G T7007 = 1) =@, T UTZUt—1 )
L—p t=1
R _ l(AflelA:CQ_l) o p >
Y T 2 wxac UT <2 B35
I—p
T
» _ o~-1 2 2 : ]
Rﬁﬁ - wxxT Li—1)
t=1
T
> _ oA=1p—2 ~ 12
R,, = w,T V15
t=1
~ _ - Ae1n2 A oa /208 1/2
where Wy » = Wyy — W, Woyy P = Wy, "W, and Q has been partitioned in the

obvious way.
/

As is R, the statistic R= (]:25, Rw R@»g, Rw) is invariant under transformations

of the form (y;, ;) — (y: + a, ), where a € R Under the assumptions of Section
4, R is asymptotically equivalent to R. More generally, we have:

Ty fact, R is invariant under transformations of the form (y, ) — (y¢ + a,x; +my), where
a € R and m, € R.
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Theorem 6. Let {(yt,a:t /} be generated by (1) — (2), suppose A1-A3 hold, and

suppose b =T (3 — ;) ifwyylf and ¢ =T (y — 1) are fixed as T increases without
bound, where Wy, = wy, — Wy ws,. If Q@ —, Q, then R —4 R? (b,c) as T — oo,

1 1/2 . .
where p = wxywm/ wyy/ is the coefficient of correlation computed from 2. Moreover,

im0 By (0) 7 (c) T, (R ,0> =, (b, c; p) Vb>0,c€eR,
and

My oo B, () v (c) T (R p) =" (b,c;p) Vb e R, ceR.

In view of Theorem 6, the Gaussian power envelopes ¢; (-) and ¢;* (-) are attain-
able whether or not the innovations of the regression model are normally distributed
(with a known covariance matrix). Moreover, the presence of serial correlation does
not affect our ability to attain the Gaussian power envelope as long as Assumption
A3 holds. As usual, these predictions of asymptotic theory are not expected to be
borne out in finite samples if the errors vf are “nearly” I(—1) (i.e., if [¢ (1)] is “small”
relative to Y o0 ¥?7) or “nearly” I(1) (i.e., if |1 (1) is “large” relative to > °° 7).

Construction of consistent long-run variance estimators is a problem that has re-
ceived considerable attention and there is no shortage of estimators satisfying the
high-level assumption O —, Q of Theorem 6.2 To describe a consistent kernel

/
: a B Bak s 20 wo_ -1 5T
estimator of €, let u; = (yt — By, 0f — 7vf_l> , where y;' =y —T7" > _, ys,
-1 -1
2 _ T sp2 T p L T 22 T .~z sz
B=(Shia?) Shiat and 4 = (S0, 62) i 07,0 Under the as

sumptions of Theorem 6 and fairly general conditions on the kernel k() and the
bandwidth parameter Br, it follows from Jansson (2002) that

Q=1 1%2}(“”') 1, —, Q.
_ il

t=1 s=1

To implement the tests based on 7y <R, ﬁ) and 7" <}?, ,b) , knowledge of the

critical value functions C, (-), C, (-), and C, () is required. These critical value
functions are implicitly defined in terms of the conditional distribution of Rg given
(Rg, Ras, Rw) . That distribution is non-standard and does not appear to be avail-
able in closed form, but can easily be obtained (numerically) with the help of the
following integral representation of the joint distribution of R”.

12Important contributions to the literature on long-run variance estimation include Andrews
(1991), Andrews and Monahan (1992), Hansen (1992), de Jong and Davidson (2000), and Newey
and West (1987, 1994).
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Theorem 7. The joint distribution of R” admits a density of the form

1
f%(?”;p) = 1{T7+L7ﬁ>—§,0<7’5ﬁ<7¢w}

V1—=p?
X ! ( T% )h 2r., + 2 p +1
———exp | ——— r - r STy — 133, T ,
/27”“5[3 QTﬁﬁ vy /—1 p2 B Yy BBy I'yy

where

1 o0 .
h 4y, 4ss, 4ry) = m/o Re {5 (t; \/@y: \/Q35) exp [—itqy, ]} dt,
V 17\

A+ iB|™? _
(529, 288) = | il | { ( > (AB™'A + B) 1A31< - )}
cosh <6 Z3B
xexp [+i [ (B L= BTA(ABT A+ B)ABT) ( D
Zﬁ Zﬁﬁ
A+iB|™? / _
+—| ~ib exp {—( = ) (AB™'A+ B) 1,431( “y )1
cosh v/ —2it BB —Zpg
/
X exp {H( > ) (BB A(AB A+ B) " AB™) ( “ )} ,
—Zp3 —ZpB
1 sinh2v/t+sin2v/% 1 _2sinh+/tsinV/t
A=A (t) — ( v/t cosh 2v/t+cos 2Vt t cosh 2v/t+cos 2v/t )
1_2sinh+/fsinv/# 1 sinh2vf—sin2v%
t cosh 2v/t+cos 24/t 2t3/2 cosh 2v/t+cos 2v/
1 sinh 2v/t—sin 2v/¢ 1 <1 _ _2cosh Vtcos V1 )
B—=RB (t) o v/t cosh 2v/t+cos 2Vt t cosh 2v/t+cos 2v/t
- - 1 (1 _ 2 cosh v/t cos vVt ) 1 (1 . Lsinh2\/i+sin2\/f)
t cosh 2v/t+cos 2Vt t 24/t cosh 2v/t+cos 2v/t

6. COINTEGRATION
A closely related problem to that considered in Sections 2-5 is the problem of conduct-
ing inference on long run economic relationships between highly persistent variables.
The concept of cointegration [Engle and Granger (1987)] provides a useful framework
for doing inference when the individual time series are known to have unit roots. A
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celebrated result from cointegration analysis shows that standard Wald-type test sta-
tistics based on asymptotically efficient estimators of cointegrating coefficients have
asymptotic y? null distributions when the individual time series have unit roots.!3
Elliott (1998) has shown that the validity of the x? result depends crucially on the
validity of the unit root assumption. Indeed, the x? result breaks down when the
largest autoregressive root is modeled as local to unity.'*

Recognizing the importance of Elliott’s (1998) result, Stock and Watson (1996)
and Wright (1999, 2000) have developed cointegration-type inference procedures that
are asymptotically valid in the absence of (exact) unit root assumptions on the indi-
vidual time series. Although the test proposed by Stock and Watson (1996) enjoys
certain optimality properties (see remark (iv) on Theorem 2), it is asymptotically bi-
ased, as are the tests due to Wright (1999, 2000). In contrast, this section shows that
results analogous to Theorems 5 and 6 are available for cointegration-type models
accommodating correlation between the (potentially) serially correlated error term
of the equation of interest and current (and lagged) values of the nearly integrated
regressor.

6.1. Optimal Inference with Gaussian Errors. Consider the model

vy = o+ fBr+¢ef, (24)
Ty = YT+ g, (25)

where
B1*. Ty = 0.
B2*. g, = (eV,e?) ~i.i.d. N'(0,%), where ¥ is a known, positive definite matrix.

Utilizing the methods developed in Sections 3-4, it is straightforward to develop
asymptotically unbiased cointegration-type testing procedures with demonstrable op-
timality properties.

