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Abstract

We consider a semiparametric distributed lag model in which the “news impact curve” m is
nonparametric but the response is dynamic through some linear filters. A special case of this
is a nonparametric regression with serially correlated errors. We propose an estimator of the
news impact curve based on a dynamic transformation that produces white noise errors. This
yields an estimating equation for m that is a type two linear integral equation. We investigate
both the stationary case and the case where the error has a unit root. In the stationary
case we establish the pointwise asymptotic normality. In the special case of a nonparametric
regression subject to time series errors our estimator achieves efficiency improvements over the
usual estimators, see Xiao, Linton, Carroll, and Mammen (2003). In the unit root case our
procedure is consistent and asymptotically normal unlike the standard regression smoother.
We also present the distribution theory for the parameter estimates, which is non-standard
in the unit root case. We also investigate its finite sample performance through simulation

experiments.
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1 Introduction

In this paper we discuss the estimation of the unknown quantities in the model
B(L)Y; = A(L)m(X;) + &, (1)

where ¢, is a martingale difference sequence and mean independent of the past of the regressors X,
while A(L) = > 2 a;L7 and B(L) = 372 b;L’ are lag polynomial operators with ag = by = 1 for
identification, where Lz; = x;_1. The function m(.) is assumed to be unknown but smooth, and is
the object of central interest, although the dynamics of the model represented by A(L), B(L) are
also fundamental to the interpretation.

We first discuss a special case of central interest, the nonparametric regression model

K:m<Xt)+ut,t:1,...,T, (2)

where the covariates follow some stationary mixing process, while the residual process u; satisfies

A(L)Ut =& = Z A Ut—j- (3)
j=0

In this case, A(L)Y; = A(L)m(X;) + &, which is a special case of (1) with A(L) = B(L). The
parametric version of the regression model (2) and (3) is a standard teaching topic in graduate
econometrics, Harvey (1981, Chapter 6). In the semiparametric model there are many standard
estimators of m and of the parameters of A(L) that are consistent under summability conditions
on A, see for example Robinson (1983), Bierens (1983), Masry and Fan (1997), Hidalgo (1997),
and Fan and Yao (2003)). However, unlike in the parametric case, the standard kernel regression
smoothers do not take account of the correlation structure in X; or u; and estimate the regression
function in the same way as if these processes were independent. Furthermore, the variance of such

estimators is proportional to the short run variance of u;, 02 = var(u;) and does not depend on the

u
regressor or error covariance functions cov(Xy, X;_;), cov(ug, us—j), j # 0. This is a bit surprising
in comparison with the parametric case. One might think that there is useful information in the
autocorrelation structure for estimation of the mean. This point has been addressed recently by
Xiao, Linton, Carroll, and Mammen (2003) who proposed a more efficient estimator of m based on
a prewhitening transformation

[e.o]

Y=Y ai(Yiy —m(X ) = m(X) + ¢,
j=1
where the right hand side is now a standard nonparametric regression with whitened errors (and
replacing the unknown quantities on the left hand side by preliminary estimates of m and «). The
transform implicitly takes account of the autocorrelation structure. They obtained an improvement

in terms of variance over the usual kernel smoothers.



The model (1) is more general than noparametric regression with autocorrelated errors and is
perhaps more rightly viewed as a generalization of the distributed lag model. The traditional distrib-
uted lag model (with m(z) = z) has been very popular in economics and was reviewed in Dhrymes
(1971). More recently, Hendry, Pagan, and Sargan (1984) reviewed the specification of such models
and gave a taxonomy of special cases. It can be motivated from some simple economic relationships
being distorted by adaptive expectations, partial adjustment, etc., see Harvey (1981, Chapter 7).
Suppose there is a latent variable Y* that has some equilibrium relationship with covariate X, which
in general can be nonlinear so that Y;* = m(X;). Then suppose that actual Y only responds to Y*
with some lagging mechanism, for example, Y; — Y, 1 = 7[Y* — Y,_1] + & for some v € (0, 1), then
we obtain a special case of (1).! The lags arise because production takes time or because agents take
time to respond to a signal or because there are institutional constraints. The traditional applica-
tions were in for example production studies where Y; is output and X, is the capital/labour ratio
of a given firm or industry observed over time. The issues concerning formulation and estimation
of the lag polynomials A, B are pretty much resolved in the linear case, see Hannan and Deistler
(1988) for a more recent discussion in the multivariate case. Linearity of m is just a convenience and
was adopted many years ago when computational and technical issues were binding. We allow for
nonlinear m because for some problems linear m is not well motivated and at odds with the data.
Note that model (1) includes as a special case the so-called NARMAX model introduced in Chen and
Billings (1989) and used frequently by systems engineers in which the function m is approximated
by some polynomial with unknown coefficients.

Finally, we remark that the ARCH(oo) model of Linton and Mammen (2005) is a special case
when Y; = y? and X; = y;_1, while B(L) = 1. This model has been treated elsewhere.

We treat only the case where A(L), B(L) are described by a finite dimensional parameter 6 =
(o, B) € RP with o € RP* parameterizing A and § € R” parameterizing B. We propose a strategy
for estimation of m along with the parameters of A(L) in (2), (3). This is essentially to estimate the
transformed model (1) as an additive (possibly infinite order) nonparametric regression, see Hastie
and Tibshirani (1991). Recently, Linton and Mammen (2005) have shown how to estimate similar
models using the theory of linear integral equations of the second kind; see also Carrasco, Florens and
Renault (2002). We obtain an estimating equation for m that is a type two linear integral equation
for each parameter value 6. To obtain the parameters # we optimize a profile likelihood criterion. We
show that our method has attractive theoretical and finite sample properties. In particular, in the
special case of nonparametric regression with autocorrelated error it has smaller asymptotic variance
than the main method of Xiao, Linton, Carroll, and Mammen (2003). Furthermore, the asymptotics

require weaker conditions with regard to the memory properties of the error terms. We define our

!The usual properties of linear dynamic regression models can be extended to the nonlinear case. Thus for example
we can define the average instantaneous impact E[0Y;/0X:] as equal to the average derivative of the function m, =
E[m/(X4)], a quantity that has been investigated elsewhere. The total dynamic average impact Z;io E[0Y14;/0X] =
E[m'(X,)] >272(B(L)/A(L)); is proportional to the instantaneous impact.



method in the general model (1). In that case there is not such an obvious alternative estimator of
the function m. We mostly consider the case where both X;,Y; are stationary and mixing processes
in which case the main statistical issue is efficiency. We also consider the case where some of the
variables are nonstationary. This could arise for example from a unit root in the residual u; or in X,
or in both, see Phillips and Park (1998). In this case, estimating in the original data (2) may lead
to inconsistency, whereas the transformation involved in (1) yields error terms with a lower order
of nonstationarity /persistence and hence consistency can be obtained, see Marinucci and Robinson
(2003). The estimation method is more or less the same as in the stationary case although the
justification of it differs. The distribution theory for the parametric part though is non standard in

this case: in fact we obtain T' convergence to the Dickey-Fuller distribution under the unit root.

