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Abstract: A direct application of autoregressive (AR) models with independent and identically
distributed (iid) errors is sometimes inadequate to fit the time series data well. A natural alternative
is further to assume the model errors following an AR process, whose structure however has essential
impacts on the statistical inferences related to the autoregressive models. In this paper, we construct
a new unified test for checking the AR error structure based on the empirical likelihood method. The
proposed test is desirable because its limit distribution is always chi-squared regardless of whether
the autoregressive model is stationary or non-stationary, with or without an intercept term. Some
simulations are also provided to illustrate the finite sample performance of this test. Finally, we apply
the proposed test to a financial real data set.
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1. Introduction

When auxiliary variables are not available, autoregressive models are widely used to
model this kind of time series data. Typically, the response is often assumed to depend
linearly on its previous values. Among all autoregressive models, the autoregressive model
of the first order, i.e., AR(1), is the simplest, which takes the following form:

Xt:y+¢xt*l+£t1 t:1/2/"'rnl (1)

where y and ¢ are unknown parameters with yu being the intercept item and ¢ the autore-
gression coefficient, and {e;} denotes the sequence of random errors or innovations having
means of zero.

In many previous studies, a considerable amount of work has been provided on
statistical inferences [1-6] and related applications [7-9] for AR models. In terms of prac-
tical applications, AR models are commonly used to describe the behavior of inflation or
logarithmic exchange rate, where people are interested in whether there is a unit root or
persistence of related variables. However, a precondition for an accurate unit root test or
persistence test is that the model is properly fitted so that the parameters can be reasonably
estimated. To guarantee this, it is important to perform predefined tests, e.g., the unit root
test and serial correlation test, on the rationality of using the AR model before conducting
a relevant economic analysis.

Among them, the unit root test is the most commonly mentioned. Note that the limit
distributions of the estimators of y and ¢ depend on whether the process { X;} is stationary
or non-stationary, i.e., Case (i) [¢| < 1 (stationary), Case (ii) p = 0 and ¢ = 1+  for
some nonzero constant ¢ (nearly integrated if ¢ # 0, and unit root if ¢ = 0), and Case (iii)
i #0and ¢ = 1+ £ for some nonzero constant ¢ (nearly integrated if ¢ # 0). It is well
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known that when the AR process has a unit root, its many statistical procedures have quite
complex limit distributions, differing from that for the stationary case. Hence, various
testing methods have been developed in the past decades to address the issue of unit root,
including the augmented Dickey-Fuller (ADF) test [10], the Phillips—Perron (PP) test [11],
the DF-GLS test [3], and the KPSS test [12], etc.

It is worth mentioning that if the true underlying innovations are correlated, the finite
sample performance of the tests above may be greatly affected. To improve the efficiency
of the estimation, a natural idea is to take into account the special structure of the errors if
available. Note that it is common to assume that the errors further follow an AR process
when they are correlated, while the performance of some testing procedures can be greatly
improved once the AR structure has been addressed sufficiently, as shown in [13,14].

In detail, Ref. [13] considered the following autoregressive model with AR errors:

Xy =pu+¢Xi_1+e,
{ _ p @)
er =€+ Y q Pigt—i-

where P = (1, o, - - ,tpp)T denotes the vector of unknown parameters involved in
the AR errors, and e; denotes the random error involved in ¢;. Compared to Model (1),
Ref. [13] here further assumed that ¢; follows an AR process. Note that (2) implies
& = Zf;l (—t;)es—i + er. A unified unit root test was developed by considering the special
structure in {e;}. Their test has been shown to have desirable properties, as the related
statistic converges in distribution to a standard chi-squared distributed variable. However,
their test depends on preconditions such that the AR structure of {¢;} has been well speci-
fied, and p is properly predefined. The violation of these conditions may result in power
loss in this method, as shown in our simulations.

To this end, we are interested in producing statistics to test whether ¢ is equal to
some given constant vector ¢y under Cases (i)—(iii), which has not been considered in the
literature to the best of our knowledge. Note that although many tests have been developed
for testing the possible serial correlation in {¢;}, including the Lagrangian multiplier (LM)
test [15], Box—Pierce (BP) test [16], and Ljung-Box (LB) test [17], etc., they cannot be used
directly to test the hypothesis above. In view of this, we propose an empirical likelihood-
based statistic for testing this issue by taking into account the AR structure. Note that the
setting in Case (ii) causes issues in the derivation of the asymptotic distribution, as well
as the related applications. A new data-splitting idea is also employed in order to unify
Cases (i)—(iii). It turns out that the proposed statistic converges in distribution to a standard
chi-squared distributed variable regardless of {X;} being stationary or non-stationary,
due to the special block structure of the asymptotic covariance matrix. The simulations
show that our method has a good size, as well as nontrivial power performance in finite
sample cases.

