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Relatively, recent work by Jeganathan (2008, Cowles Foundation Discussion Paper
1649) and Wang (2014, Econometric Theory, 30(3), 509-535) on generalized martin-
gale central limit theorems (MCLTs) implicitly introduces a new class of instrument
arrays that yield (mixed) Gaussian limit theory irrespective of the persistence level
in the data. Motivated by these developments, we propose a new semiparametric
method for estimation and inference in nonlinear predictive regressions with persis-
tent predictors. The proposed method that we term chronologically trimmed least
squares (CTLS) is comparable to the IVX method of Phillips and Magdalinos (2009,
Econometric inference in the vicinity of unity. Mimeo, Singapore Management
University) and yields conventional inference in regressions where the nature and
extent of persistence in the data are uncertain. In terms of model generality, our
contribution to the existing literature is twofold. First, our covariate model space
allows for both nearly integrated (NI) and fractional processes (stationary and
nonstationary) as a special case, while the vast majority of articles in this area
only consider NI arrays. Second, we allow for nonlinear regression functions. The
CTLS estimator is obtained by applying certain chronological trimming to the OLS
instruments using appropriate kernel functions of time trend variables. In particular,
the instruments under consideration are a generalized (averaged) version of those
widely used for time-varying parameter (TVP) models. For the purposes of our
analysis, we develop a novel asymptotic theory for sample averages of various
processes weighted by such kernel functionals which is of independent interest
and highly relevant to the TVP literature. Leveraging our nonlinear framework, we
also provide an investigation on the effects of misbalancing on the predictability
hypothesis. A new methodology is proposed to mitigate misbalancing effects. These
methods are used for exploring the predictability of SP500 returns.
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1. INTRODUCTION

Estimation and inference under temporal dependence are challenging tasks. An
enormous literature in time series econometrics and statistical time series is dedi-
cated to this topic. Despite major advances in this area, relatively little progress has
been made toward the development of a comprehensive framework for inference
in general models that allow for flexible functional forms and regressors that may
exhibit a wide range of persistence.

The major obstacle for a development of this kind has to do with the fact
that parametric estimators, under nonstastionarity and mild endogeneity, exhibit
drastically different limit distributions than those under stationarity. As a con-
sequence, inferential procedures developed for stationary data are not applicable
under nonstationarity and vice versa. A number of early studies in the area of non-
stationary econometrics (e.g. Phillips and Hansen, 1990; Johansen, 1995; Phillips,
1995) develop inferential procedures suitable for nonstationary models with 7(1)
covariates; however, these methods are nonrobust to local deviations from the unit
root paradigm, and some of them are not valid under stationarity'. In particular,
when there are local or larger deviations from a unit root, nuisance parameters
such as memory and near-to-unity feature in estimators’ limit distributions make
inference challenging. Near-to-unity parameters are not estimable, rendering var-
ious statistical tests non pivotal. On the other hand, memory parameters can be
estimated in general; however, more complicated procedures are required for valid
inference.

Despite progress in recent years toward methodologies that partially robustify
inference to the persistence properties of the data, a unifying framework for
inference that allows for a wide range of persistence in the data and a wide range
of model specifications remains elusive. In general, two main approaches have
been proposed to address this issue in the predictive regression literature. The first
approach relies on so-called conservative methods; see, e.g. Mikusheva (2007),
Phillips (2014), for a review. An alternative approach that has gained a lot of
attention lately is the semiparametric IVX method first proposed by Phillips and
Magdalinos (2009, PM hereafter). This is an IV method that yields conventional
inference for a general class of regressors via signal reduction in the instruments.
Further, it should be mentioned that there is related literature for fractional
cointegration systems (e.g. Hualde and Robinson (2010), that has received little
attention in the predictability area. More recently, Jin and Wang (2024 ) investigated
self-weighted estimation for nonlinear cointegrating regression. A more detailed
review of existing methods for robust inference under temporal dependence can
be found in Section S1 of the Online Supplement.

In this article, we consider a reduced signal IV method comparable to IVX.
We develop estimation methods that yield conventional inference in predictive

1 Phillips (1995) allows for both I(0) and I(1) covariates without prior knowledge of the exact integration properties of
each series. The proposed FMLS method yields conventional inference in the presence of both 1(0) and I(1) covariates.
However, for certain restrictions, FMLS Wald tests can be conservative.
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regressions that are nonlinear in variables, with nonlinearities of known form, see,
e.g., Park and Phillips (1999, 2001). In particular, we consider linear in parameter
models that allow for a wide range of dependence in the data including stationary
or nonstationary long memory as well as NI fractional arrays (e.g., Buchmann and
Chan, 2007). The proposed methods, which we term chronologically trimmed LS
(CTLYS), share the same underlying principle as the IVX method.

The CTLS method is partly encouraged by recent developments in generalized
MCLTs (e.g., Jeganathan, 2008, Wang 2014, 2015). These generalized MCLTs
entail asymptotic orthogonality conditions between triangular arrays and mar-
tingale difference terms that correspond to instruments and regression errors,
respectively. The validity of the aforementioned orthogonality conditions requires
instruments of weaker signal than that of the OLS instrumentation. These high
level requirements effectively define a class of instrument arrays that, similarly
to IVX, yield conventional limit theory (normal or mixed normal) irrespective of
the persistence level in the data. To illustrate how CTLS instrumentation achieves
signal reduction, consider the simple predictive regression

Ve =PBf—1)+e, k=1,..,n, @

where the regression errors {ex};_, together with some appropriate filtration
{Fk}i—, form a martingale difference sequence. In this case, the proposed CTLS
instruments for the estimate of 8 are a generalized version of

Zin(®) =K [cy (k/n—D)f (1), 0 <t < 1, ¢, +en ! — 0, )

with K > 0 being an integrable kernel function, and ¢, is a (reciprocal) bandwidth
term. Notice that for f(x) = x, the term in equation (2) is exactly the instrument
utilized for the estimation of TVPs in a number of studies?, e.g. Robinson (1991),
Giraitis et al. (2014), Phillips et al. (2017), Giraitis et al. (2021), and Hu et al.
(2024). The term Z, (7) is a reduced signal version of the OLS instrument f (x;_1).
To see this, without loss of generality, assume that limj_, o K (x) = 0. It then
follows from (2) that as n — oo we have K [c, (k/n—t)] — 0, for all k such that
culk/n—1| = oo. While trimming applies for values of k/n away from t, the
particular instrument extracts information locally around the “chronological point
7.” Notice that the kernel function is bounded away from zero when ¢, |k/n— 7|
is bounded, i.e., when k/n ~ 7. Therefore, no trimming applies when k/n is in the
vicinity of the chronological point t. By allowing the ¢, sequence to diverge at an
arbitrarily slow rate (i.e. ¢, — o0), the resultant IV (CTLS) estimator attains an
arbitrarily slower convergence rate relative to that of the OLS estimator.

Despite the fact that Z,(7) is a reduced signal instrument, its utilization does
not yield conventional inference under nonstationarity when there is more than one
regression parameter, e.g., equation (1). In fact, Phillips et al. (2017) demonstrate
that when covariates are /(1) and the dimensionality of parameter space is strictly

2The usual assumption in the TVP literature is that regression coeffients are of the form B(k/n) with B being a
function g : [0,1] —> R.
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greater than unity, limit distributions associated with Z,(t) instrumentation are
comparable to those of OLS, i.e., they are nonconventional determined by stochas-
tic integrals. This phenomenon occurs because the “Hessian” is singular with
multiple convergence rates arising from this singularity. We refer to Phillips
et al. (2017) for more details. Alternatively, the CTLS estimator proposed here
involves averaging over a multitude of chronological points. In particular, CTLS
instruments are of the form

!
Zin = ZZk,,(tj), O<<..<y<l,
J=1

with Z,(.) defined in (2) and [ is either fixed or [ = [, — 00, as n — 00. We
demonstrate that under nonstationarity (e.g., x; is an NI fractional process), Zy,
yields conventional limit theory as long as the number of chronological points
(i.e., [) is no smaller than the dimensionality of the parameter space and [, does
not diverge too fast. The former restriction is required for ruling out a singularity
in the Hessian. In particular, it is necessary that [, is no smaller than the number of
the regression parameters for the Hessian to be of full rank. The second restriction
ensures that nontrivial trimming (i.e. sufficient signal reduction) applies. The
signal reduction achieved by CTLS results in vanishing endogeneity between Zj,
and ¢; and therefore leads to mixed Gaussian limit distributions.

To illustrate why instruments of attenuated signal can facilitate conventional
inference, assume that f in (1) is linear. The particular choice of instruments yields
the following limit theory for the CTLS estimator

A (,3 — ,3) — 4 mixed normal,

where A,, = \/%dn, and d,, is a normalizing sequence such that d, lx[m] satisfies an
FCLT. Notice that because [,,/c, — 0, the estimator attains a reduced convergence
rate. Both the reduction in the convergence rate and the asymptotic mixed normal-
ity are due to the fact that the instruments are of attenuated signal. In particular,
the instruments satisfy the following asymptotic orthogonality condition which is
sufficient for mixed normality®

n
% S NE (i Ziner v | Fir)| = Op(/Infen) = op (1), 3
k=1

with v being the regression error that drives x; (and Zy,). The term on the Lh.s.
above captures the degree of endogeneity. In fact, it can be readily seen that
summand is the modulus of the conditional covariance between the score term
Ay 17w and the random process that drives the instruments, i.e., v¢. It is obvious
from the above that the degree of endogeneity is proportional to the signal of
the instruments. Therefore, using reduced signal instruments results in vanishing

3See Jeganathan (2008, Condition R4) and Wang (2014, equation (2.3)).
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endogeneity, which, in turn, yields mixed normality. Notice that for the OLS
instruments the above requirement fails. Noting that the convergence rate of the
OLS estimator is A, = /nd,,, we get

1 n 1
— E(A "xeex-vi | Fict)| —a |IE(vie ~/th,
*/ﬁk221:| (A, ke vie | Feer)| = a |E (vie)| ; | ]
where X, is some limit process, e.g., fractional BM, Ornstein—Uhlenbeck process,
etc.
The contribution of this article can be summarized as follows.

(i) First, we provide a general theoretical contribution. Recent developments
in generalized MCLTs reveal that there is a whole class of reduced signal
instruments that yield conventional inference similar to IVX, cf. equation (3).
Therefore, more research is required to identify other potential methods and
evaluate their relative merits.