2 The Stationary Case

In this section we suppose that (Y;, X;) are jointly stationary and weakly dependent mixing processes

and describe our estimation methods and their properties for this case.

2.1 Estimation Method
2.1.1 Population Characterization

We first suppose that A(L), B(L) are known. Letting Z, = B(L)Y; we have
Zy = AL)m(X;) + e =Y aym(X,_;) + e,
=0

which is an additive autoregression with i.i.d. errors where the additive components are subject to
the restriction that they all share a common function m. In view of the assumed stationarity, define

the function m as the minimizer of the criterion

o0

Q(fo,m) = E {Zo = Zajm(X—j)} : (4)

Jj=0

This problem can be viewed as a projection in a suitable Hilbert space. Let Ly(fy) be the Hilbert
space of square integrable functions with respect to the marginal density fy. For the stationary mixing
process {X;}°_ . with marginal density f, and bivariate densities fo ;, then provided Z?io la;| < oo,
the random variable 3 ™ a;m(X_;) is square integrable for any function m € Ly(fo). The set
G = {>0aym(X_j) : m € Ly(fo)} can be viewed as a subspace of the Hilbert space of square
integrable functions defined on the infinite product of random variables X = (Xo, X_1,...). By the

projection theorem there exists a unique member of G closest to the random variable Z;.



A necessary condition for m to be the minimizer of (4) is that it satisfies the first order condition

{Zg - iajm(X_j)} io:akh(X_k)] =0 (5)

for any measurable (and smooth) function h for which this expectation is well-defined. See Sagan
(1969), Theorem 1.7 for example. The second order condition is —E[{3> "2, axh(X_;)}?] which is

negative implying that the solution of the first order condition does indeed (locally) minimize the

criterion. Taking h(.) to be the Dirac delta function, we have that

S aB[Z|X_j=2]=)Y alm(x)+ Y > a;aElm(X_;)|X_y, = 1] (6)
=0 j=0 itk

for each x.2 This is an implicit equation for m(.). It can be re-expressed as a linear type two integral
equation in La(fp), where fy is the marginal density of X;. Define a} = a; / Z] Oa] and a =
Zk#o ajrrai/ Yoo ai, and let fo; be the joint density of (X, X;_;) and fy be the marginal den51ty

of X;. Then

m(zx) /ny fo(y)dy, or m =m* + Hm, (7)

Z jff 0y, 7 )

j=+1 o

This is similar to the equation derived in Linton and Mammen (2005) with the exception that there
X, was lagged values of Y;. Equation (7) is an implicit equation in m and we need some conditions

on the operator H(x,y) to guarantee that there exists a unique solution.
AssumMPTION Al. The operator H(z,y) satisfies the Hilbert-Schmidt condition i.e.,

[ [ s i) foydady < o

A sufficient condition for Al is that the joint densities f; ;(y,«) have compact support and are
bounded away from zero on this support, which we shall assume below. However, this is not necessary
and condition Al can hold for many covariate processes with unbounded support. We shall however
restrict attention to the case where the support of the marginal covariate density fy is a compact set

[z, Z]. Then the operator H is a bounded compact linear operator on the Hilbert space of functions

2This equation can also be derived at by directly taking conditional expectations of Z; given each X,_j,, multiplying
by ag, and then summing over k.



Lo (fo)- It is also self-adjoint, see Linton and Mammen (2005, p). It therefore has a countable number
of eigenvalues?®:
00 > (M| > [Ae] > ..,

with > 7% A? < o00. The spectral radius of the operator r(H) = sup, |\;| < co. Also, the value 0 is a
cluster point of the set {\;}32, and 0 is the only cluster point, see Kress (1999, Theorem 3.9).

ASSUMPTION A2. There exist no measurable function m(.) with [ m(x)?fo(x)dz = 1 such that
> g aym(X;;) = 0 with probability one.

This condition rules out a certain ‘concurvity’ in the stochastic process {m(X;)}. That is, the
data cannot be functionally related in this particular way. In the AR(1) case this says that there are
no nontrivial functions m that satisfy m(X;) — pm(X;_;) = 0 with probability one.* A consequence
of this assumption is that sup; \; < 1 and therefore the operator I — 'H is strictly positive definite.

Therefore, there exists a unique solution to (7) that satisfies
m= (I —H) 'm* (8)

This is the main characterization used for estimation, although we must first extend this to the case

where a general # is used not necessarily the true 6.

For each 0 € O, define Z,(3) = > 72, b;(8)Yi—; and g;(x; 8) = E[Z(8)|X—; =], j = 0,%1, ...

mi(e) = 3 aj(a)g(x: 5)

Holw,y) = — 3 af () L0l82) )

2 F ) folw)
where a%(a) = a;(a)/ Y72 a} (@) and af (a) = 370 ajyn(a)a;(@)/ 302 af (o). We now let m vary
with 6, that is, (4) is defined for any 6, and let my be the function that minimizes (4); this satisfies
mg = (I — Hg)~'m}, for all 6 provided the conditions Al and A2 hold uniformly over the parameter

space. Furthermore, we can define 6 = 0, as the minimizer of

o 2
Q(0,mg) = E {Zo(ﬁ) - Z%(Oé)me(X—j)} (10)
j=0
with respect to 6 € ©. Let my = my,. We adopt this profiling approach to defining 6y, mg as this
is the way our estimation strategy works. We suppose that assumptions A1 and A2 hold uniformly
over the parameter space © so that for each § € ©, my = (I — Hy) 'm;, is well-defined. Note that
the operator Hy is not necessarily a contraction, i.e., it may hold that r(Hy) > 1 for some 6 € O.
Therefore, one cannot guarantee that the infinite sum > 7%, H exists for all § € ©.

In practice one has to replace mj and Hy by estimators. Furthermore, one has also to estimate
the parameters of the filters A, B.

3These are real numbers for which there exists functions e;(.) such that He; = \je;.
4One example where this condition is not satisfied is when X; = t/7.



2.1.2 Further Details

Suppose we have a sample {(Y1, X1),..., (Yr, Xr)}. The general estimation strategy is

1. For each 6 compute estimators of mj, ﬁg of my, Hy
2. Solve an empirical version of the equation (7) to obtain an estimator my of my

3. Choose § to minimize the profiled least squares criterion with respect to 6. Let iii(z) = my(z).

Let 7 = 7(T") be some truncation parameter and define Z7(8) = > 7_,b;(8)Y;—;. The choice of
truncation depends on the dependence model A(L), B(L). For geometrically declining parameters
(as we shall assume) one can work with logarithmic truncation. There are many suitable estimators
of the regression functions and density functions in our estimator; we shall use local linear regression
estimators for m* and a fairly standard density estimator for H but other choices are possible.