When {(y;,;)'} is generated by (24) — (25), testing problems involving 3 are
invariant under transformations of the form (y, z¢) — (y: + a, x:) , where a € R. The
log density £ (-) of the maximal invariant [(y1,...,yr) L, (z1,...,77)] satisfies

13The class of asymptotically efficient [in the sense of Phillips (1991a) and Saikkonen (1991)]
estimators includes the estimators proposed by Johansen (1988, 1991), Park (1992), Phillips and
Hansen (1990), Phillips (1991a, 1991b), Saikkonen (1991, 1992), and Stock and Watson (1993). For
a review, see Watson (1994).

14Kauppi (2004) establishes a similar non-robustness result about Phillips’s (1995) fully modified
VAR method.
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‘CCI (ﬁ? 7) - ‘CCI (07 0)

1 3 ! 5 1
_ CI cr_ = CI _ 1.2qCI
= 05570058 =5 (L) 55 ( Loy ) 575

(26)

where

T
CI m —1
Sﬁ = Oz E xy" axya:t) )t =x — E T,

t=1
T T

cr -1 -1

Sﬂf = 0., g Ty_1Ty — O, nyayyx E xh (y amaxyxt),
t=1 t=1

goI U_ Zt 1x Zt 1‘Tt Ty

BB —1 u2 ’
yyth 1xt xt 1 Uyyx t 11’ -1

cr E
Sﬁw - Ux:r mt—l?
t=1

=z, — T Zstl T, ok =mx g — T Zstl Zs_1, and ¥ has been partitioned in
conformity with &,.

In view of (26), the model admits a minimal sufficient statistic whose distribution
is a curved exponential family. Moreover, the curvature disappears when we condition
on specific ancillaries, but in this case the dimension of the specific ancillary is greater
than two, suggesting that inference is more complicated in this case than in the case
of the predictive regression model of Sections 3-4. Because the individual elements
of Sgﬁl are asymptotically equivalent (in the appropriate sense), the source of this
potential complication vanishes asymptotically. In fact, it turns out that the limiting
experiment associated with the cointegration model of this section is exactly the same
as the limiting experiment associated with the predictive regression model.

Lemma 8. Let {(yt,xt)/} be generated by (24) — (25) and suppose B1*-B2* hold.

(a) For every bounded sequence {(br,cr)'},
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£t [Br (br) , v (cr)] — £ [B7 (0) , 77 (0)]

2
1
- bTRgIHTRgI_ﬁ(bT—LCT) RS}~ 3RS + o0 (1),

where

CI —1/2 1/2
Rﬁ = Uxx/ yyéT th 1 yt 505515 O-xmo-zyAxt)
t=1

RYT = o lT th 1Az, — R p=0po 2o V2

vy

V1= p?
cr . _—1mp—2 (2
Rﬁﬂ = 0,1 E Ty,

P

T
cr . _—1mp—2 2
RﬂW = o, 71 E Ti_q,

t=1

and “op, (1) is shorthand for “o, (1) when (3,7) = (8y,1)”

(b) If b = T (B — By) ;ézayylé? and ¢ = T(’y — 1) are fixed as T increases without
bound, then R“" = (R§", RS, RG], RCI) —4 R? (b, c) as T — oo, where R” (b, ¢) is
defined as in Section 4.

It follows from Lemma 8 that R is an asymptotically sufficient statistic, imply-
ing that there is no loss of attainable asymptotic power from confining attention to
tests based on R¢!. Because the limiting representation of R°! coincides with the lim-
iting representation of the minimal sufficient statistic R of the predictive regression
model, the limiting experiment of the cointegration model coincides with the limiting
experiment of the predictive regression model. As a consequence, the asymptotic
optimality theory of Section 4 carries over in an obvious way.

Theorem 9. Let {(y;,z;)'} be generated by (24) — (25) and suppose B1*-B2* hold.
(a) If {mr ()} satisfies

Lo g, 0).4(0) [ (77 (RY") = n) g (G35, REY)] = 0 (27)
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for every ¢ € R and every g € Cy, (R?), then

7o By ) 47077 (RY) < limroe By ) 407 (R 0)
= E[m; (R (b,c);p)]
for every b > 0 and every c € R.
(b) If {7 ()} satisfies (27) and

im0 EﬁT(O)WT(C) [(WT (RCI) o T]) ngl 9 (Rgﬁl’ Rg'yl)} =0

for every ¢ € R and every g € Cy, (R?), then

Gy oo Eg by g (RET) < Ny Egtyrpomy’ (R 0)

— B[y (R (b,¢);p)]

for every b € R and every ¢ € R.

24

(28)

Remark. The proof of Theorem 9 is based on Lemma 8 and the methods developed
in Section 4. In an attempt to shed additional light on the asymptotic equivalence
between the model (24) —(25) and the predictive regression model (3)—(4) , we briefly
sketch an alternative method of proof. Replacing y; with y; — 3z, if necessary, there is
no loss of generality from assuming that the null hypothesis of interest is Hy : 3 = 0.

As in Jeganathan (1997), the model can be written as

Yi = &+B$t—1+5?,

X
Ty = YTi—1+ &,

where = (v, & = &¥ + ¥, 29 = 0, and

gy . - - 1 3 1 8Y
(itx>~z.z.d.N<0,Z>, 2:(0 1)2(0 1).
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If ¥ is viewed as a fixed parameter (rather than a function of 3 (and X)), this repa-
rameterized model is in the form considered in Sections 3-4 and the null hypothesis
can be expressed as a restriction on 3 (because = 0 if and only if B = 0). Because
> = ¥+ O(T") under contiguous alternatives (i.e. when § = O (T~1)), it can be
shown that the dependence of > on £ is asymptotically negligible (in the appropriate
sense), implying that an alternative proof of Theorem 9 can proceed by applying
Theorem 5 to the reparameterized model (29) — (30) .

6.2. Feasible Inference. Suppose {(yt, xt)/} is generated by the following gen-
eralization of the model considered in the previous subsection:

y = a+ fBr+uf, (31)
Ty = i, + vy, vy =i+ uy, (32)
where
wy = (v, uf) = U (L) g (33)
and
B1. v = 0.

B2. E (eilet—1,61-2,...) = 0, E(&&}|er—1,€1-2,...) = X for some positive definite
matrix X, and sup, F [HstH%Q} < oo for some p > 0.

B3. U (L)=IL+Y ;L' where |¥ (1)] # 0 and Y 2, ¢ ||V, < co.

By accommodating correlation between the (potentially) serially correlated error
term of the equation of interest and current (and lagged) values of the nearly inte-
grated regressor, the model (31) — (33) generalizes the predictive regression model
(1)—(2) in a couple of ways. Nevertheless, it turns out to be relatively straightforward
to construct testing procedures with desirable large-sample properties. Once again,
the idea is to base inference on a statistic whose limiting distribution (under B1-B3
and local reparameterizations of § and ) is that of R” (b, ¢). For completeness, we
give a precise description.

