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Introduction

The environmental Kuznets curve (EKC) hypothesis postulates an inverted U-shaped re-
lationship between measures of economic development, typically the logarithm of gross
domestic product (GDP) per capita, and the logarithm of measures of pollution or emis-
sions per capita, such as carbon dioxide (COz) or sulfur dioxide (SO3). By analogy, the
term refers to the inverted U-shaped relationship between the level of economic devel-
opment and the degree of income inequality, postulated by Kuznets (1955) in his 1954
presidential address to the American Economic Association (Bradford et al., 2005). From
its inception with the pioneering work of Grossman and Krueger (1991, 1993, 1995) hun-
dreds of refereed publications, both theoretical as well as empirical, have contributed to
the still steadily growing EKC literature, see, e.g., Stern (2017) for a recent literature
review. The EKC hypothesis is most commonly analyzed in a regression of log emissions
per capita on log GDP per capita and its square, or even higher order powers. From
an econometric perspective, this approach has been criticized, e.g., with respect to the
use of appropriate unit root and cointegration methods. For instance, the logarithm of
GDP per capita is often found to be integrated of order one. A large part of the EKC
literature ignores the fact that powers of integrated processes are not integrated them-
selves (Wagner, 2012) and uses standard, i.e., linear, cointegration techniques. In fact,
a regression including log GDP per capita and its powers as regressors is a cointegrating
polynomial regression (CPR), a term coined by Wagner and Hong (2016). CPRs include
deterministic variables and polynomially transformed integrated variables as explanatory
variables and stationary errors. In this thesis, we address problems related to the use of
standard cointegration techniques applied to CPRs for the empirical analysis of EKC-type
relationships from an analytical point of view. Furthermore, we provide suitable estima-
tion and inference as well as cointegration testing techniques for CPRs in single equations
and also perform multi-country analysis of the EKC including cross-sectional dependencies

and parameter heterogeneity.

Alternative approaches to analyze EKC-type cointegrating relationships have been put
forward recently in, e.g., Chan and Wang (2015) or Liang et al. (2016), who consider
nonlinear least squares estimation in a parametric cointegrating regression model involving

a known nonlinear regression function. These papers provide limit theory for a wide class
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of nonlinear regression functions including polynomials, but are restricted to univariate
regressors. This may be sufficient for analyzing the EKC hypothesis, but is a limitation for
the analysis of related problems involving multiple integrated regressors. Another virtue of
considering nonlinear cointegrating relationships in a CPR framework is the preservation
of linearity in parameters, which allows for closed form least squares based estimation
methods. In presence of endogeneity the limiting distribution of the OLS estimator is
contaminated by so-called second order bias terms rendering OLS based inference difficult.
To overcome this limitation, several modified OLS estimators have been proposed in the
literature, such as the fully modified OLS (FM-OLS) estimator (Phillips and Hansen,
1990), the dynamic OLS (D-OLS) estimator (Saikkonen, 1991; Stock and Watson, 1993),
and the integrated modified OLS (IM-OLS) estimator (Vogelsang and Wagner, 2014a).

Chapter 1 analyzes the asymptotics of the standard FM-OLS estimator of Phillips and
Hansen (1990) for cointegrating polynomial regressions, i.e., treating not only the stochas-
tic regressor, but also its powers incorrectly as integrated regressors, as is common practice
in the EKC literature. The analysis of linear cointegrating relationships dominates a large
part of the literature due to its conceptual simplicity and convenience in use. The deploy-
ment of these tools in several software packages makes the standard methods tempting to
use for the EKC analysis. The empirical analysis in Wagner (2015) illustrates different
conclusions with respect to identifying countries in which a cointegrating EKC relation-
ship is present. In this chapter, we show that the asymptotic distribution of the standard
FM-OLS estimator turns out to coincide for CPRs with the tailor-made CPR. extension of
the FM-OLS estimator introduced in Wagner and Hong (2016). In addition, some inter-
mediate results of independent interest are derived. In particular, we show the asymptotic
behavior of nonparametric covariance-type estimators involving (scaled) first differences
of polynomially transformed integrated processes. The use of linear cointegration tests in
CPRs, e. g., Shin (1994)-type cointegration tests based on standard FM-OLS residuals, in
conjunction with the Shin (1994) critical values is invalid even asymptotically. In CPRs
the limiting distribution of Shin (1994)-type cointegration test statistics depends, apart
from the deterministic component and the number of integrated regressors, also on the
powers of the integrated regressors included. This is neglected when conducting cointegra-
tion tests in CPRs in conjunction with the Shin (1994) critical values. A simulation study
is conducted to assess the estimator performance in finite samples. The results illustrate
that both, the standard FM-OLS as well as the CPR extension of the FM-OLS estimator,
perform similar in CPR models in terms of bias and root mean squared error (RMSE).
However, tests based upon the latter show a better performance in terms of lower over-
rejections under the null and larger (size-corrected) power for hypothesis testing as well

as cointegration testing.
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Chapter 2 provides an extension of the integrated modified OLS (IM-OLS) estimator for
cointegrating polynomial regressions recently developed in Vogelsang and Wagner (2014a)
for the linear cointegration case and extended for a RESET-type test for the null hypoth-
esis of linearity of a cointegrating relationship in Vogelsang and Wagner (2014b). This
estimator is based on a partial sum transformation and an augmentation by including all
integrated regressors. Unlike other common OLS modifications, such as the FM-OLS esti-
mator or the D-OLS estimator, no tuning parameter is required for estimation. However,
for inference a scalar long-run covariance has to be estimated based on suitable choice of
kernel and bandwidth. It is shown that the IM-OLS estimator adjusted to CPRs has a zero
mean Gaussian mixture limiting distribution that forms the basis for asymptotic standard
inference. Since asymptotic standard inference does not capture the impact of kernel and
bandwidth choices on the sampling distributions, fixed-b asymptotic theory has been de-
veloped in the stationary framework in Kiefer and Vogelsang (2005). We provide fixed-b
asymptotic theory for the IM-OLS estimator in the CPR framework, which is asymptot-
ically nuisance parameter free under suitable conditions on the design of the regression
equation, referred to as full design. In this case, critical values can be tabulated, which de-
pend upon the kernel function, the bandwidth choice, the specification of the deterministic
components, the number of integrated regressors and the powers included. Furthermore,
an IM-OLS residual based Kwiatkowski et al. (1992)-type (KPSS-type) cointegration test
is provided with a nuisance parameter free limiting distribution of the test statistic in the
full design case. A simulation study suggest that tests based on the IM-OLS estimator in
CPRs, both standard asymptotic as well as fixed-b tests, can lead to substantially smaller
size distortions for hypothesis testing at the cost of some minor losses in (size-corrected)
power compared to FM-OLS and D-OLS based tests, especially for larger extents of se-
rial correlation and endogeneity. The IM-OLS residual based cointegration test performs
similar to the FM-OLS residual based test and has good power properties against the
variety of alternatives considered in this simulation study. We also apply the established
estimation and testing techniques to the EKC hypothesis based on a data set containing
CO4 emissions and GDP for 19 early industrialized countries over the time period 1870—
2013. We find evidence for the existence of a quadratic EKC relationship for six countries
and in one additional country for a cubic EKC relationship. The results of the FM-OLS
and IM-OLS based cointegration tests are well in line with each other. The findings in
this chapter indicate that the extension of the IM-OLS estimator to CPRs adds another
concept into the toolkit for analyzing CPR relationships, which in particular is robust to

serial correlation and endogeneity.

Finally, Chapter 3 analyzes the EKC hypothesis in a multi-country system of equations
approach. In addition to the above-mentioned problems of linear cointegration methods

for the analysis of EKC-type relationships, a large part of the EKC literature uses panel
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data cointegration techniques, which are plagued by the restrictive assumptions of cross-
sectional independence and parameter homogeneity. The EKC analysis based on multi-
country data involves GDP series for countries of geographic contiguity, e.g., Belgium and
the Netherlands, which are not expected to be independent. On the other hand, going
through different stages of development as well as the absence of coordinated policies
against COo or SO emissions in the past may imply different trajectories of country-
individual EKCs and in turn cross-sectional parameter heterogeneity (see, e.g., Dijkgraaf
and Vollebergh, 2005). Therefore, building upon Hong and Wagner (2014) we consider
fully modified OLS estimation for systems of seemingly unrelated cointegrating polynomial
regressions (SUCPRs). In addition to single-equation cointegrating polynomial regression
analysis, this setting allows for the consideration of cross-sectional dependence of the
regressors as well as the errors and does not impose parameter homogeneity. Instead, we
provide Wald-type tests for poolability, i.e. equality of parameters, for subsets of coefficients
over potentially different subsets of cross-sections. Non-rejection of the null hypothesis for
these tests allows for fully flexible estimation of the system of equations, which turns
out to be very useful in the EKC application. We refer to this as group-wise pooled
settings and consider group-wise pooled estimation of the EKC for COs emissions for
six early industrialized countries over the period 1870-2013. The estimation results are
similar to those obtained in unrestricted individual CPRs despite the reduction of the
number of estimated parameters by about one third. Conversely, we show that estimation
in a classical panel approach including cross-sectional parameter homogeneity — except
for the intercepts — is rejected by poolability testing and performs severely worse in this
application. In case that the cross-sectional dimension is small compared to the time series
dimension, a problem-specific approach to pooling that the SUCPR methodology provides
is a helpful tool for analyzing multi-country EKC-type relationships.

All simulations and computations for empirical applications have been performed in MATLAB.
The code containing the respective procedures can be obtained from the author upon re-

quest.
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1. “Standard” Fully Modified OLS
Estimation of Cointegrating Polynomial
Regressions

1.1. Introduction

The development of asymptotic estimation and inference theory for unit root and cointe-
gration analysis has experienced rapid progress over the past few decades. Most models
employed in empirical research are linear in variables and convenient in use for applied
work as several software packages give access to these tools of econometric analysis to many
fields of empirical research. Given the particular application at hand, linear models may
be too restrictive to capture the features of long-run relationships adequately. Extensions
to nonlinear cointegrating relationships have been put forward recently. However, the
nonlinear cutting-edge techniques are still in its infancy relative to the linear counterparts
— especially with respect to applied work. From this point of view, it is worth investi-
gating the impact of applying linear cointegration estimation and inference techniques in

nonlinear cointegration models.

The present chapter analyzes analytically the asymptotics of the fully modified OLS (FM-
OLS) estimator of Phillips and Hansen (1990) for cointegrating polynomial regressions
(CPRs), i.e., regressions including deterministic variables, integrated processes as well as
integer powers of integrated processes as explanatory variables and stationary errors. The
CPR framework allows to develop linear least squares based estimation methods and is
applicable in the contexts of, e.g., purchasing power parity (PPP) or the environmental
Kuznets curve (EKC) hypothesis.! The former is considered in Hong and Phillips (2010),

who present a specification test for more general nonlinear cointegration regressions based

The term EKC, coined by Grossman and Krueger (1995), refers by analogy to the inverted U-shaped
relationship between the level of economic development and the degree of income inequality postulated
by Simon Kuznets (1955) in his 1954 presidential address to the American Economic Association.
Already early survey papers like Stern (2004) or Yandle et al. (2004) find more than 100 refereed
publications; with many more written since then. See also the discussions in Wagner (2015) and
Wagner and Grabarczyk (2017) for additional references and some background.
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on approximations by polynomial basis functions. On the other hand, the EKC hypothesis,
which postulates an inverted U-shaped relationship between GDP and emissions, is the
original motivation for considering CPRs in Wagner and Hong (2016). The hypothesized
inverted U-shape suggests the inclusion of GDP and at least its square as explanatory
variables. It is known that integer powers of an integrated process are not integrated
processes (see, e.g., Wagner, 2012). Nevertheless, the empirical EKC literature that uses
unit root and cointegration techniques employs standard estimation methods for linear
cointegrating relationships, with few exceptions, e. g., Chan and Wang (2015) and Wagner
(2015). This means that, e.g., the FM-OLS estimator is applied treating not only the
stochastic regressor, but also its integer powers incorrectly as integrated regressors. This
approach is referred to as FM-LIN in this chapter (defined in (1.10) in Section 1.2). Wagner
and Hong (2016) adapt the FM-OLS estimator to the CPR case (defined in (1.6) in
Section 1.2), labeled FM-CPR hereafter. The main result of this chapter shows that the
asymptotic distributions of the FM-LIN and the FM-CPR, estimators coincide for CPRs,
thereby developing some intermediate results related to nonparametric long-run covariance

estimation that are of independent interest.

An immediate implication of the main result is that the asymptotic distributions of the
Shin (1994)-type cointegration test statistic, as discussed in Wagner and Hong (2016) for
CPRs, coincide for both the FM-LIN and the FM-CPR residuals. The critical values for
this test depend upon the specification of the equation (Wagner, 2013), i.e., upon the de-
terministic component as well as the number and powers of integrated regressors included.
Consequently, testing for cointegration using the FM-LIN residuals in conjunction with the
Shin (1994) critical values, is invalid even asymptotically. Thus, in contrast to estimation
for cointegration testing, no surprising asymptotic result rescues the “linear approach”.
The discussion in Section 1.2 is for the CPR case with only one integrated process and
powers thereof as regressors, which is also the most relevant case for the applications we
are aware of. The result, however, extends, with only additional notational complexity,
to the more general situation considered in Wagner and Hong (2016).2 Details for the

general case are given in Appendix A.2.

The scatter plot shown in Figure 1.1 displays the relationship between log GDP per capita
and log CO2 emissions per capita for Belgium over the period 1870-2009. In addition to
the scatter plot, the figure displays estimates obtained by FM-LIN (dashed) and FM-
CPR (solid). If log GDP per capita is an integrated process, the results in the figure are
derived from a regression involving a unit root process and its square, an intercept and a
linear trend as regressors and log CO»2 emissions per capita as dependent variable. Details

including definitions and precise assumptions are given in Section 1.2. The results are

2The detailed discussion in Section 1.2 shows that the asymptotic equivalence result requires stricter
assumptions than used in, e.g., Wagner and Hong (2016).
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In(COy)

. . ® Actual Values
hd - = =FM-LIN
FM-CPR
14t ! . ! ! ! ! ! ! ! I I
8 8.2 8.4 8.6 8.8 9 9.2 9.4 9.6 9.8 10
In(GDP)

Figure 1.1.: EKC estimation results. The dots show the pairs of observations of log GDP
and log COs in per capita terms for Belgium for the years 1870-2009. The curves result
from inserting 140 equidistantly spaced points based on the sample range of log GDP
per capita and the corresponding values of the trend given in the estimated relationship
In(CO2); = ¢ + 6t + B1In(GDP); + B2 In(GDP)?. Thereby, the coefficient estimates are
obtained by FM-LIN (dashed) and FM-CPR (solid).

very similar, despite the fact that the FM-LIN estimator is used in a setting for which it

has not been designed.

The theoretical analysis is complemented by a simulation study, that confirms the main
result of this chapter and assesses the performance of the FM-LIN estimator for CPRs
in small samples. The FM-LIN estimator performs qualitatively similar to the FM-CPR
estimator in terms of bias and root mean squared error, but the simulation study indicates

a better hypothesis test as well as cointegration test performance for the latter.

The chapter is organized as follows: In Section 1.2 we present the model and assumptions
as well as the theoretical results. Section 1.3 is devoted to a brief simulation study and Sec-
tion 1.4 summarizes and concludes. Two appendices follow the main text: Appendix A.1
contains some auxiliary lemmata and proofs of the main results. Appendix A.2 illustrates
the main arguments of the proofs for the case with more than one integrated regressor.

Available additional material contains more detailed simulation results.

We use the following notation: Definitional equality is signified by :=, equality in dis-
tribution by 2 and weak convergence by =. We use Op(-) to denote boundedness in
probability, whereas op(-) and 0,45 (-) denote convergence in probability and almost sure
convergence. The integer part of x € R is given by |z| and a diagonal matrix by diag(-)

with entries specified throughout. For a vector = (2;)i=1,..n, we consider the Euclidean
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norm ||z]|? := >°1 | 27 and for a matrix A the j-th column is labeled by A(.j)- We denote
with Opxpn an (m x n)-matrix with all entries equal to zero and ef defines the [-th unit
vector in R¥. The expectation operator and the first difference operator are labeled by
E and A, respectively. Brownian motions are denoted by B(r), with covariance matrix

specified in the context and standard Brownian motions by W (r).

1.2. Theory

1.2.1. Model and Assumptions

As mentioned in the introduction, to understand the arguments leading to the results it
suffices to consider a cointegrating polynomial regression with one integrated regressor
3 .

, 1.

and its powers e.,

gy =D+ Xy/'B+wu, fort=1,....T, (1.1)

Ty = Ty—1 + V¢,

where y; is a scalar process, D; € R? is a deterministic component, x; is a scalar I(1)
process and X; := [z, 27,...,2}]" € RP. Denoting with Z; := [D}, X}’ € R?™P the stacked
regressor matrix and with @ := [¢’, 8]’ € R(@+P) the parameter vector, equation (1.1) can

be rewritten more compactly as:
yt:Z£0+ut, fort=1,...,T.

Assumption 1. For the deterministic components it suffices to assume that there exists
a sequence of ¢ x ¢ scaling matrices Gp = Gp(T') and a g-dimensional vector of cadlag
functions D(s), with 0 < [; D(2)D(z)'dz < oo for 0 < s < 1, such that for 0 < s <1 it
holds that:

lim Tl/QGDD[ST] = D(S)

T—o0

For the leading case of polynomial time trends?, the deterministic component has the form
Dy = [1,t,42,...,t77 Y with Gp = diag(T—V/2,7-%/2, 752 ... T=(@=1/2)) and D(s) =

[1,s,s2,...,s771.

3Note that, of course, not all consecutive powers of x; need to be included and in case of more than one
integrated regressor the included powers can differ across integrated regressors. These changes lead to
notational complications only. The initial value o can be any well-defined Op(1) random variable.

“In the EKC literature the deterministic component typically consists of an intercept and a linear trend
with the latter supposed to capture autonomous energy efficiency increases.

10
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The precise assumptions concerning the error process and the regressor are as follows:

Assumption 2. The processes {u;}rez and {Azy}iez = {vi}iez are generated as:
[o.¢]
ur = Cu(L)G =Y cusGi—i,
§=0
oo
Axy =v = Cy(L)ey = chjet_j,
j=0

with »722 0 jlewj| < o0, 32720 dlcvjl < 00 and Cy(1) # 0. Furthermore, we assume that
the process {€0}icz = {[(i, ) }iez is independently and identically distributed with
E(][£2]|)) < oo for some I > max(8,4/(1 — 2b)) with 0 < b < 1/3.