For any sequence {Z](f)} and any lag j define the estimator g;(z; 8) = ¢, where (o, ¢1) are the

minimizers of the weighted sums of squares criterion

> AZI(B) = co — er(Xij — 1)} K (Xoj — 1) (11)

t=j+1

with respect to (cg, 1), where K is a symmetric probability density function, h is a positive band-
width, and K,(.) = K(./h)/h. Further define

T T
~ 1 -~ 1
foi(y, ) = T—j| > Ku(y, X)Kn(e, Xoj) ; Jolw) = T > Kn(x, Xy).
A t=1
+7 N
fO,j(yam)

ai()gi(x;  Ho(z,y) = — af (a) =5
Z ilwp) 5 Taly) ; A

Here, for each z in the support of Xy, Kp(z,y) = Kf(x — y) for some kernel K* such that K}'(u) =
K?*(u)/h and K} (u) = Kj(u) for all x in the interior of the support of X;. We shall assume that the
covariate is supported on [z, T] for some known z, 7 and that the covariate density is bounded away
from zero on this support. We need to make a boundary adjustment to the kernel K in ﬁg by using
the boundary kernels K7 (y — x) to ensure that the bias is the same magnitude everywhere.

Then define my as any solution to the equation
m = i} + Hem, (12)

in Lg(fb). We discuss the computation of this solution in the appendix. Let 0= arg mingeceo @T(H),

where
GrO) =7 > {ZZ(B) —Zaj<a>me<xt_j>} .
t=7+1 Jj=0

7



Finally, let m(z) = my(x).
One can also replace Hy(z,y) by a local linearized version as in Linton and Mammen (2005).

+7r mod( )
7

Hrod(y, z) = — —_—
e Z ol () ()

Frrt) = Tty + B LS, K X0 K, X,
folx) T =13l 5
fmod () — /E)x Z(/)(m)lT X — o) Ky (2, Xy).
0 () f()+f0(a:)T;( VK (7, Xt)

One can also replace the standard kernel density estimators by other suitable density estimators like

the Jones, Linton and Nielsen (1995) procedure.

3 Asymptotic Properties

Let F? be the o-algebra of events generated by the random variables {Y;, X;; a < j < b}. A
stationary processes {Y;, X;} is called strongly mixing [Rosenblatt (1956)] if

sup |Pr(ANB) —Pr(A)Pr(B)| = s(k) - 0 ask — oo. (13)

AeF0 _ ,BEF®
We shall consider two cases. First, the ‘weak form case’ where we do not maintain that model (1)
holds only that {Y;, X;} is a stationary strong mixing process. Second, we maintain that in additional
model (1) holds with a martingale difference error sequence ;. To facilitate the asymptotic analysis,

we make the following assumptions on the residuals and regressors, the kernel function k(-), and the
bandwidth parameter h. Let n, ;(8) = Z,(8) — E[Z,(8)|Xi—;], (;;(0) = mo(Xy) — Elme(X1)| X1,

+oo

Za a)n, ;(8) and n?,t = — Z aj ()¢, ;(0). (14)

j=+1

Bl The process {X;,Yi},o . is stationary and alpha mizing with a mizing coefficient, s(k) such
that for some C >0 and some 5 < 1, s(k) < Cs".

B2 E (|Y;*") < oo for some p > 2.

B3 The covariate process {X;};° _ has absolutely continuous density fo supported on [z,T] for
some —o0 < x < T < oo and the bivariate densities fo;(-) are supported on [z,Z]*. The
function m(-) together with the densities fo(-) and fo ;(-) are continuous and twice continuously
differentiable over (z,T) [and (z,T)?], and are uniformly bounded. f(-) is bounded away from

zero on [z, 7], i.e., inf <<z fo(w) > 0.



B4 The parameter space © is a compact subset of RP, and the value 6y is an interior point of ©.
Also, A2 holds, and for any ¢ >0
inf — Q(6, mg) > Q(bo, ma,)-
[10—00]|>¢

B5 The density function p of (n;;(B),n7;(B)) is Lipschitz continuous on its domain. The joint
densities jig;,) = 1,2, ., of (mho(B),20(8)), (1, (8),72,(8)) are uniformiy bounded.

B6 The parameters o € A and € B compact subsets of RP* and RPt respectively. The coefficients
satisfy SUPyeap—o12||0%a;()/0a|| < Ca for some @ < 1 and some finite constant C, while
infoe 4 Y77 aj(a) > 0. Likewise, Supgep 1.2 ||0%b;(8)/08%|| < O for some b < 1 and some

finite constant C.
B7 The truncation sequence 71 satisfies T = C'logT for some constant C.

B8 The bandwidth sequence h(T) satisfies TY°h(T) — ~ as T — oo with ~ bounded away from

zero and infinity.

B9 For each = € [z, 7] the kernel function K* has support [—1,1] and satisfies [ K*(u)du =1 and
J K*(u)udu = 0, such that for some constant C, sup,c(,z |K*(u) — K*(v)| < Clu —v] for all
u,v € [~1,1]. Define p;(K) = [w/ K(u)du and ||K||3 = [ K*(u)du.

B10 ¢ satisfies E [ {Xi—;}320, {e=}321] = 0 a.s.
B11 (a) g is i.i.d. and independent of the process {X;}; (b) & is also normally distributed.

These conditions are similar to Linton and Mammen (2005) but we also need conditions on the
b;(B) coefficients and separate conditions on X and Y.

Note that B1-B6 imply the uniform version of conditions A1-A2. Condition B1 rules out long
memory but allows a wide range of processes used in practice. We will make use of the mixing
property to apply the exponential inequality of Bosq (1998) and to establish a central limit theorem
for my in the weak form case. In this weak form case we can’t apply martingale limit theory. We
need to apply a central limit theorem to (local) averages of the processes néyt and 773,15 defined above.
These processes need not be mixing but are near epoch dependent processes on the strong mixing
bases Y;, X; with exponentially declining weights under our conditions on B, A; we apply a CLT due
to Lu (2001) for such processes using conditions B1 and B5,B6.

Condition B3 is quite standard in the nonparametric regression literature. Note that we only
assume twice continuously differentiable m.

In B4 we explicitly assume the identification of the parametric part. We make this high level
assumption for three reasons. First, we need identification in the weak case, and this seems like a

natural assumption to make in view of our definition of the weak form process. Second, we allow
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the coefficients a;(#), b;(#) to depend on 6 in a complicated way. Third, the mapping 6 — my may
be quite complicated to analyze. Hannan (1973) used high level conditions [c.f. his condition (4)]
similar to ours.

The truncation rate assumed in B7 is consistent with the exponential decaying mixing coefficients.
It can be weakened at the expense of more detailed argumentation. In B8 we are anticipating a rate
of convergence of T~%/% for gy, which is consistent with second order smoothness on the function
m. The assumptions B10 are expressed in terms of the unobserved {e; ;}%2, and are equivalent
to assumptions on {y; ;}52, under an invertibility condition. Assumption B10 is needed for the
consistency of the parameter estimates 6. In the pure regression model (2, 3) one only needs a weaker
assumption F [€t|{Xt,j}J°-‘;0] = 0 a.s. for consistent estimation of m and # as is known from the
parametric case.