As a nonparametric method, empirical likelihood (EL) was firstly proposed by [18].
Because of its many excellent properties, i.e., no need to assume the parameter distribution
in advance, it has been widely used in the literature when parametric methods do not
work well to produce satisfactory results. Many authors have devoted themselves to
extending this method. To name but a few, Ref. [19] obtained confidence regions for vector-
valued statistical functions, which is a multivariate generalization of the work of [18].
Refs. [20,21] extended the empirical likelihood method to the setting of regression models
and general estimation equations, respectively. Recently, Ref. [22] discussed the possibility
of constructing unified tests by using empirical likelihood based on a weighted technique
for time series models. Ref. [13] further extended this weighted technique to AR models
with AR errors. Further, Ref. [23] applied the empirical likelihood method to test the
heteroscedasticity for errors of single-index model. Ref. [6] developed a unified empirical
likelihood inference method to test the predictability regardless of the properties of the
predicting variable. Ref. [24] considered the unified test problem in a predictive regression
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model. To move the effect of the possible existence of an intercept, the idea of data-splitting
has also been developed in [24]. The literature above inspired the current research.

We organize the rest of this paper as follows. Section 2 develops the unified test for
the AR structure of the AR models. Section 3 reports the finite-sample simulation results.
Section 4 applies the proposed test to the exchange rates between the U.S. dollar and
eight countries. Section 5 concludes this paper. The detailed proof of the main theorem is
specified in Appendix A.

2. Methodologies and Asymptotic Results

Supposing the random observations {X;}} ; are generated from the model (2) with
possible AR errors. Formulate ¢ = (¢, %, )" and let o = (¢, ;) " be its true value.

Note that when 6 = 6y, {e:(0)} is a sequence of iid variables, it is more efficient
to construct a statistical procedure on } i, ; ¢} 2(0) than on Y1 p1 (Xe —p — $X;_1)?%, as
discussed in [13], where

P

e(0) = (Xi—p—¢Xia+ Y $i(Xij—p—¢Xii1)), and
i=1

e(0) = Xi—p—¢Xi1,

fora given 8 = (1, ¢, ¢ ") . However, their method depends on an assumption that the
structure of the AR errors has been correctly specified, which needs to be pretested in
practice. This motivates us to consider the following hypothesis:

Ho : Py = Pro versus Hi: 7} 75 1./)2/0.

Remarkably, when 9,9 = 0, {&;} is a sequence of iid errors.
Note that when 0 takes the true underlying value 6y, we have

E(Z;(0)|Fi—1) =0, fort=p+1,---,n,

where Z;(0) = (Z;,(0),...,Z;,, ,(0 )) T, Fi denotes the sigma field generated by {es : t <

t2+p
t}, and

Zi‘l( ) = e:(0)
Zi5(0) = er(0)(Xe—1 + L) ¥iXsm—io1)
t2+z(6 =e(0)(Xp—i—p—¢Xs_i1), i=1,...,p,

which can be obtained by taking the partial differential to the sum of least squares, i.e.,

n 4 2
Y <Xt —u— X+ Y i (X j—p— 4’Xt—j—1)> ,
=1

t=p+1

with respect to ¢. Then, similar to [21], one can use the profile empirical likelihood method
to construct a test for hypothesis H( based on {Z;(0)}.

However, following [22], it is easy to verify that the resulting test does not converge in dis-
tribution to a standard chi-squared variable because the quantity ﬁ Yi—p1Z{ (60)Zf (60) "

does not converge in probability for Case (ii), i.e., # = 0 and ¢ = 1 + £ for some nonzero
constant c (nearly integrated if ¢ # 0, and unit root if ¢ = 0). As an improvement, one may
use the weighted technique developed in [22] to construct a weighted empirical likelihood-
based test. Unfortunately, the resulting testing statistic still faces a similar problem in the
optimization step during the process of profiling the redundant parameters; see a similar
discussion in [25].
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To overcome this problem, we propose the construction of the following empirical
likelihood function for 6:

m m m
L(B):sup{ I[] mét:61>0,---,6,>0, ) & =1, ) (StZt(B):O},

t=p+1 t=p+1 t=p+1

based on the data-splitting idea, where Z(0) = (Z;1(0), ..., Z;5:,(0)) " with
Z11(0) = e:(0)

Xtm— Xptm—i—
Zt,Z(e) = 3t+m(6) <\/H;(+t2+711 + 21}'7:1 lpi m) (3)
m—p—
Zip+i(0) = er(0)(Xs—i —p— ¢Xi—i1), i=1,...,p,

where m = [n/2] with [-] is the floor function. That is, we use the second half of the
data to handle ¢, and the first half of the data to handle the rest of the parameters. Here,
\/m is mainly used for technical consideration, which can relieve the cor-
relation among {Z;(0)}, and consequently improve the finite sample performance of the
EL test.