The above Assumption 2 is stronger than the corresponding assumption used in Wagner
and Hong (2016). To be able to draw upon some of the results of Kasparis (2008) we
replace the martingale difference sequence assumptions used in Wagner and Hong (2016)
with a linear process assumption and the moment assumption of Kasparis (2008).> For
univariate {x;}ez the assumption Cy(1) # 0 excludes stationary {z;}+cz, and has to be
modified in the multivariate case to det(C,(1)) # 0, i.e., in the multivariate case the

vector process {x;}ez is assumed to be non-cointegrated.

For long-run covariance estimation we impose the following assumptions with respect to
kernel and bandwidth choices, which are closely related to the corresponding assumptions
of Jansson (2002):

Assumption 3. For the kernel function k(-) we assume that:
1. k(0) =1, k(-) is continuous at 0 and k(0) := sup,~q |[k(z)| < co
2. [ k(x)dz < oo, where k(x) = sup,s, [k(y)|

Assumption 4. For the bandwidth parameter Mp we assume that My C (0,00) and
Mz = O(T"), with the same parameter b as in Assumption 2.

®Note that in Kasparis (2008, Assumption 1(b), p. 1376) a condition of the form I > min(8,4/(1 — 2b))
is posited. In the proof of his Lemma Al, however, at different places moments of order 4/(1 — 2b)
(p- 1391) and order 8 (p. 1395) are needed. Thus, we believe that the minimum should be replaced
by the maximum. Since we use similar arguments in the proofs of our Lemmata 3 and 4 we require
moments of order max(8,4/(1 — 2b)). As discussed in Wagner and Hong (2016) similar results could
also be established under alternative assumptions in the spirit of, e.g., Ibragimov and Phillips (2008)
or de Jong (2002), augmented correspondingly to accommodate the powers of the integrated regressor.
A key difference to, e.g., Chang et al. (2001) is that {u;}+ez is allowed to be serially correlated, in an
MDS setting in Wagner and Hong (2016) and in a linear process setting here.

11
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Our Assumption 4 on the bandwidth implies limT_,oo(Mr;1 + T_1/3MT) = 0, whereas
Jansson (2002) assumes linrlT_mo(]\Z[T_1 + T71/2MT) = 0, which corresponds to Mp =
O(T?), with 0 < b < 1/2. Clearly, our assumption here is stronger. This tightening of
the upper bound stems from the fact that for the asymptotic analysis of the FM-LIN
estimator defined in (1.10) we need to consider “long-run covariance” estimators involving
nonstationary processes. HEstablishing weak convergence of these terms requires smaller

bandwidths. In order to have uniform notation we formally define:

Definition 1. For two sequences {a;} and {b;} with samplet=1,...,T we define:

Z k <MT> Z arby_p, (1.2)

neglecting the dependence on k(-), M and the sample range 1,...,T for brevity. Further-

more,
Qab = Aa,b + A:zb - 2A]abu (13)

with Sgp = T ! Zthl aby.

Clearly, in case that {a;}iez and {b;}1ez are jointly stationary processes with finite half
long-run covariance Ay = > ;- g E(apb},), then under appropriate assumptions Ay is

— as usual — a consistent estimator of A,,, with similar results holding a fortiori for
Qab == > e o E(apb},) and gp := E(agb).

Remark 1. Note also that in our definition of Aab we use (like, e. g., Phillips, 1995) the
bandwidth M7 rather than T — 1 as upper bound of the summation over the index h
(like, e.g., Jansson, 2002). For truncated kernels with k(z) = 0 for |z| > 1 this is of
course inconsequential. It can also be shown (see, e.g., Phillips, 1995) that for standard
long-run covariance estimation problems, consistency is not affected by either summation
index choice also for untruncated kernels like the Quadratic Spectral kernel. In our set-
ting, where the asymptotic behavior of A-quantities is analyzed for a (properly scaled
but) nonstationary process (see Theorem 1 and Corollary 1), the summation bound is
important. The key result in Theorem 1 below hinges upon summation only up to Mrp.
The tighter summation bounds are related to the smaller bandwidths needed postulated
in Assumption 4. More specifically, we need this in the proof of Lemma 5. This lemma
is related to Kasparis (2008, Lemma A1, p. 1394-1396), where this summation bound is
also used (in a slightly different context).

12



1.2. Theory

Assumption 2 implies that the process {& }iez := {[ut, vi]' }1ez fulfills a functional central

limit theorem of the form:

1 & Bur)] i
T 2 &= BO) = | =0 W), refo 1], (1.4)
t=1 v

with the covariance matrix Q¢¢ of B(r) given by the long-run covariance matrix of {&;}+ez,
i.e.,

o0

= > E(%)-

h=—o0

Quu QU’U
Qe =

VU Q’U’U

The half (or one-sided) long-run covariance matrix Age == Y 72 (E(£0&}) is also needed
below and partitioned similarly as €¢e. For FM-type estimation, estimates of the above
long-run covariance matrices are required. Below we focus on the estimation of Ag,
from which an estimator of Q¢ follows using (1.3) and an estimator of X, since the
asymptotic behavior of estimators of A-type quantities is one of the key elements for the

result in Theorem 1.

Unless otherwise stated, in long-run covariance estimation the unobserved errors u; are
replaced by the OLS residuals from (1.1), @¢. This defines & := [di, v¢]’ and the effects of

this replacement are analyzed below.

1.2.2. Fully Modified OLS Estimation

A fully modified OLS (FM-OLS) type estimator for the parameters in (1.1) is presented in
Wagner and Hong (2016) by extending the FM-OLS estimation principle from the linear
cointegration case considered in Phillips and Hansen (1990) to the CPR setting.® We
briefly describe the two-part transformation required for FM-CPR estimation. First, the
dependent variable y; is replaced by:

y =y — ArQ ) Qs

5Note again that related work has also been undertaken by other authors, including — as already mentioned
— Chang et al. (2001), de Jong (2002), Ibragimov and Phillips (2008) or Liang et al. (2016).
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1. “Standard” Fully Modified OLS Estimation of Cointegrating Polynomial Regressions

with the long-run covariances estimated from &. The second transformation consists of a

bias-correction term that is for specification (1.1) given by:

0q><1
T
A=A | 2 | (1.5)

VU

T -1
¥4 Zt:l 5”5 )

with Aju = Apu— A Qg Finally, defining yt == [y, ... cyp) and Z = [Z4,..., Zr],
the FM-CPR estimator of 6 is defined as:

0% = (Z'2)"1(2'y" — A%). (1.6)
Define
G = G(T) := diag(Gp(T), Gx(T)), (1.7)

with Gx(T) := diag(T~, 732, ..., T=P+D/2) and J(r) := [D(r)’, B, (r)']’, where B, (r) :=
[By(r), B%(r),...,Bb(r)]. Wagner and Hong (2016, Proposition 1) show under slightly

weaker assumptions that:

-1

1 1
GGt —0) = < / J(r)J(r)’dr) / J(r)dBun(r), (1.8)
0 0
with By.p(r) := Byu(r) — By(r)Q, Q. The zero-mean Gaussian mixture limiting dis-
tribution given in (1.8) forms the basis for asymptotically valid standard (chi-squared)

inference.

1.2.3. “Standard” Fully Modified OLS Estimation

¢

We now consider the “wrong” approach outlined in the introduction and show that it is
asymptotically equivalent to the FM-CPR estimator discussed in the previous subsection,
i.e., it is in fact not “wrong” asymptotically. We refer to this estimator, defined formally

in (1.10), for brevity as FM-LIN estimator.

Considering the CPR “formally” as a standard linear cointegrating regression problem we

rewrite the model as follows:

yr = Dyd + X + uy
Xi = Xp1 4+ wy,
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1.2. Theory

with
Az vt
oy e A$? _ 21:tvt‘—vt2 ’ (1.9)
s ] Lo Qe

i.e., the j-th component of the vector wy is given by — Ei:l (i) $g _k(—vt)k. The modified

dependent variable is given by:
v = v — i Qi

with Qe and Qs to be interpreted in the sense of Definition 1. The correction term for
FM-LIN is given by:

qul

AR — 0f1><1 ] _
T ~ o A+
t z Juswﬂ

with Ay and Awﬁ also to be interpreted in the sense of Definition 1. This allows to
define the FM-LIN estimator as:

0t .= (2 2) Y2yt — A™), (1.10)

with y™+ = [yfT,...,47 7). Denoting with 4™ = [af™,... a;1), where 4/ =

U — wQQ;}UQwa, the centered and scaled estimator can be written as:
GO —0) = (GZ'2G) ! (GZ'utt — GA™), (1.11)

with the first term, obviously, unchanged compared to the FM-CPR estimator. Thus,
consider the two parts of the second expression in (1.11) in more detail using W :=
[w),...,wh] and Gy := Gw/(T) = diag(1, 7~Y/2, ..., T~P=1/2).

GZ'utt = GZ'(u— WL Qua)
= GZ'w — GZ'WQL Qe
= GZ'u— GZ'WGwGy! Qut Gt G Qi
= GZ'u— GZWQLL Qga,

15



1. “Standard” Fully Modified OLS Estimation of Cointegrating Polynomial Regressions

with W := WGy a “properly scaled” version of W such that the three terms GZ'W, Qi

and Q@@, have well-defined limits established below. Next consider:

GA™ — GD 0 0q><l _ Oq><1 _ Oq><l
0 Gx || TAL, GwAL, Ab |

where TG x = Gyw. Combining the above expressions we can rewrite the centered and
scaled FM-LIN estimator as:

GO - 0) = (6Z'2G) " (GZ'u - GZWOGLQa, — GA™) . (112)

Clearly, the asymptotic behavior of the “formal” long-run and half long-run covariance
estimators is of key importance and is thus investigated next in two steps. We first consider
the process {n:} := {[us, w;]'} and then show in the second step that the same asymptotic
behavior prevails also for {7;} := {[t¢, w}]'}, when using the OLS residuals 4, for actual

calculations.

Theorem 1. Under Assumptions 2 to 4 it holds that

Mr h 1 T—h Auu Au'u AuvB/
A,m = Z k <]WT> T Z 77t77£+h = Am] = Aw Ayy Avvli/ ) (1'13)
h=0 t=1 AUU,B AUvB A’U’UB

as T — oo, with
1 1 !
B:= [2/ Bv(r)dr,...,p/ Bﬁl(r)dr] (1.14)
0 0
and fori,j=1,...,p—1,

By = (1+i)(1 +j)/0 B (r)dr. (1.15)

Furthermore, as T — o0, it holds that

1 T Euu Zuv EuvB/
E7777 = T Z 771‘/771/5 = ZT]W = Zvu Zvv EUU[?’V/
=1 SouB TpwB  X,B

m Yo = Apy + A;m — Bpn =t Qo
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1.2. Theory

Remark 2. By construction the upper 2 x 2-blocks in the above results coincides with
the long-run and half long-run covariances of the process {& }tcz. For all other terms
involving an integrated process or some powers of an integrated process we observe weak
convergence to functionals of Brownian motions. This is not unexpected, since these terms
are the limits of continuous functions (continuous kernel weighted sums) of scaled powers
of integrated processes. In particular these terms are not long-run covariances of some
underlying stationary processes, but we continue to use the “symbolic notation” A,,, ¥,
and 2, compare Remark 1. Note again, only the upper left 2 x 2 blocks are (long-run)

covariances.

As indicated above, replacing u; by the OLS residuals @; does not change the asymptotic

behavior.

Corollary 1. Under Assumptions 1 to 4 the same results as above also hold for {n}, i.e.

asT — oco:

M h 1 T—h

Ay := )k <MT> T Z MMy = Dy
h=0 =1
|z

Zﬁﬁ = T Zﬁtﬁt = Enn

t—1
Qi := Ay + A%ﬁ iy = iy

It remains to characterize the asymptotic behavior of the remaining component on the
right hand side of (1.12).

Lemma 1. With the data given by (1.1) under Assumptions 1 and 2 it holds for

-
oz — [ GrPW
Gy X'W

as T — oo that:

T 1
(GDZth;Gw> = /O D(r)dB,(r),
t=1 (,1)

and

(GDith;Gw> Ny / DY BI () dBu(r) + 1 — 1)Aw / DB (r)dr
t=1 (-9) 0 ) 0 )
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1. “Standard” Fully Modified OLS Estimation of Cointegrating Polynomial Regressions

forj=2,...,p and

T 1 1
<GXZth£Gw> = / By (r)dBy(r) + (i + j — 1) Ay / B2 (r)dr
t=1 0 0

= (i.9)
j r
—(>zw / B2 (1),
2 0

fori,j=1,...,p.

Combining the results of Theorem 1, Corollary 1 and Lemma 1 allows to establish the

main result of this chapter.

Theorem 2. Let the data be given by (1.1) with Assumptions 1 and 2 in place. Further-
more, let long-run covariance estimation be performed with Assumptions 8 and 4 in place.
Then it holds for T' — oo that:

-1

GG —6) = ( /0 1 J(r)J(r)’dr) /0 () dBus (1), (1.17)

Thus, the FM-LIN and the FM-CPR estimator have the same limiting distribution.

1.2.4. Testing for Cointegration

The asymptotic equivalence result established in Theorem 2 also implies that the Shin
(1994) type test of Wagner and Hong (2016, Proposition 5) for cointegration in the CPR
setting can be based on the residuals of both FM-CPR and FM-LIN estimation. Both test

statistics have the same asymptotic null distribution as shown in the following corollary.

Corollary 2. Consider again the cointegrating polynomial regression given in (1.1), As-
sumptions 2 to 4 in place and denote as before with ﬂf the FM-CPR and by ﬁj+ the
FM-LIN residuals. Then it holds that both

1 1
CT = § —E af (1.18)

- 1/2 J

Twqy t=1 T j=1

and
2
1 1 <
++ . } : E : ot
t=1 j=1
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1.3. Finite Sample Performance

with Qg., = qu — Qmﬂgvlflv@ and Qg = Q{“} — Q{WQ;%UQU}@ converge under the null

hypothesis as T — oo to

1
/ (W2w (r))* dr, (1.20)
0

with

-1

W (r) = Waalr) = [ 1V (5)ds ( / 1 JW<s>JW<s>’ds) / L ($) AW (),

where JW (r) = [D(r), Wy(r), W2(r),...,WE(r))'. Under the stated assumptions both
Wiy and Wi are consistent estimators of wy., = Quy — QUUQ;}QW, the variance of
By.y(r).

Remark 3. Note that in more general CPR models the above test statistic does not
necessarily have a nuisance parameter free limiting distribution. The key requirement for
this is, using the terminology of Vogelsang and Wagner (2014b), full design. In case of

only one integrated regressor full design automatically prevails.

The result of Corollary 2 is in line with the cointegration test findings alluded to in the
introduction. Using the FM-LIN residuals to calculate the CT ™+ test statistic, but the
Shin (1994) critical values is not mutually consistent. Instead of the Shin (1994) critical
values the critical values corresponding to the above limiting distribution need to be used
(given in Wagner, 2013). Therefore, using “linear” methods does have an asymptotic

effect, not for parameter estimation but for cointegration testing.

1.3. Finite Sample Performance

We assess the performance of the FM-LIN and FM-CPR estimators and hypothesis tests
based upon them, benchmarked against results obtained with OLS, as well as FM-LIN
and FM-CPR based cointegration tests.

We consider the following data generating process:
Y = ¢+ 0t + Pra; + Pox? + uy, (1.21)
where the error processes {u;}iecz and {Axy}iez, = {vi }ez are generated as:

Ut = p1ut—1 + & + p2ey,

vy = e; + 0.5ep_1,
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1. “Standard” Fully Modified OLS Estimation of Cointegrating Polynomial Regressions

P1, P2 OLS FM-LIN FM-CPR

And NW NWr And NW NWr
Panel A: Bias
0.0 0.0003 0.0005 0.0001 0.0005 0.0004 0.0003 0.0005
0.3 0.0191 0.0079 0.0071 0.0074 0.0076 0.0064 0.0071
0.6 0.0785 0.0417 0.0416 0.0403 0.0412 0.0391 0.0382
0.8 0.2020 0.1445 0.1464 0.1447 0.1451 0.1378 0.1397
Panel B: RMSE
0.0 0.0668 0.0734 0.0728 0.0735 0.0714 0.0712 0.0714
0.3 0.0938 0.1033 0.1020 0.1035 0.0973 0.0965 0.0971
0.6 0.1721 0.1780 0.1748 0.1775 0.1635 0.1592 0.1597
0.8 0.3284 0.3377 0.3290 0.3337 0.3092 0.2982 0.2981

Table 1.1.: Bias and RMSE for coefficient 51, QS kernel, T' = 100.

with {e¢ }rez and {e; }4ez 1.i.d. standard normally distributed. The parameter values chosen
are c = 6 = 1, f1 = 5 and B = —0.3, motivated by the empirical results for EKC
estimation in Wagner (2015). The parameter p; controls the level of serial correlation
in the regression error and the parameter ps controls the level of endogeneity. Both
parameters are chosen equally from the set {0,0.3,0.6,0.8}. We consider the sample sizes
T € {50,100,200,500,1000} and all test decisions are carried out at the nominal 5%

significance level. The number of replications is 10,000 throughout.

For long-run covariance estimation we use the Quadratic Spectral (QS) kernel” and band-
widths chosen according to the following rules: the data dependent bandwidth rules of
Andrews (1991) (labeled And) and Newey and West (1994) (labeled NW), as well as a
simplified sample size dependent version of the latter, i.e., My = |4(7/100)%/?| (labeled
NWr).