Let xg = 1, 0§ = 0, and define 9¢ = x; — x; and 2} | =z, — T ZST:1 Ts_1
(for t =1,...,T). Define
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T T
Q- ( e ) = lim T3 B ()
xyY TT —00

t=1 s=1

and
T t—1
— 1 —1 z, yl
Oy = lim T ;—2 E_lE (uful),

and let ) and Sxy be consistent estimators thereof. Finally, let

r T
ACT  _ ~—1/2-1/2 _12 i 2
Rﬁ = Wyya Wi T Ti1 (yt - 6051315—1) - 5I?J]
L t=1
K z
~—=1—1,22 ~N—=1—2~x ~T
- ) 5 (wxacT Up — 1) _wzzT Up Vi1
L=p" | t=1
A 1 0 A
cr _ ~—1rn—1 a2 p
RS = 3 (me O 1) — — Rpg,
I—=p

T
HCI  _ ~—1m—2 A2
Rﬁﬁ - :L":ET t—1>

t=1

T
NCI . ~—1p—2 12
R’y'y - wasz UVt—15

t=1

~ _ - Aeln2 a s a1/241/2 A " :
where Wy, » = Wyy — W, Wyys P = Weyw,,' " w,,"", and Q has been partitioned in the

obvious way.

Theorem 10. Let {(yt, xt)/} be generated by (31) — (33), suppose B1-B3 hold, and
suppose b =T (3 — ;) willwyyht and ¢ =T (v —1) are fixed as T increases without
bound, where wy, , = wy, — w,ws,. If (Q, Sxy> —, (Q,8,,), then R —; R (b, c)

~1/2 ~1/2
as T" — oo, where p = wxywm/ wyy/ . Moreover,

im0 By () 70 (e) T (RCI; ﬁ) =, (b,c;p) Vb > 0,c€eR,

and

limr—c B, 0100075 (B755) = ¢ (bcip)  WbER,cER,
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/
ROt Ry AV A (U U o Y 20 b -1 5T
Remark. Let 4, = (uf,4}) = (yt — By, 0f — 77}?_1) ,wherey; = y,—T" "> _, Us,

. T 2\ =T . T w0\ 1T o s

g = (thl ZBt_1> Yo Ty, and 4 = (thl v;’f_1> > i1 07107, Under the as-
sumptions of Theorem 10 and fairly general conditions on & (-) and By, it follows
from Jansson (2002) that

and

7. SIMULATIONS

In this section, we present some simulation evidence that reveals the pitfalls of some of
the commonly used tests. In particular, we consider the tests based on the t-statistics
centered around the OLS and DOLS estimators, and the test based on the L, statistic
of Wright (2000). The test based on the OLS estimator asymptotically has correct
size if the explanatory variable is stationary. The test based on the DOLS estimator
[e.g., Stock and Watson (1993)] is designed for the case in which the explanatory
variable is exactly integrated of order one. The test based on the Ly statistic has
asymptotically correct size if the explanatory variable is nearly integrated. Each test
is designed to behave well under stationarity (OLS), exact integration (DOLS, L),
or near integration (Ly). However, Monte Carlo simulations will show that none of
them has good size or power properties for all three scenarios; see Wright (2000)
for power comparison of other testing procedures using Bonferroni and size-adjusted
tests. Instead, our UMPCU test has good size and power properties overall. The
critical value function for this test is found numerically by approximating an integral
using high order recursive adaptive quadrature. Since this numerical integration is
rather slow, we consider only 200 replications. Although this number is very small
for a precise size evaluation, it is large enough to illustrate some of our main points.

Following the design of Wright (2000), we simulate the simple model introduced
in equations (3) and (4). The true value of the parameter b is assumed to be zero.
We consider the sample size T of 100 observations, and assume that (¢7,e7) are
1.1.d. random variables, normally distributed with unit variance and correlation p.
The variance Q of (V,&¥) is estimated by the OLS estimator (. To examine the
size and power properties of each testing procedure, we consider different degrees of
persistence of the explanatory variable: the exactly integrated case (fixed ¢ = 0), the
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nearly integrated case (fixed ¢ = —10) and the stationary i.i.d. case (¢ = —T') . For the
exactly and nearly integrated cases in which c is fixed, the finite-sample power curve
for each test can be understood as a discrete approximation to its local asymptotic
power function using Lemma 3. Following this perspective, the continuous stochastic
processes are replaced by discrete approximations using 200 replications.

| TABLES IA-IB ABOUT HERE |

Tables TA and IB report the rejection of the OLS, DOLS, and L, tests as functions
of the true value b for p = —0.50 and p = 0.50, respectively. The test based on the
OLS estimator has null rejection probabilities of 6.5% and 3.0%, being very close
to the 5% nominal level in the stationary i.i.d. case. However, this test has some
size and power limitations in the exactly and nearly integrated cases. For p = 0.50,
the null rejection probability is much smaller than the 5% nominal level. Hence,
this test rejects the null less often under some alternatives than under the null, and
is biased. Worse yet, for p = —0.50, the null rejection probability is considerably
larger than the 5% nominal level. This is considerably worse when the explanatory
variable is exactly integrated, in which case the null rejection probability is around
16%. Hence, the rejection probabilities under alternative hypotheses of this test are
artificially high. Of course, the size distortions reported here for the OLS test can be
artificially high due to simulation error, but it is well-known that this test indeed has
significant size distortions in the nearly integrated case [Cavanagh, Elliott, and Stock
(1995)]. Our results are even more striking for the test based on the DOLS estimator.
Although its null rejection probabilities of 3.5% and 3.0% is close to the 5% nominal
level in the exactly integrated case, it has poor size and power properties for the other
cases. In particular, in the stationary case, its null rejection probability is close to
100% when p = 0.50, and its rejection probability under some alternatives is close to
0% when p = —0.50. Even in the nearly integrated case, this test has as poor size and
power properties as many other procedures designed for the exactly integrated case,
a phenomenon observed by Elliott (1998). The bad size properties of the tests based
on the t-statistics centered around the OLS and DOLS estimators is not observed
for the L, statistic. Its null rejection probabilities are quite close to the 5% nominal
level, regardless of the degrees of persistence and of the correlation coefficient, ¢ and
p. However, for the case p = —0.50, this test is biased. In particular, this test rejects
the null hypothesis in the stationary case less often than the 5% nominal level for
any value of the alternative considered here.

[ TABLE II ABOUT HERE |

We now evaluate the UMPCU test for testing H;. Table II shows rejection rates for
the UMPCU test for different degrees of persistency and correlation. Unlike the OLS
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and DOLS tests, its null rejection probabilities are reasonably close to the 5% nomi-
nal level in all three cases, although they are a little off when ¢ = 0. In the nearly and
exactly integrated cases, this finding is consistent with our theoretical results. In the
stationary ¢.i.d. case, on the other hand, it is perhaps surprising that our procedure
exhibits only minimal size distortions. The size distortions in the exactly integrated
case (which are guaranteed to vanish as the sample size increases) could reflect the
fact that the critical value function is based on asymptotic instead of finite sample
distributions and that the covariance matrix 2 is replaced by an estimator (or, of
course, that the simulation error due the small number of replications). Importantly,
the UMPCU test has reasonably good power properties regardless of the degrees of
persistence and correlation.!® This reflects the fact that this test is by construction
asymptotically optimal within the class of tests that satisfy our conditionality re-
striction. Moreover, due to this optimality, our test is in particular asymptotically
unbiased. This means that, unlike the test based on the L, statistic, our test does
not have the problem of rejecting the null less often than the 5% nominal level.