(i) Second, the current work allows for a substantially more general regressor
space than that considered by most research articles in this area. Existing
studies focus primarily only on NI predictors. For example, the ARFIMA
class has received very little attention in the predictive regression literature,
if any, despite the fact that it can accommodate precesses exhibiting far
more general levels of persistence than those of the usual NI processes.
Note that if {x;};_, is an NI array, we have the following single order of
magnitude Y ;_, xx = O,(n*/?). On the other hand, if x; ~ I(d) with memory
parameterd > —1/2we get Y ;_;xx =0, (nl/ 2+d ) which gives a continuum
of asymptotic rates.* In the current work, we allow for wide range of stationary
and nonstationary covariates that encompass both NI and fractional processes
as special cases, e.g., the NI fractional (NIF, hereafter) nonstationary arr.a\y5
(see also Buchmann and Chan, 2007; Kasparis et al., 2015)

X = 4c/m) X1+ Vi, v ~1(8),6 > —1/2. @)

(iii) Further, this article allows for nonlinear regression models (e.g. Park and
Phillips, 1999, 2001), generalizing the linear predictive regressions commonly
used in practice. Nonlinear specifications can potentially address misbalanc-
ing issues that are typically encountered in the applied predictive literature,
i.e., situations where the predictor is more persistent than the dependent
variable, see, e.g., Kasparis, Andreou and Phillips (2015), Phillips (2015),
and the discussion below. A new methodology, which entails rolling test
statistics of sequences of flexible functional forms, is proposed for mitigating
misbalancing effects related to the predictability hypothesis.

4Notice that an /(d) process of memory d > —1/2, can be either nonstationary or stationary, possibly of negative
memory.

5The memory of x; is d = 14 8. Note that for § = 0, x; is the usual NI process considered in the predictability
literature. On the other hand, for ¢ = 0, we get a fractional process with memory parameter d > 1/2.
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(iv) Finally, this work provides a novel limit theory of independent interest. For
example, we generalize asymptotics for kernel functionals related to the
literature on TVP models in various directions. Among other things, we
consider kernel functionals that entail substantially more general nonstation-
ary covariates than those in the existing studies, e.g., Phillips et al. (2017).
Furthermore, we consider kernel sample functionals that involve stationary
and nonstationary processes, possibly of long memory, at the same time.
The basic limit theory derived here can readily provide asymptotic results
for the Hessian terms associated with TVP model estimators. However,
a complete characterization of these estimators—specifically, the asymp-
totics for score terms similar to those considered by Phillips et al. (2017)—
requires additional work. We leave further developments in this area for future
research.

Finally, we provide some comparison between CTLS and IVX. PM shows
that IVX can accommodate NI and mildly integrated (MI) covariates while the
most recent work of Kostakis et al. (2015) extends the method to stationary
short-memory processes. Further, some preliminary theoretical results suggest, see
Theorem 3.2 in Duffy and Kasparis (2018), that IVX, probably after some minor
modification, is also valid for fractional processes. Our theoretical framework
does not allow for MI processes but readily allows for fractional predictors and
nonlinear regression functions. The current results could be generalized to MI
covariates, but generalization would require a drastically different asymptotic
machinery, e.g., a generalization of the asymptotic theory provided by Duffy and
Kasparis (2021). We leave an extension toward this direction for future work.
In terms of implementation, both methods are of comparable complexity, i.e.,
they both rely on studentized IV estimators. The simulation study provided here
indicates that, for the usual linear specifications with NI covariates, IVX-based
inference has better finite sample performance relative to CTLS. Nevertheless, as
mentioned above, CTLS is readily available to nonlinear models and in situations
where covariates are nonstationary fractional arrays.

The remainder of this work is organized as follows. Section 2 introduces the
model and the main assumptions. Section 3 presents the CTLS instruments and
related estimators. Section 4 considers CTLS-based predictive tests in a univariate
setting. CTLS inference in a multicovariate setting is provided in Section S2 of
the Online Supplement. Section 5 provides a theoretical investigation into the
consequences of misbalancing due to functional form misspecification on CTLS
predictability tests and proposes a new methodology for mitigating adverse effects
due to this phenomenon. Section 6 is a simulation study. An empirical application
to the predictability of stock returns is the subject of Section 7. Our basic limit
theory is presented in the Appendix, i.e., Sections A and B. All proofs are provided
in the Online Supplement.

Throughout this article, we make use of the following notation. For two
deterministic sequences a, and b,, a, ~ b, denotes lim,_, . a,/b, = 1. I(A) is
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the indicator function on set A. We may write the integral fR JF)dx ( f S (0)dx)
as f f( f A f). = denotes weak convergence in the space D[0, 1]. For a vector x,
[lx|| is its inner product norm and X’ its transpose. For a matrix A, ||A|| denotes its
matrix norm. For a matrix A, [A]; denotes its (i,j) element. By [x] we denote the
integer part of a positive number x. Definitional (distributional) equality is denoted
as := (=¢). Finally, diag{a;, ..., a,} denotes a (block) diagonal matrix with (blocks)
elements {ay, ..., a,} on the main diagonal, —; denotes convergence in distribution,
and Y := MN(0, X) denotes a mixed Gaussian variate with characteristic function
V() = Eeit/Y — Ee—t’Et/2.

2. MODEL AND ASSUMPTIONS
We consider the nonlinear in variables regression model
vk =+ BEX1) +er, e = oxug, k= 1,...,n, 5)

where p is an intercept, f = [ﬂl,...,ﬂp]/ a vector of slope parameters, X; =

[xk, Iy wees Xk, p]/ a vector of covariates, and f : R” — R? known regression functions
with f(xx) = [fi (xk,l),..., Jp (xk, ,,)]/. Without loss of generality, it is convenient
for presentation purposes to use the following initialization for the covariate
vector Xo = 0. The process u; together with some filtration F;forms a martingale
difference sequence such that E (u,% | .7-'k) = 1a.s., and x; is Fy-measurable. Finally,
oy is a volatility process allowing for a variety of conditionally heteroscedastic
regression errors (ey), e.g. strictly stationary ARCH(oco) or GARCH. The exact
properties of these processes will be specified in Assumptions A1-A3 below.
Similar nonlinear models with a predetermined covariate have been considered,
for example, by Park and Phillips (1999, 2001), Chang et al. (2001), and Chan
and wang (2015), in a parametric setup, and by Wang and Phillips (2009a, 2009b,
2011, 2012), Kasparis et al. (2015) in a nonparametric setup. For recent related
results, we refer to Wang (2021), Hu et al. (2021b), Duffy and Kasparis (2021)
and the references therein. It should be mentioned that the model of equation (5)
can be rewritten in the following more compact form:

vk =0'F(x3_1) +ex, (6)

where 0 := [/L, ﬂ’],, and F(x;_1) := [1, f(x;_1 )’]/. To keep our technical exposition
and notation relatively simple, we assume that either all covariates x;, are stationary
or they are all nonstationary.® Furthermore, following Park and Phillips (1999,
2001), we assume that under nonstationarity the regression functions {f;}}_,, are
asymptotically homogeneous functions. This class of functions is specified in detail
by the following definition.

60ur basic asymptotic theory in the Appendix can readily accommodate models where some regressors are stationary
and some are nonstationary. However, to keep our presentation simple, we do not explicitly allow for both regimes
at the same time in a regression setup. A generalization toward this direction would require substantially more
complicated notation, see, e.g., Chang et al. (2001).

https://doi.org/10.1017/50266466624000367 Published online by Cambridge University Press


https://doi.org/10.1017/S0266466624000367

8 ZHISHUI HU ET AL.

Definition AHF (asymptotically homogeneous function). A measurable func-
tiong : R — R is an asymptotically homogeneous function (AHF, hereafter), if there
is some continuous function Hy, : R — R and 7, : (0,00) — (0,00) such that for
all A > 0,

8(Ax) = g (M) Hy (x) + Ry (A5 %),

where |Rg(k;x)| < ag(M)Pg(x), with Py(x) =1+ |x|% for some 6, > 0, and
ag(A)/mg(A) — 0, as & — 00. H, and 7, are the limit homogeneous function and
asymptotic order of g respectively.

Remark 1. An AHF g(x) postulates that for large A, g(Ax) ~ 7, (A)Hg(x). Many
popular functions satisfy this property, e.g., polynomial functions, logarithmic,
step functions, and distribution type of functions—see, e.g., Park and Phillips
(1999, 2001) for further discussion. We impose continuity on H, in order to
simplify our derivations. The results presented in this work can be extended to
locally integrable functions (e.g. functions with integrable poles) at the expense
of more complicated exposition—see, e.g., Christopeit (2009), Wang and Phillips
(2009a,b), Duffy and Kasparis (2021) and the references therein.

The following assumptions specify in detail the covariates and the regression
error in (5).

A1l (innovations): n;, € R’*! is a random sequence of the form n; = (&, uk]’,
& € RP, and Fy = o (ug, ug—1, ..., u1;&j,j < k) a sequence of sigma-fields.
{nk, F}i=1 1s a (p + 1)-dimensional martingale difference sequence satisfying
the following conditions:

(@) supys EQuil (Jug| = M)|F_1) = op(1), as M — 00;
(b) supy E(&IP (|l = M)|Fi—1) = op(1), as M — o0;
(c) forall k> 1, Eu}|F—y) = 1.

A2 (stationary process): X; = [xk,l,...,xk,p], is a functional of {&,&_1,...},
and oy is adapted to F;_;, where F; is defined in Al so that F(x;_;)
and F(x;_)oy are strictly stationary ergodic sequences with F measurable
and E[|[F(x))|1> + 07 (1+ [F(xp)|?)] < oo.

A3 (nonstationary process & invariance principle):

(@) Xk := Dy "Xy, with D, = diag{dy, ..., dpn}, 0 < d2, = Var(x,, ;) — oo, for
eachi=1,...,p, and x; is a functional of {&,&;_1,...}, possibly depending
on n, such that on Dg3, [0, 1],

[n1] [nr]
1 1
|:ﬁ D & T > ek X, [nt]:| = [Bi B2 X )
k=1 k=1

with By ,, By, two independent vector Brownian motions, and A} is a
continuous vector process that depends only on functionals of {B; ;}o</<I
and {Bz,t}05t§1§
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(b) oy is adapted to F;_; and is a strictly stationary ergodic sequence satisfy-
ing Eo}' < 0o, where Fy is defined in A1.