1.3.1. Bias and Root Mean Squared Error

We start the analysis by considering the performance of the estimators in terms of bias and
root mean squared error (RMSE). Given that the results for the coefficients 8; and (2 are
qualitatively similar throughout, we focus on the results for £1, displayed in Table 1.1 for
sample size T' = 100. Results for different sample sizes as well as for the coefficient G5 are
available upon request. The FM-LIN and FM-CPR estimators of 3; are less biased than
the OLS estimator in case of serial correlation and endogeneity. Comparable effects also
emerge for the RMSE of the estimators. However, the RMSE indicates a slightly better
performance of the FM-CPR estimator compared to the FM-LIN estimator. The results

"Simulations have also been performed using the Bartlett kernel with results given in additional material.
Regarding the kernel choice the estimators and tests based upon them perform similar in case of low
level of serial correlation and endogeneity, while the performance is slightly better using the QS kernel
in case of high level of correlation.
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1.3. Finite Sample Performance

01, P2 OLS FM-LIN FM-CPR

And NW NWr And NW NWr~
Panel A: T' =50
0.0 0.0757 0.2599 0.2798 0.2146 0.2385 0.2308 0.1854
0.3 0.2184 0.2993 0.3096 0.2544 0.2508 0.2558 0.2082
0.6 0.5141 0.4129 0.4253 0.3890 0.3417 0.3428 0.3178
0.8 0.7853 0.6263 0.6363 0.6235 0.5615 0.5541 0.5563
Panel B: T'= 100
0.0 0.0597 0.1645 0.1509 0.1493 0.1431 0.1233 0.1285
0.3 0.2066 0.1883 0.1874 0.1738 0.1528 0.1494 0.1415
0.6 0.5352 0.2901 0.3072 0.2813 0.2307 0.2440 0.2253
0.8 0.8164 0.5033 0.5484 0.5196 0.4192 0.4374 0.4564
Panel C: T = 200
0.0 0.0572 0.1184 0.1201 0.1021 0.1027 0.0998 0.0868
0.3 0.2045 0.1338 0.1411 0.1210 0.1101 0.1159 0.1033
0.6 0.5449 0.2011 0.2237 0.2117 0.1574 0.1738 0.1754
0.8 0.8279 0.3885 0.4336 0.4531 0.2776 0.3060 0.4093
Panel D: T'= 500
0.0 0.0517 0.0844 0.0785 0.0758 0.0730 0.0672 0.0681
0.3 0.2022 0.0945 0.0977 0.0879 0.0794 0.0851 0.0781
0.6 0.5498 0.1322 0.1650 0.1428 0.0999 0.1136 0.1250
0.8 0.8380 0.2800 0.3583 0.3375 0.1542 0.1964 0.3098
Panel E: T'= 1000
0.0 0.0520 0.0691 0.0627 0.0665 0.0648 0.0597 0.0626
0.3 0.2046 0.0748 0.0804 0.0731 0.0684 0.0751 0.0684
0.6 0.5560 0.1026 0.1421 0.1107 0.0792 0.0888 0.0989
0.8 0.8439 0.2185 0.3363 0.2643 0.1078 0.1549 0.2465

Table 1.2.: Empirical null rejection probabilities, Wald test for Hy : 81 = 5,82 = —0.3,
QS kernel, 0.05 level.

for different sample sizes are qualitatively similar. Bias and RMSE become substantially

smaller with increasing sample size reflecting (super-) consistency of all estimators.

1.3.2. Finite Sample Performance of Hypothesis Test Statistics

Next, we analyze the performance of the estimators in terms of empirical null rejection
probabilities by considering Wald tests® for the joint hypothesis Hy : 31 = 5, 82 = —0.3.
Following Wagner and Hong (2016, Proposition 2), rejections for all tests are carried out
using the chi-squared distribution. Additionally, we consider size-corrected power for a
sequence of alternatives on a grid of 21 steps. The values for 8; are chosen from the
set [5,5.2] on an equidistant grid with mesh 0.01 and for Sz from [—0.3,—0.28] on an
equidistant grid with mesh 0.001.

The simulation results concerning the empirical null rejection probabilities are given in
Table 1.2. In case of no serial correlation and endogeneity tests based upon the OLS esti-

mator show only minor size distortions already for small sample sizes. For increasing level

8Empirical null rejection probabilities for t-tests for the simple hypotheses Ho : 1 = 5 as well as Hp :
B2 = —0.3 are similar to the results for the Wald tests, but substantially closer to the nominal size.
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Figure 1.2.: Empirical null rejection probabilities for Hy : 51 = 5, B2 = —0.3, QS kernel.

of serial correlation and endogeneity tests based on the FM-LIN and FM-CPR estimator
increasingly outperform OLS based tests. Hong and Phillips (2010, Theorem 2) show that
Wald test statistics based on the OLS estimator converge to a noncentral chi-squared dis-
tribution with a random noncentrality parameter depending on the extent of correlation.
Consequently, we observe increasing empirical null rejection probabilities with increasing
sample size in case of positive correlation. Furthermore, the results confirm the theoreti-
cal findings from Section 1.2 that not only the tailor-made FM-CPR estimator, but also
the FM-LIN estimator corrects for the second-order bias suitably. However, tests based
on the FM-CPR estimator exhibit lower size distortions than tests based on the FM-LIN

estimator throughout, illustrated in Figure 1.2.

In contrast to the kernel choice, the bandwidth choice has bigger impact on the empirical
null rejection probabilities. In particular, the Andrews (1991) data dependent bandwidth
choice leads to the smallest size distortions, whereas the data dependent rule of Newey
and West (1994) shows poor performance in case of high correlation for FM-LIN based
tests. Note that the data dependent bandwidth rules (And and NW) lead to different
bandwidths for the FM-LIN and FM-CPR estimators as different inputs enter the proce-
dures. More precisely, for the FM-LIN estimator data dependent bandwidth computation
(and consequently long-run covariance estimation) is based on [t w})’, whereas for the
FM-CPR estimator it is based on [t v¢]). Although the empirical null rejection prob-
abilities decrease for both estimators as the sample size increases, FM-CPR based tests

approach the 0.05 level faster in case of high correlation.

Conversely, only the simplified sample size dependent rule NWr leads to identical band-
widths, for which the difference between FM-LIN and FM-CPR based tests in terms
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1.3. Finite Sample Performance

p1=p2=0.3 p1 = p2 =0.6
1 : 1 :
0.9f 0.9+
0.8f 0.8f
0.7t 0.7t
0.6f 0.6f
0.5¢ 0.5F
0.4r ——0LS 0.4y ——0LS
0al —= FM-LIN(And) || .l —- FM-LIN(And) ||
: - - -FM-LIN(NW) : - - -FM-LIN(NW)
0.2k -0- FM-LIN(NW) I ool -0- FM-LIN(NW 1) [l
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ol - - FM-CPR(NW) l{ 01} - - FM-CPR(NW) H
[ - % -FM-CPR(NW ) [ - % -FM-CPR(NW )
% 5.05 5.1 5.15 52 5 5.05 5.1 5.15 5.2
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-03 -0.295 -0.29 -0.285 028 -0.3 -0.295 -0.29 -0.285 -0.28
By € [—0.3,—0.28] By €[—0.3,—0.28]

Figure 1.3.: Size-corrected power, Wald test for Hy : 81 = 5,82 = —0.3, T" = 100, QS
kernel. Left: p; = po = 0.3, right: p; = p2 = 0.6.

of empirical null rejection probabilities is smaller and decreasing with increasing sample

size.

In terms of size-corrected power, tests based upon the FM-LIN and FM-CPR estimators
perform similar irrespective of the bandwidth choice, illustrated in Figure 1.3 for 7' = 100
and moderately large level of correlation. In fact, tests based on the OLS estimator exhibit
slightly larger size-corrected power, but suffer from severe size distortions in case of serial
correlation and/or endogeneity. In sum, FM-CPR based tests outperform FM-LIN based
tests, as substantially lower size distortions are accompanied by no loss in size-corrected

power.

1.3.3. Finite Sample Performance of Cointegration Tests

We now consider the performance of the different cointegration tests described below Re-
mark 3. Wagner (2015) highlights empirically the different conclusions from cointegration
testing in the EKC analysis. We investigate empirical null rejection probabilities and size-
corrected power of the classical cointegration test of Shin (1994) together with the FM-LIN
and FM-CPR residual based CT tests given in Corollary 2. The classical Shin (1994) test
and the cointegration test based on the FM-LIN residuals share the same test statistic
given in (1.19). However, test decisions are based on different limiting distributions and,

consequently, on different critical values?. We label tests based on the critical values given

9Note that the Shin (1994) test is designed for linear cointegrating relationships without polynomial
transformations of integrated regressors. Thus, critical values are obtained from a limiting distribution,
which does not consist of powers of standard Brownian motions.
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P1, P2 CT(Shin) CT(FM-LIN) CT(FM-CPR)
And NW NW+t And NW NWrt And NW NW+t
Panel A: T =50

0.0 0.0872 0.1404 0.0454 0.0834 0.1372 0.0436  0.0770 0.1086  0.0529
0.3 0.0701  0.1264 0.0475 0.0679 0.1236  0.0448 0.0587 0.0980  0.0578
0.6 0.0870  0.1493 0.0900 0.0836 0.1458 0.0860 0.0533 0.1212 0.1072
0.8 0.1304 0.2265 0.2047 0.1267 0.2222 0.1992 0.1189 0.1967 0.2519
Panel B: T'= 100

0.0 0.0480 0.0548 0.0491 0.0430 0.0492 0.0426 0.0498 0.0515 0.0507
0.3 0.0541  0.0701  0.0530 0.0482 0.0636  0.0472 0.0518 0.0721  0.0559
0.6 0.0869 0.1475 0.0933 0.0800 0.1342 0.0847 0.0523 0.1232  0.0954
0.8 0.1706  0.3453 0.2616  0.1520 0.3252  0.2446 0.0634 0.2086  0.2777
Panel C: T'= 200

0.0 0.0526  0.0536  0.0554 0.0451 0.0467 0.0479 0.0498 0.0516  0.0518
0.3 0.0596  0.0679 0.0689  0.0521  0.0593 0.0589 0.0554 0.0694 0.0633
0.6 0.0979 0.1331 0.1340 0.0852 0.1196 0.1184 0.0560 0.1082  0.1267
0.8 0.2157 0.3262 0.3797 0.1920 0.3052 0.3526  0.0454 0.1576  0.3724
Panel D: T' = 500

0.0 0.0571  0.0559 0.0580 0.0489 0.0488 0.0491 0.0517 0.0511  0.0507
0.3 0.0634 0.0731 0.0684 0.0543 0.0634 0.0580 0.0567 0.0722  0.0604
0.6 0.0903 0.1499 0.1139 0.0795 0.1322 0.1014 0.0571 0.0824 0.1013
0.8 0.2154 0.3797 0.3291 0.1924 0.3527 0.2998 0.0466 0.1342 0.3054

Panel E: T' = 1000

0.0 0.0612 0.0605 0.0611 0.0507 0.0521 0.0514 0.0534 0.0527 0.0532
8'% 0.0656  0.0821 0.0683 0.0561 0.0700 0.0586 0.0579 0.0695 0.0592
0.8

0.0899  0.1629 0.1063 0.0769 0.1458  0.0920 0.0584 0.0761  0.0937
0.2004 0.4000 0.2755 0.1758 0.3717 0.2465 0.0499 0.1222  0.2501

Table 1.3.: Empirical null rejection probabilities of cointegration tests, QS kernel, 0.05
level.

in Shin (1994) by CT(Shin) and tests based on the limiting distribution (1.20) by CT(FM-
LIN). Cointegration tests based on the FM-CPR residuals are labeled CT(FM-CPR). We
use the data generating process (1.21) under the null. Following Wagner and Hong (2016),

we consider three alternative DGPs:

M : ye=1+t+ 5z —0.327 +0.0127 + uy
(IT) : y =1+t + 5z — 0.327 + 2, where z; ~ I(1) independent of z;
(ITI) : y, x4 are two independent (1) variables

These DGPs cover the main alternatives of interest, i.e., (I) missing higher order poly-
nomials of the integrated regressor, (II) no cointegration because of a missing integrated

regressor, and (III) spurious regression.

Let us briefly summarize the simulation results concerning the empirical null rejection
probabilities. The results displayed in Table 1.3 reveal larger size distortions of the
CT(Shin) and CT(FM-LIN) tests compared to the CT(FM-CPR) tests. The CT(FM-LIN)

tests show slightly lower size distortions than the CT(Shin) tests throughout. However, the

24



1.4. Summary and Conclusions

differences between both tests are not severe since the critical values of the corresponding
limiting distributions are virtually indistinguishable in the quadratic specification.!® With
respect to the bandwidth choice, the data dependent bandwidth rules, And and NW, lead
to empirical sizes of the CT(FM-CPR) tests close to the nominal size. In particular, the
former rule leads to almost no size distortions already in small samples. Conversely, the
data dependent bandwidth rules lead to substantial size distortions for the CT(Shin) and
CT(FM-LIN) tests in case of high correlation also in large samples. The simplified sample
size dependent bandwidth rule NW+, however, leads to size distortions for all three tests
considered. The similar empirical null rejection probabilities of the three tests in con-
junction with the NWt bandwidth rule reflect the empirical findings in Wagner (2015),
who shows almost identical cointegration test results in the EKC analysis based on the
CT(Shin) and CT(FM-CPR) tests using this particular bandwidth choice.

We complete this section by considering size-corrected power of the cointegration tests
against the alternatives (I)-(III). Note that the CT(Shin) and the CT(FM-LIN) tests
are based on the same test statistic given in (1.19) and consequently have identical size-

1 Therefore, we consider size-corrected power of the CT(Shin) tests

corrected power.
and the CT(FM-CPR) tests in Table 1.4. The results indicate that the And bandwidth
rule, which leads to the smallest over-rejections under the null, leads to substantially
lower size-corrected power than the NW and NWr bandwidth rules against alternatives
(IT) and (III), even for fairly large sample sizes. Against the cubic alternatives (I) size-
corrected power is smaller and decreasing for increasing correlation parameters pi, pa.
However, the CT(FM-CPR) tests are less sensitive to increasing p1, p2. To summarize, the
CT(FM-CPR) tests have more power than the CT(Shin) tests against the three considered

alternatives, especially when the NW bandwidth rule is used.

1.4. Summary and Conclusions

The present chapter shows that the asymptotic distribution of the FM-OLS estimator
of Phillips and Hansen (1990) when — seemingly unjustified — applied to CPRs coincides
with the asymptotic distribution established for the FM-CPR estimator of Wagner and
Hong (2016), an estimator tailor-made for CPRs. This result is in turn driven by some
results of independent interest for long-run covariance estimation, in the sense of Defini-

tion 1, collected in Theorem 1. In contrast to hypothesis testing, FM-LIN residual based

10We also consider data generating processes including the third (and fourth) power of the integrated
regressor x; in (1.21). The results, available upon request, indicate that the CT(Shin) tests have more
pronounced size distortions in case that higher order powers of integrated regressors are included.

" Raw power, reported in additional material, shows similar results for both tests with slight advantages
for the CT(Shin) tests.
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P1, P2 CT(Shin) CT(FM-CPR)
And NW NW+t And NW NW+t
Panel A: T =50

I 0.0 0.1719  0.0182  0.0852  0.1351  0.0431  0.0985
8'% 0.1867  0.0221  0.0834  0.1602  0.0520  0.0908
0.8

0.1713 0.0251 0.0364 0.1670 0.0408 0.0391
0.1339 0.0156 0.0048 0.0943 0.0249 0.0040
(Im - 0.1444 0.0916 0.3747 0.2351 0.1567 0.4249
(Ir) - 0.2473 0.0929 0.3965 0.2404 0.1548 0.4508

Panel B: T'= 100

(I) 0.0 0.2712 0.1215 0.2114 0.2127 0.1496 0.2282
0.3 0.2546 0.0892 0.2000 0.2060 0.1045 0.2147
0.6 0.1972 0.0189 0.1221 0.2048 0.0416 0.1296
0.8 0.1531 0.0006 0.0254 0.1842 0.0154 0.0254
(Im - 0.3127 0.6478 0.6305 0.3514 0.5235 0.6696
(Ir) - 0.3617 0.6195 0.6306 0.3181 0.5169 0.6705

Panel C: T' = 200

(I) 0.0 0.2847 0.2282 0.5372 0.2186 0.2571 0.5444
0.3 0.2612 0.1939 0.4977 0.2038 0.2057 0.5098
0.6 0.1960 0.0748 0.3505 0.2014 0.1288 0.3679
0.8 0.1300 0.0013 0.1246 0.2304 0.0854 0.1288
Im - 0.3614 0.8277 0.9142 0.3604 0.6840 0.9217
Iy - 0.3683 0.8129 0.9148 0.3380 0.6926 0.9241

Panel D: T' = 500

(I) 0.0 0.2674 0.5594 0.8446 0.2144 0.5658 0.8471
0.3 0.2567 0.4940 0.8245 0.2012 0.4947 0.8241
0.6 0.2036 0.3226 0.7416 0.2016 0.4642 0.7421
0.8 0.1351 0.0659 0.4942 0.2354 0.3773 0.5008
Im - 0.3636 0.9850 0.9935 0.3738 0.9294 0.9939
Iy - 0.3823 0.9837 0.9941 0.3229 0.9298 0.9940

Panel E: T' = 1000

I 0.0 0.2775  0.7950  0.9550  0.2128  0.8035  0.9552
8'% 0.2665  0.7438  0.9494  0.2039  0.7555  0.9502
0.8

0.2246 0.5843 0.9214 0.2023 0.7455 0.9216
0.1477 0.2430 0.7968 0.2230 0.6604 0.7991

Im - 0.3799 0.9997 0.9998 0.3680 0.9921 0.9998
Iy - 0.3854 0.9986 0.9997 0.3138 0.9881 0.9997

Table 1.4.: Size-corrected power of cointegration tests, QS kernel, 0.05 level.

cointegration tests are valid only in conjunction with critical values depending upon the
correct model specification, particularly the number and powers of integrated regressors
included. The results of a simulation study indicate that both estimators perform simi-
larly in terms of bias and RMSE in finite samples, an observation in line with empirical
findings in Wagner (2015). However, the tailor-made FM-CPR estimator has finite sample
performance advantages compared to FM-LIN with respect to hypothesis and cointegra-
tion testing. Therefore, this chapter justifies ex post the usage of standard cointegration
methods in the EKC literature, at least for estimation and hypothesis testing. In par-
ticular, higher convenience, constituted by ready-to-use software packages, may outweigh

the performance loss. The results of this chapter, obviously, raise the question whether
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1.4. Summary and Conclusions

such an asymptotic equivalence result between FM-LIN and extensions of the FM-OLS
estimator can also be established in more general nonlinear cointegration settings. This

intriguing question will be explored in detail in future research.
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2. Integrated Modified OLS Estimation for
Cointegrating Polynomial Regressions

2.1. Introduction

Cointegration methods are commonly used for modeling empirical financial and macroe-
conomic relationships. While the largest part of the literature deals with linear cointe-
grating relationships, which may be sufficient or serve as an adequate approximation in
many applications, nonlinear cointegrating relationships have become much more promi-
nent in the last decade. Recent examples are given by empirical analyses in the contexts
of purchasing power parity (Hong and Phillips, 2010), money demand functions (Choi and
Saikkonen, 2010) or the environmental Kuznets curve hypothesis (Wagner, 2015).

The ordinary least squares (OLS) estimator is super-consistent in cointegrating regression
models. In presence of endogeneity and serial correlation its limiting distribution is con-
taminated by second order bias terms, which renders inference difficult. To overcome this
limitation, several modifications of the OLS estimator have been proposed in the linear
case, such as the fully modified OLS (FM-OLS) estimator (Phillips and Hansen, 1990), the
dynamic OLS (D-OLS) estimator (Saikkonen, 1991) and the integrated modified OLS (IM-
OLS) estimator (Vogelsang and Wagner, 2014a). FM-OLS and D-OLS both require the
choice of tuning parameters for estimation. FM-OLS is based on a two-step transformation
to remove the second order bias terms. These transformations necessitate choices of kernel
and bandwidth for long-run covariance estimation. In D-OLS estimation the number of
leads and lags included in an augmented regression have to be selected prior to estima-
tion. This augmented regression asymptotically corrects for endogeneity. In contrast to
these two OLS modifications, the IM-OLS estimator does not require the choice of tuning

parameters. However, for inference a scalar long-run covariance has to be estimated.