8. CONCLUSION

This paper has proposed novel conditionality restrictions subject to which optimality
results can be obtained for one- and two-sided testing problems involving the regres-
sion coefficient in a bivariate regression model with a highly persistent regressor. We
have developed finite sample and asymptotic optimality theory under the assumption
of Gaussian errors and have shown the normality assumption to be least favorable.
The derivation of finite sample optimality results uses classical statistical theory and
the theory of (curved) exponential families, whereas the large sample optimality re-
sults were obtained by using the finite sample optimality results and the theory of
limits of experiments.

Our asymptotic optimality results complement those available in the existing lit-
erature on limits of experiments. The optimality results currently available in that
literature pertain almost exclusively to models exhibiting LAN or LAMN likelihood
ratios. In contrast, our results are obtained for a model whose likelihood ratios are
LAQ (but not LAMN) and differ from existing results in a nontrivial way.'® In models

15The peculiar pattern (decline and/or very limited increase in power as b increases) observed for
moderately large values of b would appear to be due to inaccuracies of our numerical integration
procedure. For any given data set, these inaccuracies are easy to fix, but we have been unable to
come up with a fix that works well overall without being prohibitively slow.

16 Another testing problem to which the theory of LAQ likelihood ratios applies but theory of
LAMN likelihood ratios does not is the unit root testing problem. That testing problem has been
extensively studied, celebrated results including those of Dickey and Fuller (1979, 1981), Elliott,
Rothenberg, and Stock (1996), Phillips (1987a), and Phillips and Perron (1988). [For a review, see
Stock (1994).] In the context of the unit root testing problem, the theory of limits of experiments
can be used to give an alternative derivation of the optimality results of Elliott, Rothenberg, and
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with LAN likelihood ratios (such as (3) — (4) in the stationary case when |p| < 1),
the commonly used Wald statistics are asymptotically optimal among tests with the
same asymptotic level. Wald statistics also enjoy optimality properties in models
with LAMN likelihood ratios (such as (3) — (4) in the unit root case when p = 1),
being optimal among tests with correct asymptotic conditional size given the value
of the observed information matrix.

In the LAMN context, conditioning on the observed information matrix is natural
because its asymptotic counterpart acts as an ancillary statistic in the limiting ex-
periment. The latter property characterizes LAMN models within the class of LAQ
models [Jeganathan (1995, Proposition 6)], implying that conditioning on ancillaries
does not suffice if we want to develop optimality theory for LAQ models outside the
class of LAMN models. This paper provides an example of a testing problem with
nuisance parameters where the stronger requirement of conditioning on specific an-
cillaries (i.e., statistics that would be ancillary if the values of nuisance parameters
were known) makes it possible to develop optimality results in a model with LAQ
likelihood ratios. (Coincidentally, the specific ancillary in our example turns out to
be given by the observed information matrix.) It would be of interest to explore
whether the conditionality restriction proposed here can be applied to develop op-
timality results for other testing problems involving nuisance parameters in models
without LAMN structure.

Stock (1996).
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9. APPENDIX A: AUXILIARY LEMMAS
The proof of Theorem 5 makes use of the following lemma.

Lemma 11. Let n € (0,1) be given and define

S={(ry,r88,7yy:ip) i1y ER,0 <15 <7yy, —1 < p <1},

(a) There exist a continuous function C, : S — R such that 7 (-; p) satisfies (19),
where m; (+) is defined as in Section 4.

(b) There exist continuous functions C, : S — R and C,, : S — R such that m}* (-; p)
satisfies (22) — (23) , where m* (+) is defined as in Section 4.

Lemma 11 is a special case of the following result, which gives general conditions
under which critical value functions for one- and two-sided tests are continuous in
their arguments.

Lemma 12. Let (©,dy) be a metric space and let {f (-;0): 0 € ©} be a family of
probability density functions on R. Let n € (0,1) and 6y € © be given and suppose
f (r;+) is continuous at 0y (with respect to the metric dy) for almost every r € R.

(a) Suppose that for every § € © there is a unique number C, (0) such that

/ f(r;0)dr =n.
Cn(0)

Then C, : © — R is continuous at 0.
(b) Suppose that for every 6 € © there are unique numbers C, (0) and C, (f) such that

Cy(6)
/ f(r;)dr = 1—n,

c,(9)

Cn(0) 00
/ rf(r;0)dr = (1—77)/ rf(r;0)dr.

C,(0) o0

If

lims SUP{eee;d9(90,9)<5}/ max (1, |r|) | f (r;00) — f (r;0)|dr =0, (A1)
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then C, : © — R and 6,7 : ©® — R are continuous at 6.

(c) Condition (A.1) holds if, for any ¢ > 0, there exists a constant 6 > 0, a set
A CR, and a function f : R — R, such that

Sup{ee@:d9(00,9)<5}/Amax(l» I7|) f (r;0) dr <, (A.2)
SUP{9c:dy(00,0)<5} f(r;0) < f(r) Vr e R\ A, (A.3)
max (1, |r|) f (r) dr < oco. (A.4)

R\A

Proof of Lemma 12. The proof is by contradiction.

Proof of (a). 1f C,(-) is not continuous at 6y, then there exists a sequence
{0,:n>1} C © and a constant ¢ > 0 such that lim, .0, = 0y and either
sup,, C, (6,,) < C, (6p) — € or inf, C, (8,) > C,, (6p) + <.

If sup,, C, (6,) < C, (6p) — ¢, then

(e 9]

n = lim, ., / f(r;6,) dr > lim, . / f(r:6,) dr

Cn(0n) Cy(80)—e

v

[ s eiodr= [ fydr

Cn(fo)—e Cn(fo)—e

[ty

Cn (o)

a contradiction. In the display, the first equality uses the defining property of C,, (),
the first inequality uses sup, C, (6,) < C, (0y) — €, the second inequality uses Fa-
tou’s lemma, the second equality uses continuity of f (r;-), the third inequality uses
uniqueness of C,, (6y), and the last equality uses the definition of C,, (-).

Analogous reasoning shows that inf,, ) (6,,) > C,, (6y) + ¢ is impossible, complet-
ing the proof of part (a).

Proof of (b). If fgon"((;)) f(r;0)dr = 1 —n for every 0 € ©, but (C, (-),C, ())/ is
not continuous at 0, then there exists a sequence {6, : n > 1} C © and a constant
€ > 0 such that lim,,_,. 0,, = 0y and either

sup,, C, (0,) < C, (6) — € and sup, C;, (0,,) < Cyy (09) — € (A.5)

or
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inf, C, (6,) > C, (0) + ¢ and inf, Cy, (0,,) > C, (6o) +¢. (A.6)

dl
The equations defining C, (-) and C,, (-) can be written as follows:

I(0,k)=J(60,k) V0 €0,k eR,

where T (6, k) = fgn(g? (r—k) f (r;0) dr and J (8,k) = (1 —n) [ (r — k) f (r;0) dr.

Now, by (A.1),

T (B0 k) — T (B k)] < (1) /OO = kI 1f (r:00) — £ (r30,)] dr

< <1—n><1+rkr>/_°° max (1, [7]) | (r: 60) — f (r:6,)] dr

— 0

as n — 00. To complete a proof by contradiction it therefore suffices to find a value
of k such that I (09, k) — I (0n,k) + 0 asn — oo.
Suppose (A.5) holds. If C, (0,) < C, (6p), then

1(60.C,) (60)) — I (6..C, (60))

Cy(6o) Chp(0n)
= [ -y @) sosoar+ [ (e, 00 -1 f i) dr

C,(0) C,(0n)

Cy(6o)
> / [r -C, (00)] f(r;00)dr > 0.