The martingale assumption for the innovation process {n, Fi};>; under Al is
standard in the literature. The uniform integrability conditions (a) and (b) are
weak in comparison to higher moment assumptions used in previous studies—
see, e.g., Wang (2014) and Wang and Phillips (2009a,b). In Al(c), we impose
E(u,%|}"k_1) = 1 for convenience of notation. In fact, if a,f = E(u%l]-"k_l) #1,it
is routine to see that our results still hold when oy is replaced by oy 0,,. Examples
of processes that satisfy A2 include short and long memory linear processes, e.g.,
Xe =Y oo Pibiin & ~ iid(0,0¢), Y oo ¢? < oo. For the purposes of the subsequent
analysis, it is worth noting that when [x;, 03] are (strictly) stationary relying on
&, Ek—1, ..., we also have that f(x;_;)oy is an ergodic strictly stationary sequence.
The NIF array of (4) is an example of a nonstationary process that satisfies A3(a).
For (scalar) x; as in (4), under certain additional technical conditions, we have
the following weak limit to a fractional Ornstein—Uhlenbeck process (see, e.g.,
Bunchmann and Chan, 2007; Kasparis et al., 2015)

t
Xn,[nt] :>/ ec(t—r)de(r)’
0

where W,(r), d > 1/2 is a fractional Brownian motion. Note that the limit process
depends on dual nuisance parameters, i.e., the near-to-unity parameter ¢ € R
and the memory parameter d > 1/2. Finally, we note that the strict stationarity
requirement for o of A3(b) is general enough to allow for a strictly stationary
GARCH, ARCH(00) regression error ¢; (e.g., Francq and Zakonian, 2010; Section
2.2).

3. CTLS INSTRUMENTS AND ESTIMATION

This section presents the CTLS estimator in the context of the regression model (5),
together with its asymptotic properties. Let K be some integrable kernel function
and c, a (reciprocal) bandwidth term. For an integer valued sequence /,, and 0 <
7] < ... < T, < 1, define the vector of instruments

In
Zy, = Zan(Tj), Zin (7)) =K [cn (k/n— 7)) | £ (x4-1).
J=1
Given that the main focus of our analysis is inference for the slope parameters, it
is convenient to consider an estimator for 8 only. For this reason, certain intercept
demeaning for y; is used below. For any {a;};_, (ax can be a vector), define

n
2 k=1 UK

a:=="—— and g :=a; —a, 8
Zk:l Kin

where K, := Z[.": 1 Klcn(k/n — 7j)]. The proposed CTLS estimator for 8 in the

model of (5) is
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n -1
B= |:Z anf'(Xk1)/:| > Zii &)
k=1 k=1

We note that, when [/, = 1, the CTLS estimator reduces to the usual local level
kernel estimator that has been widely used in the TVP literature; for example,
see Phillips et al. (2017), Hu et al. (2024) and the references therein. Although
it may not be directly obvious, the CTLS estimator given in (9) also entails
instrumentation for the intercept. In fact, K}, is implicitly used as an instrument
for the intercept. This instrumentation is manifest in the demeaning of yy, i.e.

=y > it YK
A=V~ =
ZZ:IKI("

Notice that if we set Ky, = 1, the term above yields the OLS demeaning (instru-
mentation) as a special case. It should be mentioned that instrumentation for the
intercept is necessary for CTLS to achieve mixed normality in the nonstationary
case. In practice, it is possible to choose different kernel functions and bandwidth
terms for each element of f(x;_1). In order to keep the technical exposition simple,
in this section, we only consider the case where the kernel function K and ¢, is the
same for all elements of f(x;_;). We refer to Hu et al. (2021a) for more technical
details about the properties of CTLS when different kernel functions are employed.

The following two assumptions specify in detail the properties of the kernel

. In
function K and the sequences c,, I,, and {7 }j:r

A4 (kernel function and restrictions on tj, [, and c,):
(a) K(x) is a positive real function having a compact support with 0 < [ K <
o0,
®)0<c¢, > o0andc,/n— 0;
(©) 7y =j/(,+1) where j = 1,...,1, with ¢, ', + ' — 0.

The compact support requirement of A4, for the kernel function K(x), can be
relaxed under some additional conditions on /, as follows:

A4" (kernel function and restrictions on 7,1, and ¢,):

(a) K(x) is a bounded positive and eventually monotonic real function’ with
0< [K < o0;

®)0<c¢, > ocandc,/n— 0;

(©) 7y =j/(,+1) where j = 1,...,1, with ¢, "I, log [, + ;' — 0.

Assumptions A4 and A4* postulate that the bandwidth ¢, is divergent and
dominated by n, and that /,, is divergent and dominated by c,. It should be empha-
sized that these restrictions are not model specific, that is, they are independent
of the properties of x;. It is explained in more detail below that in practice
we can also assume that [/, is fixed, but with the additional restriction [ > p,

7i.e., there exists an Aj > 0 such that K(x) is monotonic on (—oo, —Aj) and (A}, 00).
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under nonstationarity. The chronological points are assumed to be equispaced.
This can probably be relaxed at the expense of more involved derivations. Using
equispaced chronological points appears more compelling from a practical point of
view. Recall that CTLS extracts information in the vicinity of each chronological
point. Therefore, it is more reasonable to spread 7;’s evenly over time rather than
concentrating them within a specific time window and disregarding information
from other periods.

Our first result provides the limit distribution of the CTLS estimator when
A2 is satisfied, i.e., for stationary X;. The basic limit theory for stationary and
nonstationary functionals is provided by Theorem 5 and Theorem 6, respectively,
in the Appendix.

THEOREM 1. Suppose that:

(a) yy is generated by (5);
(b) A1, A2 and either A4 or A4* hold;
(c) &, :=E {[f(xl) —Ef(x)][f(x1) — Ef(xl)]'} is nonsingular.

Then as n — o0,

[nl, / [K? . .
Z(ﬂ—ﬂ) —>dN(0, (/—I()zq)l @0@1 s
with ®¢ := E {0} [f(x1) — Ef (x)][f(x) — Ef (x))]'} .

We note that the multiplicative structure of the limit variance matrix in Theo-
rem | is due to the conditional heteroscedasticity assumption for the regression
error ¢;. Under conditional homoscedasticity, e.g. o = o for all k, we have

&y = o>®, which gives the limit variance matrix [sz/ (fK)2] ool
Theorem 2 below gives the limit distribution of the CTLS estimator for nonsta-
tionary covariates, i.e., X, satisfies A3 instead of A2.

THEOREM 2. Suppose that:

(a) yy is generated by (5).

(b) Al, A3 and either A4 or A4* hold.

(¢c) For each i = 1,..,p, fi is an AHF with limit homogeneous function Hy, and
asymptotic order ;. Furthermore, D, := diag {7y, (dyy), ..., 7f, (dpn) }.

d) ® := [ Hy(X)H(X)'dt is nonsingular a.s., where Hy(X) :=
[Hy, (Xe1). - Hy, (Xp)], with X = [ X1, X and Hy(X) = Hp(X,) —
Jo He(X)ds.

Then as n — 00,

nl, n [K* _
p, (,3 - ,3) —4MN (0, S E(0?)®; ‘) .

n
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The limit distribution in Theorem 2 is mixed normal and, therefore, conven-
tional inference applies. Furthermore, unlike the stationary case, the volatility
term E (o) separates from the variance matrix, ensuring easy implementation in
applications.

Remark 2. Both under stationarity and nonstationarity, the CTLS estimator
attains the OLS convergence rate (/7 and /nD, respectively) times /T, /c,, — 0.
The term +/1,/c, can be chosen to vanish at an arbitrarily slow rate, e.g., slowly
varying. In the nonstationary case, the convergence rate depends on the asymptotic
order of the regression functions, i.e. {T[fi }f:l , as well as the memory characteristics
of the covariates, i.e. {d,-,,}‘[”=1 —see also Park and Phillips (1999, 2001) and
Chang et al. (2001) for comparable results. It should be mentioned that the
requirement ¢,n~' — 0 ensures that there is sufficient signal in the instruments
for consistent estimation, while the restrictions c,f',lnc; ' > 0 ensure that there
is sufficient signal reduction in the instruments to facilitate mixed normality under
nonstationarity. If ¢,”! — oo, it can be shown that CTLS and OLS are in general
asymptotically equivalent®. In the stationary case, a fixed value for ¢, also yields
an CTLS estimator that is asymptotically equivalent to OLS—see, e.g., Hu et al.
(2024, Remark Al).

Remark 3. If a single chronological point, say 7, is utilized (i.e. [, = 1), then
®; = Hy(X;)Hp (X)),

which is necessarily singular. Phillips et al. (2017) demonstrate that in this case
the limit distributions of kernel regression estimators for TVPs are determined
by stochastic integrals, and therefore limit theory is not conventional. In fact, the
limit distribution in this case is comparable to that of OLS. Phillips et al. (2017)
propose a kernel variant of FMLS to obtain pivotal tests. However, it is known that
this method is not robust to local deviations from unity. The singularity of the limit
variance matrix is due to the nonstationarity of the regressors. To see this, recall
that the covariates in this case satisfy an FCLT with &} being the limit process. As a
result, the kernel functional that utilizes the single chronological point T estimates
the continuous limit process at time 7, i.e.

Z:l (ank) (ank)/ Kkn
ZZ:] Kien
Therefore, there is no sufficient information for the identification of the regression

parameters. On the other hand, for stationary covariates the aforementioned
functional approximates the averaged regressor process, i.e.

> ket XX Kin
ZZ:l Kin

~ XX

~ /
~ Exix;.

8i.e. under stationarity ﬁ(é—0) = ﬁ(@Lg—(}) + 0,(1), and under nonstationarity /nD, (@—0) =
D, (85— 0) +0p(1).
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The averaging of information over time prevents a singularity in the limit variance
matrix. As explained in the subsequent remark, the utilization of multiple chrono-
logical points induces averaging of information over time, even if the covariates
are nonstationary.

Remark 4. The limit result of Theorem 2 applies with a nondegenerate variance
matrix for a fixed number of chronological points {rj}jl.=1 provided ! > p, i.e., the
number of regression parameters does not exceed /. In this case, the variance matrix
is of the form

!
1
®r =7 ) Hi(Xg)He(X)'.
j=1
It can be shown that if there are a.s.p-many linearly independent vectors Hy(Xy),
then the term above is nonsingular a.s.