This chapter considers the IM-OLS estimator introduced by Vogelsang and Wagner (2014a,
2014b) for cointegrating polynomial regressions (CPRs). Cointegrating polynomial regres-

sions include deterministic variables, integrated processes and integer powers of integrated
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2. Integrated Modified OLS Estimation for Cointegrating Polynomial Regressions

processes as explanatory variables and stationary errors. Furthermore, the stochastic re-
gressors are allowed to be endogenous and the errors are allowed to be serially correlated.
In the CPR framework the IM-OLS estimator is, exactly as in the linear case, based on
a partial sum transformation and an augmentation by including all integrated regressors.
It is shown that the IM-OLS estimator adjusted to CPRs has a zero mean Gaussian mix-
ture limiting distribution that forms the basis for asymptotic standard inference using
a consistent estimator for a long-run covariance parameter. Since asymptotic standard
inference does not capture the impact of kernel and bandwidth choices on the sampling
distributions, fixed-b asymptotic theory has been developed in the stationary framework
in Kiefer and Vogelsang (2005), for the linear cointegration case in Vogelsang and Wagner
(2014a) and for a RESET-type test for the null hypothesis of linearity of a cointegrating
relationship in Vogelsang and Wagner (2014b). Given full design, defined in the following
section, it is shown that the fixed-b limiting distribution of the IM-OLS estimator in the
CPR framework is asymptotically nuisance parameter free when using suitably adjusted
IM-OLS residuals for long-run covariance estimation. These adjusted IM-OLS residuals
are obtained in exactly the same way as in the linear case and lead to fixed-b test statis-
tics with pivotal asymptotic distributions. Thus, critical values can be tabulated in the
full design case. They depend upon the kernel function, the bandwidth choice, the spec-
ification of the deterministic components, the number of integrated regressors and the
powers included. Additionally, an IM-OLS residual based Kwiatkowski et al. (1992)-type
(KPSS-type) test for cointegration is provided. Again, the limiting distribution is nuisance

parameter free in the full design case and can therefore be tabulated.

Extensions of the other mentioned modified OLS estimators to the CPR framework have
also been put forward in two recent publications in the literature: Wagner and Hong
(2016) develop the FM-OLS estimator for CPRs. They show that this estimator has a zero
mean Gaussian mixture limiting distribution and derive Wald- and LM-type specification
tests with asymptotic chi-square limiting distributions as well as KPSS-type cointegration
tests. Saikkonen and Choi (2004) consider an extension of the D-OLS estimator to more

general nonlinear cointegrating regressions, including CPRs.

The theoretical analysis is complemented by a simulation study to assess the finite sample
performance of the estimators in terms of bias and root mean squared error (RMSE) as well
as the test performance in terms of empirical null rejection probabilities and size-corrected
power. For the IM-OLS estimator we consider both, standard asymptotic inference as well
as fixed-b inference. Apart from the above mentioned extensions of the FM-OLS and D-
OLS estimator, we also benchmark the results against the standard OLS estimator with
an in general nuisance parameter dependent limiting distribution. We find that the D-
OLS and IM-OLS estimator show slightly lower bias relative to FM-OLS, but the IM-OLS
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2.1. Introduction

estimator shows weaker performance in terms of finite sample RMSE than D-OLS and FM-
OLS. For the hypothesis tests, we observe partly substantially smaller size distortions for
tests based on the IM-OLS estimator especially for a larger extent of serial correlation and
endogeneity. This holds for both versions of IM-OLS based inference, standard asymptotic
inference and fixed-b inference. Comparing both versions directly, the fixed-b version shows
overall the smallest size distortions. However, these smaller size distortions come at the
cost of some minor losses in (size-adjusted) power. Compared to the FM-OLS residual
based cointegration test the introduced IM-OLS residual based cointegration test shows
slightly higher over-rejections under the null of cointegration, but has higher size-corrected

power against the variety of alternatives considered.

Finally, we use our theoretical findings to estimate the environmental Kuznets curve
(EKC)!, our prime motivation for developing estimation and inference techniques for
CPRs. The EKC hypothesis postulates an inverted U-shaped relationship between eco-
nomic development (measured here by GDP per capita) and pollution (measured here
by COg2 emissions per capita). In order to estimate an inverted U-shape, in addition to
GDP per capita also the square and maybe higher integer powers have to be included as
explanatory variables in a regression. Starting with the seminal work of Grossman and
Krueger (1995), a large part of the empirical EKC literature does not use unit root and
cointegration techniques at all. The part of the empirical EKC literature that uses such
techniques, however, neglects the fact that powers of integrated regressors are not inte-
grated themselves and applies linear cointegration estimation techniques for the empirical
EKC analysis. Wagner (2015) illustrates the different implications of linear versus CPR
based cointegration techniques. Thus, building upon the empirical analysis in Wagner
(2015), we use the IM-OLS based methods from Section 2.2 to estimate the EKC based on
a data set containing COs9 emissions and GDP for 19 early industrialized countries over the
time period 1870-2013 and compare the findings with those obtained by the CPR based
extensions of the D-OLS and FM-OLS estimator. We find evidence for the existence of
a quadratic EKC relationship for six countries and in one additional country for a cubic
EKC relationship. The coefficient estimates are quite similar across the different methods

for most of the countries.

The chapter is organized as follows: In Section 2.2 we present the extension of the IM-OLS
estimator to the CPR framework and derive its limiting distribution. With respect to in-
ference, we discuss both standard and fixed-b asymptotics for hypothesis tests. We also
suggest a KPSS-type test for cointegration based on the IM-OLS residuals. Section 2.3

contains a small simulation study to evaluate the finite sample performance of the proposed

IThe term refers by analogy to the inverted U-shaped relationship between the level of economic develop-
ment and the degree of income inequality postulated by Simon Kuznets (1955) in his 1954 presidential
address to the American Economic Association.
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2. Integrated Modified OLS Estimation for Cointegrating Polynomial Regressions

methods. In Section 2.4 we apply these methods to analyze the EKC hypothesis. Sec-
tion 2.5 briefly summarizes and concludes. All proofs are given in Appendix B.1, whereas
Appendix B.2 contains results of the empirical EKC analysis. Appendix B.3 contains the
critical values for the IM-OLS residual based cointegration test and additional simulation

results are given in Appendix B.4.

We use the following notation: |z| denotes the integer part of € R and diag(-) denotes a
diagonal matrix with entries specified throughout. We denote the m-dimensional identity
matrix by I, and E(-) denotes the expected value. Definitional equality is signified by :=
and = denotes weak convergence. Brownian motions are denoted B(r) or short-hand by
B, with covariance matrices specified in the context. For integrals of the form fol B(s)ds
or fol B(s)dB(s), we often use the short-hand notation [ B or [ BdB.

2.2. Theory

2.2.1. Setup and Assumptions

We consider the following cointegrating polynomial regression (CPR) model

m
yw = Do+ XjBx; +u, (2.1)
j=1
Ty = X¢—1+ Vg, (2.2)
where y; is a scalar time series, Dy € R< a deterministic component, x; := [T1g, ..., Tme|" a
non-cointegrating vector of I(1) processes and Xj; := [z}¢, m?t, ce xfg |" a vector including

the j-th integrated regressor together with its powers up to power p; with corresponding

parameter vector fBx; := [B1,-..,Bp, |- Furthermore, X; := [Xj,,...,X},]" and p :=
m .

21 Pj-

Assumption 5. For the deterministic component D; we assume that there exists a d-
dimensional vector of cadlag functions D(r) with 0 < [ D(z)D(z)' dz < oo for r € (0,1],
such that

lim vVTGpDy = D(r), r € [0,1], (2.3)

T—o00

where Gp = Gp(T) € R4,

For the leading case of polynomial time trends of the form D; = [1,¢,¢2,... t%71, we
have Gp := diag (T_l/Q, T-3/2, ... ,T_(d_l/Q)) and D(r) := [1,7,72, ..., % 1]
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2.2. Theory

Remark 4. Using consecutive sets of powers for all integrated regressors is merely for

ease of notation and any selection of powers can be included in equation (2.1).

Remark 5. CPR models are additively separable, i.e. each nonlinear transformation
involves only one integrated regressor, and therefore cross-product terms of integrated
regressors are excluded. Vogelsang and Wagner (2014b) consider an integrated modified
OLS RESET specification test with an augmented regression including cross-products
of powers of the integrated regressors. Such a model is referred to as multivariate CPR
model and CPR models of the form (2.1) are a special case thereof. However, CPR models
cover the most relevant case for applications we are aware of, but exclude, e.g., translog
production functions (Christensen et al., 1971), where simple cross-products of integrated

regressors are included.

Assumption 6. Define {n; }scz := {[ut, v;]' }1cz by stacking the error processes and assume
that this is a vector of I(0) processes, which satisfies a functional central limit theorem
(FCLT) of the form

1T
7123 = B(r) = QW (r), re(0,1], (2.4)

t=1

where W(r) is a (1 + m)—dimensional vector of independent standard Brownian motions

and

> Quu QU’U
Q= EjEmtm9=<Q o >>o (2.5)

j=—o0

is the long-run covariance matrix of the vector error process. Since we want to exclude

cointegration in the I(1) vector process {z;}ez, we assume €2, > 0.

We partition the Brownian motion processes according to

Bmz(?$>,wm:<ﬁﬁﬁ,

and write the limit process in (2.4) by means of the Cholesky decomposition of Q/? as
Bu (T) wil/v2 qu(Q;vl/Q)/ Wayv (’I”)
B(r) = - 1/2 ; (2.6)
B'U (’I") 0 Qv’u Wv (’I")
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where wy. := Quu — quQ;}Qw.
Unless otherwise stated we denote the OLS residuals from (2.1) by 4 such that a non-

parametric kernel estimator of €2 is given by

T T . .
N _ 1 — A
Q=711 E E k(| M]|>7]m;, (2.7)

i=1 j=1

where 7 := [tg, v;]’, k(-) is the kernel weighting function and M is the bandwidth. Under
standard assumptions on kernel and bandwidth (see e.g. Jansson, 2002, Phillips, 1995)

estimators of the form (2.7) provide consistent estimates of the long-run covariance.

For the asymptotics of the powers of the integrated regressors define the weighting matrix
pj+1

Gx(T) := diag(Gx, (1), ...,Gx,,(T)) with Gx,(T) := diag(T~",T~32,...,7~"7), for

notational brevity we often drop the argument and simply write Gx = Gx (7). Under

the assumptions stated, for ¢ such that lim ¢/7 = r the following result holds (compare

T—o00
Chang et al., 2001)
T_1/2 Tt ij
lim VTGx,Xjs = lim = ¢ [=By,l), (28
T—o00 - T—o00 v v
Tril? | \a2h By
with vy := [v1¢, ..., vme]" and denote the stacked vector of powers of Brownian motions as

B,(r) :=[By,(1),..., By, ()]

2.2.2. IM-0OLS Estimation in the CPR Framework

In order to establish the IM-OLS estimator compute the partial sums in model (2.1) as

Sy = SPo+ 38y, + St (2.9)
j=1
Sy = SP's+ SN+ Sy,

where S} = Zle y; and SP, StX 78X and S} defined analogously. The parameter vector

Bx; belongs to the j-th integrated regressors and its powers, thus 8 := [B ,..., 0% |’

We stack the vectors in the following form S;¥ := [S{V/, ..., 8;*') and S{* := [SP’, SX],

such that equation (2.9) is given in compact form as

S¥ = %9+ Sv, (2.10)
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with 6 := [0’, B']. To correct for endogeneity the partial summed regression is augmented

by the vector of integrated regressors x;, which leads to
SY = SP's + SX' B 4 2}y + SP. (2.11)
Setting S% := [SP’, 5, #}] and redefining 6 := [¢, 5, ']’ gives the more compact form
SY = 550 4 S, (2.12)

The IM-OLS estimator is defined as the OLS estimator of the model (2.12). Estimating
equation (2.12) via OLS leads to residuals, which we denote by

S =5y~ SP'5 - SX'B - 2l (2.13)

where 6 = [¢', /,4']’ denotes the IM-OLS estimator.

The following proposition gives the asymptotic distribution of the IM-OLS estimator and
is a special case of Proposition 1 in Vogelsang and Wagner (2014b) for CPR models, for

which we define the scaling matrix

Gp O 0
A= 0 Gx 0
0 0o I,

Proposition 1. Assume that the data generating process is given by (2.1) and (2.2), the
deterministic components satisfy (2.3) and the error process satisfies a FCLT of the form
(2.4). With 0 := [8', 8, (Q;10.)") and S¢ the stacked matriz of S° across time, it holds
for T — oo that

Gp(6—0) 0

A -0)= | Gx (3-5) | = (72405955 An) " (T24m5%5") | 0
(7 — Q0 Q) Q10
(2.14)

= W2 ( / f(s)f(s)’ds>_1 [ Hewns)ds

- Wl (f f(s)f(s)’ds>_1 1) = Fduaats), (2.15)
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where
i Dls)ds T
f0) = | [T By(s)d ,F(r)::/of(sds
By(r)

The expression (2.15) is, conditional on Wy(r), normally distributed with zero mean and

covariance matrix

Ving = e ( / f(s)f(S)’d8>1 ( [ —renrw - > (/ e )

(2.16)

Full Design

In order to perform fixed-b inference in CPR models based on the IM-OLS estimator a
necessary condition on the design of the regression equation needs to be ensured, which
we refer to as full design. In this case the limiting distribution given in Proposition 1
involves only powers of standard Brownian motions and is thus nuisance parameter free
up to the scalar long-run covariance w,.,. Full design prevails when only one of the
integrated regressors enters with powers larger than one, which is the most relevant case
for empirical applications. In more general cases, full design can always be achieved by
including additional regressors appropriately into the model. However, this is costly in

terms of more parameters to be estimated.

Consider for simplicity the following data generating process
yr = Prwy + Bory + Bawar + Bawy, + ue, (2.17)

where under Assumption 6 we have

[rT]
I/Qth = Ul (T) Ql/2W ( ) )\11 )\12 WUl (T) ) (218)
B, (1) 0 A W, (1)
The asymptotic distribution of the IM-OLS estimator in this setup involves the vector

By(r) := [By, (1), B2 (1), By, (r), BZ (r)]'. 1t follows from (2.18) that

BX(r) = AWy (r) + AaWe, (1) = Xy WE (1) + AL W2 (1) + 2011 M2 W, (r) W, (r)
)\gQWUQQ ('I")

&
<N
V)
—

~
S~—

I
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Therefore, we have

Wy
By, () Mi 0 A 00 " (r)
2 2 2 Wi (r)
Bv1 (7‘) o 0 )\11 0 A12 2)\11A12
= W, (7) (2.19)
B, (1) 0 0 Jdo O 0 W2 (r)
B2 (r) 0 0 0 )3 0 2
~~ Wvl (74 W’UQ(T)
=:F(Quv) W) d

If A\12 is not equal to zero, the transformation matrix F'(€,,) does not define a bijective
mapping. Consequently, there is no bijective relation between B, (r) and W, (r). In-
cluding the cross-product zq;x9; as an additional regressor in equation (2.17) leads to a
transformation matrix F'(€2,,) which is symmetric and of full rank, p* say, resulting in
a bijection between W, (r) and B, (r), which is now augmented by B, (r)B,,(r).2 We
refer to situations with such a bijection between W (r) and B, (r) as full design. Given
full design, the limiting distribution of the IM-OLS estimator in (2.15) is a function of
standard Brownian motions W (r). This allows for asymptotically pivotal fixed-b inference,
which we discuss in the next subsection in more detail. Beforehand, we state the limiting
distribution of the IM-OLS estimator in the full design case, which is a special case of
Corollary 1 in Vogelsang and Wagner (2014b) for CPR models.

Corollary 3. Suppose that full design prevails and the assumptions of Proposition 1 hold,
then for T — oo

AE-0) = Wl (n / g(s)g(sydsn’)ln [ s6)wantis

— w2 (g(s)g(s)ds) " / [G(1) — G(s)]dwas(s), (2.20)

where
Iy 0 0 Jo D(s)ds ;
=10 F(Qu) 0 [, g0r):=]J5 Wu(s)ds |, G(r) ::/ g(s)ds.
0 0 Q) Wy (r) 0

2Clearly, in this case F/(Qy,) is of full rank as long as A1 and Mgz in (2.18) are not equal to zero, which
is excluded by the assumption €2, > 0.
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2.2.3. IM-0OLS Based Inference in the CPR Framework

We discuss Wald tests for ¢ linear hypotheses of the form Hy : R = r, where we assume

the existence of a nonsingular g x ¢ scaling matrix Ag such that

lim A'RA;v = R, (2.21)

T—o00

where R* has rank ¢. The condition on the matrix R given in equation (2.21) is sufficient
for the Wald statistics to have chi-squared limiting distributions. Recall the definition
S& = [SP’, §X/ 1] from equation (2.12) and S¢ as the stacked matrix across time. The

covariance matrix Vrys of this asymptotic distribution immediately suggests estimators of

the form
Vin = @uodrl (sf’sf)_l (c'C) (55’55> AL

= Guo (T‘QAUV,S.'%'&AW)_1 (T~ ArnC'CA) (T2 Arar S  Apny ) " (2.29)
where @,., denotes an estimator for wy., = Quu, — Qu s, Y, C := [c1,...,c7]" with

¢t = Sjsf - Stsfl and Sts5 = ZJ 1 Sf There are several different candidates for an
estimator wWy,.,: First, @y, based on the OLS residuals from model (2.1), i.e. the estimator
for Q given in equation (2.7). Second, use the first differences of the OLS residuals of the

regression in equation (2.12) to estimate wy., as

T T .
Guw =T Yk <‘Z_j\4ﬂ> ASHASY.

i=2 j=2
Tests using this estimator are shown to be asymptotically conservative under standard
asymptotics, because this estimator is inconsistent under traditional bandwidth assump-
tions. Therefore, we abstain to consider the asymptotics for tests based on this estimator.
Following the discussion in Vogelsang and Wagner (2014a) Section 5, correlation between
these residuals and the OLS estimator of equation (2.12) causes problems for fixed-b in-
ference for #. Consequently, residuals need to be adjusted in a similar way. Define the

vector z; as

t—1 7

2 42@ YN &, &=[SP S ap) (2:23)

j=1s=1

and let z;- denote the vector of residuals from individually regressing each element of z

on the regressors S, SX, z;. The adjusted residuals obtained as the OLS residuals from

the regression of S{* on z;- are

Sux = S — g, (2.24)
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-1 -
where 7 := (Zz;l thth’) 23:1 2+ S{. As a third option for estimating w,.,, we use the

first differences of the adjusted residuals given in equation (2.24):

T T |._ ‘
2y =T 3k < ZM] ) ASFASY,

i=2 j=2

This estimator of the long-run covariance w,., has the required properties to deliver a
pivotal fixed-b limit for the Wald statistics, see Proposition 2 below. Beforehand, we

present the asymptotic behavior of the partial sum process AS’#*.