<, (6o)

Otherwise, if C, (6,) < C, (6y) , then

I (00, C., (60)) =1 (0, C,, (60))

Cn(00) C,
= [ =g, @) st [ e, 00 =] S (300) ar

Cn(6n) ., (6n)

Cn(0o)
+ / [r = C, (00)] [f (r;60) — f (r; 0n)] dr,

C,,(6o)
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where

and

Cn(0o)
/ [ — <, (00)] [f (r;60) — f (1;6,)] dr

C,,(6o)

s/ Ir—C, (00)| 1 (r:680) — f (r26,)] dr — 0,

where the last line uses (A.1). As a consequence,
li_H]ﬁ’L—N)O [] (QOaQn (90)) -1 (0n7Qn (90))}
671(60)
> / [7“ -C, (90)] f(r|6o)dr >0

max(Qn(Go),én(Go)—s)

if (A.5) holds.
Analogous reasoning shows that

Tt 1 (60, Co (60)) — 1 (60,C, 60)] < 0

if (A.6) holds. The proof of (b) is therefore complete.

Proof of (c). To show that (A.1) is implied by (A.2) — (A.4) under the assump-
tions of the lemma, suppose (A.1) does not hold. Then there exists a sequence
{0, :n > 1} C O and a constant € > 0 such that lim,_., 6,, = 6, and

/OO max (1, |r|) |f (r;60) — f (r;6,)|dr > 2 Vn.
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Assuming we can pick a constant § > 0, a set A C R, and a function f : R — R,
such that (A.2) — (A.4) hold, we have:

lim, oo SuP{ee@:d9(90,9)<d9(90,9n)}/AmaX(L ) f(r;0)dr <e
and

lim,, oo max (1, |r|) |f (r;00) — f (r;0,)| dr =0,
R\A

where the first display uses lim,,_., dg (09, 0,,) = 0 and (A.2), while the second display
uses lim,, ., dy (0o, 6,,) = 0, continuity of f (r;-) at 0y, and the dominated convergence
theorem (the applicability of which follows from (A.3) — (A.4)). As a consequence,

T, | " max (L 7)) [f (3 60) —  (:6,)] dr

< 2l Sup{ée@:d9(9079)<d9(90,9n)}/Amax<1’|r|)f(r; 0) dr

+1imy, o max (1, |r]) |f (r;00) — f (r;0,)| dr
R\A

< 2g,

a contradiction. [ |

Proof of Lemma 11. The proof of Lemma 11 constructs a conditional proba-
bility density function of Rg given (Rg,Rﬁg,RW) that satisfies the conditions of

Lemma 12. Let Z5 = R,)°Rg, 2, = W, (1), 255 = [, Wo(r)dr, Q, = 22,
Qps = Zgﬁ, and Q., = R,,, where R? = (RQ,RQ,Rﬁg,RW)I = R*(0,0). For any
(ry: 738, Ty, P) €S, let

p 1
Sg (T, T88: Ty P) = T3 1 Ty + ———=Tg > —= 7.
1—=p? 2

By construction, S and Sg satisfy

Pr[Rg € S (R2, Ras, Ryyi p) - (RS, Ras, Ryqsp) €S] = 1.
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We now obtain a characterization of f3% (-;p), the density of R”. Because

(Zﬂ7 Q’Yv Qﬁﬁa Q'w) = ( QRP 42— Rﬁ -+ 1,wa — Rgﬁ,R,w> ,

VRas \/7

it follows from the changes of variables formula that

2 T3 p
f703 (r;p) = fZ;aQ ,2ry + 2 g+ 1,1y =g Ty |
Vs T\ /T8 V1 —p?

where fz, o (+) is the density of (23, Q) = (25, Q,, Qss, 41’ -
Now, Z3 ~ N (0,1) and Zj5 is independent of Q. As a consequence,

p
——="p + L7y — 75, Tvv)

s
fg No) —,27’ +2
P\ L—p

1 "’%) p
= ——exp (5 ) fo|2r 2Lyt Ly — gy |
5 ( 9 T Q v 1_ p2 B Y BBy Ty

where fo () is the density of Q.

Since
() ((0)- (e 03))

the density of (Q,, Qss)" is given by

wiQﬁﬁ (¢v:qs5) = W [fzw Z3p (\/_7’ \/ﬂ) + fz,,24 ( Vs \/%)} )

where

o =Feo[- () (5 3)(5)] w0

is the density of (Z,, Zs5)" .
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Moreover,

Pr (sign (2,) = sign (Z35) |23 = 4y, 235 = qpp)
= 1 —Pr(sign(—2,) = sign (Zsp) |22 = 4y, 255 = qs5)

fZ%ZBﬂ (ﬁ? \/%)
fz'vvzﬁﬁ (\/E’ \/(HTB) + fzwzﬁﬁ (_\/%’ \/qﬁ_ﬁ)

whenever ¢, > 0 and ggg > 0. (Because Pr (Zg = qﬂ,,Zgﬁ = Q5g) = 0, the object

Pr (sign (Z,) = sign (Zsp) |22 = ¢y, 255 = qgp) is to be interpreted as a regular con-
ditional probability (in the measure theoretic sense [e.g., Dudley (2002)]).)

Finally, we characterize the density of Q.. conditional on (Z,, Z55)". Let the zero
mean Gaussian process W, (-) be given by

wa-wewn(£). en-(2)

By construction, {Wx (r):0<r< 1} is independent of (Z,, Z33)". The covariance
kernel K (-) of W, (-) is given by

K (r,s) = Cov <V~V$ (r), W, (s))
= min (r,s) (1 —max(r,s)) — 3 (r—r?) (s — ).

It is easy to show that g (r) = 1 is the only continuous function g (-) satisfying
fol g(r)*dr =1 and

1
/f((r,s)g(s)ds:O Vr e [0,1].
0
It therefore follows from Mercer’s Theorem [e.g. Shorack and Wellner (1986)] that
K (r,s) = Z AiYi (r) 9j (s),
j=1

where \; > 0 for every j, Ay > Ay > ... and {g; (-) : j > 0} is an orthonormal basis of
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the set of square integrable functions defined on the unit interval. As a consequence,
W, (r) can be represented as

W (r) =Y A29;(r),
j=1

where Z; = /\j_l/2 fol Wk (r) g; (r)dr ~i.i.d. N'(0,1). Because the function p(-) can
be written as

P =S g 0), = [ g

it follows from the preceding displays that

We (1) = (25, Zag) hogo (r) + DA% | 254+ 2,72 (25, Zag) ) 3 (1),
=1
implying
1 *© 2
Qyy = / W, (1) dr = [(Z,, Z35) ho]” + ) _ X [Zj + 072 (2,, 255) hj] ;
0

=1

where Z; ~ i.i.d. N'(0,1) and {Z; : j > 1} is independent of (Z,, Z35)" . Conditional
on (2, Zps) = (24, 233) , the characteristic function of Q. is therefore given by