Remark 5. Kostakis et al. (2015) show that the IVX estimator attains a /n-
convergent rate for stationary short memory covariates. However, CTLS attains a
sub-OLS convergence rate in this case. This reduction in the convergence rate has
an impact on the asymptotic power of CTLS-based tests. A solution to this problem
is to fine tune the bandwidth ¢, using some memory estimator for the covariates.
For example, consider the alternative bandwidth

. {c ifd>05

_ ¢ 1
1,ifd <05’ (19)

Cp =

where d is some memory estimator for a covariate, e.g., local Whittle. It follows
from Remark 2 above that if ¢, = 1, 3 is asymptotically equivalent to OLS.
In fact, if ¢ is employed, CTLS trimming is “switched off” when the process
is in the stationary region. As a consequence, there is an improvement in the
convergence rate of ,é . Some preliminary results show that this bandwidth selection
method delivers valid inference even if the covariate is an NIF array, i.e., equation
(4).° Simulations provided in Section 6 show that the bandwidth of (10) yields
substantial power improvements when the covariate is in the stationary region. In
particular, for values of the memory parameter d < 0.4, the CTLS predictive tests
are indistinguishable from the OLS tests. A similar bandwidth selection method
has been considered by Kasparis et al. (2015) for improving the performance
of kernel-based inference in the presence of fractional covariates. Furthermore,
this method is comparable to the “sliding” statistics considered by Kostakis et al.
(2015), Elliott et al. (2015), and Magdalinos and Petrova (2022). Kostakis et al.
(2015) provide a finite sample improvement for the IVX method by considering

9The NIF array of (4) has the same memory characteristics as those of an ARFIMA with d > 1/2, in the sense that
both processes are O, n4=Y2) d = 1+5 (8 is defined in (4)). Preliminary results show that the local Whittle and
log periodogram estimators both converge to d (for d < 1), even if there is some near-to-unity parameter, therefore
correctly capturing the order of magnitude of the process. We expect that the exact local Whittle (Shimotsu and
Phillips, 2005) is also valid, even if d > 1.
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a sliding studentization for the IVX t-statistic. This method employs plug-in
estimators for long-run variance matrices that yield a different studentization
in situations of weak and strong endogeneity. Elliot et al. (2015) consider an
inferential method for predictive regressions with an NI predictor. The method
requires the near-to-unit parameter to be on a bounded prespecified interval,
therefore ruling out stationary processes. A preliminary autoregressive estimator
is utilized to switch to a conventional test statistic when the predictor is in the
stationary region. Magdalinos and Petrova (2022) propose a similar switching
mechanism to switch test statistics between stationary, NI, and explosive regions
in predictive regressions.

4. CTLS INFERENCE

Next, we consider statistical inference for regression parameters based on CTLS
estimation. It follows from the results in Section 3 that the CTLS estimator delivers
conventional inference (e.g. N(0,1) and x2). In order to keep our exposition
relatively simple, in the remainder of the main article, we restrict our analysis to
t-tests for single restriction in the context of univariate regressions. Inference in the
context of multicovariate models with possibly multiple restrictions is provided in
Section S2 of the Online Supplement.

Setting the dimension of the slope coefficient vector p = 1, and suppressing the
second index on the r.h.s., we can rewrite (5) as

Ve=u+Bf 1) tew k=1,...n, amn

where x; and ¢, are defined as in A1-A3. In this case, the slope parameter estimator
of B in (9) reduces to

= L1 Zinds (12)
ket Zinf i

where Zy, = Kif (e—1). Kin = Y1 K [cn (k/n— 7)) |50 = i — Zk;l%’kfk and

= 1 Si Kien .

S =fk—m with fi = f (x—1).

ZZ=1 Kien ’
To test the hypothesis Hy : B = By (for some Sy € R), we consider the CTLS-based
t-statistic defined by

13)
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and ¢ are the OLS residuals ¢, = y; — jfirs — ,BALka. Note that for the estimation of
the regression error variance, we use residuals based on the OLS estimator, which
is more efficient than the CTLS estimator (see also Kostakis et al. (2015) for a simi-
lar approach). The normalizing matrix V, allows for conditional heteroscedasticity.
However, if sz = o2 for all k, then the following estimator can be used instead.

e |1 fk:| V2 RN
=g K , 07 :=n é;. 14
;kn[fk % > 14

Under nonstationarity, conditional heteroscedasticity in the regression error does
not affect the limit variance of the CTLS estimator in a material way as seen
in Theorem 2. In particular, the volatility term Eo? is scaled out. As a result,
conventional estimators for the limit variance (i.e. ]>) can be employed for the
construction of t-statistics (see also Remark 7 below). This fact is comparable
with the recent findings of Magdalinos (2022) who demonstrates that conditional
heteroscedasticity has a material effect in the limit distribution of the IVX estimator
only under stationarity.

The subsequent result gives the limit distribution of T under the null hypothesis
when the regressor is either stationary satisfying A2 or nonstationary satisfying A3.

THEOREM 3. Suppose that the conditions of Theorem 1 or Theorem 2 hold with
p = 1. In addition, sup; Eui < 00. Then, under Hy : B = Po, we have

T — 4 N(O, 1).

Remark 6. The limit distribution of the test statistic under the null hypoth-
esis is standard normal for both stationary and nonstationary regressors. Under
the alternative hypothesis, the divergence rate of the t-statistic is determined
by the convergence rate of the CTLS estimator. In particular, for stationary
x; straightforward arguments show that T= Op(+/nl,/cy). On the other hand,
in the nonstationary case, we have 7 = Op (s (dy)/nly/cy), where d, is the
normalizing sequence of A3(a) for the case p = 1, e.g., d, = /n for x; NI
and d, = n¢"'/2, x; for I(d), 1 /2 < d < 3/2. Therefore, a faster divergence rate
is attained for more persistent processes. This fact is also corroborated by our
simulation results (see Figure S1 in the Online Supplement). In the nonstationary
case, asymptotic power is affected by the asymptotic order (i.e. growth rate) of
f. Note that for logarithmic, or lower order polynomial (e.g. f(x) = |x|’, p < 1)
regression functions, slower power rates are attained relative to linear and higher
order polynomial transformations—see also Park and Phillips (1999, 2001) for
comparable results.

Remark 7. The fourth moment requirement for u; in Theorem 3 can be
dispensed with when the regression errors are conditionally homoscedastic, i.e.,
in situations where Vn, of (14), can be utilized in the place of Vn
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4.1. Impact of Bandwidth Terms on Tests

As mentioned before, CTLS effectively involves dual bandwidth terms. First, ¢,
can be seen as a conventional bandwidth term that controls kernel smoothing. On
the other hand, /,, determines the number of chronological points. Recall that the
CTLS instruments extract information locally to each chronological point 7;. It is
well known that the choice of bandwidth in semiparametric (and nonparametric)
methods involves a trade-off between size and power. More efficient estimators
are associated with better power, while less efficient estimators typically exhibit
better size. This is true for CTLS as well. In general, choices of /,, ¢, that yield
better asymptotic power are associated with inferior size and vice versa. Smaller
values for ¢, (oversmoothing) result in stronger instruments while larger values
(undersmoothing) attenuate the signal of the instruments. On the other hand,
stronger instrument signal is attained when a larger number of chronological points
are utilized. The size/power trade-off associated with the bandwidth terms can be
formulated mathematically as follows:

endogeneity < +/1,/c, — 0 & asymptotic power x /c,/l, — 00.

The first relation is a direct consequence of (3), while the second follows from
Theorem 4 of the subsequent section. Therefore, it is evident from the above
that endogeneity and asymptotic power are inversely related to pure mathematical
terms.

Figure 1 provides a graphical illustration of how information extraction associ-
ated with the CTLS is affected by different values of the bandwidth terms. CTLS
instruments extract a fraction of the information utilized by OLS. The information
utilized by OLS is represented by the whole box area (dark + grey area), while the
information extracted by CTLS is represented by the dark area only. Notice that the
shape of dark area is determined by the kernel function. For the particular figure,
we use Gaussian kernels. It can be readily seen that CTLS extracts a fraction of
the information utilized by OLS. The panels on the L.h.s. (Fig. 1(a)—(c)) illustrate
the impact of the ¢, bandwidth when a single chronological point utilized at the
middle of the sample, i.e., T = 1/2. Notice that more information is extracted in
the vicinity of 7. In addition, signal attenuation is achieved when undersmoothing
is employed, i.e., ¢, is large. The panels of the r.h.s. (Fig. 1(d)—(f)) illustrate the
impact of /,. The utilization of additional chronological points results in a stronger
signal and more even information extraction over time. In general, larger dark area
is associated with more powerful tests, but this comes at the expense of size.

An optimal choice of these bandwidth terms would require second-order limit
theory comparable to that of Sun et al. (2008), which is very challenging from a
technical point of view under our theoretical framework. In the current work, we
recommend values for the bandwidth terms that appear to give a good size/power
trade-off based on a simulation study; see Section 6 below.
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Total signal extracted by CTLS instruments equals the dark area
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FIGURE 1. Signal of CTLS instruments vs. OLS.

5. CONSEQUENCES AND MITIGATION OF MISBALANCING IN
PREDICTABILITY TESTS

Regression misbalancing (cf. Phillips, 2015) is an important issue that has received
relatively little attention in the predictability literature. In this section, we pro-
vide some theory about the consequences of misbalancing to the predictability
hypothesis. These results are supported by the simulation study in the next section.
A well-known stylistic fact in the empirical studies of stock return predictabil-
ity is that stock returns and various predictors exhibit vastly different memory
characteristics. Stock returns are typically consistent with /(0) processes, while
various financial and macroeconomic predictors (e.g., dividend yield, inflation)
appear to be long memory and in most cases nonstationary (see, e.g., Kostakis
et al., 2015). Phillips (2015) referred to this memory mismatch as misbalancing.
Misbalancing makes linear specifications that dominate the empirical literature
less plausible. We show that for many specifications of interest, misbalancing
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due to incorrect functional form still leads to consistent tests as long as the true
regression function is diverging. However, there is a reduction in the asymptotic
power rate. Overall, the power loss is more substantial if the model is badly
misspecified, the persistence of the predictor is more intense, and the noise
(regression error) is less substantial. In addition, if the true regression function is of
vanishing order, statistical tests can be bounded under the alternative hypothesis.

A departure from the usual linear-in-levels specification can potentially address
misbalancing issues. For instance, Christensen and Nielsen (2007) and Bollerslev
et al. (2013) consider predictive models for returns where the systematic part
of the model is of the form u + f(x;—;) with f being the fractional difference
operator (I — L)? and d the memory parameter of some volatility predictor, x;
say. Note that in this case f(xx—;) is /(0)—see also Andersen and Varneskov
(2021). Similarly to spectral LS methods, e.g., Robinson and Hualde (2003) and
Christensen and Nielsen (2006), this approach requires plug-in estimates for the
memory parameters.