Lemma 2. (i) Consider the OLS estimator from the regression
SY = SPI6* 4+ S B* + xiy* 4 2t + SV, (2.25)

denoted by 0 with 60* == [0, B', (1), 0). Under full design it holds that

(AgM T2(j4[M> (0~* 70*) = w2 <(Hl3—1 (H’O)l> (/ h(s)h(s)/ds)_l/[H(l) — H(s)] dwu.v(s),

with
h(r) := 9(r) ) , H(r) =: Th s)ds.
(r) <fg[G(1) — G(s)lds r) /0 #)

(ii) The limiting distribution of the scaled partial sum process of the adjusted residuals
is given by

-1

1S A = 2 ( [ aventor ey 1 rentsyas) | (H() - H(s)]dwu.v<s>>

t=2

= wil2P*(r), (2.26)

where, conditional on Wy(r), P*(r) is uncorrelated with the scaled and centered
limit of 6 given in equation (2.15) of Proposition 1. Given that both quantities are

conditionally Gaussian implies independence.

The Wald statistic is defined as
W= (RO —r) (RAmVi A R) ™ (RE— ),

where the superscript of W and Vijs indicates which estimator is used for w,.,. The
asymptotic behavior of the partial sum process of the first differences AS’;‘* given in
Lemma 2 provides the basis for pivotal fixed-b limit for Wald statistics. The following
proposition is a special case of Proposition 3 in Vogelsang and Wagner (2014b) for CPR

models.
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Proposition 2. If M :=bT with b € [0,1] is held fived as T — oo, then

2
e o Xae (2.27)

where Qb(lf;*, jDv") is independent of Xg-

Standard asymptotic results are given for W based on conditions on M and k(-) that lead
to consistency of wy.,,, as T' — oo
W = x2. (2.28)

The expression Qb(ﬁ, 1/5*) is the fixed-b limit of the long-run covariance estimator of the
form (2.7) using AS¥* instead of ;. Therefore, t- as well as Wald-type tests can be
performed based on long-run covariance estimation with AS¥**. Critical values can be
tabulated depending on the specification of the deterministic components, the number
of integrated regressors and its powers included, the kernel function and the bandwidth

choice.?

2.2.4. An IM-OLS Residual Based Cointegration Test for CPRs

Lemma 2 provides the asymptotic limiting distribution of the scaled partial sum process
of the adjusted IM-OLS residuals 5’;‘* The following result for the scaled partial sum
process of the (non-adjusted) IM-OLS residuals follows straightforwardly replacing h(r)

by g(r).

Corollary 4. Suppose that full design prevails and the assumptions of Proposition 1 hold,
then for T — oo

[rT] -1

TSNS = Wl ( [ vt = o ([ aratsras)

t=2

/0 G(1) —G(s)]dwu.,,(s))

= wil2P(r). (2.29)
Note that ﬁ(r) consists of independent standard Brownian motions in case of full design.

The result given in Corollary 4 immediately suggests a Kwiatkowski et al. (1992)-type
(KPSS-type) test with the null hypothesis of cointegration. Shin (1994) extends the
KPSS test from a stationarity to a linear cointegration test and here we consider the

corresponding extension to the CPR framework based on the IM-OLS residuals.

3Tables with fixed-b critical values for IM-OLS based tests in the CPR case for different specifications
of deterministics (intercept, intercept and linear trend), up to four integrated regressors and the last
integrated regressor entering with integer powers up to power four as well as for different kernel functions
are available upon request.
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Proposition 3. Suppose that full design prevails and the assumptions of Proposition 1
hold. Then the limit of the IM-OLS residual based KPSS-type test statistic under the null
hypothesis for T — oo is given by

' 2
CTpu = ! ET: (Z A§$> = /0 1 (13(7'))2d7“, (2.30)

2 ~
Wuv =2 \i=2

where Wy, denotes a consistent estimator of wy.q.

Since ﬁ(r) consists of independent standard Brownian motions, critical values for the
CTyr test statistic can be tabulated which depend upon the specification of the deter-
ministic components, the number of integrated regressors and its powers included. Critical
values are given in Table B.5 for up to four regressors, the integrated regressor entering
with powers up to power four and three specifications of the deterministic components:

(i) no deterministics, (ii) intercept only, and (iii) intercept and linear trend.

Remark 6. Following the discussion before Lemma 2 the estimator &,., based on the
IM-OLS residuals 5’;‘ is inconsistent for wy.,. Therefore, we use the OLS residuals from

model (2.1) in order to obtain a consistent estimator wy,.,,.

2.3. Simulation Study

In this section we assess the performance of the CPR extensions of the D-OLS estimator by
Saikkonen and Choi (2004), the FM-OLS estimator by Wagner and Hong (2016) and the
IM-OLS estimator introduced in Section 2.2 by means of a simulation study benchmarked
against the OLS estimator. The estimators are labeled D-CPR, FM-CPR and IM-CPR,
respectively. We evaluate the performance in terms of bias and root mean squared error
(RMSE) as well as in terms of empirical null rejection probabilities and size-corrected

power of tests based on these estimators. Data is generated according to

Yo = 01+ 0ot + Bray + Pox? +uy (2.31)
Ty = Tg—1 + Vg, (2.32)
with
u = prug—1 + ey + paeay, (2.33)
vy = ezt + 0.5627,5,1, (234)
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p1 = P2 OLS D-CPR FM-CPR IM-CPR
Andol NW NWr

Bias

T=100

0.0 -0.001 -0.004 -0.002 -0.002 -0.002 -0.001

0.3 0.017 -0.005 0.004 0.002 0.003 -0.001

0.6 0.074 -0.003 0.038 0.036 0.035 0.013

0.9 0.362 0.164 0.305 0.302 0.308 0.243

T=200

0.0 -0.000 0.000 -0.001 -0.001 -0.001 -0.000

0.3 0.009 0.001 0.001 0.001 0.001 0.000

0.6 0.040 0.001 0.015 0.015 0.016 0.004

0.9 0.227 0.073 0.166 0.168 0.188 0.107

RMSE

T=100

0.0 0.067 0.216 0.071 0.071 0.071 0.100

0.3 0.094 0.283 0.097 0.096 0.097 0.142

0.6 0.173 0.423 0.162 0.159 0.159 0.239

0.9 0.521 0.888 0.501 0.494 0.495 0.748

T=200

0.0 0.033 0.060 0.034 0.034 0.033 0.049

0.3 0.047 0.083 0.047 0.047 0.047 0.070

0.6 0.092 0.133 0.081 0.080 0.080 0.121

0.9 0.340 0.370 0.302 0.300 0.311 0.451

Table 2.1.: Finite sample bias and RMSE for coefficient 8;, Bartlett kernel.

where eq 4, ea; are independent identically distributed standard normal random variables.
The parameter values chosen are 61 = do = 1, 81 = 5, B3 = —0.3 motivated by estimation
results for the environmental Kuznets curve (EKC) hypothesis with FM-CPR and D-
CPR in Wagner (2015). The parameter p; controls serial correlation in the regression
error u; and the parameter ps controls the level of endogeneity of the regressor z;. The
values for the correlation parameters are chosen from the set {0.0,0.3,0.6,0.9}, where we
focus on the case p; = po. For long-run covariance estimation we choose the Bartlett
and Qaudratic Spectral (QS) kernels with bandwidths being chosen according to the data
dependent rules of Andrews (1991) and Newey and West (1994) as well as the sample size
dependent Newey-West bandwidth, i.e., [4(T/100)%/|, labeled NWy. Furthermore, for
the D-CPR estimator we use the Akaike information criterion (AIC) based lead and lag
length choice of Choi and Kurozumi (2012). We consider 5,000 replications for the sample
sizes T € {100, 200, 500, 1000}.

Bias and RMSE

Let us briefly summarize the simulation results for bias and RMSE given in Table 2.1.
We only report the results for the Bartlett kernel and the bandwidth according to the
data dependent rule of Andrews (1991), since the results for the different kernels and
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bandwidths are quite similar. In case of no correlation none of the estimators for 3; shows
much bias. With increasing p; = po the bias increases for all estimators, where D-CPR
and IM-CPR estimators appear to be less sensitive to increasing level of correlation than
FM-CPR and especially OLS. For increasing sample size T' all estimators have reduced
bias. With respect to RMSE, OLS and FM-CPR have the smallest root mean squared
errors for small sample sizes. As already pointed out in Vogelsang and Wagner (2014a) for
the linear cointegration case, the larger RMSE for IM-CPR is not surprising, because IM-
CPR uses a regression with an I(1) error S}*, whereas OLS and FM-CPR use an I(0) error

u;. However, for larger sample sizes the difference between the estimators is decreasing.

Empirical Null Rejection Probabilities

We turn to the finite sample results for the hypothesis tests introduced in Section 2.2. We
consider t-tests for the hypotheses Hy : f1 = 5 and Hy : 2 = —0.3 as well as Wald tests
for the joint hypothesis Hy : f1 = 5,82 = —0.3. For standard asymptotic tests based on
traditional bandwidth and kernel assumptions we provide results corresponding to the test
statistic W and the chi-squared limiting distribution in (2.28). Rejections for these test
statistics are carried out using N (0, 1) critical values for the t-tests and x3 critical values
for the Wald test, respectively. The fixed-b tests for the IM-CPR estimator introduced in
Proposition 2 are implemented in two ways: (i) consider a grid b € {0.02,0.04,...,1.00}
and choose bandwidth according to M = bT, (ii) compute a bandwidth M™* according to
one of the data dependent rules and subsequently determine the largest multiple of 0.02
smaller or equal to b* := M*/T. The latter method is labeled Data-Dep below. Simulated
critical values for fixed-b inference depend particularly on both kernel and bandwidth.

The nominal level is 0.05 throughout.

Table 2.2 shows empirical null rejection probabilities for the t-tests for 5; and Table 2.3
reports the results for the Wald tests. Furthermore, results for the t-tests for (2, which
are qualitatively similar, are given in Table B.7 in the appendix. The tables contain the
following columns: OLS, D-CPR, FM-CPR and the test statistic using ., for standard
asymptotic inference based on the IM-CPR estimator, labeled IM-CPR(O). The last three
columns show the results for fixed-b inference using one of the data dependent bandwidth
rules as well as using fixed values b € {0.1,0.2}. As expected OLS based tests show the best
performance in case of no correlation, but have severe size distortions in case of positive
correlation. D-CPR based tests are very size distorted even in the non-correlation case for
T = 100, but improve with increasing sample size. The FM-CPR and IM-CPR(O) tests
show a similar performance, where the latter has slightly lower over-rejections in case of
increased level of correlation especially for the Wald-type test with multiple hypotheses.
The IM-CPR based fixed-b tests behave properly compared to the standard asymptotic
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p1 = p2 OLS D-CPR FM-CPR  IM-CPR(O) IM-CPR(Fb)
Data-Dep b=0.1 b=0.2
T=100
0.0 0.059 0.164 0.077 0.100 0.049 0.053 0.069
0.3 0.154 0.206 0.110 0.109 0.068 0.060 0.077
0.6 0.371 0.270 0.170 0.137 0.127 0.077 0.092
0.9 0.725 0.425 0.411 0.356 0.452 0.300 0.249
T=200
0.0 0.048 0.089 0.059 0.071 0.045 0.048 0.055
0.3 0.147 0.118 0.079 0.077 0.060 0.051 0.055
0.6 0.374 0.145 0.126 0.089 0.097 0.056 0.064
0.9 0.746 0.269 0.314 0.242 0.438 0.161 0.136
T=500
0.0 0.054 0.067 0.057 0.066 0.054 0.050 0.057
0.3 0.156 0.082 0.070 0.070 0.055 0.050 0.057
0.6 0.375 0.091 0.086 0.079 0.064 0.050 0.058
0.9 0.762 0.142 0.223 0.117 0.191 0.067 0.068
T=1000
0.0 0.053 0.062 0.055 0.061 0.055 0.052 0.054
0.3 0.163 0.072 0.064 0.066 0.055 0.051 0.055
0.6 0.400 0.079 0.081 0.070 0.057 0.052 0.055
0.9 0.787 0.114 0.176 0.087 0.097 0.055 0.063

Table 2.2.: Empirical null rejection probabilities for Hy : 51 = 5, Andrews (1991) band-
width, QS kernel, 0.05 level.

tests. The empirical null rejection probabilities are close to the nominal size and large
over-rejections occur only in high-correlation cases in conjunction with small sample sizes.
Fixed-b tests outperform standard asymptotic tests throughout and are only moderately
size distorted especially for b € {0.1,0.2}. The data dependent bandwidth rules for the
fixed-b tests in the fifth column typically lead to b equal to 0.02 or 0.04. In order to
illustrate the impact of the choice of b on the test performance, we plot empirical size
rejections for different sample sizes and different correlation parameters as a function of b.
The results are given in Figure 2.1, which shows that the tests for b smaller or equal to 0.04
have the highest rejection probabilities. Regarding bandwidth and kernel choice, typically
the Andrews (1991) bandwidth choice leads to lower size distortions than the Newey and
West (1994) bandwidth choice and the QS kernel dominates the Bartlett kernel in terms
of empirical null rejection probabilities. The results for different kernel and bandwidth

choice are available upon request.

Size-Corrected Power Analysis

We close this section on hypothesis testing considering size-corrected power properties of

the tests. Although size-corrections are not feasible in practice, they are a useful tool for
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p1 = p2 OLS D-CPR  FM-CPR IM-CPR(O) IM-CPR(Fb)

Data-Dep b=0.1 b=0.2
T=100
0.0 0.057 0.212 0.086 0.117 0.047 0.058 0.069
0.3 0.200 0.282 0.143 0.133 0.071 0.061 0.082
0.6 0.526 0.382 0.242 0.180 0.164 0.082 0.099
0.9 0.922 0.612 0.601 0.554 0.626 0.419 0.311
T=200
0.0 0.053 0.099 0.066 0.079 0.047 0.053 0.053
0.3 0.192 0.145 0.105 0.087 0.063 0.056 0.056
0.6 0.529 0.187 0.166 0.119 0.124 0.060 0.064
0.9 0.932 0.391 0.471 0.351 0.623 0.204 0.156
T=500
0.0 0.046 0.065 0.054 0.060 0.047 0.052 0.059
0.3 0.195 0.089 0.075 0.069 0.051 0.051 0.056
0.6 0.558 0.108 0.104 0.082 0.063 0.054 0.059
0.9 0.940 0.208 0.338 0.167 0.283 0.075 0.076
T=1000
0.0 0.053 0.065 0.057 0.063 0.058 0.052 0.053
0.3 0.214 0.076 0.073 0.067 0.059 0.053 0.057
0.6 0.563 0.090 0.091 0.076 0.063 0.054 0.056
0.9 0.949 0.149 0.250 0.107 0.120 0.059 0.066
Table 2.3.: Empirical null rejection probabilities for Hy : f1 = 5, B2 = —0.3, An-
drews (1991) bandwidth, QS kernel, 0.05 level.
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Figure 2.1.:

Empirical null rejections, IM-CPR(Fb) inference: t-test for 51, QS kernel,
Andrews (1991) bandwidth, p; = p2 = 0.3 (left panel), p; = p2 = 0.9 (right panel).

theoretical comparisons since they overcome potential over-rejection problems under the

null hypothesis. Therefore, we use empirical critical values in order to hold the empirical

null rejection probabilities constant at 0.05 under the null. Starting from the true values
of 51 and 3 we consider under the alternative 51 € (5, 6] and B2 € (—0.3,0.2] with a total
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Figure 2.2.: Size-corrected Power, Wald-test, T=100, p1 = ps = 0.6, QS kernel.

of 20 values generated on a grid with mesh 0.05 for 51 and 0.005 for 85. The figures for the
t-tests and the Wald tests are qualitatively similar, thus we focus on the latter. The left
panel in Figure 2.2 shows that increasing value of b leads to some power loss. However,
this power loss is minor in most cases, whereas Figure 2.1 shows that empirical null-
rejection tend to be lower with increasing b. The minimal power losses in size-corrected
power seems to be the price to be paid for less size distortions. Comparing both kernels,
we observe that the QS kernel is much more sensitive to the bandwidth choice than the
Bartlett kernel. For increasing value of b size-corrected power becomes much lower using
the QS kernel than the Bartlett kernel. Results for size-corrected power using the Bartlett
kernel are given in Appendix B.4. As described above, tests using the QS kernel exhibit
much fewer over-rejection problems under the null especially for larger bandwidths. This
size-power trade-off for kernel and bandwidth choice has already been observed by Kiefer
and Vogelsang (2005) as well as by Vogelsang and Wagner (2014a). The right panel in
Figure 2.2 shows power comparisons for different tests, namely OLS, D-CPR, FM-CPR,
IM-CPR(O) and IM-CPR(Fb) using the Andrews (1991) data dependent bandwidth rule.
The D-CPR based test has the lowest power when the true parameter values are close
to those under the null, but slightly higher power than the IM-CPR(Fb) tests when the
difference between true parameter values and the values under null increases. Throughout
OLS and FM-CPR based tests have the highest size-corrected power, whereas both IM-

CPR based tests show small but non-trivial reduction in power.