Define the functions Bg(x), 7 = 1,2, as solutions to the integral equations ﬁ‘; = EZ’j + Hgﬁg, in
which:

y(x) = aa—;mZ(JI),
;’2({C) — Z a;‘(@) {E(mg(XtJ,_j)’Xt = 1’) f[(;)/((ii - / [V2f07j(w, y)] —7;19(2/)) d’y} ’

where the operator Vs is defined as Vo = 0%/9z% + 0*/9y?. Then define

K s
w9($) - fo(SU) Var[né’ﬂf + 779775]

bo(e) = SpalE) [B3(e) + B3]

where nzu, j = 1,2 were defined above in (14). We prove the following theorem in the appendix.
THEOREM 1. Suppose that B1-B9 hold. Then for each 0 € © and x € (z,T)

VTh [g(x) — mg(x) — h?bg(x)] = N (0,w(x)), (15)

Both the bias and variance in this result are quite complicated even though a local linear smoother
has been used in estimating g;. This is a ‘weak form’ result, where the model (1) is not assumed.

We next maintain a ‘semi-strong form’ assumption B10, which requires the filters to be correctly
specified. Under this assumption we can apply a CLT for martingale difference sequences. We obtain
the properties of [ by an application of the asymptotic theory for semiparametric profiled estimators,
see Severini and Wong (1992) and Newey (1994). This requires a uniform expansion for mg(x) and
for the derivatives (with respect to 6) of mg(x). Define:
KB Y7 af (o) B (7] Xy = a (16)

w(z) 2
fola) [ 2520 a3 (a0)|

10



1 F)

) = 1) { o) + (1 = o) (2 7 a2 . (17)

Let ,(0) = Z:(B) — >_7 aj(a@)me(X;—;), and let

0% Oe; Oe

THEOREM 2. Suppose that Assumptions B1 to B10 hold. Then,

VT(6 — 60) = N(0,T'TT 7).
Furthermore, for x € (z,T)
VTh ((z) — m(z) — h*b(z)) = N (0,w(x)).

Under the ‘strong form” special case B11(a), w(x) =||K|[302/ fo(z) >_7Z, a3. Compare this with the

usual kernel regression estimator, which has asymptotic variance wg, () =||K|[302 > 72 3/ fo(x),

where C(L) = A(L)™!. Compare also with the estimator of Xiao, Linton, Carroll, and Mammen

(2003), which has variance wxronm(z) =||K|[302/ fo(z). In this case, w(z) < wy o (7) < wie, ().
As in Linton and Mammen (2005, p789) if one uses the adjusted operator ﬁgwd one obtains the

same asymptotic variance but a simpler bias term. The modified estimator has bias function

br) = S K)m"(x). (18)

which is as for a standard local linear estimator in regression. With this implementation we get a

straight mean squared error reduction over the local linear regression estimator. One may also be

able to establish that our estimator is asymptotically best linear minimax along the lines of Horowitz,
Klemeld, and Mammen (2002).

The asymptotic distribution can be used to guide bandwidth selection. The IMSE optimal band-

width is
1/5

_[IE(B)” 02 (T —z) oy
= ) E?Wﬂ%WWM&W !

J=0"7
for the modified estimator under homoskedasticity, where o2 is the variance of €;. In practice one

must replace these quantities by estimates based on a parametric or nonparametric scheme.
Under the ‘strong form’ assumption B11 the parametric estimator is semiparametrically efficient,
see Linton and Mammen (2005). There is generally an information loss from the necessity of esti-

mating the function m.

4 A Nonstationary Case

In this section we investigate the case where Y; can be nonstationary but X, is stationary mixing

as before. The most general case would be where both A, B contained unit roots either simple or

11



complex. We wish to allow for the possibility of unit roots even if they might be quite rare in practical
applications of this technology.
For expositional reason we shall focus on the special case where B(L) = A(L) = 1 — L. Consider
the model
(1=pL)Y; = (1 = pL)m(X¢) + &, (19)

where in fact p, = 1 and ¢, obeys B11. In this case,
Y =m(Xy) + w, (20)

where u; = u;_1 + &; is a unit root process, Phillips (1987). We suppose that uo = 0.

Direct estimation of Y; on X; will produce inconsistent estimates of m. The Xiao, Linton, Carroll,
and Mammen (2003) procedure is also inconsistent in this unit root case because it relies on the initial
standard nonparametric regression estimator that is inconsistent. On the other hand our estimation
of the additive model

Y, =Y =m(Xy) —m(Xe) + &

with white noise errors will produce consistent estimates of m. In fact, the theory for m, is exactly
as in Theorem 1. The task here is to determine that we can estimate the parameter p in (19)
consistently and thence estimate m consistently.?

One issue is that for p # 1, the process (1 — pL)Y; is non-stationary and so some of the definitions
of the previous section don’t make sense. Instead we define mr, to be the potentially time varying
minimizer of .

1
Qr(m) = T Z E [{Y; — pYi1 — m(Xe) + pm(X-1) Y]
t=1
A necessary condition for m to be the minimizer is that it satisfies the first order condition
1

T ZE[Yt — pYi | Xy = 1] — pE[Y; — pYi 1| X1 = 7] (21)
t=1

= (1+p")mr,(2) + p (Elmr, (X)X = 2] + Blmr, (X,-1)| X, = ]).

Then note that Y; — pY;_1 = m(X;) — pm(Xi—1) + & + (1 — p)uy_1, and so E[Y; — pY;_ 1| Xy = 7]
and E[Y; — pY;_1|X;_1 = z] are time invariant. Furthermore, we have assumed that X is stationary.
Therefore, there exists a time invariant solution to equation (21) as in the purely stationary case.’

Furthermore, the solution is characterized by the integral equation (7) with in this special case:

1
1+ p?

mp(2) (E[Y; = pYi 1| X, = 2] — pE[Y; — pY; 1| X, 1 = 2])

®Differencing can be expected to eliminate unit roots so long as enough differencing is undertaken. However,

differencing produces additive models for which the optimal estimation strategy is a similar type of method to ours.
®Note also that m, = m for all p.
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() = ——2 (fo,l(y,ﬂs) fo,l(:v,y))_

472 \Jol)fol@) ' Toly)folw)

What is different here is the error in estimating E [Y; — pY;_1|X;—1 = z| for example can be large
unless p is close to one in which case the term (1 — p)u;_; is small and the process Y; — pY;_; is
almost stationary. The difference in behaviour of the resulting m, for p = 1 and p # 1 is what drives
the faster rate of convergence for p.

Define
T

Qr(p) = 23" (Y~ pVirs (X)) + (X))
t=2

and let p = argmin, @T(p). We use a subset of the regularity conditions B that are relevant. Let B
denote the standard Brownian Motion on [0, 1].
THEOREM 3. Suppose that assumption Bl holds for X;, that B2 holds for ¢, that B3, B7-B9
and B11 hold. Then
I B(s)dB(s)
[ B2(s)ds

0

TH-1) =

Furthermore,
VTh (#(z) — m(z) — h*b(x)) = N (0,w(x)),

where b(x) is defined in (17) and

E[e}|Xi = 2] + E[e}|Xi-1 = 1]

Note that the asymptotics for p are the same as those of the infeasible least squares estimator

w(z) = ||K][3

= w1/ u?, so that estimation of m has no effect on the limiting distribution. One
can also obtain local to unity asymptotics which are the same as those of p. The distribution theory
can be used to perform a test of the null hypothesis of a unit root.