Marmer (2008), Kasparis (2010), Kasparis et al. (2015) and Phillips (2015)
suggest that nonlinear regression functions can potentially address misbalancing
issues. It is well known (e.g., Park and Phillips (1999, 2001) that nonlinear
transformations can significantly attenuate the signal of persistent processes. In
fact, a transformed nonstationary process may exhibit a weaker signal than a
stationary one. For example, for some measurable function f and x; stationary
we have Y /_, |f (xx)| = Op(n), in general. On the other hand, for x; ~ I(1) the
following orders apply (e.g., see Park and Phillips, 2001):

Op(n'*7/?), f polynomial of order p > —1;
Xn: If ()| = Op(nln(n)), f logarithmic;
— Op(n), f bounded;
B Op(4/n), f integrable.

Itis easy to see from the orders shown above that certain nonlinear transformations
of I(1) processes exhibit very weak signals that can be equal (bounded functions)
or smaller (integrable and reciprocal functions) than those of a stationary process.
Figure 2 provides a graphical illustration of the effects of certain nonlinear
transformations on the paths of an /(1) process relative to those of stationary
GARCH (1,1) (i.e., a martingale difference process). It can be seen that the
aggregated paths of a GARCH with those of a transformed nonstationary process
may resemble those of martingale difference processes.

As emphasized by Phillips (2015)—see also Kasparis (2011)—misbalancing
may result in asymptotically vanishing estimators.'’ Nevertheless, it is not directly
obvious how this affects the predictability tests. Interestingly, for many specifica-
tions of interest (e.g. AHF of diverging homogeneous order), t-statistics diverge
under the alternative hypothesis even if misbalancing has been committed, albeit
at slower rates. This is due to the fact that the test statistic studentization partially

10Consider for instance linear regression of yx on x with yx ~ I(dy), dy < 1/2, and x; ~ I(dy) with d, > 1/2.
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F1GURE 2. Paths of GARCH(1,1) vs. transformations of 7(1).
P1: 0.5x; P2: 0.5]x%%%; P3: 0.5In(|xx]); xx — x,_1 ~ i.d.N(0,1); GARCH(1,1) with param.
0.01,0.45,0.45.

offsets misbalancing effects. However, if the fitted model is badly misspecified,
the t-tests can be bounded under the alternative hypothesis.

Next, we consider the effects of misbalancing in CTLS t-tests due to an incorrect
functional form. Some comparable analysis is provided by Kasparis et al. (2015)
who investigate the asymptotic power rates of FMLS t-tests and the Janson and
Moirera (2006) test under functional form misspecification. In this work, we
provide some deeper analysis of the effects of misbalancing due to functional
form misspecification with a focus on CTLS fits. In particular, we assume that
the true model is given by (11) with f AHF of increasing asymptotic order 7y (1)
(i.e. m¢(A)~" — 0) and the fitted model is

Vi = i+ Bfu ) + & 15)

with [, ,3 being CTLS estimates, and f); AHF of asymptotic order 7y, (1) such
that 7y (A)y, (AM)~! — 01i.e. a) the fitted model is misbalanced because the fitted
regression function dominates the true one; b) fy, is of diverging asymptotic order.
To keep the article within manageable length, we do not provide theoretical results
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for the cases where f is integrable or AHF with 7ry(A) — 0. However, this type of
misspecification is considered in the simulation study of the following section.

Before presenting the next theoretical result, we introduce some notation. Let
7 and TM be the t-statistics of (13) based on the true and misbalanced models,
respectively, for the null hypothesis Hy : 8 = 0. Further, recall that for any locally
integrable function ¢ we define

1
(X)) = q(X) — /0 J(X)ds.

Furthermore, by d, we denote the normalizing sequence of Assumption A3(a) for
the case p = 1. The following result gives the divergence rate of T), as well as the
relative orders of T and Ty,.

THEOREM 4. Suppose that

(a) yy is generated by (5) with p = 1, and sz =02 e (0,00) for all k;
(b) the conditions of Theorem 2 hold;
(¢) fu is AHF with limit homogeneous function Hy,, and asymptotic order 7y, ;

1 Hy,, (X,
(d) the matrix [ [ Hj, (X)) HJ;ZM E?Gi

(e) (M) ()7, (M) — 0.
Under H, : B # 0, we have

|~
C—nfM —y ﬂfK'fo Hy, (X)) Hp(X,)dt

Mo KR By (X0 Hy, (Xods

with 0*2 = fol [H(X,) — s — BiHy, (X,)]zdt and (s, By the pseudo-true value
limits'! of the OLS estimator. Furthermore, under H, : B # 0

i| dt is nonsingular a.s.;

(16)

. 2 HX,HMXtdt H)C;‘H-)(tdt
nf(dn)—li_)d\/ fo [ (X Hp,, (X)) fo (X)) Hp (X;)

17)
Ty Vo [ Hyy, (X)Hp(X,)dt

It can be easily seen from Theorem 4 that if the true regression function is AHF
of lower asymptotic order than the fitted one, there is a reduction in the asymptotic
power rate by a factor of 7¢(d,). Notice that 7(.) is the asymptotic order of the

true regression function. The ratio f/ i‘fM ‘ captures the relative asymptotic power

of the test statistics based on balanced and misbalanced specifications. At first
glance, the second part of Theorem 4 suggests that misbalancing has more adverse
power effects when 777(.) is of higher order (i.e. closer to the fitted model), which
is counter intuitive. A closer reading of Theorem 4 shows that 7¢(.) is not the only
term that affects the relative asymptotic power. It follows from the second part of

11 A full characterization of s, B« is provided in the Online Supplement.
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the theorem above that we have the following approximate behavior.

VL B (X By, (Xode [ B OH (Xdr [32(d)0? 402

i ~ o Bl (XD Hy (X,
o HMfm WA

(18)

o2

=: R1 -Rzn (0'2,0*2) .
The relative performance of the two statistics is therefore determined by

(i) m¢(.): the asymptotic order of the true regression function;

(ii) d,: the persistence of the predictor;

(iii) R, : the asymptotic distance between the true and fitted regression functions;'”
(iv) o2: the asymptotic L?-distance between the true and fitted regression models;
(v) o2 noise."?

Misbalancing has more severe effects when the terms n(dy), Ri, 0*2 assume
larger values. Notice, however, that the latter two terms tend to be larger when
there is substantial discrepancy between f and fj;, while the former term is more
substantial when the opposite is true. Simulation results provided in the next
section show that infinite samples misbalancing has more severe effects when
there is a larger discrepancy between f and fj, indicating that R, and o are more
important than 77 (d,,).

Mitigating Misbalancing Effects. The discussion above shows that even if
misbalancing is committed, predictability tests may have nontrivial asymptotic
power. In many cases t-statistics are divergent under Hj, albeit at slower rates,
even if the fitted model is misbalanced due to incorrect functional form.'* In
view of this, we consider a strategy that potentially mitigates misbalancing issues,
when it comes to the predictability hypothesis. More specifically, we consider
rolling t-statistics incorporating regression fits that span various rates. For example,
consider the flexible functional forms given by the following set of regression
functions:

f(x,0) = 0 €O, (19)

1+ x|
with © being a discrete subset of positive real numbers. For each 6 € ©, consider
the CTLS t-statistic 7(6) based on the empirical model

Vi = i+ Bf(1,0) + &, (20)

12Note that by the Cauchy—Schwarz inequality Ry > 1. If f = fjs, then Ry ~ 1. On the other hand, if there is a large
discrepancy between f and fys, R; is significantly greater than unity.

3Notice that Ra, (02,(7*2) is decreasing in o2, Therefore, other things being equal, misbalancing has less severe
power effects when noise is substantial.

14Recall that if the fitted model is linear and the true regression function AHF of increasing order, t-statistics have
asymptotic power one. However, the tests may not have power if the true regression function is AHF of decreasing
order or integrable—see Kasparis et al. (2015) and the simulation study in this work.
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for the hypothesis Hj : B = 0—cf. equation (13). For example, for ® C [0, 3] we get
a wide range of growth rates for f including linear (¢ = 0) bounded (6 = 1), asymp-
totically reciprocal (8 > 1), and integrable (6 > 2). Under the null hypothesis of
no predictability, we have f"(@) —4N(0, 1) for each 0 € ©® by virtue of Theorem 3.
Under H, the test statistics tend to be divergent for a wide range of values of 6
(even if the fitted model is misspecified in terms of functional form) with maximal
asymptotic power attained when f(x,0) is closer to the true regression function.

An alternative approach for addressing misbalancing issues is testing based
on kernel regression estimators; see, e.g., Kasparis et al. (2015). Nonparametric
methods provide more generality at the expense of slower convergence rates.
Further, an alternative parametric approach could be obtained by considering
test functionals of the form maxee(.)f(0)2, D oco f"(@)2 (see, e.g., Hansen, 1996).
Developing limit theory for sup and integral functionals under our assumptions is
challenging from a technical point of view. We leave exploration in this direction
for future work. In Section 7 below, we employ rolling test statistics based on the
flexible functional form of (19) to test the predictability hypothesis for the SP500
returns.

6. SIMULATIONS

This section explores the finite sample properties of CTLS inferential methods
with the aid of a simulation study. We consider the no predictability hypothesis

Hy:8=0vs.H : B #0.
The DGP is of the form
Yk = Bxr—1+ex. 1)

Without loss of generality, we set © = 0. Note that estimators are numerically
invariant to the value of the intercept. In all cases, the significance level is set at 5%
and the number of replication paths is 10,000. For the purposes of this experiment,
the following vector of innovations is generated:

e )

o € (—1,1). The predictor is either an NI array of the form

c
5= (14 )+ 22)
with ¢ <0 and xy = 0 or a type II fractional process (e.g. see Robinson and Hualde,
2003) of the form

(I—D)"x =&l {k>1}. (23)

The regression error is

€k = OflUy,
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with either

akz =1,
or
of =0.01+0.4502 | +0.45¢; |, of = 0.01, (24)

which makes the regression error a strong GARCH(1,1).

We report empirical size and power results for T given in (13), and T which
is a CTLS t-stastistic that is utilizing the variance estimator of (14). Note that the
former provides valid inference in the presence of GARCH regression errors, while
the second is in general relevant when the errors are (conditionally) homoscedastic.
CTLS methods involve various tuning parameters, such as bandwidths and kernel
functions, that affect finite sample performance. As explained in Sections 3 and 4,
there is a trade-off between size and power when it comes to the choice of ¢, and
I, with better size control achieved in general for larger values for ¢, and smaller
for [,. We have conducted extensive preliminary simulations that involved various
choices of tuning parameters. We only report results for the setup that attains the
best size-power trade-off, according to the preliminary simulations. Let ¢ (x) be
the density of an N(0, ¢) variate. We consider the following bandwidth terms:

o ¢, =n"%, 1, =7, with {Tj }jl"zl being equispaced points on (0, 1).