Since our aim is to test Hg related to ¢, we are only interested in the parameter 3. To
this end, we treat the other parameters as redundant parameters, as in [21], and obtain the
profile empirical likelihood ratio as ¢7 () := miny, 4 £(p, §, ).

To derive the asymptotic result for ¢7 (), we need the following regular conditions:

e (C1)Suppose {X;} follows one of the following cases:

- (i) (Stationary) |¢| < 1, independent of n;
- (ii) (Non-stationary without an intercept) ¢ = 1 — £ for some constant ¢ indepen-
dent of n with y = 0;
- (iii) (Non-stationary with an intercept) ¢ = 1 — 7 for some constant c independent
of n with p # 0;
e (C2)y(z) =1— Zle wjzj # 0 when |z| < 1, and ¢(z) has no common root with
9y £ 0.
e (C3) {e} are iid random errors, and satisfy E(|e;|>™?) < co for some constant § > 0.
These conditions are quite common, and can be found in studies such as [13]. Here,
(C2) is assumed to guarantee the stationarity of {&;}.
Under these conditions, we have the following result.

Theorem 1. Suppose Conditions (C1)=(C3) hold. Then, under the null hypothesis H,

d
gP(‘PO) — X%?/

as n — oo, where X% denotes a chi-squared random variable with p degrees of freedom, and 4y
denotes the convergence in distribution.

Remark 1. Using a similar proof to that of Theorem 1, we can show that

~ d
P (o) — Xf, asmn — oo,

where 0P (o) = miny g,g, ((1, ¢, (¢, IIJ(I o) 1) with r being the dimension of 2, which is the
true value.

Theorem 1 is desirable because it shows that the proposed test has a standard chi-squared
distribution asymptotically, regardless of which one of the Cases (i)—(iii) is followed by {X;}.
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Based on Theorem 1, we may reject the null hypothesis Ho once €7 () > x2(1 — a) at the
significance level a € (0,1), where x?(1 — a) denotes the (1 — a)-th quantile of x?2.

3. Simulation Results

In this section, we conduct some simulations to investigate the finite sample perfor-
mance of the proposed test in terms of both size and power. The simulations consist of
three parts. In the first part, we investigate the finite sample performance of the proposed
profile empirical likelihood, and compare it with a combination of the LB test and the
Akaike information criterion (AIC), i.e., using firstly the LB test to detect whether there
exists a serial correlation in the residuals, and then by employing the AIC to determine the
order of the AR structure in residuals. In the second part, we investigate the possibility
of using the proposed method to test whether or not ¢ is equal to some given ¢y, which
may be useful when verifying the extent of the stationarity of the AR errors. Note that the
combination of the LB and AIC cannot be used to fulfill this type of task. In the last part,
we study the impact of misdetermining the AR structure of the errors on the finite sample
performance of the unit root test developed in [13]. The LB test is computed with the R
function Box.test.R, while for the computing of the profile empirical likelihood, we first use
R package emplik to obtain the log-empirical likelihood ratio, and then optimize this log
ratio by using the nlm.R function. All of these R functions are well-documented, and are
currently available from the CRAN of the R-project.

In the first part, the random observations {X; } are generated from the model (2) with
i € {0, 0.01}, which indicates that the model has no intercept and an intercept item,
respectively. We take ¢ from {0.5, 1, 1 — %}, where 0.5 indicates that X; is a stationary
process, and 1 indicates that it is a unit root process, while 1 — % indicates a near unit root
process. {e;} is a sequence of iid random variables with means of zero and variances of
one. {¢;} follows the three different scenarios listed below.

. S1: The null hypothesis 7-[(()1) s = (0,0, O)T, i.e., €; has no serial correlation. The local
alternative hypothesis: ¢ = o = (d/+/n,0,0) " for some d > 0.

. $2: The null hypothesis 7—[(()2) :yp = (01,0, O)T, i.e., & has first-order serial correlation.
The local alternative hypothesis: ¢ = ¢ = (0.1,d/+/n,0) " for some d > 0.

*  S3: The null hypothesis 7—[(()3) = (01, O.1,O)T, i.e., ¢; has second-order serial

correlation. The local alternative hypothesis: ¢ = gy = (0.1,0.1,d/+/n)" for some
d > 0.

In all Scenarios S1-S3, d is taken from {1,3,5,7}. All computations are carried out
10,000 times with n ranging from 300 to 1200.

Table 1 reports the size performance of the proposed method with different settings at
the significance levels T = 0.05. We also report the ratios of determining the order of the
AR error incorrectly by using the AIC of Scenarios S1-S3 under the condition of H for
comparison. The EL method has a good performance in all Scenarios S1-S3. The results
show that the size values of the EL method gradually converge to the significance level as
the sample size 1 increases, no matter whether X; is a stationary process, a near unit root
process, or a unit root process, and regardless of whether y is 0 or not. Conversely, for the
AIC method, when X; follows a stationary process, the ratios of determining the order of
the AR error incorrectly are only closer to 5% in S1. Note that it performs poorly for the
rest of the settings, meaning that it is affected greatly by the stationarity of {X;}.