% (|24, 208) = exp (i [(2y, z89) hol” t) [ | 54 (125, 200)
j=1

where

. _ 11z , 2 h]2t
2 (t|2y, 238) = (1 — i20;1) " exp ( [( 17_[;2))\; )
J

2
denotes the conditional characteristic function of A; [Zj + )\;1/ 2 (24, Z3p) hj] given

(24, 238) = (24, 233) and the dominated convergence theorem (for conditional expec-
tations) has been used to show that
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n 2
E |exp (Z it o DAy |25 A (25, Z09) | ) 2., 235
j=1
n 2
= lim, o E |exp (iZAj [Zj + A2, Zgp) hj] ) 1Z,, 258 -
j=1

It now follows from the inversion theorem for characteristic functions that the density
of Q,, conditional on (Z,, Z33) = (2, 28p) is given by

1 & )
wilzwzﬁﬁ (G2, 288) = %/ exp (—igyt) 7 (] 2y, 25p) dt. (A.8)

(The inversion theorem is applicable because

| el = [ (Hm (ﬂ%%m)’) = (H\%j <t\o,o>r> i

o 3 o
/ ( 15 (t]0,0)\) dtg/ 1525 (0, 0)[* dt < 0.
o\ .

J=

IN

The first inequality in the display uses sup,_ . . [5¢ (t[2y,253)| = |5 (¢|0,0)|, which
holds because

. 2 2
i[(2y, 208) g\ 2X [(2y, 28) Iy] "¢
Re : = 5 <0
1 —42\;t L+ 4Nt
The second inequality in the display uses sup;>; ;e |2 (t/0,0)| < 1, the third inequal-
ity uses A\ > Ay > A3, and the last inequality uses A3 > 0.)
Combining pieces, we have:

2 T
0 /. \ _ 8 P
Jr(r;p) = \/T%fzg,g (ﬁ’ 2ry + 2\/1—_77’6 + 1,7y, — 7’/35,7’77) ,

where
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2fZﬁ,Q (Zﬁv 4~ 458, qWV)

1

m“p( zﬁ> NN

1 1
—l—\/%e P ( Zﬁ) \/q—v\/—fzwzm (_\/@7 \/@) wi|Zv’ZﬁB (q77| - \/%7 \/@) J

and fz z,,(-) and fo |z z,, (-) are defined in (A.7) and (A.8), respectively.
For any (r.,738, 7y, p) € S, let

———fz, 25 (\/_% \/ﬁ) fo, 12,25 (qw‘\/_w \/ﬂ)

0 .
fRﬁllR’z’RﬁﬁvR'y'y (rﬁ|7°»y, Tﬁﬁ? T’Y’Y? p)

f’R (Tﬁﬂnwr,@ﬁar”/wp)
fSB T»y,T’gg T»y—y,p) fR (rﬂ’ T’Y’ rﬁﬁ’ r’Y’Y’ )drﬁ

= 1[rg € Sp (14,758, 714; P)

be the conditional density of Rz given (Rg, R s, RW) = (7,788, Tyy) -
Let 7wy (r;p) = 1[rg > Cy (1,788,744 )], Wwhere C, : S — R is implicitly given by

0 : _
/ JRo1R8 Rs5 R (T8IT: T8, T p) drg = 1.
Cn (T'y:""ﬁﬂvrw?l’)

(Existence and uniqueness of C,, () is easily shown.) By construction, 7} (-; p) satisfies
(19) . Moreover, Lemma 12 (a) can be used to used to show that C, (-) is continuous
on S. B

Let 7, (r;p) = 1 [7’5 <_Qn (7, 738, Ty p)} +1 [rg > Cpy (T, 7885 Ty p)] , where the
functions C, : S — R and C,, : S — R satisfy

Co(rysmpgimyip) .
/ fRﬂ‘Rg’RﬁﬁvR'w (rﬁ|r7’ T8 Tyys P) dTﬁ =1- n
C(ryrap:myip)

and

Cy (T%"BB T«/«/,p)
/ T8 R41RE R s Ry (TBIT T8 Ty P) A
¢, (T’y,Tﬁﬁ,T’m:;p)

o0
= (1—?7)/ 16 JRo1RE R s Ry (181766, p) dr.
— 00



OPTIMAL INFERENCE WITH NEARLY INTEGRATED REGRESSORS 41

(Existence and uniqueness of C, (-) and C,, (-) follows from the development in Lehmann
(1994, Section 4.2).) By construction, 7" (-; p) satisfies (22) —(23) . Moreover, Lemma
12 (b)-(c) can be used to show that C, (-) and C, (-) are continuous on S. |
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10. APPENDIX B: PROOFS

Proof of Lemma 1. Lemma 1 follows from equation (5) and the properties of ex-
ponential families (e.g., Lehmann (1994, Lemma 2.8)). [

Proof of Theorem 2. By Lemma 1 (b) and Lehmann (1994, Theorem 4.3),

Eg [ (Ss, Sy, S88: Soy) 1988, 544 < Epy [05, (S5, Sy, Sas: Say) 1988, S4r ]

for any ¢ (-) satistying (6), any 5 > [, and any v € R. Part (a) now follows from
the law of iterated expectations.
Analogous reasoning establishes part (b) (including existence of the functions

C, (-) and C, (-) satisfying (11) — (12)). ®
Proof of Lemma 3. Lemma 3 follows from standard weak convergence arguments
[e.g., Phillips (1987b, 1988a, 1988b) and Phillips and Solo (1992)] and straightforward
algebra. [ |

Proof of Lemma 4. Lemma 4 follows from (15), Lemma 3, Lehmann (1994, Lemma
2.8), and Le Cam’s third lemma [e.g., Jeganathan (1995, Proposition 1) and van der
Vaart (2002, Lemma 3.1)]. Le Cam’s third lemma is applicable because the family
of distributions associated with the maximal invariant has LAQ likelihood ratios at

(B,7) = (By, 1) . In particular,

LBy (), vr ()] = L[Br (0), 77 (0)]

2
1 1
= bRs+cR, — = [b— —L| Rss— =R, —q, A (b,c),
2 1 — p2 2
where
2
p p 1 p 1 2
A (b, C) = bRg + CR’Y - 5 b— 1—_p20 Rﬁﬁ — EC R’Y’Y’
“ —y4, 7 is shorthand for “ —; when (8,v) = (8y,1)” and the convergence result

follows from Lemma 3. |
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Proof of Theorem 5. The proof of Theorem 5 is based on Lemma 4 and the
theory of LAQ likelihood ratios. Repeated use will be made of the fact that

/]1@4 g(r) fr(r;bc,p)dr=FE [g (R?) eAp(b,c)} 7

where b € R, ¢ € R, A?(+) is defined as in the proof of Lemma 4, and g : R* — R is
any function such either side of the equality is well defined.
Proof of (a). Let II(n, p) denote the class of all functions 7 (-) satisfying

E[(m(R")—1n)g(Ras, Ryy) eAp(O’C)] =0 VeeR,g € C, (R?).

By construction, ; (+; p) € I1(n, p) . Applying Lehmann (1994, Theorem 4.3) and the
law of iterated expectations, it can be shown that 77 (+; p) satisfies

E[x(R?) eI < E[x; (R p) M 9] Wb>0,ceR,mell(n,p).