Further, we use the kernel function K (x) = ¢ (x)'/? for CTLS instrumentation
for the predictor, and K(x)* = ¢;(x)!/? for intercept instrumentation'>. Notice
that the latter kernel has a larger variance and, as a result, it entails more limited
trimming compared to ¢ ; (x)'/?. Preliminary simulations show that using different
kernel functions provides a slightly better size-power trade-off. A possible expla-
nation for this is that x; is the main source of endogeneity, and consequently more
substantial signal reduction is required for the estimation/instrumentation of the
slope parameter than for the intercept.

6.1. Finite Sample Performance of CTLS Tests

Table 1 reports the empirical size of CTLS tests for NI predictors and o7 = 1.
For comparison we also consider an IVX test, which incorporates the finite
sample improvement of Kostakis et al. (2015), and an OLS-based t-test. Con-
trary to the CTLS and IVX estimators, the OLS estimator does not have a
mixed normal distribution under nonstationarity. Nevertheless, OLS-based meth-
ods, or similar procedures appropriate only for stationary models (e.g. Gaussian
MLE), are routinely used in empirical work—see, e.g., Stambaugh (1999), Ami-
hud and Hurvich (2004), Ang and Bekaert (2007), Bandi and Perron (2008),

15 As mentioned in Section 3, different kernel functions can be employed for each model parameter The utilization
of K* implies that the intercept demeaning of the dependent variable is of the form ) ;_, yK}: / >_i_; K}, For more
technical details, see Hu et al. (2021a).
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TABLE 1. Empirical Size of CTLS Tests (nominal size 5%; NI regressor, cond. homoscedastic regression errors)

0 —0.95 —0.5 0 0.5 0.95
n T T IvX OLS T T IVXOLS T T IVvX oLsS T T 1IvXxX oLs T T 1IVX OLS

c=0 250 0.084 0.089 0.059 0.278 0.059 0.062 0.056 0.117 0.051 0.055 0.050 0.053 0.061 0.063 0.056 0.113 0.087 0.091 0.061 0.295
500 0.077 0.080 0.062 0.287 0.059 0.061 0.054 0.114 0.054 0.054 0.054 0.054 0.060 0.061 0.058 0.116 0.080 0.084 0.055 0.279
750 0.076 0.078 0.058 0.272 0.059 0.058 0.052 0.109 0.052 0.052 0.050 0.051 0.059 0.061 0.055 0.111 0.080 0.081 0.057 0.277
1000 0.070 0.069 0.053 0.278 0.054 0.056 0.051 0.111 0.049 0.049 0.051 0.053 0.059 0.060 0.050 0.108 0.075 0.077 0.053 0.277

0 —0.95 0.5 0 0.5 0.95
n T T IVvX oLs T T IvXxXoLs T T 1vXoLs T T 1vX oLs T T 1IVX OLS
c=-5 250 0.061 0.068 0.062 0.116 0.051 0.054 0.056 0.072 0.050 0.052 0.050 0.051 0.057 0.063 0.059 0.074 0.068 0.074 0.066 0.123
500 0.060 0.064 0.063 0.117 0.051 0.053 0.059 0.073 0.051 0.053 0.052 0.054 0.056 0.057 0.057 0.071 0.062 0.065 0.058 0.116
750 0.063 0.066 0.060 0.116 0.058 0.060 0.059 0.070 0.056 0.058 0.056 0.053 0.059 0.059 0.058 0.073 0.065 0.067 0.062 0.119
1000 0.058 0.058 0.060 0.116 0.049 0.051 0.054 0.066 0.047 0.048 0.050 0.051 0.050 0.052 0.052 0.066 0.059 0.061 0.058 0.115

0 —0.95 —0.5 0 0.5 0.95
n T T IVvX oLs T T 1vXx oLs T T I1vXoLs T T IvX oLs T T 1IVX OLS
c=—10 250 0.058 0.064 0.062 0.086 0.051 0.056 0.055 0.063 0.049 0.056 0.051 0.052 0.056 0.062 0.057 0.063 0.063 0.069 0.065 0.090
500 0.058 0.060 0.063 0.088 0.051 0.052 0.058 0.065 0.047 0.049 0.052 0.052 0.050 0.054 0.055 0.060 0.056 0.059 0.057 0.085
750 0.058 0.059 0.060 0.087 0.058 0.059 0.056 0.064 0.055 0.056 0.056 0.053 0.056 0.058 0.055 0.062 0.058 0.063 0.062 0.088

1000 0.053 0.056 0.058 0.084 0.049 0.051 0.053 0.059 0.046 0.048 0.050 0.051 0.049 0.047 0.051 0.058 0.054 0.056 0.058 0.088
(Continued)
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TABLE 1. (Continued)

0 —0.95 —-0.5 0 0.5 0.95
n T T IVXOLS T T IVXOLS T T IvX OLS T T IVX OLS T T 1IVX OLS

c=-20 250 0.056 0.062 0.060 0.069 0.052 0.059 0.051 0.057 0.051 0.056 0.050 0.050 0.055 0.061 0.055 0.058 0.061 0.066 0.060 0.071
500 0.054 0.055 0.060 0.072 0.050 0.051 0.054 0.058 0.048 0.050 0.051 0.052 0.049 0.051 0.055 0.058 0.053 0.059 0.056 0.067
750 0.053 0.053 0.059 0.071 0.056 0.059 0.060 0.060 0.052 0.057 0.056 0.053 0.056 0.057 0.055 0.058 0.057 0.059 0.062 0.074
1000 0.052 0.055 0.057 0.071 0.047 0.049 0.050 0.056 0.048 0.049 0.048 0.049 0.048 0.050 0.049 0.053 0.052 0.054 0.055 0.070

0 —0.95 —-0.5 0 0.5 0.95
n T T IVXOLS T T IVXOLS T T IVvVXOLS T T IVX OLS T T 1IVX OLS

c=-50 250 0.053 0.059 0.054 0.058 0.052 0.058 0.050 0.051 0.049 0.058 0.049 0.049 0.052 0.060 0.050 0.053 0.055 0.062 0.055 0.058
500 0.052 0.055 0.054 0.059 0.052 0.053 0.051 0.053 0.048 0.051 0.047 0.048 0.050 0.053 0.050 0.050 0.053 0.056 0.055 0.059
750 0.051 0.053 0.059 0.064 0.053 0.055 0.055 0.055 0.053 0.056 0.053 0.052 0.057 0.056 0.056 0.058 0.057 0.059 0.059 0.063
1000 0.054 0.056 0.055 0.061 0.051 0.054 0.053 0.053 0.050 0.051 0.050 0.050 0.050 0.052 0.049 0.050 0.051 0.053 0.053 0.058

T: CTLS test statistic for conditionally homoscedastic errors; 7: CTLS test statistic for conditionally heteroscedastic errors

STA3NINIEL ATTVIIDOTONOYHD

14


https://doi.org/10.1017/S0266466624000367

26 ZHISHUI HU ET AL.

Chen and Deo (2009), and Bandi et al. (2019). In addition, OLS provides a natural
benchmark for assessing the benefits in empirical size when mixed normality is
induced via attenuated signal instrumentation.

It can be seen from Table 1 that for NI predictors, both CTLS test statistics result
in good size control in general with empirical size close to nominal in most cases.
CTLS is somewhat oversized relative to IVX when the near-to-unity parameter is
¢ = 0, and the endogeneity is strong. However, the size improves as the sample
size increases. Additional simulations for the size performance of CTLS under
GARCH regression errors and fractional predictors are provided in the Online
Supplement (Tables S1 and Table S2 respectively). These results indicate that
the empirical size of T under GARCH errors is comparable to that reported in
Table 1 under conditional homoscedasticity.'® Further, CTLS tests exhibit good
size control under fractional predictors, even in situations of strong endogeneity
and memory parameters in excess of unity.

Next, we explore the empirical power of CTLS tests. We focus on the T statistic
that is robust to conditional heteroscedasticity in the regression error. We first
consider power performance when the predictor is NI. Figure 3 reports the rejection
probabilities for T and the IVX t-statistic of Kostakis et al. (2015) against various
values for the slope parameter () under strong endogeneity (i.e. o = —0.95),
¢ =0,—10,—50 and two different sample sizes. Regression errors are conditionally
homoscedastic. All tests are more powerful when persistence is stronger and the
sample size larger, as expected, with [IVX achieving better performance. Additional
simulation results in the Online Supplement (see Figure S1) highlight the power
of T for the fractional case. Again, our limit theory is corroborated since superior
performance is attained in situations where persistence is stronger and sample sizes
are larger.

As mentioned in Section 3, the CTLS estimator attains a slower convergence
rate than that of IVX under statlonarlty. A data-driven bandwidth, such as that of
(10), can potentially alleviate this problem. Recall that the particular bandwidth
scheme uses a preliminary memory estimator that detects if the predictor is in
the stationary region. We consider the finite sample power performance of the
CTLS statistic with ¢, replaced by the data-driven bandwidth ¢, of (10). The
exact local Whittle (ELW) estimator of Shimotsu and Phillips (2005) is utilized
for memory estimation. Tgp is the CTLS t-statistic that employs the stochastic
bandwidth term ¢, (1 e. TSB is the same as T but with ¢, replaced by ¢,,). To evaluate
the performance of TSB, we consider fractional predictors with d = 0.7,0.6,0.5,0.4.
Figure 4 provides plots of Tz, T and the OLS-based t-statistic for the predictability
hypothesis against various values of 8. It can be seen that for values of the memory
parameter d > 0.6, T and T have almost identical performance, while for smaller
values of d, Tz exhibits superior power.In particular, for d < 0.4, T is practically

16Simulation results not reported here suggest that T and IVX exhibit some moderate oversizing under GARCH
regression errors and large deviations from unity.
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F1GURE 3. Empirical Power of CTLS tests plotted against S: T (5% nominal size; o = —0.95; NI
regressor, cond. homoscedastic regression errors).

indistinguishable from the OLS t-statistic. Some preliminary theoretical results
show that semiparametric memory estimators (e.g., local Whittle, exact local
Whittle, log-periodogram) can also distinguish a mildly integrated process from
an NI process, if the bandwidth of the memory estimator is chosen appropriately.
Therefore, it seems possible to devise a bandwidth selection method comparable
to that of (10) that can also provide asymptotic power improvements when the
predictor is an MI process. We leave further exploration in this area for future work.