Cointegration Testing

We also assess the performance of the IM-CPR residual based cointegration test CT s in

terms of empirical null rejections probabilities and size-corrected power. We use the data
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p CTshin CTrum CTrum CTshin CTrum CTrum
And NW

T=100

0.0 0.052 0.050 0.089 0.057 0.053 0.083
0.3 0.058 0.056 0.079 0.073 0.074 0.107
0.6 0.094 0.056 0.071 0.149 0.126 0.159
0.8 0.174 0.070 0.107 0.352 0.214 0.215
T=200

0.0 0.049 0.047 0.061 0.051 0.051 0.065
0.3 0.056 0.051 0.063 0.062 0.067 0.083
0.6 0.094 0.053 0.065 0.128 0.103 0.117
0.8 0.212 0.042 0.055 0.326 0.152 0.146
T=500

0.0 0.062 0.056 0.058 0.059 0.054 0.055
0.3 0.068 0.060 0.062 0.077 0.074 0.080
0.6 0.095 0.061 0.063 0.155 0.085 0.095
0.8 0.218 0.048 0.049 0.387 0.138 0.127
T=1000

0.0 0.061 0.051 0.055 0.060 0.051 0.053
0.3 0.064 0.056 0.060 0.081 0.069 0.077
0.6 0.088 0.057 0.062 0.161 0.075 0.082
0.8 0.204 0.051 0.056 0.400 0.122 0.116

Table 2.4.: Empirical null rejection probabilities of cointegration tests, QS kernel, 0.05
level.

generating process (2.31) under the null and similar to Wagner and Hong (2016) three
alternative DGPs:

(A) : yy=1+1t+5x, — 0327 +0.0127 +
(B) : y; =1+t 4 5z — 0.327 + 2, where 2z ~ I(1) independent of x;

(C) : yt,  are two independent (1) variables

These DGPs cover the main alternatives of interest, i.e., (A) missing higher order poly-
nomials of the integrated regressor, (B) no cointegration because of a missing integrated
regressor, and (C) spurious regression. We compare the performance of the IM-CPR resid-
ual based CT; test and the FM-CPR residual based cointegration test for CPRs proposed
by Wagner and Hong (2015), labeled CTgps. The results are benchmarked against the
Shin (1994) cointegration test (CTgpsy,) for linear cointegrating relationships, because lin-
ear cointegration techniques instead of CPR techniques are commonly used in, e.g., the
EKC literature. Results for a D-CPR residual based cointegrationg test, which has the
same limiting distribution under the null as the CT gy test, are available upon request.
Comparable to the observations made in hypothesis testing section the D-CPR residual
based cointegration test performs worse in small samples, but similar to the CT gy test

for moderately large sample sizes.
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Table 2.4 presents the simulation results for the empirical null rejection probabilities for
the CTgpin, CTrpr and CTypy test, respectively. The CT gy, test is based on the standard
FM-OLS residuals, i.e., residuals obtained from cointegrating regression estimation tech-
niques treating x; and its powers as separate integrated regressors. Stypka et al. (2017)
show that standard FM-OLS techniques applied to CPRs do not have an asymptotic effect
for parameter estimation but for cointegration testing. Consequently, the test shows poor
performance in case of high level of correlation. The CTry; and CTyps tests show good
performance in the lower correlation case already for small sample sizes. The CTrps test
exhibits some over-rejections for T' = 100, but for increasing sample size both tests are
close to the nominal level also in high correlation cases. Throughout the CTgjs test has
slightly lower over-rejections compared to the CTs test. The impact of the bandwidth
choice on the cointegration tests’ performance is more pronounced than it is the case for
parameter tests. The data dependent bandwidth rule according to Andrews (1991) out-
performs the Newey and West (1994) bandwidth rule for all considered tests, which has
already been observed in Wagner and Hong (2016) for the CTpps test. Result tables for
the other specifications are available upon request. We observe that the performance of the
considered tests is poorer when the number of integrated regressors and/or the number of
powers included increases reflecting computational difficulties associated with estimating

models with more parameters.

Table 2.5 reports size-corrected power of the cointegration tests against the three alterna-
tives. The CTgp;, test has low power against the cubic CPR alternatives (A) especially
in conjunction with the Newey and West (1994) bandwidth. The CTy test has higher
size-corrected power compared to the CTpjs test, which has slightly lower over-rejections
under the null. Against the cubic alternatives (A) size-corrected power decreases with
increasing level of correlation. All considered tests show good performance in terms of
size-corrected power against alternatives (B) and (C). As already pointed out in Wagner
and Hong (2016) and Stypka et al. (2017), using the Andrews (1991) bandwidth rule leads
to substantially smaller size distortions for cointegration testing under the null, but this
comes at the cost of substantially reduced size-corrected power. In sum, the CTpp; and
CTyar tests perform fairly similar. The CTpgjs test exhibits slightly lower over-rejections
under the null compared to the CT,; test, while the latter performs better in terms of
size-corrected power against the three alternatives considered in this section. Both tests

outperform the CTgp;, test for linear cointegrating relationship in this CPR setting.
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p CTshin CTrum CTrm CTshin CTrum CTrm
And NW
T=100
(A) 0.0 0.311 0.237 0.278 0.148 0.151 0.130
0.3 0.294 0.223 0.292 0.105 0.110 0.094
0.6 0.237 0.225 0.302 0.027 0.043 0.045
0.8 0.187 0.209 0.238 0.001 0.014 0.030
B - 0.325 0.372 0.359 0.653 0.522 0.405
C - 0.387 0.323 0.310 0.616 0.513 0.396
T=200
(A) 0.0 0.332 0.253 0.314 0.290 0.267 0.242
0.3 0.313 0.239 0.301 0.242 0.214 0.193
0.6 0.240 0.234 0.311 0.106 0.148 0.120
0.8 0.161 0.263 0.335 0.006 0.095 0.109
(B - 0.390 0.377 0.381 0.836 0.685 0.575
(C - 0.406 0.364 0.356 0.822 0.693 0.594
T=500
(A) 0.0 0.310 0.234 0.324 0.599 0.576 0.597
0.3 0.293 0.218 0.302 0.539 0.497 0.527
0.6 0.244 0.219 0.302 0.367 0.466 0.500
0.8 0.163 0.255 0.351 0.085 0.389 0.427
B - 0.403 0.387 0.425 0.984 0.933 0.919
C - 0.423 0.326 0.369 0.984 0.932 0.922
T=1000
(A) 0.0 0.317 0.241 0.331 0.828 0.820 0.848
0.3 0.306 0.228 0.308 0.782 0.772 0.804
0.6 0.263 0.225 0.293 0.619 0.760 0.793
0.8 0.177 0.241 0.325 0.270 0.677 0.736
B - 0.421 0.388 0.425 1.000 0.994 0.993
C - 0.432 0.340 0.373 0.999 0.990 0.992

Table 2.5.: Size-corrected power of cointegration tests, QS kernel, 0.05 level.
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2.4. Application: EKC Analysis

For the empirical analysis of the environmental Kuznets curve (EKC) hypothesis we con-
sider annual data for 19 early industrialized countries over the time period 1870-2013 for
carbon dioxide (COg2) emissions and real GDP. All of these quantities are used in per

capita terms and transformed to logarithms.

Australia Austria Belgium Canada Denmark
Finland France Germany Ttaly Japan
Netherlands New Zealand Norway Portugal Spain
Sweden Switzerland ~ United Kingdom United States

Table 2.6.: The sample range is 1870-2013 for GDP and CO4 with the exception of New
Zealand which has 1878 as its starting point.

The CO4 emissions data is from the homepage of the Carbon Dioxide Information Anal-
ysis Center of the US Department of Energy*, the GDP data was downloaded from the
homepage of the Maddison Project® and from The Conference Board Total Economy
Database®. The required long-run covariance estimates for the EKC estimation are based
on the Bartlett kernel and the data dependent bandwidth rule of Newey and West (1994)
similar to the analysis in Wagner (2015) and in Wagner and Grabarczyk (2017). We

consider the quadratic formulation

et = c+t+ Py + Boyi +uy, (2.35)
Y¢ = Y—1+ U,

as well as the cubic formulation

er = c+0t+ By + Bayi + Bayp + e, (2.36)
Y+ = Y—1+ U,

where e; denotes log per capita CO2 emissions and y; denotes log per capita GDP.

Prior to estimation, we test the unit root hypothesis for the variable on the right-hand
side, i.e. log per capita GDP, investigating the Phillips and Perron (1988) t-test and the
fixed-b Phillips-Perron unit root test introduced by Vogelsang and Wagner (2013) for the

specification with an intercept and a linear trend. The results are reported in Table B.1.

‘http://cdiac.ornl.gov
Shttp://www.ggdc.net/maddison/maddison-project/home.htm
Shttp://www.conference-board.org/data/economydatabase
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The unit root null hypothesis based on the standard Phillips-Perron test is rejected for
none of the countries. The PP(fb) unit root test rejects the null hypothesis for log GDP
per capita for Canada and the USA only at the 10% level.

We also carry out CPR based (non-)cointegration tests for the specifications (2.35) and
(2.36). In addition to the IM-OLS residual based cointegration test CT s from Section 2.2,
we employ the CPR extension of the FM-OLS residual based Shin (1994) cointegration
test (CTrar) and the OLS residual based extension of the Phillips and Ouliaris (1990)
non-cointegration test (P;) introduced in Wagner (2013). The P; test is based on the
assumption that the dependent variable, i.e. e, is an integrated process under the null.
Thus, the null corresponds to the spurious regression alternative (C) in Section 2.3. Since
the simulation study has revealed that the CT tests do not have impressive power against
the alternative of missing higher order polynomials, it appears prudent to only take those
countries into account for the EKC analysis, where the results between the P; test and
the CT tests are not contradictory, i.e. rejection of the former and non-rejection of the
latter. We briefly summarize the results given in Table B.2. Based on the Pj; test the
null hypothesis of non-cointegration for both specifications is rejected for Austria, Belgium,
Finland, Germany, the Netherlands, Switzerland and the UK. Considering these countries,
the results for the CTjy; and the CT gy tests are well in line with rejection at the 0.05
level only occurring for Germany in the quadratic specification. Conflicting results between
both cointegration tests only appear for the UK in the cubic specification, where the null of
cointegration is rejected for the CTps, but not rejected for the CT gy test. Summarizing
the results of the cointegration tests, we consider the following countries for the CPR
based estimation of the EKC relationship: Austria, Belgium, Finland, the Netherlands,
Switzerland and the UK. Furthermore, for Germany we consider the cubic specification

only.

We briefly turn to the estimation results for the specifications (2.35) and (2.36), where
we include the estimators considered in Section 2.3, i.e. OLS, D-CPR, FM-CPR and IM-
CPR. For significance tests based on the IM-CPR estimator we include standard t-values
as well as t-values obtained from fixed-b inference. The results for the quadratic specifi-
cation in Table B.3 show that the coefficient to squared GDP is significant and has the
expected negative sign indicating an inverted U-shape for all countries. Wagner (2015)
analyzes the EKC hypothesis for a similar data set including D-CPR and FM-CPR among
others and finds relatively small differences across the results of both estimation methods.
Consequently, it is expected that the CPR based estimators in this analysis also lead to
similar results. Strongly different coefficient estimates, and consequently different turning
points, across the methods occur only for Austria and Switzerland. The results for the

cubic specification in Table B.4 indicate that the coefficient B3 is not significantly different
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from zero at the 0.05 level for Austria, the Netherlands, Switzerland and the UK. For Bel-
gium and Finland, all coefficients are not significant based on the D-CPR estimator, where
entirely different estimation results are obtained compared to FM-CPR and IM-CPR. The
simulation study in Section 2.3 reveals that D-CPR can perform poorly for such sample
sizes considered in this empirical analysis. Figures B.1-B.4 show actual and fitted values
as well as estimated EKCs using the coefficients estimated by IM-CPR from models (2.35)
and (2.36). The fits are very good for all considered countries especially after the Second
World War. With the exception of some time periods for Austria and the UK, the fits are
also good for the time before and between the two world wars. Comparing the fits for the
quadratic and cubic specifications directly, we find minor differences for the majority of
the countries. Merely for the most recent decades for Austria the fitted values obtained
for the cubic specification are closer to the actual values than those from the quadratic
specification. In order to estimate the EKCs we use for the explanatory variable T' = 144
equidistant values ranging from the minimal value of log per capita GDP up to the max-
imal value. For the linear time trend ¢ we use values 1,...,144 and insert these values
together with the coefficient estimates. Focusing on the estimated EKCs of Belgium and
Finland, where the coefficients to the third power of GDP are significantly different from
zero, we find an inverted U-shaped EKC for the former in both specifications. In case
of Finland the estimated EKC does not seem to describe the income-emissions relation-
ship adequately for the cubic specification, see Figure B.4. For Germany a cointegrating
polynomial relationship is supported only for the cubic specification. However, the esti-
mated EKC has also an inverted U-shape rather than an N-shape. Here we observe huge
difference between the FM-CPR and IM-CPR estimates, where the coefficients are not sig-
nificant throughout based on the FM-CPR estimator. In sum, we find that the quadratic
specification appears to be sufficient in describing the income-emissions relationship espe-
cially for Belgium, Finland, the Netherlands and the UK, where we find inverted U-shaped
EKCs. As expected, the estimation results do not differ strongly for the FM-CPR and
IM-CPR estimators for most of the countries. Furthermore, the results of the FM-CPR
and IM-CPR based cointegration tests are well in line. With the exception of the UK
in the cubic specification, both tests identify the same countries in which a cointegrating

polynomial relationship between income and emissions is present.

2.5. Summary and Conclusions

This chapter considers the extension of the integrated modified OLS estimator from linear
cointegrating regressions to cointegrating polynomial regressions. The zero mean Gaussian

mixture distribution of the obtained estimator forms the basis for standard asymptotic
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inference. For the case of full design, we additionally perform fixed-b asymptotic inference.
Full design prevails, e.g., when only one integrated regressor enters the regression equation
with powers larger than one. This is the case in, e.g., the EKC analysis. The chapter also
presents an IM-OLS residual based cointegration test, which has a nuisance parameter

free limiting distribution in case of full design.

The theoretical results are complemented by a small simulation study to compare the
IM-CPR estimator with OLS, FM-CPR and D-CPR. We find that the IM-CPR estimator
has a slightly lower bias relative to FM-CPR and D-CPR, but marginally larger RMSE.
In terms of empirical null rejection probabilities, hypothesis tests based on the IM-CPR
estimator outperform FM-CPR and D-CPR based tests, especially the fixed-b version for
small sample sizes and a high level of correlation. This comes at the cost of minor loss in

size-corrected power.

We apply the developed methods for the estimation of the EKC using a data set of GDP
and CO; emissions for 19 early industrialized countries over the period 1870-2013. We
find evidence for the existence of a quadratic EKC for six countries and one additional
country for a cubic EKC. The results of the FM-CPR and IM-CPR based cointegration
tests are well in line with each other. The coefficient estimates are similar across the

considered methods for most of the countries.

Future research will move in the following directions: First, in respect of the EKC analysis
also integrated modified OLS estimators for multi-equation systems of CPRs are worth
considering. This includes CPR extensions of seemingly unrelated regression (SUR) mod-
els (Zellner, 1962) or panel data models. Second, the choice of an optimal b value is an
interesting but non-trivial problem. In this chapter the fixed-b values are chosen according
to one of the data dependent bandwidth rules designed for long-run covariance estimation
or set to a specific value. Third, the developed methods can also be applied to other eco-
nomic questions such as the intensity-of-use debate, which postulates an inverted U-shaped

relationship between GDP and intensity of metal use (Labson and Crompton, 1993).
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3. The EKC for CO; Emissions: A
Seemingly Unrelated Cointegrating
Polynomial Regressions Approach

3.1. Introduction

The environmental Kuznets curve (EKC) hypothesis postulates an inverted U-shaped
relationship between measures of economic development, typically GDP per capita, and
measures of per capita pollution or emissions. The term EKC refers by analogy to the
inverted U-shaped relationship between the level of economic development and the degree
of income inequality, postulated by Kuznets (1955) in his 1954 presidential address to the

American Economic Association.

Starting with the pioneering work of Grossman and Krueger (1991, 1993, 1995) and Shafik
and Bandyopadhyay (1992) a large and still growing body of research, both theoretical and
empirical, is devoted to the EKC hypothesis. Theoretical contributions include Andreoni
and Levinson (2001), Arrow et al. (1995), Brock and Taylor (2005, 2010), Cropper and
Griffiths (1994), Dinda (2005), Jones and Manuelli (2001), Selden and Song (1995) or
Stokey (1998).! Miiller-Fiirstenberger and Wagner (2007) discuss problems that arise
at the intersection of theoretical and empirical EKC analysis. Additional early empirical
contributions on top of the mentioned seminal papers include Agras and Chapman (1999),
Antweiler et al. (2001), Hilton and Levinson (1998), Holtz-Eakin and Selden (1995),2 Kahn
(1998), List and Gallet (1999) or Torras and Boyce (1998).

Criticism of the EKC is as old as the EKC itself, both on theoretical as well as on econo-

metric grounds. In this chapter we focus on discussing two problems related to (i) using

LA relatively recent survey of economic models for analyzing the EKC is given by Kijima et al. (2010).
Uchiyama (2016, Chapter 2) contains a detailed discussion of the model of Stokey (1998) as well as an
overview discussion of empirical work on the EKC. Already early survey papers like Stern (2004) or
Yandle et al. (2004) find more than 100 refereed publications; and many more have been written since
then.

2The quadratic formulation, i.e., the functional form that can literally lead to an inverted U-shape has
first been used in this paper, whereas Grossman and Krueger used a third order polynomial.
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unit root and cointegration methods for (ii) multi-country (or multi-regional) data in
a parametric approach to the EKC. The problems addressed also impact — if unit root
nonstationary behavior of explanatory variables is indeed present — the validity of other es-
timation approaches to the EKC, including nonparametric approaches (see, e.g., Millimet
et al., 2003), semiparametric approaches (see, e.g., Bertinelli and Strobl, 2005) or specifi-

cations based on spline interpolations (see, e.g., Schmalensee et al., 1998).

Given that a significant part of the empirical literature uses unit root and cointegration
techniques, understanding the implications of (i) and (ii) is important for empirical prac-
tice. Papers that use time series unit root and cointegration methods for EKC analysis
include Esteve and Tamarit (2012), Fosten et al. (2012), Friedl and Getzner (2003), He
and Richard (2010), Jalil and Mahmud (2009) and Lindmark (2002). Panel data EKC
studies using unit root and cointegration techniques include Apergis (2016), Auffhammer
and Carson (2008), Baek (2015), Bernard et al. (2015), Dijkgraaf and Vollebergh (2005),
Dinda and Coondoo (2006), Galeotti et al. (2006), Perman and Stern (2003) or Romero-
Avila (2008). As pointed out by Wagner (2015), based on Wagner and Hong (2016), these
papers ignore the fact that powers of integrated processes are not themselves integrated
processes (see also Wagner, 2012). Therefore, a regression of (the logarithm of) emis-
sions per capita on (the logarithm of) GDP per capita and its powers is not a standard
cointegrating regression, but in the terminology of Wagner and Hong (2016, Eq. (1)) a
cointegrating polynomial regression (CPR); if this specific form of nonlinear cointegration

prevails and the regression is not spurious.?

In the presence of powers of integrated regressors in cointegrating regressions, estimators
like the fully modified OLS (FM-OLS) estimator (introduced for the linear cointegration
case in Phillips and Hansen, 1990) can be adapted by using appropriately constructed
additive correction terms. The precise form of these correction terms depends upon the
specification of the relationship. They differ from the correction terms in the linear case,
see Wagner and Hong (2016).* The implications of this difference for EKC analysis for
time series data are illustrated in Wagner (2015). The asymptotic behavior of using
standard FM-OLS treating unit root processes and their powers all as unit root processes
is discussed in Stypka et al. (2017).