Figure 1 shows the power performance of the EL method. We can see that in S1 and
S2, when X; follows a stationary process, the convergence rate is the slowest. When X;
follows a near unit root process or a unit root process, as the value of d increases, the
power converges quickly to 1. In S3, when X; follows a near unit root process or a unit
root process, as the value of d increases to 7, the power values have a slightly descending
tendency. This implies that although the stationarity of {X;} does not impact on the order
of the local alternative hypothesis, it does affect the power function of the EL method.
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Figure 1. The power performance of EL method at T = 0.05.
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Table 1. Empirical reject probabilities at T = 0.05.
EL AIC
Scenarios I ¢ 300 600 900 1200 300 600 900 1200
0.5 0.0601 0.0518 0.0541 0.0554 0.0715 0.0693 0.0762 0.0768
0 1 —% 0.0721 0.0659 0.0609 0.0600 0.2285 0.2308 0.2337 0.2404
s1 1 0.0733 0.0657 0.0596 0.0597 0.2328 0.2337 0.2357 0.2396
0.5 0.0699 0.0575 0.0509 0.0509 0.0760 0.0719 0.0732 0.0698
0.01 1—% 0.0710 0.0611 0.0608 0.0588 0.2301 0.2323 0.2407 0.2301
1 0.0733 0.0578 0.0612 0.0581 0.2267 0.2330 0.2300 0.2406
0.5 0.0587 0.0464 0.0469 0.0517 1.0000 1.0000 1.0000 1.0000
0 1 f% 0.0652 0.0620 0.0629 0.0570 0.5531 0.3458 0.2635 0.2243
S2 1 0.0689 0.0587 0.0630 0.0563 0.5505 0.3450 0.2574 0.2246
0.5 0.0591 0.0454 0.0481 0.0514 0.9999 1.0000 1.0000 1.0000
0.01 1 —% 0.0691 0.0546 0.0586 0.0607 0.5481 0.3394 0.2665 0.2339
1 0.0694 0.0589 0.0587 0.0578 0.5454 0.3463 0.2661 0.2254
0.5 0.0557 0.0498 0.0474 0.0463 0.8969 0.8466 0.8131 0.7832
0 1-1 0.0778 0.0613 0.0621 0.0590 0.5963 0.3284 0.2238 0.1732
S3 1 0.0862 0.0635 0.0604 0.0601 0.5978 0.3318 0.2252 0.1789
0.5 0.0550 0.0496 0.0483 0.0461 0.9005 0.8445 0.8195 0.7848
0.01 1-1 0.0859 0.0692 0.0601 0.0587 0.6041 0.3332 0.2173 0.1832
1 0.0834 0.0646 0.0578 0.0585 0.5971 0.3318 0.2201 0.1812

In the second part, we consider testing whether or not 3 is equal to some given .

We simulate two settings, i.e.,

(I): The null hypothesis 7—[( : ¢ = (P1,¢2) = (0.1,0.3) T against the local alternative
hypothesis: ¢ = ¢y = (0.1 + 4 =03+ \%)T, for some d > 0.
(II): The null hypothesis H( ) : o = 0.3, against the local alternative hypothesis:

1})2:03+f,f0rsomed>0

The other parameters are the same as those in the first part. The size (d = 0) and power

(d € {3,5,10}) performances are shown in Figure 2. As expected, similar observations can
be found in Figure 3 as in the first part of simulations.

The simulation results in the first and second parts show that the proposed EL method

has a good performance in specifying the AR error structure and testing whether or not  is
equal to some given tpy, thereby confirming the theoretical result obtained in Theorem 1. It
is worth noting that when taking the AR error structure into account, accurate identification
is crucial, because it will affect the unit root test of the AR model. Therefore, in the third part,
we conduct the following simulation to show the benefit of conducting a predefined test.
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Figure 2. Empirical reject probabilities at T = 0.05.

Step 1: We generate an AR model with an AR(1) error structure, and the parameters are
p=0¢=1-19p= %. Then, we use the EL and AIC methods to determine the order of

n

the AR error. We consider sample sizes of 600 and 1200, repeat the tests 10,000 times, and
record the order determination counts under the two methods. The results are shown in
Figure 3. The abscissa represents the order of the AR error, and the ordinate is the number
of each order. It can be seen from Figure 3 that under all sample sizes, the two methods
show that the residuals have a serial correlation. For the EL test, in 10,000 experiments,
9398 of them are correctly ordered, and the error rate is only 6.02%. When the sample size
increases to 1200, the error rate decreases to 5.84%. For the AIC, when the sample size is
600, the error rate is 34.21%, and when the sample size is 1200, the error rate is 22.75%. It is
obvious that compared with the AIC method, the EL test has advantages in identifying the
order of the correlated errors, which is consistent with the above simulation results.