Because C, (-) is continuous (Lemma 11), it follows from Lemma 3 and the con-
tinuous mapping theorem (CMT) that w; (R;p) —a, 7, (R?;p). This convergence
result, Le Cam’s third lemma and Billingsley (1999, Theorem 3.5) can be used to
show that {7} } satisfies (17) and that

W7 —os gy v)yp 0T (Rip) = E [75 (R 0) ™9 Wb >0,ceR.

The proof of (a) will be completed by showing that for any {mr (-)} satisfying
(17), any b > 0, and any ¢ € R, there exists a m € I (7, p) such that

By oo By (040071 (R; p) = B [m (R p) X)) (B.1)

Let {mr (-)}, b > 0 and ¢ € R be given, and suppose {7 (-)} satisfies (17). Let
{WT(m) (1) :m > 1} be any subsequence of {mr ()} satisfying

Lm0 Eigy(4) 0 ()T m) (B3 p) = BT 0 By 0) (077 (B )

Because mpgny = O, (1), it follows from Prohorov’s theorem [e.g., Billingsley (1999)]
that there exists a subsequence {WT(m(n)) (\):n> 1} such that

(Trm(m)s B) = (Tooy RY) (34)



OPTIMAL INFERENCE WITH NEARLY INTEGRATED REGRESSORS 44

as n — 00, where 7, is some random variable (defined on the same probability space
as R”) and the dependence of R on n has been suppressed. Now,

M7 g, 6),50 (0T (R p) = oo By (0710 ()T (m) (R )

= im0 Bp ) (02 (@ TT(m(m)) (B3 0)
= FErsexp (A (b, c))]

= E[r(Rf;p) e 9],

where m(R?) = F (15|R”), the third equality uses (34), Le Cam’s third lemma
and Billingsley (1999, Theorem 3.5), and the last equality uses the law of iterated
expectations. The result m € I (1, p) now follows because

E [(77 (Rp) - 77) g (Rﬁﬂ» Rw) 6Ap(076)]
= L [(Woo —1) 9 (Rss, Ryy) eAp(Ojc)}

= lim, . EﬂT(mm))(O)ﬁT(m(n))(C) [(WT(m(n)) (R;p) — 77) 9 (Rag, R’W)]

for any ¢ € R and any g € Cj (R?), where the first equality uses the law of iter-
ated expectations, the second equality uses (34), Le Cam’s third lemma, Lemma 3,
Billingsley (1999, Theorem 3.5) and CMT, and the last equality uses the fact that
{mr ()} satisfies (17). This completes the proof of part (a).

Proof of (b). Let Iy (n, p) C II(n, p) denote the class of all functions 7 (+) satisfying
m e ll(n,p) and

E[(m(R?)=n)Rs-g(Ras. Roy) M =0  VeeR,geC,(R?).

By construction, 7" (+; p) € Iy (1, p) . Applying Lehmann (1994, Theorem 4.3) and

the law of iterated expectations, it can be shown that 7" (+; p) satisfies
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E [7(R”) eAp(b’c)} < E 7 (R p) eAp(b’c)} Vb eR,ce R melly(n,p).

Because C, (-) and C, (-) are continuous (Lemma 11 (b)), it follows from Lemma 3
and CMT that 7" (R; p) —4, m,* (R”; p). This convergence result, Le Cam’s third
lemma, and Billingsley (1999, Theorem 3.5) can be used to show that {71';*} satisfies
(17), (20), and

W7 oe By ey (R p) = E [707 (R7;p) M) WbeR,c€R.

Finally, by proceeding as in the proof of (a) it can be shown that for any {mr ()}
satisfying (17) and (20), any b € R, and any ¢ € R, there exists a m € Il (1, p) such
that

limy oo B (b) yp (0T (R p) = E [7 (R p) eAp(b’C)] : n

Proof of Theorem 6. The result R —4 R” (b, ¢) follows from standard weak conver-
gence arguments (e.g., Phillips (1987b, 1988a, 1988b) and Phillips and Solo (1992))
and straightforward algebra. For instance,

> _A -1 ~x2 -1 2
Ry LT Evt 1= W T E:vt1+0p

1 1
/ (W;Q/QT_UQUTTH )2 dr+ o, (1) —4q / Wae (T)Z dr,
0 0

where the second equality uses w,, —p wg, and T-1/2 (x1 — p,) —p 0, and the con-
vergence result uses cc);;,;l/ZT_l/2 Ulp. —d Wy (-) and CMT.
For any b > 0 and any c € R,
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E/BT(b) Y ( C)W (R ﬁ) = PrﬁT(b)ﬁT(C) |:R5 > C77 (R% éﬁﬁ? R"{’Y; ﬁ>:|
— Pr [RZ (b7 C) > C?? (Rfy (b7 C) ; Rop (C) aRw (C) %P)]

= ¢, (b,cp),

. /
where the convergence result uses <R’ , [)) —d (R” (b,c), p)/, continuity of C, (-),

and CMT. An analogous argument shows that

Thm B (0) vy (e) T (R p) — ;" (b, c;p) V (b,c) € R% |

Proof of Theorem 7. Let Z,, Z33, Q,,, and Q be defined as in the proof of
Lemma 11 and recall that

rp) = e~
v — exp [ —
R ) p 27T7“ﬁ5 p QTﬁﬂ

x2fo (27“V + 2\/%7“5 + 1,7y —18s, 7“77) ,
—p

where fo () is the density of Q and

2f0(qv: 98, 4yr) = ——— /2,250, (\/_w Vas v%v)

\/@\/_
+szwzm,9w (V& =55, @) »

where fz z,, 0., (-)is the density of (Z,, 235, Q,,) .
By the inversion theorem for characteristic functions,
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fZ’Y?ZBB7Q’Y’Y (Z'Y’ Zﬁ,@’ q’Y'Y)

~ @) / / / 3 by, tgp, tyy) €XP [0 (ty 2y + ap2ps + Ly Qyy )] diydt gpdty,

= o %W (tw’ Ry 233) €xXp [~ thqw] dtoyy,

where

oy (byys 24, 288) = % (ty, top, tyy) exp [—i (B, 2y + tap2ap)] didisg,

and 5 (+) is the joint characteristic function of (Z,, 235, Q.,) . It follows from Abadir
and Larsson (2001) that

by, tp, tyy) = Eexp ity 2y +itgpZps + ity Q]

exp [711 (I (y, tyy) + b2 (84, 38, ye) + 15 (Es8, Z.t'w))]

9

cosh /—2ut,

where

b(bot) = —2 tanh /—2it,,
yilvy) = —
T /=2it,,
e 1 sinh24/[t,,| +sin24/[t,,|
"Ity ] cosh 24/1t, | + cos 24/t ]
o STgN (toy) sinh 24/]t,,| — sin24/[t,,|
—i

VIt cosh2y/[t,] 4 cos 2/[t,,]
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tt 1
by (1 st _ inﬁﬁ -1
2 (ty: s, try) toy cosh\/%

9 1 1 2sinh /|ty ]sin \/[t,,]
"1t ] cosh 24/ [ty] + cos 24/t |
it 1y sign (tyy) - 2 cosh /[t ] cos v/[t,,]
! cosh 24/t | + cos 24/|t,,|