This can be generalized easily to allow for short run dynamics in addition to the unit root.
Suppose that in (20), (1 — L)u; = C(L)e;, where C(L) = 37 ;L7 and 3722 jlej| < oo. Then by

the Beveridge-Nelson decomposition we have u; = C(1)>'_, &, + C*(L)e; under our assumptions,
where C*(L) = Y77 ¢;L7 with ¢; = — >, | ¢; being summable. Then the result in Theorem 3

follows (for the corresponding estimator) with the correction factor C'(1) in the variance.

5 Numerical Results

We investigate the performance of our procedure on simulated data in the context of a nonparametric
regression with correlated errors. Our purpose is to compare the performance of our estimator to the
natural competitor for that case, the local linear estimator. We focus on the relative performance
of two optimally implemented methods to dispense with issues about bandwidth selection and the

small sample performance of the benchmark estimator.
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We suppose that
Y, = m(Xy) + ue, up = pous—1 + €

with m(z) = B2?/2, where X; ~ N(0,1), and &, ~ N(0,02). We take 3, = 1 and ¢ = 1. We
examine the cases T' € {800,400,200} and p, € {0,0.05,0.1,...,0.95,1.0}, and use ns = 1000
replications. We compute our estimator m using 200 grid points and use a grid search method to
select p € [py— 0, py + 6] for § = 0.2. We also compute the standard local linear estimator m, in both
cases the Gaussian kernel was used.

We chose bandwidth to be optimal according to (asymptotic) weighted mean squared error

PL() = plinT"® [ [fi(z) ()] o)
T—o0 —c

which gives A,y = cepT Y3, where cx = (2¢||K||2/u2(K))Y? is to do with the kernel and ¢y, =
(02 /(14 p2)BE(Fy(c) — Fo(—c)))'/?, where Fy(x) is the c.d.f. of the covariate, is to do with the model.
We have taken ¢ = 2, which corresponds to an interval containing almost 95% of the covariate
distribution. For the standard local linear estimator the optimal bandwidth is cxci,T~/° with
¢y o= (02/(1 — pR)Ba(Fy(c) — Fy(—c))'/® provided p, # 1 (when p, = 1 we set p, in the formula
arbitrarily to 0.95).

In Figure 1 below we report the relative value of the performance measure Pr(m)/Pr(m), where

c

Pr(i) = E / W(x) — m()]? folw)dz

—C

and where E is computed by the mean or median over Monte Carlo simulations.” Both estimators use
their optimal bandwidths, and consequently their theoretical relative efficiency is ((1—p2)/(1+p2))*/®,
which is independent of the other parameters. This is plotted below along with the simulation aver-
age value for the different sample sizes against p values. The results indicate that m is indeed more
efficient than m and that the advantage takes off after p, = 0.8; until this value the advantage is less
than 20% in MSE terms. For small values of p, the finite sample performance ratio is actually better
than predicted, although this is partly because m performs worse than predicted by its asymptotic
theory. Note that when p, = 1 the standard local linear estimator is inconsistent. The relative per-
formance seems to get slightly worse with sample size. The absolute performance of both estimators
improves with sample size but the MSE of m improves more rapidly in the relevant range of sample

sizes than does the MSE of m.

"We also examined the IMAE performance measure, but the results are similar.
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Figure 1. Shows the empirical performance ratio Pr(m)/Pr(m) for different sample sizes along with the

asymptotic value Px,(1m)/Ps(m) predicted from the asymptotic theory. X iid N(0,1).

We also looked at the case where X, is autocorrelated, specifically, X; = 0.95X;_; + u;, where
u; is normally distributed such that X; is marginally N (0, 1). Theoretically, this does not make any
difference, and in practice if anything relative performance is improved for this case.

We next examine the performance of p. When p < 1 the MSE decreases pretty much as predicted
and the distribution approximates a normal for the larger sample size. When p, = 1, our simulations
show that the variance of p decreases rapidly with sample size with standard deviation being 0.0161,
0.00896, and 0.00458 for T' = 200, 400, and 800 respectively, which is consistent with superconsistency.
Below we show the qq plots of the empirical quantiles against those of the Dicky-Fuller density in this

unit root case. As the sample size increases the distribution approaches the asymptotic distribution.
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Figure 2. Shows the g-q plots of p against the Dicky-Fuller density for three different sample sizes.
Xt = 0.95Xt,1 + Uy with Xt ~ N(O7 1)

Overall these results are much better than obtained in Xiao et al. (2003) in terms of the small

sample relative performance.

6 Extensions

6.1 Nonstationary X

Suppose that
Xe=Xi1+m,

with 7, also white noise and uncorrelated with &,. Thus X; is a unit root process. This makes
a substantial difference to the asymptotics since the corresponding operator Hy(x,y) is random.
Provided X; is null recurrent, we might expect consistency (Phillips and Park (1998)) but the rates
of convergence are slower and the asymptotic distributions change. Simulation results support the

consistency of m. In particular, the corresponding graphic to Figure 1 is almost identical.
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An alternative type of nonstationarity for X; is deterministic trend. Suppose that
Xy =p(t/T) +o(t/T)n,, (22)

where 7, is a stationary mixing process, see Dahlhaus (1997). If o = 0, X; is purely deterministic. In
this case, the asymptotics of kernel regression smoother are different and reflect the autocorrelation
in u;, see Hart (1991) and Fan and Yao (2003, Theorem 6.1). Also, there is a problem applying our
method because of concurvity. Specifically, we have for any j, m((t — 7)/T) = m(t/T) +O(j/T) and
so assumption A2 is violated. In this case we have B(L)Y; ~ A(1)m(t/T) + ¢; and there appears
to be no estimator that improves over the standard nonparametric regression. This is a bit like the
well known result that OLS=GLS when the regressors are polynomial or trigonometric time trends.
See Opsomer, Wang, and Yang (2001) for a review of methods and results in this case. In the more

general locally stationary case, our method may work due to the stochasticness of 7,.

6.2 Multivariate X,Y

When X, is multivariate the above method can be applied with obvious changes in the dimensionality

of various quantities. However, it may be appealing in that case to consider the following model
B(L)Y, = A;(LYym;(X;,) + e,

where the functions m4(.), ..., mq(.) are unknown and the filters A;(L) = > 7~ jaj, j =1,...,d. The
estimation strategy involves a combination of Mammen, Linton, and Nielsen (1999) and the methods
above. Instead one might want to make the function m(Xy,, ..., X4) obey some other dimensionality

reducing restrictions.

6.3 Limited Dependent Variables

In many cases the dependent variable may take only limited values, for example binary or integer,
or non-negative. In such cases, it is natural to consider a more general class of models. For example,

for binary dependent variable suppose that
Pr{Y, = 1|F] = @ (A(L)m(Xy)), (23)

where @ is the standard normal c.d.f. and F; contains all current and past values of X;. Zanobetti,
Wand, Schwartz, and Ryan (2000) consider a rather simpler case of this where the dynamics only
directly effect a subset of the variables in a linear fashion, i.e., replace A(L)m(X;) by A(L)Xy: +
m(Xa) in (23).
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6.4 Continuous Time

Sims (1971) and Geweke (1978) consider a continuous time distributed lag model where Y (t) =
[ a(s)X(t—s)ds+e(t) and the data are observed at discrete time intervals in which case the (high
frequency) discrete time approximation to this is like (1) with B(L) = 1 and A(L) = 3% a;L/

for some a; related to the function a(.) under some conditions. Our setting can also be generalized

to allow for continuous time and two sided filters.