Step 2: We use the method proposed in [13] to test the unit root of an AR (1) model
when the AR error order is correctly and incorrectly determined. Table 2 records the
probability of identifying a unit root when the real data are a near unit root. The results
show that when the true underlying structure of the AR error is incorrectly specified, the
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power of the test proposed in [13] suffers from a loss compared to the case when the true
underlying structure of the AR error is correctly specified. This shows the necessity of
correctly testing the AR error structure before conducting the unit root test if one wants to
obtain a more reliable unit root test result.

To summarize, the EL method proposed in this paper has obvious advantages in
identifying the AR error structure, and these two methods are crucial in the subsequent
real data analysis.

EL
n=600 n=1200
9398 9416
7500
AR.error.structure
. (o]
S 5000 1
3
2
3
2500
o o 296 305 o 275 309
o] 1 2 3 0 1 2 3
AR_.error.structure AR:.error.structure
AIC
n=600 n=1200
6579 7725
6000
AR.error.structure
4000 (o]
g
3 1
2
2000 1854 3
1567
1404
871
) o] o
o] 1 2 3 0 1 2 3
AR.error.structure AR:.error.structure

Figure 3. The results of the test for AR error structure between EL and AIC.

Table 2. The power performance of unit root test at T = 0.05.

Right Order Wrong Order
¢ 300 600 900 1200 300 600 900 1200
1- é 0.0474 0.0455 0.0422 0.0437 0.0438 0.0453 0.0419 0.0425
1-2 01029 0.0941 0.0923 0.0862 0.0998 0.0918 0.0897  0.0851
1—% 01795 0.1730 0.1718 0.1678 0.1747 0.1716 0.1666 0.1664
1-19 04748 04596 04455 04367 04491 04496 0.4354 0.4307
1- % 0.7620 0.7343 0.7159 0.6983 0.7276 0.7168 0.7028  0.6864

4. A Financial Real Data Application

In this section, we provide a real financial data example. The purpose of this section is
to explore the error structure of different exchange rate markets. We collected the exchange
rates of eight countries, including developed and developing countries, against the U.S.
dollar. Currencies from developed countries include the Canadian dollar (CAD), Norwe-
gian Kroner (NKR), Singapore dollar (SGD), Swedish Kronor (SKR) and Japanese yen (JPY).
Currencies from developing countries include Chinese yuan (CNY), Thai baht (THB) and
Sri Lanka Rupees (SRE). All data are downloaded from FRED database (fred.stlouisfed.org).
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The sample period is the daily data from 2 January 2017 to 31 December 2020 (n = 1044).
Their time series graphs are provide in Figure 4.

Canada China Norway Singapore

2017 2018 2019 2020 2021 2017 2018 2019 2020 2021 2017 2018 2019 2020 2021 2017 2018 2019 2020 2021

Thailand Sweden Japan Sri Lanka
10.50

36.00

10.00 -

34.00 4 180

32.00 4

30.00 4 8.00 +

2017 2018 2019 2020 2021 2017 2018 2019 2020 2021 2017 2018 2019 2020 2021 2017 2018 2019 2020 2021

Figure 4. Time series graphs of 8 countries.

We report the least squares estimation of the unknown parameters y and ¢, and the
testing results of the EL, LB, and AIC methods, where the LB and AIC tests were conducted
on residuals obtained from the least squares method. All results are listed in Table 3,
in which the second and third columns are the estimated intercept and autoregressive
coefficients, respectively; the fourth column is the order determination result of the EL test;
the fifth column is the p-values of the EL test; and the last two columns are the p-values of
LB test and the order determination result of AIC, respectively. The AIC test shows that
most sequences have a serial correlation, except for CNY and JPY, while the EL method
indicates that only one country’s data has an AR error of up to an order of 2. Note that the
AIC tends to determine the correlated errors with a higher order than for Cases (ii)—(iii),
while for most cases, the estimated 43 is very close to 1, i.e., a near unit root. It seems that the
testing results for this dataset coincide roughly with the observations in the simulations.

Table 3. Test results of 8 countries.

Coutry f 1) EL p-Values LB-Test AIC
Canada 00340 09992 AR(0) 02122  7.7250 x 10-3 % AR(3)
China 0.0169 09975 AR(0) 08572  0.1391 AR(0)
Norway 0.0462 09947 AR(0) 04315  1.9450 x 1076 ** AR(2)
Singapore 0.0146 0.9893 AR(0) 0.8393 0.0238 ** AR(3)
Thailand 0.1453 09953 AR(0) 01666  4.0220 x 103 # AR(1)
Sweden 00274 09968 AR(0) 02165  5.6510 x 103 # AR(3)
Japan 19372 09822 AR(0) 02392  0.8896 AR(0)
Sri Lanka 01738 09992 AR(2) 02622  7.2230 x 106 ** AR(2)

Significance levels: * p < 0.1, ** p < 0.05, ** p < 0.01.