3Prior to the estimation of these relationships, testing for nonlinear cointegration in EKC-type relation-
ships need to be performed, see, e.g., Choi and Saikkonen (2010), Wagner (2013) or Wagner and Hong
(2016).

“Tmportant earlier work in this respect has been undertaken by Park and Phillips (1999, 2001), Chang
et al. (2001) or Ibragimov and Phillips (2008). The difference between the work of Wagner and Hong
(2016) and, e.g., Chang et al. (2001) is that the latter assume that the regressors are pre-determined and
the errors serially uncorrelated. Wagner and Hong (2016) remove these two assumptions and consider
the “standard” setting in cointegration analysis with endogenous regressors and serially correlated
€errors.

5In the example of a quadratic EKC this means that log GDP per capita and its square are treated as two
integrated regressors and standard FM-OLS is performed in the two regressor case. The above-listed
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The part of the empirical EKC literature that uses panel unit root and cointegration tech-
niques relies entirely upon methods for linear cointegration developed for cross-sectionally
independent panels. Thus, a fortiori the above-mentioned problems continue to be present.
Importantly, additionally the assumption of cross-sectional independence that is employed
in these studies, utilizing standard panel cointegration techniques like Kao and Chiang
(2000), Phillips and Moon (1999) or Pedroni (2000), is clearly often unrealistic.® Also, the
tacit assumption of these studies that all coefficients (except for, usually, the intercepts)
are indeed identical, i.e., can be pooled, for all cross-section members may be too restrictive
in many applications. In case that the cross-sectional dimension is small (compared to the
time series dimension) a seemingly unrelated regressions (SUR) approach allows to relax
both the cross-sectional independence as well as the poolability assumption. Based on
Hong and Wagner (2014) we present in Section 3.2 fully modified OLS SUR estimators for
systems of seemingly unrelated cointegrating polynomial regressions (SUCPR) formulated
here for the quadratic EKC specification as used in the application.” In the SUCPR setting
we allow for cross-sectional dependence of both the regressors and the errors and do not
impose any poolability assumptions on the coefficients. Instead of having to impose poola-
bility of the coefficients, we can test for any form of pooling and then, if the corresponding
restrictions are not rejected, estimate the parameters pooled correspondingly. Some basic
forms of pooling related to panel analysis are reviewed and stated in Appendix C.1: (P)
all coefficients but the intercepts are pooled, (S) only the coefficients corresponding to log
GDP per capita and its square are pooled, and (T) only the coefficient corresponding to
the linear time trend is pooled. More generally, however, it may be the case that only
some coefficients can be pooled over (potentially) different subsets of cross-section mem-
bers. This turns out to be the case in the application in Section 3.3. Therefore we discuss
estimation in group-wise pooled settings of a form relevant for our application in detail in
Section 3.2.2.

The application of our methodology to study the EKC for COs emissions for six early
industrialized countries over the period 18702013 highlights the usefulness of the SUCPR
approach. Group-wise pooled estimation of the EKC leads to almost the same results (es-
timated parameters, turning points, and fitted values) as those obtained with unrestricted

individual or SUCPR estimation. This happens despite the reduction of the number of

papers employing cointegration methods all use cointegration techniques this way, as also discussed in
Wagner (2015).

6 Apergis (2016) and Romero-Avila (2008) acknowledge the potential of cross-sectional dependencies in
time series panels by considering some form of cross-sectional dependence testing. That alone, however,
does not solve the associated problems.

"In terms of econometric methodology Hong and Wagner (2014) discuss an extension of SUR cointegration
analysis from the linear cointegration SUR case (see, e.g., Park and Ogaki, 1991; Mark et al., 2005;
Moon, 1999; Moon and Perron, 2005) to the SUCPR case. This is similar in scope — now for the SUR
case — to the extension of FM-OLS from the linear cointegration to the CPR case presented in Wagner
and Hong (2016).
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parameters to be estimated by about one third. Fully pooled estimation, rejected by
poolability testing, on the other hand, performs drastically worse. This shows that a
situation- or problem-specific approach to pooling that our methodology provides is a
helpful addition to the EKC analysis toolkit. The flexibility of the approach will allow
for fruitful applicability also when modeling other relationships for data sets with a small

cross-sectional dimension compared to a large time series dimension.

The chapter is organized as follows: In Section 3.2 we present the econometric method-
ology, i.e., two fully modified least squares estimators for systems of seemingly unrelated
cointegrating polynomial regressions including a discussion of group-wise pooling — both
with respect to testing for poolability as well estimation imposing the corresponding pool-
ing restrictions — of a form relevant for our application. Section 3.3 presents and discusses
the empirical findings and Section 3.4 briefly summarizes and concludes. Appendix C.1 is
divided in two subsections. The first contains some additional material and results con-
cerning the three variants (P), (S) and (T) of pooled estimation and the second provides the
derivation of the limiting distributions of the group-wise pooled estimators. Appendix C.2

contains additional empirical results.

We use the following notation: |x| denotes the integer part of z € R and diag(-) denotes

a diagonal matrix with entries specified throughout. For a vector x = (2;)i=1,.n We
n

denote by ||z||*> = Y7, 2? and for a matrix M we denote by ||M| = sup, Ml - oy

llzll -

a square matrix A we denote its determinant by |A|. We denote the m-dimensional

identity matrix by I, with Opxpn a (m X n)-matrix with all entries equal to zero, with
1, = [1,...,1] € R® and with e;, the i-th unit vector in R™. For (block-)matrices M
we denote the (i,j)-(block-)element with M%J the i-th (block-)row with M% and the j-
th (block-)column with M~7. With 1y, we denote the indicator function. Furthermore,
® denotes the Kronecker product, E(-) denotes the expected value and L denotes the
backward-shift operator, i.e., L{z:}tcz = {2z1—1}tez. Definitional equality is signified by
:= and = denotes weak convergence. Brownian motions are denoted B(r) or short-hand
by B, with covariance matrices specified in the context. For integrals of the form fol B(s)ds
or fol B(s)dB(s), we often use the short-hand notation [ B or [ BdB and drop function

arguments and integration bounds for notational simplicity.

3.2. Seemingly Unrelated Cointegrating Polynomial Regressions

For the discussion in this chapter it suffices to consider the special case of a system of

seemingly unrelated quadratic polynomial regressions, where in the application in the
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following section y; ; denotes log CO2 emissions per capita and z;; log GDP per capita in

country ¢ in year t:

Yit = cz-+5it+51ﬂ-xi,t—i—ﬁzimit—i—ui,t, 1=1,...,N, t=1,...,T, (3.1)
= [D;,tv Xz(,t]ei + Uity
= Zj0i + uig,

Tit = Tit—1+ Vi,

)

with Z; ¢ := [D;, X;,]', where D; 4 := [1,t]" and X; 1 = [2;4, m%t]’, and 6; := [c;, 0i, B1,i, B2.4] -

Denoting with z; := [x14,...,2n4), with us == [uiy, ..., uny) and with v == [viy, ..., UN4]
we assume for & := [u}, v}]’ that
o
w o= ()G =Y VG, (3.2)
5=0
[o.¢]
Amt =Vt = @(L)et = Z(I)jet_j,
§=0

o0 o0

with " j||®;]| < oo and ) j||¥;|| < oo. Furthermore, we assume |®(1)| # 0, which
j=0 5=0

excludes cointegration in the I(1) vector process {z:}, and |¥(1)| # 0, since we need reg-

ularity of this matrix for the construction of the modified SUR estimator, a term coined
by Park and Ogaki (1991) in the linear SUR cointegration setting. The stacked process
{0 ez = {[¢],€}) }tez is assumed to be a strictly stationary and ergodic martingale
difference sequence with respect to the natural filtration J; with positive definite condi-
tional variance matrix ¥ := E (& (£)'|Fi—1) and sup;>; E(||)]|"|Fi—1) < oo a.s. for some
r > 4.

Remark 7. The above setting in (3.1) can be generalized in several ways: First, several
integrated regressors and their powers can be included, with the specifications allowed
to be equation specific. In the above example this means that different powers can be
included in the different equations. Second, more general (equation-specific) deterministic
components can be included. Third, pre-determined (or even more easily strictly exoge-
nous) stationary regressors can be included as well. Fourth, common non-cointegrated
nonstationary regressors can also be included in the equation system, which may be of
particular relevance in, e.g., regional applications where country-wide variables may be
important determinants for all regions. For more details in these respects see Hong and
Wagner (2014).
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The above assumptions are sufficient for a functional central limit theorem to hold, i.e.

|rT |rT|

]
\}th:;ftz \}T; = B(r) = =QY2W(r), 0<r<1, (3.3)

Ut
Ut

with W (r) a 2N-dimensional standard Wiener process and Q := > "7 E(£o&},) the so-
called long run variance of {&; }iez. For later usage we define also the one-sided long run
variance given by A := "7 (E(&¢),) and both matrices are partitioned according to the

partitioning of &;:

Qo Qo Apu Ay
The above set of N equations (3.1) can be jointly written as
yt:ZtIQ—FUt, tzl,,T (35)
with
Y1t 14 Uiy
wo=| i |eRY, z:= € RNy = eRY,
YNt ZN UN
and with 0 := [0],...,0%]. Stacking all T" observations for the above equation (3.5) we
arrive at
y =270+ u, (3.6)
with
Y1 Z
y = eRM, Z:= e RNTXAN,
yr Zp

A few basic observations concerning parameter estimation in (3.6) can already be made:
First, it is straightforward to show that the OLS estimator of 6 in (3.6) is consistent
with a limiting distribution contaminated by second order bias terms, just as in the linear
seemingly unrelated cointegration case studied in Park and Ogaki (1991) or Moon (1999).
Alternatively, the results for the OLS estimator given in Wagner and Hong (2016) for the

single equation case, of course, generalize to the SUCPR case. Second, in the classical SUR
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approach of Zellner (1962) the errors are typically assumed to be serially uncorrelated (and
the regressors nonstochastic). Correspondingly, the weighting matrix used in “classical”
SUR estimation, i.e., in GLS estimation, is an estimate of the contemporaneous error
variance matrix. In the cointegration setting we allow for both error serial correlation
and endogenous regressors. To take these two generalizations into account, Park and
Ogaki (1991) define a modified SUR (MSUR) estimator using an estimate of the long run
variance matrix of the errors as weighting matrix. The asymptotic behavior of the OLS and
MSUR estimators is derived in Hong and Wagner (2014, Proposition 1) for the SUCPR
case. The nuisance parameter dependent limiting distributions of these two estimators
provide guidance for the construction of appropriate two-part FM-type corrections.® One
of the corrections is as in the linear case, i.e., the dependent variable 1 is replaced by
yj' =y — quﬁ;}vt, with consistent estimators of the long run variances.’ The second
transformation consists of subtracting an appropriately constructed correction term. In
the SUR setting we need two sets of correction terms, depending upon estimator considered

as starting point (OLS or MSUR). For our specification (3.1) these are given by A* :=

[AY, ... AL and A* = [AY ... AY/], with
02><1 02><1
Ap=@QL) | T A= @@t T (3.7)
23 xiy 23 @iy
t=1 t=1
where (A},)™ is a consistent estimator of (AJ)" = ALl — AL Q-1 and Q. is a

consistent estimator of €2, , := Quu — QMQ;}QW.

In order to finally define the two fully modified estimators and to state their asymptotic
distributions we still need some additional quantities. We define, again for our special case,
the weighting matrix G = G(T) := IN®G(T), with Go(T) := diag(T~1/2,7-3/2, 7= T-3/2)
and a stochastic process J(r) := diag (J1(r), ..., Jn(r)) with Ji(r) := [1,7, By, (r), B2, (r)],
where By, (r) denotes the i-th coordinate of B, (r).

Proposition 4 (Hong and Wagner 2014, Proposition 2). Let y; be generated by (3.1) with
the assumptions given in place. Assume furthermore that, based on the OLS residuals,

all required long run variances are estimated consistently. Using the correction factors

8For completeness, the OLS estimator is (as always) given by forLs = (Z’Z)_1 Z'y and the MSUR
- . -1 R

estimator is defined as Onvsur (= (Z’ (IT ® Q;}) Z) (Z’ (IT ® Q;}) y) A more detailed discussion
concerning possibilities to construct FM-type estimators in the SUR case is given in Hong and Wagner
(2014) and Moon (1999).

9The results of, e.g., Jansson (2002) apply in our setting and provide conditions on kernels and bandwidths
that allow for consistent long run variance estimation. Throughout the chapter we assume these
conditions on bandwidth and kernel to be in place.
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defined in (3.7) the fully modified systems OLS (FM-SOLS) and the fully modified SUR
(FM-SUR) estimators are given by:

0 = (2'2)' (2y* - AY), (3.8)

(Z/ (IT ® Q;})) Z) - (Z’ <IT ® Q;,},) yt — [1*) , (3.9)

™
i

with y* = [y{’,...,y}]". As T — oo it holds that:

G (é—e) = (/ JJ’)l/JdBu,v, (3.10)
G1 (é—e) = (/ JQM},J’>1/JQu$dBu,U, (3.11)

where By, (1) := Bu(r) — QuoSt By (r) is a Brownian motion with variance matriz Qy .

By construction B, ,(r) is independent of B,(r) and consequently the above zero mean
Gaussian mixture limiting distributions given in (3.10) and (3.11) form the basis for asymp-
totic chi-squared inference using, e.g., Wald-type tests. Because the vectors 6 and 6 contain
elements that converge at different rates, obtaining formal results for the Wald-type test
statistics requires a condition on the restriction matrix (in case of linear hypotheses) that
is unnecessary when all estimated coefficients converge at the same rate (see, e.g., Park
and Phillips, 1988, 1989). We posit in the following proposition a sufficient (asymptotic)
rank condition that ensures that the Wald-type test statistics have asymptotic chi-squared
null distributions. Note that if none of the hypotheses mixes coefficients with different
convergence rates no additional complications compared to a standard situation with all

estimated coefficients converging at the same rate arise.

Proposition 5 (Hong and Wagner 2014, Proposition 3). Let y; be generated by (3.1) with
the given assumptions in place. Consider s linearly independent restrictions collected in
Hy : RO = r with R € RN of full row rank s, r € R® and suppose that there exists a
(matriz sequence) Gr = Gg(T) such that limy o GRRG = R* with R* € R¥**N of full

row rank s.

Then it holds under Hy that the Wald-type statistics:

W (R0 T>/ (R(22)" 2 (Ir 2 Q) 2(2/2) ' R| o (RO 7).
(3.12)

W= (Ré - 7«)/ [R (Z’ (IT ® Q;i) Z) - R’} - (Ré - 7‘) (3.13)

are asymptotically chi-squared distributed with s degrees of freedom.
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3.2.1. Testing for Poolability and Pooled Estimation

As outlined in the introduction a key advantage of the SUR setting is that it allows to
test for in principle arbitrary forms of poolability rather than assuming poolability from
the outset as in panel analysis. Clearly, the results from Propositions 4 and 5 allow to test
for poolability of the coefficients. In Appendix C.1 we briefly present the test statistics
and the correspondingly pooled estimators for three “standard” pooling tests involving all
cross-section members. These are labelled as: (P), where all coefficients except for the
intercepts are pooled; (S), where only the coefficients to x;; and x?’t are pooled and (T),

where only the linear trend coefficient is pooled.

The first variant of pooling corresponds closely to a fixed-effects panel model, with indi-
vidual specific fixed effects. Note, however, that the literature does not yet provide the
theory for panel estimation methods (with N — oo) for cross-sectionally dependent panels
of cointegrating polynomial regressions. de Jong and Wagner (2016), based on the seminal
work of Phillips and Moon (1999), provide theory for the cross-sectionally independent

case for the cubic formulation with one- and two-way fixed effects.!?

If the considered null hypothesis is not rejected, then pooled estimation, as described for
these three cases in Appendix C.1, of a smaller number of parameters allows to lift some
efficiency gains in estimation. For our data, the above-given three “global” hypotheses
(P), (S) and (T) are rejected.!! A more detailed analysis, see Section 3.3, of the FM-SUR
results reveals that the coefficient corresponding to the linear time trend can be pooled in
three subgroups (of sizes three, two and one). For the coefficients to GDP and its square,
the stochastic regressors, group-wise pooling analysis identifies one group of size three for

which pooling is not rejected.

Exploiting the possibilities of group-wise pooling just indicated necessitates formulating
the corresponding Wald-type statistics as well as the corresponding group-wise pooled
estimators. This is discussed in the following subsection for the setting relevant in our
application. Along similar lines any form of group-wise pooling can be considered in more
general SUCPR settings.

10Note again that the part of the empirical EKC literature that uses panel cointegration methods, estimates
a system of equations like (3.1) with methods for linear cointegration developed for panels of cross-
sectionally independent units. The SUCPR approach overcomes these two limitations, allowing for
cross-sectional dependence and taking into account the specific form of nonlinear cointegration.

' As will be seen in Section 3.3, for the 19 countries considered, (non-)cointegration tests lead to evidence
for a CPR relationship in six countries. The CPR and SUCPR analysis is consequently performed with
the data for these six countries.
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3.2.2. Group-Wise Pooling

In this subsection we consider testing the null hypothesis that the coefficients for the linear
time trend are group-wise pooled over a partition of k subsets I,;, j =1,...,k with [ :=
{1,...,N} = U?:1 I,;. Similarly, we consider a partition over [ subsets I,,, j = 1,...,l
for the regressors [wivt,x%t]’ ,le, I = U;Zl Ly,,;. Without loss of generality we order the
subsets according to decreasing cardinality, i.e., [In,| > ... > |I, | and |I,| > ... > |Ip,],

denoting with |S| here the number of elements of a set S.

The null hypothesis corresponding to group-wise poolability of the coefficients correspond-

ing to the above partitioning is given by:
HFY - 0; = 0; Vijel,, Vde {{1,...,k}:|I,,| > 1} (3.14)

B1i /31,]') oy
= u]ejmpvPE{{lv"‘7l}:|Imp|>1}’
(52,1') (52,3‘

To construct the Wald-type test statistics discussed in Proposition 5 for this specific
situation it is convenient to define a few more quantities. First, denote with N; =

\In;l, 5 = 1,...,k and M; = [Ip;|, j = 1,...,1. Furthermore, the elements of the

index set I;, ajn; say, are considered sorted, i.e., In, = (a1,n;,02m;,---,0N;n,;) With
1 < a1pn; < agp; < -0 < anyjm; < N for j = 1,...,k and similarly for the sets
Ly,, j =1,...,1. Using this notation and setting the restriction matrix to test for (the

considered form of) group-wise poolability can be written as:

R :=[R) ,....R, R, ....,R,] € R"W (3.15)
with
6:12,nj :N
Roi= | (1,0 @b )~ | @ ey € RNi-DxN (3.16)
/
aNj,nj’N
for j such that N; > 1 and R, = () otherwise; and
!/
a2,mj7N ’
e
B, o= <1(Mj*1) ®€fn,m.,N> - 3 ® ( ?4> € RN (3.7)
! , €4,4
ean,mij

64



3.2. Seemingly Unrelated Cointegrating Polynomial Regressions

for j such that Mj; > 1 and R,,, = () otherwise. The total number of restrictions is

k !
s=Y (Nj-1)+2> (M;—1) (3.18)
j=1 j=1
and, clearly, r = 0 (in RO = r) here. Using either the FM-SOLS estimates or the FM-SUR
estimates, the two test statistics (3.12) and (3.13) can be calculated to test the considered
null hypothesis H§".