A Appendix

A.1 Computational Appendix

We discuss briefly how we solve the equation (12) in practice. Note that one can rewrite (8) as an inte-
gral equation on [0,1]% as mj(s) = mj () + [} Hi(s, t)me(t)dt, where Hj (s, t) = H}(Fy ' (s), Fy ()
with y = Fy '(s),z = Fy '(t) and m)(t) = mg(F; ' (t)) and m})|(t) = mj(F;(t)) and Fy is the c.d.f.
of X;. For simplicity we drop the superfluous { superscript in the sequel. Let {¢;,,j =1,...,n} be
some equally spaced grid of points in [0, 1], and let ¢;,, = F\O_l(tj,n) be the empirical ¢;,, quantile of

X;. Now approximate (12) by

M9(Gin) = Tp(Gim) + > Ho(Gins Gjun)o(qjn), i =1,...,n. (24)
j=1

The linear system (24) can be written in matrix notation

(I, — Hp)my = my, (25)
where I, is the n x n identity, my = (mg(q1n), - - - ,T?Lg(qnm))T and m; = (m}(q1n), - - - ,ﬁzg(qn,n))T,
while . R .

ﬁe _ Z a;(a) [fo,k(%’,z Ujn) ]
k=1 fo(@in) fo(@jn) ij=1
is an n x n matrix. We then find the solution values my = (Mg(q1.0), - - -, Me(¢nn))’ to this system

(25) by direct inversion when n is less than say 2000.

A.2 Proof of Theorems
A.2.1 Stationary Case

PROOF OF THEOREM 1. The proof strategy follows Linton and Mammen (2005). First, for general
0 we apply Linton and Mammen (2005, Proposition 1). Thus we write

iy () — my(x) = iy (x) + iy (x) + g (2) (26)
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(Ho = Ho)mo(x) = g™ () + iy ™ () + g (x), (27)

where ;" (x) and m" (x) are deterministic and O(T~2/%),

AP w) = Ky )
mef(z) = h—2 . at (o m ; =ux fo(x) _ (z ma(y)
P = () 3 a50) (B = )3 [ 19, |
while:
’\;C($) ijb ZE:}{h xT )Q)net
Aszlﬁ ij EE:PQL$ )Q)new

and the remainder terms 7" () and ;% (z) satisfy

sup sup ‘me | = 0p( (T7%%), j=D,G.
0€® ze(z,T]

From this one obtains an expansion
ig(x) — mo(x) = mg (x) +mg (x) + g (x) + My " (2) + 0, (T ), (28)

where m§ = (I —Hy)"'my” and mf = (I —Hy)~'my ™", and the error is 0,(T~%5) over z and § € ©.
From this expansion we obtam the main result. Speciﬁcally, iy (z) + my" () is asymptotically
normal with zero mean and the stated variance after applying a CLT for near epoch dependent
functions of mixing processes. The asymptotic bias comes from m¥ (x) +m% (). Note that because
of the boundary modification to the kernel we have Efy(z) = fo(z) + O(h?) and Eﬁlj(x,y) =
foi(z,y) + O(R?) for all z,y.

Our proof below make use of the following results. For 67 = T73/19¢ with ¢ > 0 small enough,

~

g sup{fos(ey) = fosla)| = o0r) (29)
SISTT gyclz,@
sup, o) = fo(@)] = op(Or). (30)

This follows by the exponential inequality of Bosq (1998, Theorem 1.3), see Linton and Mammen
(2005, p817).
PROOF OF (26). Write

Z(B) = Z{(B) = Y _ bi(B)Yiy.

J=7+1
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We have E[Z,(8) — Z] ()] = BIYi] 3272,., b;(8) = O(b") and

var [Z,(8) — Z[ (B)] = Z Z bj( B)eov(Yi—j, Y jr)

Jj=7+1 ]’_T+1

Z Zlb Mbg (B) vy (5 = )]

J=74+1j'=1+1

< sup (Z b,(3 ) —0(F") =0T

Jj=7+1

IA

for each (. Similar bounds can be obtained for the covariance cov [Z,(5) — Z7(B), Zs(8) — ZI(5)].
Let g;(z; 8) denote (11) with Z;(3) replacing Z7 (). Then

max sup sup [g(x; B) — g;(x; )| = 0,(T ). (31)
1<5<r BEB IE[CE l‘}
This follows using the above moment bounds and because of the assumed uniform decay rates on b;(3)
and its derivatives and the moment condition on Y. See Xiao et al. (2003) for a similar argument.
Then for each j,

T 2

ST K (2 = Xo )y (B) + o (K )by (33 8) + Ry (a3 5),

, 2
t=75+1

1

gj(x;ﬁ) - gj(fl';ﬁ) = Tfo(l’)

where b;(z;3) is the bias function and Rpj(z;3) is the remainder term, which is 0,(7~%/°) uni-
formly over j < 7p,x € [2,7| and 8 € B. We have replaced the boundary kernel K, (z, X;_;) by
K}, (x — X;_;) in the stochastic part of this expansion since boundary observations are only a van-

ishing fraction of the sample. By a change of variables and interchanging the order of summation we

obtain
T T—j
Z Z K (v — X;_5) nt,j(ﬁ) = Z Ky (v — X5) a;(a)nﬁj,j(ﬁ)
j= t=1+1 Jj=0 s=7+1—j
T 00
= Z Ky (x —XS)Za*( )y ;;(B)
s=1+1 j=0
T 00
- Z Ky (x — X) Z a;(a)ng ;i (B)
s=7+1 Jj=7+1
T T-1
—Z Z Kh (l’ Xs) ( )775+JJ
7=0 s=T"—j
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where the terms apart from the first are of smaller order. Specifically,

max sup su K ( a; ()N = o0, (T72° 32
1<5i<r Heg xG[Ipiv] 8;1 h j;‘—l ]( )77 o (B) p( ) ( )
max sup sup a’ (o Kn(x—X)n..,.(8) = o,(T7%° 33
45 SUp SUD |7 s Z i > ACED SUN(:) W(T727) (33)
1 T T-1
max sup su a; (o Ki(x— X)) ::(8) = o,(T72/%). 34
1<5<r GegIE[xpx] TfO( ) =0 j( )tzT;j h( )77 +]’]( ) p( ) ( )
These follow by standard arguments. Therefore,
T o)
Za gj xT; ﬂ ( aﬁ)] = Z Kh (x_Xs>Za*( )775—1—33(5)
s=7+1 7=0
h? - 2/5
+o () D a(a)by(w; ) + 0, (T7)