5. Conclusions

The AR model is widely used in time series data modeling. However, the direct
application of AR models with iid errors is inadequate sometimes. A common practice
is to further assume that AR models have errors of AR structure. Note that the relevant
structure of the error affects the statistical inference of the AR model. Therefore, it is
important to test the error structure of the model in both theoretical and practical analyses,
which is not considered in the literature to the best of our knowledge. Motivated by this,
this paper proposed a consistency empirical likelihood test method based on the idea
of data splitting. The limit distribution of the EL statistic was proved to be chi-squared
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asymptotically regardless of the process { X;} being stationary or non-stationary, and with
or without an intercept term. The proof is challenging and different from that of the
traditional profile empirical likelihood in [21], as the quantity ﬁ Yi—p+1 Zt(6o) does not
converge in distribution to a normally distributed vector. Fortunately, the limit distribution
of the profile empirical likelihood-based test is still chi-squared because of the special block
structure of the asymptotic covariance matrix. The simulation results illustrated that the
proposed method could not only have a good performance in specifying the AR error
structure, but also could sufficiently test whether the coefficients of the error item are equal
to some given values, which can not be achieved by some existing serial correlation tests
in the literature. The technique in the proof of Theorem 1 is challenging as in Case (ii)
the theoretical proof involves handling the convergence in space, and the special block
structure of the asymptotic covariance matrix. Hopefully, it is of potential usage in practice
as it is difficult to detect whether the process { X;} is a unit root or near unit root process.
Note that it is not necessary to make clear which case of (i)—(iii) the {X;} follows when
using our proposed test in practice.

As noted by an an anonymous reviewer, an issue of interest is whether the current
result can be extended to the case when ¢; follows a autoregressive moving average
model. Note that the discussion in this paper involves nonstationary Cases (ii) and (iii); it
seems challenging to derive the related theoretical results. We will further consider this in
the future.
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Appendix A. Proof of the Main Result

In this appendix, we provide the detailed proofs for the main results. Before proceed-
ing further, we need to first provide some necessary lemmas. For convenience, denote 1,
¢o, and o = (P10, P20, -, l,bp,o)T as the true values of y, ¢, and ¢ := (Y1, ¢, - - -, l,bp)T,
respectively. Write 8y := (uo,¢0, ¢ ) ', and let F; be the sigma field generated by
{es:1<s<tm+1<s<m+t}
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For convenience, write Sy := (51,5 ) " = (Sy1,St2,++ , St p41) |, where

t 1 t
e, = e;e s, Sipy1 = ——= ) eigi
Z Z i—1s 7 Otp+ ﬁ;lzp,

fort =1,2,---,n. By following [2], it is easy to check for any s € (0, 2] that
Sins) = W(s) := (We(s), W(s) )T = (We(s), Wa(s), -+, Wp(s)) ", (A1)

under Case (ii) as n — oo, where ‘=" denotes the convergence in space D (0, 2] which is the
space of real-valued functions of the interval (0, 2] that are right continuous and have finite
left limits, [-] denotes the floor function, and W (s) is a vector of Gaussian processes with
covariance matrix diag{c?, £, } with 02 = E(e?) and

02E(e9) -+ 0ZE(e1gp)
Yy = : :
02E(eper) - (TEZE(E%)
Lemma A1l. Under the same conditions of Theorem 1, as n — oo, we obtain
e For Case (i),

m

1 d
— Y Zi(6p) — N(0,%), (A2)
ﬁ t=p+1
where *—+" denotes the convergence in probability, and ¥. = diag{¥11, X } and
0?2 0

2
X1 = X Xy
0 0—62 . lim E t+2m 1 4 25’:1 ¢i - ;rm—r—l ,
t—reo \V T+ X - p—1 VI X m—p—i—1

e For Case (ii),

Z Z:(8p) (A3)
t=p+1

= (Wg(l),meWg(Z) — wpWe(1), Wi (1), , Wp(1)) " +0p(1),

where, for k = m,2m,

Xp—p-1 Xk—p—i-1
wi = ( T sz _—
Xk p—1

e For Case (iii),

Z Z:(00) 1, N(0,%), (A4)

where & = diag{o?,02,%}.
for Case (i), or 11 = diag{c?,0?} for Cases (ii) and (iii). Note that o> = E(e?).