In general, CTLS tests appear to have reasonably good size performance.
IVX tests appear to be more powerful; however, the CTLS procedures under
consideration are readily available for fractional predictors, nonlinear regressions,
and in situations where there is conditional heteroscedasticity in the regression
error. Some preliminary simulations show that IVX also has good performance in
the fractional case. This can be partly explained by Theorem 3.2 of Duffy and
Kasparis (2018) that yields basic limit theory for functionals of MI processes
driven by long memory innovations. The authors of the aforementioned work are
working on a formal investigation of IVX methods in the presence of fractional
processes.
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F1GURE 4. Empirical power of CTLS tests plotted against 8: Tss, T, OLS (5% nominal size; o=
—0.95; fractional regressor, cond. homoscedastic regression errors).

6.2. Effects of Misbalancing on the Power of CTLS Tests

We next provide finite sample power results for the case where misbalancing has
been committed due to functional form misspecification. We assume that the true
regression model is given by (11) with o = 1, and we consider 6 alternative DGPs
for the true regression function:

Specification 1: f(x) = sign(x) |03 Specification 4: f(x) = ; f\xl

Specification 2: f(x) = sign(x) [x]%-23 Specification 5: f(x) = ﬁ
Specification 3: f(x) = In|x| Specification 6: f(x) = 1+Tx|3

We report asymptotic power results for CTLS T-statistics that are either based
on a balanced fit (i.e. the regression function is correctly specified) or on a linear
fit (i.e. the regression function is misspecified). The values of the T-statistics are
plotted against various values of the slope parameter 8 in Figure 5. Notice that in
all cases, the fitted regression function is of higher order of magnitude than the true
one. For the computation of the T-statistics, we choose the following configuration:
K(x) = K®x)* = @o1(x)'?, ¢, =n", I, = c2'7. o = —0.95. Additionally, the
sample size is n = 1000.

It can be seen in Figure 5 that there is no substantial power drop when the true
regression model is a polynomial of increasing order. Nevertheless, there is a sub-
stantial power reduction when the true regression function is logarithmic, bounded,
or of decreasing order (i.e., vanishing at infinity). The poorest performance is
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Specification 1 1 : Epecification 2
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FIGURE 5. Empirical power: Balanced vs. Misbalanced models; T plotted against B. (5% nominal
size; unit root regressor; ¢ = —0.95; i.d.N(0, 1) regression errors).

evident in the case where f(x) is integrable (Specification 6). For the integrable
DGP, the test statistic appears to be bounded in probability if misbalancing is
committed. This finding is consistent with some theoretical results provided by
Kasparis et al. (2015).

7. APPLICATION TO THE PREDICTABILITY OF STOCK RETURNS

A substantial literature in empirical finance and econometrics investigates whether
stock returns can be predicted with publicly available information. There are two
main approaches in this area. First, certain studies (e.g. Welch and Goyal, 2008;
Bollerslev et al., 20133) investigate the in sample or out of sample predictability
with the aid of some forecast adequacy test (e.g. McCracken, 2007) or some
goodness of fit statistic (e.g. R?). Typically, predictive regressions take the form of

re =+ Bxi_1 + e, (25)
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where r;, are stock returns relating to some stock index, x; some predictive
variable, and e; a martingale difference regression error. Another approach is
to test the predictability hypothesis Hy : 8§ = 0 using appropriate (in sample)
inferential procedures (e.g., Valkanov, 2003; Lewellen, 2004; Campbell and Yogo,
2006; Kostakis et al., 2015). Usually some financial variable (e.g., dividend
yield, earnings-to-price ratio, book-to-market ratio, realized variance) or some
macroeconomic variable (e.g., inflation) is considered as a possible predictor for
future returns.

Many studies in this area investigate the predictability hypothesis under the
assumption that the predictor is a stationary AR(1) process driven by i.i.d.
innovations and employ techniques that are generally valid only under stationarity.
For instance, Stambaugh (1999), Amihud and Hurvich (2004), and Chen and Deo
(2009) assume that the predictor is a stationary AR(1) process driven by i.i.d.
or Gaussian i.i.d. errors. Furthermore, Ang and Bekaert (2007) assume that the
dividend yield is covariance stationary. However, there is strong evidence that
in certain data sets various financial and macroeconomic variables are persistent,
i.e., consistent with stationary long memory processes (see, e.g., Bollerslev et al.,
2013) or nonstationary long memory processes (see, e.g., Kostakis et al., 2015;
Table 4). Christensen and Nielsen (2007) (see also Chistensen and Nielsen, 2006),
Bollerslev et al. (2013), and Bandi et al. (2019) develop methods that allow for
stationary long memory predictors.

Several other articles focus on predictive regressions with nonstationary pre-
dictors. For example, Campbell and Yogo (2006) consider conservative testing
procedures that allow for an NI predictor. The latter article utilizes Bonferroni
bounds with confidence intervals based on the inversion of unit root tests (see
also Cavanagh et al., 1995). Phillips (2014) shows that testing procedures based
on this approach provide good robustification for local deviations from unity
but may not perform that well under larger deviations (e.g., Mildly Integrated
or stationary data). The most recent work of Kostakis et al. (2015) investigates
the predictability hypothesis utilizing the IVX method of PM. PM provides
conventional inference in regressions with NI or MI covariates. Kostakis et al.
(2015) demonstrate that the IVX method is also valid under larger deviations from
unity, i.e., when the data are generated short memory linear processes. Further,
they provide a finite sample correction for IVX-based test statistics that relates to
intercept demeaning. Several other studies have also used the IVX method in the
context of predictive regressions. Gonzalo and Pitarakis (2012) investigate regime-
specific predictability in the context of threshold regressions while Demetrescu
et al. (2022) examine episodic predictability in TVP predictive regressions. Both
of the aforementioned articles develop predictability tests that utilize IVX instru-
mentation. A comprehensive review of the econometric methodology used in this
area can be found in Phillips (2015).

Next, we investigate the predictability of stock returns using the Welch and
Goyal data set, 2018. The returns variable (r¢) is the log differenced index. We
consider four alternative predictors: dividend-to-price ratio (DP), earnings-to-price
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TABLE 2. Memory estimates (bandwidth n%6%)
Monthly Quarterly Annual
Lw ELW Lw ELW LW ELW
Returns 0.07 0.07 0.14 0.15 —-0.12 —0.08
DP 0.90 0.89 0.62 0.62 0.59 0.64
EP 0.99 1.00 0.68 0.68 0.44 0.47
BM 0.99 1.03 0.74 0.77 0.63 0.65
SVAR 0.53 0.53 0.46 0.47 0.33 0.35
5 Monthly Quarterly
2.7
4 2.5
2
3
L S——
2
1
1 05 -
0 0
0 0.5 1 1.5 2 25 3 0 0.5 1 1.5 2 25
Annual
3
2.7
25
2 —DP ratio
- EP ratio
15 BM ratio
-—-SVAR
1 critical values
0.5
6 V 0.5 1 1.5 2 25

K(z) = go1(x)/?, K(z)* = ¢1(2)"?; ¢, = %9 1, = 7

FIGURE 6. Rolling CTLS F-statistics, f(&)z, plotted against 6 € [0, 3].

ratio (EP), book-to-market (BM), and a realized variance (SVAR) variable (the
sum of squared daily returns on the SP500). Moreover, we consider three different
sampling frequencies of the aforementioned variables, i.e., monthly, quarterly, and
annual. To get some idea of the memory properties of the data, we report memory
estimates based on the local Whittle (LW) and the exact local Whittle (ELW; cf.
Shimotsu and Phillips, 2005) estimators. It can be seen from Table 2 that SP500
returns closely resemble an /(0) process in all frequencies, while the predictive
variables are persistent, exhibiting either stationary long memory (SVAR in lower
frequencies) or nonstationary long memory, particularly DY, EP, and BM.

We utilize the inferential techniques of Section 3. More specifically, we compute
rolling CTLS t-statistics as per (20), employing the set of nonlinear regression

functions f(x,0) = ﬁ,@ € [0,3]. We only report results based on T. Tests

based on Tz lead to the same conclusions. Figure 6 reports the values of the
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CTLS F-statistics 7'(6)> against 6 for three sample frequencies (monthly, quarterly,
annual). We find evidence of predictability only when monthly BM is used as a
predictor. The null hypothesis is rejected at 10% significance level for all choices of
0, and at 5% level for 0.5 < 6 < 2.1 approximately. Interestingly, power is maximal
for 6 ~ 1.3, which indicates a nonlinear (reciprocal) relationship between returns
and BM of the form f(x) &~ 1/x%3, for large x. Our findings on the BM predictor
are comparable with those of Kostakis et al. (2015), who also find predictability
evidence for monthly data.

APPENDIX
A. Asymptotics for Chronologically Trimmed Sample Functionals

In this section of the Appendix, we develop basic limit theory for chronologically trimmed
sample functionals of stationary and nonstationary processes that are relevant for regression
analysis. This asymptotic theory is of independent interest and provides a generalization of
existing limit results, e.g., Phillips et al. (2017) and Hu et al. (2024) who consider kernel
methods for time-varying parameter models. The notation in this section is the same as that
used in Sections 2 and 3. In particular, {Xg}| <x<, is a p-dimensional time series process and
{Xn, k}1<k<n,n>1 is a p-dimensional random array that satisfies A2 and A3, respectively, in
Section 2. We assume that K is an integrable kernel function, and for each x € R, f(x) =
[f1 1), ...,f,,(xp)]/, qx) = [q1(x1), ...,q,,(xp)]/ where f; and g; (i = 1,...,p) are measurable
functions. Furthermore, let F(x) = [l, f(x)/]/ and Q(x) = [1, q(x)/]/, and set, for/e N, 0 <
7] <..<7<land m={0,2},

I
C 1
S?:Z)z ’12 F(x;—1)F(x;1) 07" 72 K[entk/n—1)] ¢
k=1 =

n 1
Cn 1
Mingi=[= Y Foq_){ — D K[calk/n—1))] { oxts,
"= VIS

n l
c 1
St = D F o - DF X1 0" § 5 D K [enth/n=1]
k=1 j=1

1
m Cn 1
gn)l ) ZQ(Xnk Doy YZK[C”(k/n_Tj)] ,

j=1

l
1
Mznl—‘/ ZF(Xnk ) %_ZK[cnac/n—rj)] Okltg,
J=

where ¢, is a sequence of positive constants, / is either fixed or [ — 00 as n — 00, and uy
together with an appropriate filtration {7} forms a martingale difference sequence so that
X, k> X are Fp-measurable and oy is F;_1-measurable (cf. Assumptions A1 — A3).
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The asymptotics of the functionals given above are utilized in Sections 3-5 for
the analysis of the CTLS estimators and various test statistics. In particular, the limit

theory for {SY::)Z,MM 1} is relevant for stationary regressions, while asymptotics for

{ Sg::)l, Sg’Z)I,Mzn’ 1} are relevant for nonstationary regressions. It is worth mentioning that
(0)

the terms Sg(r)l) | and S2n’1 resemble certain functionals considered by Hu et al. (2024) and
Phillips et al. (2017) respectively. The latter article studies cointegrated TVP models, while
the former considers TVP models with stationary covariates. More specifically, Phillips
et al. (2017) utilize statistics of the form

n
%” > X1 X, (Klen(k/n—D)], 0 <7 <1,
k=1

where X,, ;. is an I(1) vector process normalized by /n. Under our assumptions, X,  can
be an appropriately normalized I(d), d > 1/2, process or a NI array possibly driven by
fractional errors, see, e.g., (4). Therefore, the limit theory of this section is also relevant for
the estimation of TVP models with stationary and nonstationary covariates.