uniformly over z € [z,7] and 6 € ©. Then (26) follows.
PROOF OF (27). We have

/ (e, y)moy) foly)dy — / Hole, y)moly) foly)dy

+7 B ] +oo
_ at o / fo,i'(%y) _fo,j(ﬂ%y) me(y)dy + at o fo,j(%y)m y)dy
Z O N i A Yo K Z Fla) | 2 mlw)
+7 B ]
_ Z CL;_(Oé)/ fo,f\(*%?y) o fo,](x7y) mg(y)dy+0(T_2/5)
= | fol) folz) |
uniformly over z,6 due to the uniform decay rates on a;(a). Specifically,
W fos(z.y)
+ 0,5\ =T o T —-2/5
sup sup a’ (a —=——"my(y)dy| < Ca"™ xm = o(T ,
0€0 zelz,7] j:;il () Jol(x) o) ( )

where Supgeg SUP ey 7] |me(y)| =m < oo

Denote by
B2 )y = B (X, )X = 0] = 7).
Then write
J Jos(@ y)mo(y)dy _ 35 Kn (2, X)) mi_ (35)
fol(z) 7o K (2, Xy)
where

= [ K2t Xomato)iy
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Then note that
[ Kt Xomatws = [ Kty = X fmat) ~ ma(X0]dy
= m)(X,) / KY( — X,)dy
43 [ EH = X0 = X6 )y

= P m(%) + o(h?)

by a second order Taylor expansion, a change of variables and property B9 of the kernels. The error

is uniformly o(h?) over ¢,6. Note that (35) is just like a local constant smoother of m; ; on X; and

can be analyzed in the same way.
Using Zi/g —c=(a— gc) /3, we have

[ fogl@.yme()dy [ fos(z,y)
Folz) fo()
72 K (2, Xy) [my_; — ()]
7 2 K (2, X3)
7 2 K (2, Xy) [me (X ) — ()] N 72 K (2, Xy) [mi_; — mo(Xi;)]

—=—"=my(y)dy

B 20 Ko, X)) T2 K, X))
L AT K X mol i) — (X0 | K (o X) 1y (X0) = 1y (o)
B %Zt Kh (x>Xt) TLth Kh (x>Xt)
oK) Blmi(X,)| X, = 1]
= g 2 K= X0 G () [+ 2B Bl 1, =

by standard arguments for Nadaraya-Watson smoothers. The approximation is valid uniformly over

j <7, over x € [x,7], and over § € O.

We next rearrange the bias terms of this expansion. We have:

Bl )Xo=a = [P0y - / 8%3( o/ 5’y2me<y>dy
@) = o [ty (&, y)m
7’;'/(95) fozx)/yf(gx(f’y)mg(y)dy—l— [ fo( () } /fo; x,y)me(y
42
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The bias terms in (37) are

nali€) [ry(o) + 2B [ ORI 0] 39

However, there is a cancellation

fol@) [ 0fo(z,y) (fo(@))? 1 [0 fo(z.y)
2 2(2) / ax mo(y)dy — 2 () / fo (@, y)me(y)dy + ) / oz mo(y)dy
2(fo(@ x)
[ i
Y)

i )>/ afoé(x o)y
_ 1 /62f°’j(x’y>me(y)dy— fggg/fo’j(x,y)me(y)d%

fo(z) Ox?

so the bias (38) is
w2 L[ Phatr), ) [Py
) s [ S et = G5 [ st + s [ RSt
5 1 62fo,j<x,y>m Y@, L [Py
i) [ [ P g By / 00 ).

In conclusion, we have

/Haxyme y)dy — /Hewyme()ﬁ()

x) T Z Ky (x — Xy) Z a; ()¢,
R R B
+0P<T72/5)

uniformly over z € [z,7] and 6 € ©. This concludes the proof of (27). [

PrROOF OF THEOREM 2. The consistency of 9 follows along the lines of Linton and Mammen

(2005) using the expansions obtained above uniform over . Note that the solution value my is twice

continuously differentiable in 6 under our assumptions and

8m9 - 8m§ 8H9 am@

0 (aa MY m9> T (39)
ang 62m§ 8 H@ 8H9 8m9> ang
gme + H, L0 40
9000 (aeaeT a0007 " 90 00T 090007 (40)
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These define dmy/00 and 9*my/ 000" as solutions to integral equations with different intercepts but
the same operator Hy as (9), so the solution to these equations exists and is unique by the arguments
given above.
Let Q(0) = Q(0,my) with Q(6,my) defined in (10). We first show that
P

sup |Qr(0) — Q(0)| — 0, (41)

0coO

which follows from supyeg SUp,c(y 7 [6(z) — Mg ()| ., 0 given the moment and mixing conditions
etc. This follows from the expansions in Theorem 1 and standard uniform convergence arguments for
kernel smoothers. Specifically, supyeg SUP [y 7 imy’ ()| = 0,(1), j = B,C. The uniformity over ¢
comes from analysis of dmj;(2)/060 and dm;” ()/06. Then apply assumption B4 to yield consistency
of 6.

Define the score function and Hessian

0Qr(0) 1~y 051 (0)
00 ?th (0)

92Qr(0) D[ (0) | . O%E[(0)
YRTVY) (9
20007 T Z 89 aaT A0 rrr

where £ (0) = Z7(8) — >_j_o aj(a)mg(X;—;). One then establishes a CLT for the score function at
0 = 6y and a local uniform law of large numbers for the Hessian, which establish the CLT for 0.
We can now effectively take § = 6y in Theorem 1, and one obtains a simpler expansion for

me, () — m(x). In particular:

Mg = Zivj — ElZej| Xi] = eviy + Zak m(Xejk) = Elm(Xes i) | Xi]]

k#j
Za}nt,j = ZCL Et+j + Z Z ay, [m(Xpyj—i) — E[m(Xepj-i) | Xi]]
j=1 Jj=1 k#j
+o0 +oo
S a3 o0 (e e) — Elm(Xery )Xl = 3 af in(Xowy) — Epm(Xowy) X = 3 i,
J=1 kséj j==%1 j=+1
where a =a;/ Y2 yaj and af = D ks0 @itk 5o a3 It follows that
+o0
>alng -~ 3o iy =D aler (42)
j=1 j==+1 Jj=1

Therefore, the stochastic part of (28) ey © () + " (x), simplifies to

Tfo ZKh:c—Xt Zaet]

Likewise, there is a simplification for the bias term my (x) +mb ().
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A.2.2 Nonstationary Case

PrOOF OF THEOREM 3. Let
el(p) = Yi — pYio1 — mp(Xy) + pmy(Xia) = Y — pYior — m(Xe) + pm(Xi1) = &+ (1 — plug

€u(p) =Y — pYio1 — mp(Xy) + piny(Xy-1).
We have

T

T T T
1 5 1 9 1
Qr(p) = T ?:2 gi(p) = T ;:2 e +T(1— E up_y +2(1— f th2 E¢Ui—1

=2

~ T —p)2o—§/32(s)ds+2(1 —p)o—g/B(s)dB(s).