Proof of Lemma A1l. Pute; = e;(60p) and &; = (X;—; — po — poX;_j_1) fori =1,2,---,p
when 6 = 6. Then, it is easy to check that {Z;(6))} is a martingale difference sequence
(MDS) with respect to the filter { F;}.
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Next, for Case (i), under the conditions of Theorem 1, both {X;} and {e;} are strictly
stationary. Hence, for any a := (aq,ay,- - - ,£l}g+2)T € RP12 we obtain

% i ( (a'Z:(60))*| Fie 1) (A5)
p+

= ( (Zt(BO)Zt (80)|Fi- 1))
t=p+1

i> aTZu,

as n — oo by using the law of large number for MDS [26]. Similarly, for any arbitrarily
small € > 0, we obtain

1 m
w2 E(la" 2@ 1(1a"Zu(60)]| 2 ev)| i) (A6)
t=p+
1 1 &z
< R E T7.(00) 210 F,_
- €51n(51/2mt:;‘r1 <|a t( 0)| | t 1)
+2 1+5; 2401 1 m p+2
< i e)(sln(slU2 2 Y. E| Y 1Z4i(80) T Fia
my o \i=1
50,

by noting that E(|e;|?*%1) < oo, which implies E(|e;|?>%1) < oo and in turn E(|X;|>*%1) < oo
when {¢;} and {X;} are strictly stationary. (A5) and (A6) together show the normality for
Case (i) by using the central limit theorem for MDS [26].

For Case (ii), note that

p
k-1 ,
Xpymoio1= Y0 erimeiokr1r + ' Xppmoiop-1, i=12,...,p,
k=1

and by [2,27], it holds that for any s € (0, 1]

Xl g s) = [ an(r) in the space D((0,1)) (A7)
\/ﬁ ¢ : Jo P ’ ’

as n — co. Using these, it is easy to check that, as n — oo,

- e o Xeyme1 le Xttm—i-1
m 1
VI p+1 ’/1+Xt2+m p—1 \/1+Xt+m p—i—1
m

- H—m _ Adm—p-1 21/]1 t-l-m p—i—1 ‘|‘0p(1)‘

ﬁ €t+m
tp+1 /1 t+mpl \/1+Xt+mpzl

Note that
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1 n Xt+m p—1 t+m p—i—1
[ e . S —

m Z t+m< Z1\'[11\/1‘|‘X1‘-&-m p—i—1
L

=p+1
m
= S S iy
= Z (Stm1 = St4m—1,1) Wi m
t=p+1

m—1

_ * * * *

= S2m,1w2m - 5p+m,1“’p+m+1 + Z St+m,1(wt+m - “’t+m+1)-
t=p+1

Using (A7), we obtain wy,, LA sgn(J:(2)), where sgn(-) denotes the sign function. As
X[us) = Op(y/m) and n — oo for Case (ii), it is easy to check that there exists some
de (O,%), fori=0,1,---,p, such that

m-l Xterfpfifl Xt+m7pfi
Z 5t+m,1 -

\/1 + Xt+m7pfi71 \/1 + Xterfpfi

t=p+1
m=l Xt+m p—i Xt+m p—i—1
2 St+m 1 3
t=p+1 (1 + (:t i, *)
,d 1 m—1
< Op(m Xt+m—p—i—1|} = OP(l)'
m t=p+1

where ¢ ; . lies between X;,,p—; and Xy ;1. This shows

\/>t2 Z:(6p)

p+1
T
= (Sm,lr SZm,lw;m - Sp+m,1w;+m+1/ Sm,Z/ Tty Sm,p+1) + Op(l)/ asn — 0.

Then, the asymptotic result for Case (ii) follows immediately based on (A1).
Case (iii) can be proved similarly as Cases (i) and (ii). We omit the details. O

Lemma A2 Under the same conditions of Theorem 1, as n — oo, we find that

e (1) \F i p1 Ze(0s) = \f Yt pi1 Zt(00) + Op (1), uniformly for (u, ¢) € B,

o« ) LT, Zi0)Z] (0) = AT, Zi(00)Z] (60) + 0p(1) = o+ 0p(1), uni-
formlyfor (u,¢) € B,

*  (©maxyi<icmsupp [ Zi(0:)| = op(v/m),

where 0, = (u, P, 1pOT)T,
{ {(1, @) = [ — pol + |9 — ¢o| < C//m} for Case (i),
B—

{(n,¢) : |p— pol + vVmlp — po| < C//m}  for Case (ii),
{(, @) : | — pol +mlp — ¢o| < C//m} for Case (iii),

for some positive constant C, L = diag{Z11, X0y} for Case (i), and diag{c?, 02, %0} for Cases
(ii) and (iii).