128

l3 (tﬁﬁv tw) =

tﬁﬁ tanh /— w .
\/—2ztw
1 sinh 24/t | — sin 24/t |
ﬁﬁQ It [/ cosh 2/[t,, | + cos 24/t |
g2 sign (t) 1 — 1 sinh 24/t | 4+ sin 24/t |
» 21/ [ty | cosh 24/t | + cos 24/t

t'Y”Y

o]

Now,

1 1/t t
ZRe [ (B, tay) 4 12 (Ey, 135, Tyy) + 3 (£, Eyy)] = 4 < ! ) A (tyy) ( ! )

tas tap
and
1
7m0 (B tn) + 1o (8, tap, tq) + 15 (tap, 1)) — (B2y + Eap205)
() e (0)-(0) ()
= —= Bt o b ),
4 ( tos (t:) tap tos 288
where
1 sinh24/|t|+sin24/|t| 1 2sinh \t|51n\/m
o \/mcosh2\/m+cos2\/|_t\ [¢] osh2\/_+c0s2\/_
1 2sinh |t|sm\/m 1 sinh24/[t|—sin24/]t|

It] cosh 2 [t]+cos 24/ |¢| 2[t[3/2 cosh 2 [t]+cos24/|t|
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sign(t) sinh2y/[t|—sin2+/[¢] sign(t) 1— 2cosh |t|cos\/|_ﬂ
B (t) \/m coshQ\/\t_|+cos2 [t] [] coshQ\/‘t_H_COSQ It
sign(t) 1— 2 cosh \/MCOS\/M sign(t) 1— 1 sinh2 \t|+sin2\/m
[t] cosh 2\/H+COS2\/H Itl 24/t| cosh 2\/m+cos 2\/H

Using the properties of noncentral quadratic forms in normal random variables,
it can be shown that

1 1 1
2 /R2 exp <z’x'z - Zim'Bx) exp <—Zx’Ax) dx

1—1/2
= [A+iBl = exp [—z’ (AB'A + B)_l AB_lz}

™

X exp [z’z' (B_l — B 'A(AB7'A+ B)f1 AB_1> z]

for any z € R?, any symmetric 2 x 2 matrix B, and any symmetric, positive definite
2 x 2 matrix A. As a consequence,

1 o0 [e.@] ]
Yoy (byy; 2y: 288) = ) / / ¢ (b, tap, byy) exp [—i (ty2y + La2gs)] diydlgg

. _1/2 /
_ _|A+iB exp [-( “ ) (A31A+B)‘1A31< “ )}

my/cosh \/—2it., BB ZBp

X exp [+z< “ ) (B —BA(AB A+ B) " AB™) ( o )}

288 %8B

where A = A(t,,) and B = B (t,,) .
The stated result now follows because ¢y, (t; 2+, 283) = #yy (—tyy; 24, 288), ID-
plying

1 & .
meZ,@'g,Q'w (24, 288, qw) o Hoyy (tyy; 24, 28p) €XP [_thqw] dty
1

= - /0 Re {2y (ty; 2+, 288) €xXP [—ityyGyy]| } dtssy. m
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Proof of Lemma 8. Lemma 8 (a) follows simple algebra and the relations

T
0o 2T " (g — Byt — 0 00y Azy) = RS + 0, (1)
t=1

and

T T
o Zx?ﬂ =0, T Zx?$¢—1 + 0p, (1) = Rgé + 0p, (1)
t=1 t=1

Lemma 8 (b) follows from standard weak convergence arguments [e.g., Phillips (1987b,
1988a, 1988b) and Phillips and Solo (1992)]. M

Proof of Theorem 9. Theorem 9 follows as Theorem 5 using Lemma 8 instead
of Lemma 3. |

Proof of Theorem 10. Theorem 10 follows from standard weak convergence ar-
guments [e.g., Phillips (1987b, 1988a, 1988b) and Phillips and Solo (1992)] and the
proof of Theorem 6. ]
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11. ApPENDIX C: TABLES
TABLE IA
Powgr FUNCTION (p = 0.5)
c=10 c=—10 c= —100
b OLS DOLS L, OLS DOLS L, OLS DOLS L,
0 0.5% 3.5% 55% 3.5% 21.0% 65% 65% 98.0%  5.5%
5  31.5% 54.%  30.0% 12.5% 64.5% 13.0% 8.5% 100.0% 7.5%
10 62.0% 87.0% 49.0% 41.5% 85.0% 21.5% 26.0% 100.0% 5.0%
15 83.5%  96.5% 71.0% 62.5% 97.5% 29.5% 40.5% 100.0% 6.0%
20 96.0% 100.0% 84.5% 88.5% 98.5% 46.5% 56.5% 100.0% 8.0%
25  98.0% 100.0% 88.5% 96.5% 100.0% 65.0% 71.5% 100.0% 11.0%
30 100.0% 100.0% 93.0% 98.0% 100.0% 65.0% 81.0% 100.0% 10.5%
35 100.0% 100.0% 96.5% 99.0% 100.0% 74.0% 89.0% 100.0% 12.5%
40 100.0% 100.0% 98.5% 99.5% 100.0% 79.0% 93.5% 100.0% 12.5%
TABLE IB
Powger FuNCTION (p = —0.5)
c=0 c=—10 c= —100

b OLS DOLS Lo OLS DOLS L, OLS DOLS L,
0 16.0% 3.0% 5.0% 6.5% 0.5%  45% 3.0% 0.0% 4.5%
5 785% 57.5% 29.0% 31.5% 3.5% 1.5% 10.5% 0.0% 2.5%
10 96.5% 87.5% 50.5% 57.5% 19.5% 2.0% 20.0% 0.0% 3.0%
15 99.5% 96.5% 71.5% 93.5% 46.5% 7.5% 35.0% 0.0% 1.5%
20 100.0% 100.0% 86.0% 98.5% 81.0% 14.5% 48.0% 0.0% 4.0%
25 100.0% 100.0% 90.0% 100.0% 95.0% 34.5% 69.5% 0.0% 3.0%
30 100.0% 100.0% 95.0% 100.0% 98.0% 42.5% 77.0% 0.0% 2.5%
35 100.0% 100.0% 96.5% 100.0% 98.5% 50.0% 87.5% 0.0% 2.5%
40 100.0% 100.0% 97.0% 100.0% 100.0% 60.5% 94.0% 0.0% 1.0%
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TABLE I1I
Powger FuNncTiON OF UMPCU TEST
p=0.5 p=-—0.5
b ¢=0 ¢=-10 ¢=-100 ¢=0 ¢=-10 c¢c=-100
0 1.0% 1.5% 6.0% 9.0% 4.5% 5.5%
5 37.5% 5.0% 9.0% 54.5%  10.0% 4.5%
10 61.5%  16.0% 9.5% 79.0%  20.0% 6.0%
15 71.5%  21.0% 10.5% 93.5%  43.0% 8.5%
20 72.5%  26.5% 13.5% 99.0%  74.5% 10.0%
25 74.0%  31.0% 18.5% 99.5%  91.5% 14.0%
30 74.5%  34.0% 17.5% 98.0%  98.5% 14.0%
35 76.5%  38.5% 17.0% 97.0%  99.0% 25.0%
40 77.5%  46.5% 21.5% 90.5%  99.5% 32.0%

o2
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