We have the following Theorems A.1 and A.2, providing the limit results for stationary
and nonstationary functionals, respectively.

THEOREM A.1. Suppose A2 and A4 or A4* hold. Then, as n — oo,

Si’:;’)ln :E[aﬁ”F(xl)F(xl)’]/K+0P(1). (A1)

If in addition A1 holds, then as n — 00,
My, —aN (o, EI:UZZF(XI)F(XI)/] / K2>. (A2)

THEOREM A.2. Suppose that A3 and A4 or A4* hold, and £(.), q(.) are continuous. Then,
asn— oo,

1 1
[s;’,':},,sg:zn]{ [ty Q(Xn,[mpdz} sl [ K+opth)

1 1
Ny [ /O F(X)F(Xy) dt, /0 Q(X,)dt:| E(o{") / K. (A3)

If in addition A1 holds, we have jointly with (A.3)

1
Moy, —4 MN (0, E(af) / F(X)F(X,) dr / KZ) . (A4)
0

Remark A.1. If we are only interested in the limit behavior of SYZ)I and S(Z’::)l R
conditions A2 and A3 can be relaxed. For instance, the result of (A.3) still holds, if (7)
is replaced by X}, [41] = X; on Dgp[0, 1].
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Remark A.2. The continuity requirement for f in Theorem A.2 is not essential for (A.3)
and (A.4). These results can be extended to the case where f is locally Lebesgue integrable
if we impose more smoothness conditions on X}, x. See Remark 1 for further discussion.

Remark A.3. It is easy to see from the proof of Theorem A.1 that (A.1) and (A.2) still
hold, if A4 (c) or A4* (c) is replaced by 7j=j/(l+ 1), wherej=1,...., [ (i.e., Iy = is fixed).
As for (A.3) and (A.4), if A4 (c) or A4™ (c) is replaced by T =j/+1D (=1,..0D, we
have

I:Sg:ll,)l’ M2n, l]

E(@l) g , £(7f) § ,
11 /;F(XT,-)F(XT_,-) / K, MN(O, i /Z}F(XTJ.)F(XT_/.) f K2)

Remark A.4. Theorem A.l provides a generalization of the limit theory of Hu et al.
(2024) who consider kernel functionals with a single chronological point. Furthermore,
Theorem A.2 provides a generalization of a comparable result as in Phillips et al. (2017)
who consider kernel functionals of time trend weighted by /(1) processes. Theorem A.2 is
more general than the existing limit results in several ways:

(1) We consider more general nonstationary processes. In fact, our assumptions on X,
are minimal and are not model specific. The main requirement is that X,, x converges
in the Dy [0, 1] space.

(i) We allow for nonlinear transformations of X, x.

(iii) The Sg:,)l’ My, ; functionals entail both stationary and nonstationary processes. This
is relevant, for example, for the asymptotic analysis of TVP models that have both
stationary and nonstationary covariates. Further, the assumptions for the stationary
process o} are quite general—e.g., 0" is allowed to be a strictly stationary long
memory process.

(iv) The kernel functionals allow for multiple chronological points.

Theorem A.2 provides a limit theory for rescaled functionals of nonstationary processes
(i.e., Xp ko = D;lxk as in A3). For the purposes of regression analysis, limit theory for
nonrescaled processes (i.e., Xjx is replaced by xj) is more relevant. Following Park and
Phillips (1999, 2001), we next assume that f(.) and q(.) are vectors of AHF's. Recall that

Ky, = Zjl": 1K [cn (k/n - rj)]. The following result is the counterpart of Theorem A.2 for
transformations of nonrescaled sequences.

THEOREM A.3. Suppose that:

(a) Al, A3 and A4 or A4* hold.

(b) For eachi=1,...,p, fi is an AHF with limit homogeneous function Hy, and asymp-
totic order 7y Further, for x € RP, Hp(x) := [I’Hfl (xl),...,pr(xp)]/, and L, :=
diag{l,zrf1 (dln),...,nfp(dpn)}.

(c) For each i = 1,..,p, q; is an AHF with limit homogeneous function Hy, and
asymptotic order 1y, Further, for x € R?, Hp(x) := [I,qu (1), ... Hg, (xp)]/, and
Cn :=diag {1,714, (d1n), ... 70q, (dpn) }.
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Then, as n — 00, the following weak limits hold jointly

n n
Cp —1 Cp
o ;;C" Qx4 1)0}" K = 0 ;HQ (X, )07 Kien + 0p(1)

1
—qE(o}") /0 Ho(X)dt / K, (A.5)
n n
C _ _ C,
i 2L P DF - 1) Ly " K = o 2 HE X O HE (X000} K+ 0p (1)
k=1 k=1
1
—>aE(o]") /0 Hp(X)Hp(Xy) dt / K, (A.6)

n n
¢ — C,
\/ZZ L 'F(xi— DoguKin = \/> ﬁ E Hy (Xp, 1) ok Kien +0p(1)
" k=1 " k=1

1
—4MN {0, E(?) /0 Hy(X)Hp (X, dt / KZ]
(A7)

The proof of Theorem A.3 follows easily from Theorem A.2 and the AHF assumption.
Proofs are provided in the Online Supplement.

B. Asymptotics for a General Class of Sample Functionals

This section provides a significant extension to Lemma 5.1 of Hu et al. (2021b), establishing
asymptotics for a general class of sample functionals. This extension includes Theorems 5
and 6 as corollaries. We start with some notation:

® (X, i}k>1,n>1 is a random g-dimensional vector array;

® {vi}i>11s a g x ¢ random matrix sequence;

o G:R? — R4 is a continuous matrix function, i.e., for every r,s = 1,2, ---,gq, the
function [G(Xx)],, is continuous on RY;

e K:R — Ris a Borel function; and
e forO<ty<..<17<1,set

n )
" 1
Sui= % > Guwviy Y Keak/n—1)],
k=1 j=1

where {c,},>1 is a sequence of positive constants.

For the asymptotic behavior of S,, ;, we have the following result.
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LEMMA B.2. Suppose that

(a) there is a continuous process X; such that X,, [, = X; on Dral[0,1];
(b) supys; Ellvill < oo and there exist Ag € R and 0 < m := my, — oo satisfying
j+
n/m— 00 so that max,<j<p—mE H % ij:?.,.] v —Ag H =o0(1);
(c) K(x) has a compact support or K(x) is eventually monotonic, so that f K| < o0.

Then, for any fixed | > 1, ¢, — 00 and cp/n — 0, we have

!
1
Sp1= 7ZG(Xn,[mj])Ao /K—l—oP(l)
=1
1
—dq YZG(XT,-)Ao/K. (B.2)

=1

If in addition T =j/Up+1),j=1,2,...1,, where l;l +1y/cn — 0, then

1 1
Sn,[,, =/(; G(Xn’[m])dlA()/K-l-Op(l) _>d/(; G(X;)thofK. (B.3)

Remark B.2. In view of the weak convergence requirement in (a), the continuity of G
is sufficient for this result, but not necessary. The result can be extended to the case where
G is locally Lebesgue integrable if we impose additional smoothness conditions on X, 1.
However, this generalization would involve more complicated calculations. We will not
pursue this extension in this article. It is worth mentioning that no relationship is imposed
between vi and X, . Moreover, condition (b) is satisfied with Ag = Ev; whenever vy is
(strictly) stationary and ergodic satisfying E'||v || < oo, and % Zzzl vk —>r, Evi. This fact
will be used in the proofs of the main results.

If we are only concerned with the boundedness of S, ;, weaker conditions are required

compared to those used in the previous lemma.

LemMMA B.3. Suppose that conditions (a) and (c) of Lemma B.2 hold, and {vi}>1 is an
arbitrary random sequence satisfying supy>1 E ||vi|| < 0o. Then for any I > 1 (allowing for
=1, — o0), ¢y — 0o and ¢ /n — 0, we have

n I
1
%” D NG| vil 5 3 Klentk/n—1)] = Op(D). (B.4)

k=1 j=1

Ifin addition tj = j/(In+1),j = 1,2, ..., Iy, where Iplogly/cn —}—l;1 — 0, then

z 1
L 6o el Y- Klentk/n—]K[eatk/n—)] = op(1), (B.5)
k=1 ™ 1<i<j<l,
n < 1 In 2
- g 600 el (7= ;K[C" (k/n=7)]) =0p(h.  (B6)
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n l
2 - 4
() L 60a0 ] vl (= 2oKlentkin—7])" = op(D. ®.7)
k=1 =1

Remark B.3. The results of Lemmas B.2 and B.3 hold true, if K(x) is replaced by
x4K?(x) for any @ > 0 and any b > 1 under the additional condition s |x“K?| < oo. This
claim is obvious from the proofs of the aforementioned lemmas and will be used in the
proofs of the main results. Let K* be another kernel function, possibly different from K,
that satisfies the same conditions as K does. Then the same argument used for the proof of
(B.5) yields

n z 1 k
LY 6o Ikl Y Klentk/n— )]k [eatk/n—)] = 0p(1).
1 n

n
k= 1<i<j<l,

This, together with Lemma B.2, implies that

n ln ln
c 1 «
— )G v o > 1 Klenk/n—1)] Y K*[cntk/n—1)]
]=

k=1 j=1

1 1
:/ G(Xn,[nt])thO/KK*+0P(1) _)d/ G(X;)tho/KK*.
0 0

SUPPLEMENTARY MATERIAL

The supplementary material for this article can be found at https://doi.org/10.1017/
S50266466624000367.
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