Proof of Lemma A2. We only prove Parts (a) and (c), as the proof of (b) is trivial based on
those of (a) and (c).
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For Part (a), note that
P
er(0:) —er = Xp—pu— X+ Y Yio(Xemi —p—pXi_i1)
i=1

p
—{Xt —po = poXe—1+ Y Pio(Xe—i — po — poXe—i1)}
i=1

—(p# — po) 1"‘21/)10 (¢ — o) {X;— 1+Z¢’10Xt i1},

i=1

and (X;—;i —p—¢Xsj1) —€—i = (b —po) + (¢ — o) Xs—j 1 forany t = p+1,---,2m
andi=0,1,---,p. Hence, we have

1 m
— Z:1(04) —Z:1(0
sup ﬁt:;rl( £1(05) — Zia( 0))‘
4
< sup —Vm(u—po)(1+ ) $io)
i=1
—m(p— X1+ ) YioXi—i-
s%p m(¢p — o) \Ft;rl{ -1 Z¢0t 1}

.{1+ ’/0 Je(s)ds

|

,fork=2,--.,p+2, follow a similar

p
(1+ ) #i0)
i=1

= 0p(1), asn — oo.

The proofs of supB‘ ﬁ 1 (Zek(84) — Zix(80))
fashion. This shows Part (a).
For Part (c), based on the decomposition of e;(6.) given in Part (a), we similarly have

Z1(04)] < 1
p 2, Sup|Zia (@) < max | er| + | +g¢lo| sup [ — fio|

+Slg’p|¢7¢0| max |Xt 1+Z¢10Xt i— 1|

pH1<i<m =
= o0p(vm),

by using the Markov inequality based on the conditions of Theorem 1 as n — oo.
max, 1<t<m SUPg | Zii(8+)| = op(y/m), k = 2,---,p+2, can be proved similarly. We
omit the details. This shows Part (c). [

Proof of Theorem 1. In the following, we only prove Case (ii), as Cases (i) and (iii) follow
a similar fashion.

Based on Lemmas Al and A2, we can show by using similar techniques as in Theorem 1
of [28] that

C(u, ¢, o) = (\/» Z Z; 9*> ! < E Z; 9*>+op() (A8)

=p+1 t=p+1

uniformly for (u, ) € B. Note that (o, o) € B. Trivially, with (A9), it follows

£(po, o, o) = (\th Z 00) 0 (\th VACH ) +0p(1), (A9)

p+1 p+1
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asn — oo. N
e(w @) = Xe—p— ¢Xe—1, Xpo1 = X1+ 20 $ioXe—io1 and 9 = 14+ X0 io.
Note that, with (A7), we have

1 Z 1
", Z {thfl}i}'YO/O Je(s)ds,

1 & 1 % 2 p

- ;jf tm—1Wf g } —>’m/ sgn(Jc(s))ds, asn — oo,

Next, since &; = ®~!(B)e;, where ®(B) = 1+ Zp L ¥i0B' with B being the lag operator
satisfying Ble; = e, j which is a linear process of {e; }, we may show that

Xi—181} = Op(1), asn — oo,

ft%l{th 1et} o ( ) \/71}%1{\/7

based on the martingale decomposition as those maintained in [29,30]; see the proof of
Theorem 3.1 of [31] for similar discussions. Then, we have

}t X, (20~ zi(o0)
(1= Ho)v0 + (¢ — Po) Xi 1
1 m {(g—po)vo+ (¢ — ¢O)Xt+m 1} WF
= T m Yo [ (= no)vo+ (¢ — po)Xi—1ter1(p, ¢)
t=p+1
{(n— Ho)’Yo+(¢ 4>o)Xt 1te—p (1, 9)
0
1o 0
_b e X
\/Etzgh (1 —po) + (¢ — ¢o) X¢—2)
((#—Ho) (¢—¢0)Xt—p—1)
Yo 'YO fo Je(s
Y0 70 segn Ic( ))
_ Vm(p — po)
N ! (i) +or®
0 0
._ Vm(p — po)
= r( (o — o) )+o,,(1), (A10)

uniformly for (i, ¢) € Basn — .
Based on (A10), it is then easy to check that the minimizer, say ({1, $), of £(u, ¢, o) —

£(po, ¢o, Po) must be in B, and satisfies

<\/ﬁ(ﬁ - 7/‘0)) _ _(FTZOAF)AFTZOA

m(p — ¢o) 2 Zi(60) +0p(1), asn — co.

\Ft p
Then, it follows
£(p, ¢, o)
-
- (\th Z 90) (Zgl_zo—lr(FTzalr)—erzo— )\th Zi(60) +0p(1).

p+1 p+1
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Further note that

-1
rr'e'n)~'r’ =r(r{ ='r) 'r= (211 0),

v Y0 Jy Je(s)ds
where 'y = | /° % 07¢ . Then, we have
Yo 0 J; sgn(Je(s))ds

1
A e dppTy—lpy —1pTy—1 1 -1 (Z 1 0
PR e MU DTtV RV D S D S ( 11 0)20 _( 21).

22
Hence,
(o) = L o)
1 L ! 0 1 UL
= R Z:(0 1| —= Z:(0y) + 1
S Lz o>> ( Zzzl)ﬁt_gﬂ {(60) +0,(1)

— )(Izg, asn — oo.

This completes the proof of this Theorem. [J
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