The least squares estimator that minimizes Qr(p), denoted p, has closed form expression p =

Z;‘LQ Upthy—1/ ZtT:2 u? ;. It is consistent at rate T' and furthermore

T(p— 1) = { BWIBE), (13)

| B2(s)ds
We next consider the difference between Qr(p) and Qr(p). We have

Qr(p) = Qrlo) + 7 D_ {3l0) — i) + 2 Z{ )~ o)} o), (44)

up) —elp) = —(Mp(Xe) = my(Xy)) + p(Mp(Xi-1) — mp(Xi-1)).

PrROOF OF CONSISTENCY. We prove:

Qr(1) =" ¢ (45)
for some ¢ > 0 (hence Qr(1)/T —? 0), and
lim inf l@T(p) > 0. (46)

T—oo |p—1|>6 T

Combine (45) and (46) yields p .1, see for example Pakes and Pollard (1989).

PROOF OF (45). The properties of Q7(1) can be derived using the expansion of Theorem 1, and
specifically the uniform over z consistency of i (z). We have Qp(1) L E (e2) > 0.

PROOF OF (46). We first derive the properties of m, — m, for p # 1. As in the stationary case
we can approximate 7, —m, in terms of 7} —m} and (7—7,, —H,)m,. The expansion for (ﬁp —H,)m,
is as above. The main difference concerns the fact that the expansion for ﬁz; — my, contains a term
that is large when p # 1 and indeed 7, does not consistently estimate mj unless p = 1. Therefore,

m, —m, is dominated by the large term in m} — m}. Specifically, (27) holds but (26) needs to be

p
modified.
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The intercept function mj is

1 1

my(r) = T2 (E[Y; — pYi1| Xy = z] — pE[Y: — pYia|Xiq = 7)) = T2 [900(2) — pg1,(2)],

a linear combination of go,(z) = E[Y;—pY;_1|X: = z] and g1,(x) = E[Y;—pYi—1|X;_1 = x]. Therefore,
we must establish the properties of g;,(z) — g;,(x), j = 0, 1, where g;,(x) are the estimates of g;,(z)
when p # 1. We have

Yi=pYi1—EY, — pYi 1| Xy = 2] = m(Xy)—m(z)—p (m(Xi-1) — Elm(X;-1)| Xy = 2])+e+(1—p)ug-1.

Vi p¥i 1~ E Vi — Y1 Xy = 2] = m(X0)— E[m(X) [ X, 1 = 2]—p (m(X, 1) — m(a))+ee+-(1—puur
The terms m(X;) — m(z) and m(X,_1) — m(x) on the rhs contribute to biases; the stationary error
terms —p (m(Xy—1) — E[m(X;-1)|X: = z]) + & and m(X;) — E[m(X;)| X1 = ] + &; may contribute

to the variance but are standard, it is the term (1 — p)u,_; containing the unit root that is different.
We have

~ 1
gjp(x) - gjp($) = Tfola

T
1
Z K (@ = Xy et (1= g s D Ko = Xog)ws
t=j+1 t=j+1

+%u2(K)bj(x; p) + Re(w5p) = b1 (1) + 7(x) + Sral) + Bl ),

where sup,c(, 7 071(7) = 0, (v/Iog TT~2/%) and SUD, ey 073(7) = O,(T~%°) under our bandwidth
conditions, while the remainder term is of smaller order than dro(z). This approximation is valid
because the X process is stationary so the terms except do(x) are standard.

We consider the term d79(z) and write dr9(z) = VT(1 — p)ér(z) + VT(1 — p)np(x) with

> {fo x| %

t=1

@) = 2 i (fo — X ) - [ﬁfq ( — Xt_j)D ey

t=1

Er(z) =

N[ =
@

3

Clearly, because E [ Ky (z — Xt_j)} =1+ O(h?) uniformly in =,

fo(z)

Z ft = 0,(1)

uniformly in x.
We argue that sup,(, 7 [17(z)| = 0,(1). Note that E[ny(z)] = 0 by assumption B11. Define

1

€Ty — mK}L (LTJ — Xt—j) —F

1
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This has (approximately as 7" — oo) covariance function

1 1 fU t—r (.’E, :E)
cov(ers, €rp—y) = F {—Kh (x — Xy) Ky (z — Xt_r)} —E? {—Kh (x — Xt)} ~e T
fi(@) Jo(x) f3(z)
by the standard change of variable and dominated convergence argument.
Furthermore,
T
var [np(z)] = T3 Z E [G%t [ug_] + Z ZE erers| Elugug]
t=j+1 t#s
p2Tl T
~ T3Zme{s thy (t —s) ~ Oc sZ’yet—s)
t#s s=1 t=s+1
2 T-1 )
e ST —9) Y k) =
k=1

s=1

so that var [np(x)] = O(T™1) and ny(x) = O,(TY/?) for each = € [z,7]. The pointwise result can
be extended to uniformity over x € [z,7] by standard arguments, so sup,e(, 7 [77(2)| = 0p(1) as

required. Therefore

vT). (48)

Z]\jp(x) - gjp(x)

HMH

Note that the rhs is the same regardless of location x and 7 and the error is uniform over these
quantities. By the usual arguments (Phillips (1987)), T3/ Zt L Ut—1 = O fo s)ds. Therefore,
(Gjp(2) = gj,(2))[NT = (1—p)o. fo s)ds for all z and j = 0, 1. In fact this convergence is uniform
over .

It holds that:

Z{ )= eilp 2:%03(/013@@)1%(1) (49)

0=y ) b = =02 ([ B ) +o,00) (50)

14+p2 ¢

T
,\ 1— U
Z )—alote=— fZ”ﬁop ) = O,(1). (51)
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We just show the argument for (49). We have

Z{ —<ilp
LS {50 — m(%) — ol (Xer) — (X))
T

_ TzZ{m—m (Xe) + p(it —m2) (Xe-1) } + 0,(1)

= T o o~ 9050 + iy — 93)(in) = ol = a0 (Xicr) = o0y = 1) (XD
+0op(1)

:1+p {Ztl}+op)

by (48). From this (49) follows.
By (49)-(51) we have

~

Qulp) = o240 - ppe? [ Boas +20—po? [ Bljan(s
0
%

[ )
+% </01 B(s)ds>2 - wai (/01 B(S)d8>

2

1+ p ) %OPM
Therefore
%@T(/)) = ‘o /0 Bis)ds + { 1+pp))6 - 2<11+_p[;)4] i </01B(S)d$>2
[ S )

2
By the Cauchy-Schwarz inequality fo B?(s)ds > ( f B (s)ds) . Therefore, with probability one:

L0r(p) = 40— o) o ( / IB<s>d8) >0 (52)

(1+p%)

for all p # 1. This establishes (46).
PROOF OF ASYMPTOTIC DISTRIBUTION. Reparameterizing p — r =1 — p/T we get

- 2

Or(r) ~ o +%g /0 B(s )ds+2%a§/0 B(s)dB(s) + o(T™),
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so that the terms from the nonparametric estimation drop out. Therefore, the asymptotic distribution

is just the Dickey-Fuller, i.e.,

1
TG -1) — fo B(s)dB(s)'
fol B2(s)ds
|
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