Remark 8. In the above definition of the blocks of the restriction matrix, setting, e.g.,
Ry, = () for N; = 1, merely states that for groups of size one, of course, no poolability
hypothesis testing is performed. Equivalently, including only the subsets of size larger
than one in the restrictions matrix R would require to define another index, n} say,
until which the groups — ordered according to non-increasing size — comprise more than

one element.

In case that the null hypothesis discussed above is not rejected, the corresponding group-

wise pooled estimators can be (defined and) employed. To this end consider:

Dy =[D},,..., D}, ) € R™N, (3.19)
where
N
Dj ::Zﬂ{ielnj}-t-e;’]v, ji=1,...,k (3.20)
i=1

For the stochastic regressors we similarly have

Xy o= [X{,,..., X[,) e R*XN, (3.21)
with
N
Xjp=>_ Lty (in @ Xie), G=1,...,1 (3.22)
=1

With these quantities the group-wise pooled model can be compactly written as

ye = 209" + uy, (3.23)
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with yp := [y1e,-- -, une)'s we = [ure, ... uny)s Ze := [In, D}, X} € RWFRH)XN apnq
the parameter vector 0V := [c1,...,en, 01, .., 0k, 81, ..., B € RNFTAH2 where B8; =
(81,5, B2,;]" for j =1,...,1. Finally, stacking the quantities over time gives

y =20 +u, (3.24)

~ ~ ~ ’

with y = [y1,...,yr), Z =[Z1,..., Z7] and u = [uq,...,up].

The correction terms for the group-wise pooled FM-SOLS and FM-SUR estimators are de-
ﬁned as AGW* = [OIX(N—l-nk)? A?W*/, e ,AIGW*,]/, AGW* = [OIX(N—&-nk)’A%W*,a e ,AZGW*/]/,

with

N T T
Afw* = Z ]]'{iGIMj} ’ (Av+u> : ( ) ) .7 = 17 s 7l) (325)
i=1

Agws :=§N111{igmj}-(éiu)i" (Q;.i)"i-( g ) j=1...01  (326)

For group-wise pooled estimation the weighting matrix is given by G := diag(G., Gp,Gx) =
diag(T—1/2. Iy, T73/2. 1}, ;@ diag(T—", T—3/2)). The limit stochastic process is now given

3 L 3 5 5 3 N
by J(r) := [In,J}p, I, with Jp(r) := [Jp,(r),...,Ip,(r)] and Jp;(r) == ]l{z'elnj} .
i=1

r-e;y for j = 1,...,k. The process Jx(r) = [Jx,(r),...,Jx,(r)]" is composed of
7 S B'Ui(’r) .
JXj (T) = Z; ]]-{iGImj} : (627]\[ X <B2 (T))) for j=1,... , 1.

Proposition 6. Let y; be generated by (3.24), the discussed restricted version of (3.1) with
group-wise pooled parameters, with the assumptions given in place. Assume again that,
based on the OLS residuals, all required long run variances are estimated consistently.
Using the correction factors defined in (3.25) and (3.26), the group-wise FM-SOLS and
FM-SUR estimators are given by:

4V = (Z22) " (Z'y+ — AT, (3.27)
e .= (Z" Ir® Q;_}]) Zv)*l (Z’ (IT ® Q;}}) Y- AGW*) . (3.28)
As T — oo it holds that:
-1
N I ( / jj,> / JdB, .. (3.29)

—1
Gl (éGW—@GW) = ( / jﬂu_;j’> / JOTLdBy.. (3.30)
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3.3. Empirical Analysis

In the following empirical analysis we discuss and compare unrestricted, pooled and group-

wise pooled estimation results.

3.3. Empirical Analysis

The empirical analysis builds upon Wagner (2015), who performs individual country FM-
CPR analysis of the EKC for CO2 emissions for 19 early industrialized countries. The first
step, prior to the SUR analysis performed here, is to reassess the findings of the earlier
paper, since we now have data ranging from 1870-2013 rather than only until 2000. The
CO3 emissions data are from the Carbon Dioxide Information Analysis Center of the US
Department of Energy and comprise total COy emissions from fossil fuel usage.'> The
GDP data, measured in 1990 Geary-Khamis Dollars, are from the Maddison project at
the University of Groningen and from The Conference Board Total Economy Database.!
The data are used in logarithms of per capita quantities. Throughout, for all estimators
and all tests we use the Bartlett kernel and the bandwidth chosen according to Newey and

West (1994).

For all 19 early industrialized countries investigated, the unit root null hypothesis is not
rejected for log GDP per capita using the unit root tests of Phillips and Perron (1988)
as well as the fixed-b versions of this test developed by Vogelsang and Wagner (2013).14
Using the tests for cointegration in CPRs of Wagner (2013) and Wagner and Hong (2016)
leads to evidence for a quadratic cointegrating EKC for CO2 emissions for the following six
countries: Austria (AT), Belgium (BE), Finland (FI), the Netherlands (NL), Switzerland
(CH) and the UK.

Table 3.1 shows the results of estimating the quadratic EKC (3.1) using both individual
country FM-CPR (as used in Wagner, 2015) and the two SUR estimators discussed in
Section 3.2, FM-SOLS and FM-SUR, for the six countries listed above. In addition,
the lower left block of the table contains the results when estimating the EKC “fully”
pooled, allowing only for country specific intercepts (the form of pooling referred to as (P)

in Section 3.2.1).16 The following messages emerge from the table: First, the estimated

12Gee Boden et al. (2016) and http://cdiac.ornl.gov.

13See Bolt and van Zanden (2014), http://www.ggdc.net/maddison/maddison-project/home.htm and
http://wuw.conference-board.org/data/economydatabase.

The results are given in Table C.1 in Appendix C.2.

15 This is slightly different from Wagner (2015) who finds evidence for a quadratic EKC for CO2 emissions
for only four out of the six countries above: Austria, Belgium, Finland and the UK. These differences
may stem from the different sample range and/or the fact that the CO2 emissions data have been
updated.

161 formal terms, estimation of (3.1) is performed under the restrictions §; = 8, 81 = 1 and fa21 = B2
for ¢ = 1,...,6. Note also that we obtain very similar results for the cubic specification, both with
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coefficients (all significant with “correct” signs) and a fortiori the estimated turning points
do usually not differ strongly across the three methods for each country. The exception here
is Austria where the FM-CPR turning point is more than twice as large as the FM-SOLS
and FM-SUR turning points. For Switzerland, the turning point is estimated far outside
the sample range, with values ranging from 1.3 to 3.1 millions, by all three estimators. This
finding is related to the fact that, see Figure 3.2, per capita COs emissions are essentially
constant in Switzerland since about 1980. Second, with respect to the two SUR, estimators
the differences are mostly very minor, with the one exception being Finland. For this
reason we focus on the FM-SUR estimator in the discussion from now on.'” Third, the
estimated coefficients and consequently the estimated turning points differ substantially
across countries and this heterogeneity can — by construction — not be captured by the
pooled, i.e., almost panel-type, estimation results in the lower left block. This finding
highlights that commonly used panel methods need to be considered very carefully, or

maybe not used at all for situations as considered here.!®

The results from Table 3.1 are displayed graphically in Figures 3.1 and 3.2. The first figure
displays the estimated EKCs, given by using 144 equidistant values for the explanatory
variable from the range of log GDP per capita associated with values of the time trend
ranging from 1,...,144 and inserting these values in Equation (3.1) using the coefficient
estimates obtained from both FM-CPR (solid with x-marks) and FM-SUR (solid). Ad-
ditionally the graphs include the scatter plots between log GDP per capita and log CO,
emissions per capita. The similar coefficient estimates translate, as expected or in fact
necessary, into very similar estimated EKCs. Figure 3.2 displays the actual values of log
per capita CO9 emissions with the fitted values obtained from both FM-CPR and FM-SUR
estimation. Clearly, the two fitted value lines corresponding to FM-CPR and FM-SUR
are very close to each other for all countries, with the still small but relatively largest
differences for Austria (for which also the estimated turning point differs most between
the two methods). In general the fit is very good, especially for the period since the second

world war.

Performing the poolability tests (P), (S) and (T) described in Section 3.2.1 and in more
detail in Appendix C.1 for the six considered countries leads throughout to rejections
of the respective null hypotheses for both tests, i.e., the tests based on the FM-SOLS

respect to cointegration testing and estimation results. The coefficient to the third power of GDP is
not significant throughout and it thus suffices to consider the quadratic specification.

'"The similarity of the findings with both the FM-SOLS and the FM-SUR estimators is made clearly
visible in Figures C.1 and C.2 in Appendix C.2.

8 As already mentioned, de Jong and Wagner (2016) consider a panel version of FM-type estimators for
panels of cointegrating polynomial regressions under the assumption of cross-sectional independence.
Under appropriate assumptions it may be the case that the pooled estimates converge to “average
coefficients”, see Phillips and Moon (1999) for details. These issues remain to be studied for the
cointegrating polynomial regression case.
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Figure 3.1.: EKC estimation results for Equation (3.1): scatter plot and EKC. The dots
show the pairs of observations of In(GDP) per capita and In(COs2) emissions per capita.
The lines show results based on inserting 144 equidistant points from the sample range of
In(GDP) per capita, with corresponding values of the linear trend given by t = 1,...,144
in the estimated relationship (3.1). The solid lines with x-marks correspond to the FM-
CPR estimates and the solid lines to the FM-SUR estimates.
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Figure 3.2.: EKC estimation results for Equation (3.1): actual and fitted values. The
dashed lines show the actual values of In(COg2) per capita emissions, the solid lines with
x-marks the FM-CPR fitted values and the solid lines the FM-SUR fitted values.
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estimator (3.12) and the FM-SUR estimator (3.13). For the hypothesis (P) this is already
expected, given the cross-country heterogeneity of the unrestricted estimates, compare
again the results in Table 3.1. The prize to be paid when applying pooled estimation,
allowing only for country specific intercepts, despite this restriction being rejected, is
clearly visible when looking at Figures 3.3 and 3.4, which are similar in structure to
Figures 3.1 and 3.2. For all six countries the differences are quite huge, both with respect
to slope and shape. These differences translate directly into partly drastic reductions of
fit, when considering the fitted value graphs in Figure 3.4. Thus, testing for group-wise
poolability and potentially group-wise pooled estimation, as outlined in Section 3.2.2, are

the logical next steps.

Austria Belgium Finland
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s 8 85 9 95 10 105 s 8 85 9 95 10 105 s 8 85 9
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Netherlands Switzerland UK
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In(GDP) In(GDP) In(GDP)

Figure 3.3.: EKC estimation results for Equation (3.1): scatter plot and EKC. The solid
lines correspond to the FM-SUR estimates and the solid lines with o-marks to the pooled
FM-SUR estimates. For further explanations see notes to Figure 3.1.

In many applications the researcher may have some prior knowledge concerning candidates
for group-wise pooling. To a certain extent this is also the case here, as one expects that
very similar countries, e.g., Belgium and the Netherlands, may have very similar EKCs.
Here, however, we pursue a more exploratory approach. We start by testing for the
discussed three forms of pooling — (P), (S) and (T) — in all possible sub-groups. This means
that we test for these forms of poolability in all 15 possible country-pairs, 20 country-

triples and so on.'® The results are given in Table 3.2 and Table C.3 in Appendix C.2.

9Note that we test for the three forms of poolability using only data for the subset of countries under
investigation. We do not perform all possible tests of group-wise poolability in all possible partitions
into multiple subgroups using the data for all six countries. Doing that would entail a rather large
number of tests to be performed. Let us stress also that the approach is to be understood exploratory,
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Figure 3.4.: EKC estimation results for Equation (3.1): actual and fitted values. The
dashed lines show the actual values, the solid lines the FM-SUR fitted values and the solid
lines with o-marks the pooled FM-SUR fitted values.

Table 3.2 contains the numbers of groups of the respective sizes for which the corresponding
poolability hypothesis cannot be rejected, with the group members displayed in Table C.3.
As for the coefficients, also for the tests the differences are minor between the FM-SOLS
and FM-SUR results and thus we focus again on the results obtained with FM-SUR. The
full pooling hypothesis (P) is rejected throughout, even for all pairs. With FM-SUR,
the slope parameters §; and 2 can be pooled for (i.e., the pooling hypothesis (S) is not
rejected for) four country-pairs, two country-triples and one group of size four (containing
AT, BE, NL and UK). With respect to the trend parameters there are three country
groups of size three, for which the trend slope can be pooled. Austria, Finland and the

UK are each present in two of the three groups.

We take the above results as starting point to estimate the EKC for the six countries
in a group-wise pooled fashion. In particular we consider: the trend slope pooled in
three groups, comprising Austria, Finland and Switzerland; Belgium and the UK; and
the Netherlands (as group of size one) respectively. The slope parameters are pooled in

four groups, given by Belgium, the Netherlands and the UK; and the three single member

since neither of the complications resulting from multiple testing is even addressed, let alone solved.
Note that there is a recent literature to identify (coefficient) structure in panel data, see Ke et al. (2016)
or Su et al. (2016). However, our problem does not fit that literature either, since we have small (to
medium) N and cointegration in the SUCPR setting, whereas this literature is to date concerned with
standard stationary settings.
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groups Austria; Finland; and Switzerland.2’ Table 3.3 displays the estimation results. As
observed up to now, the estimates are also very similar for the now group-wise pooled
FM-SOLS and FM-SUR estimates. Looking at the coefficients in the individual groups
clearly shows that the group-wise pooled estimates are — almost by construction when
using group-wise pooled least squares estimation — close to the averages of the country
specific estimates given in Table 3.1. Of course, group-wise pooled estimation is not
simply mean-group estimation, and thus the group-wise pooled coeflicients estimates do
not simply coincide with the averages. The same observations as for the coefficients hold,

of course again by implication, for the estimated turning points.

Austria Belgium Finland

In(CO2)
-

9 9
In(GDP) In(GDP)

Netherlands Switzerland UK

1! -1
75 8 85 10 10.5 75 8 85 10 105 15 8 8.5 95 10 105

9 9 9
In(GDP) In(GDP) In(GDP)

Figure 3.5.: EKC estimation results for Equation (3.1): scatter plot and EKC. The solid
lines correspond to the FM-SUR estimates and the solid lines with the square symbols to
the group-wise pooled FM-SUR estimates. For further explanations see notes to Figure 3.1.

The benefit of group-wise pooling becomes clearly visible when considering the results
graphically in Figures 3.5 and 3.6. These two figures, again similar in structure to Fig-
ures 3.1 and 3.2, show clearly that imposing group-wise poolability restrictions supported
by hypothesis testing in group-wise pooled FM-SUR estimation (solid lines with square
symbols) leads to very similar estimates of the EKCs compared to non-pooled FM-SUR
estimation (solid lines). Importantly, also the (unavoidable) reduction in fit is negligible
(see Figure 3.6), with the exception of the UK to some extent. Recall for comparison

the drastic reduction in fit when pooling all slope and trend coefficients over all countries

20We take this group of three countries for pooling the trend slope, since for this group the poolability
hypothesis is not rejected also for all subgroups of two of these three countries. The choice is made using
similar arguments also for the slope parameters: Poolability of the slope parameters is not rejected for
the three pairs of countries of the triple Belgium, the Netherlands and the UK.
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Figure 3.6.: EKC estimation results for Equation (3.1): actual and fitted values. The
dashed lines show the actual values, the solid lines the FM-SUR fitted values and the solid
lines with square symbols the group-wise pooled FM-SUR fitted values.

displayed in Figures 3.3 and 3.4.2! Group-wise pooling of a form adapted to the situation
leads to a sizeable reduction of the number of parameters to be estimated, in our case
from 28 to 18, without any clearly visible losses in terms of approximation quality. Un-
thoughtful global pooling, i.e., panel-type estimation, leads to drastically worse results.
These findings illustrate that a seemingly unrelated CPR approach is indeed very useful
for the analysis of the EKC and similar relationships in situations with multi-country or

multi-regional data where the cross-sectional dimension is small.

3.4. Summary and Conclusions

We provide tools for multi-country (or multi-regional) cointegration analysis of the environ-
mental Kuznets curve (EKC) by pursuing a seemingly unrelated cointegrating polynomial
regressions (SUCPR) approach advocated by Hong and Wagner (2014). The approach
can also be applied in other contexts in which inverted U-shaped relationships are stud-
ied, such as the intensity of use (IOU) relationship between GDP and energy or material

intensity (see, e.g., Guzmén et al., 2005; Labson and Crompton, 1993).

2 Rigures C.3 and Figure C.4 in Appendix C.2 compare the group-wise pooled and pooled FM-SUR results.
These two figures clearly make the same point as the figures in the main text, but contrasting group-wise
pooled and pooled estimation results in the same figure highlights the benefits of group-wise pooling
compared to pooling nicely.
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The SUCPR approach addresses three of the main challenges of the existing literature:
First, it takes into account that powers of integrated processes are themselves not inte-
grated processes and that consequently cointegration analysis of the EKC needs to resort
to methods designed for this specific form of nonlinear relationship, labelled cointegrat-
ing polynomial regression by Wagner and Hong (2016). The implications of this fact for
single country EKC analysis have been pointed out earlier in Wagner (2015); the present
chapter translates and extends this discussion to the multi-country data case. Second, it
is not necessarily the case that, e.g., emissions and GDP data for different countries are
independent of each other, an assumption typically made in the panel EKC literature.
Third, furthermore the EKC relationship, if present, need not be identical (potentially up
to country specific individual effects) across countries. This, however, is the the key as-
sumption underlying pooling which panel data analysis rests upon. Our SUCPR approach
addresses these three issues and provides new tools for group-wise poolability testing and,

in case the restrictions are not rejected, corresponding group-wise pooled estimation.

Developing poolability tests and correspondingly pooled estimators for general sets of
restrictions is shown to be extremely useful in our application to CO9 emissions data for
six early industrialized countries over the period 1870-2013. It turns out that the trend
respectively slope parameters can be pooled over different country sub-groups, a situation
that we label group-wise pooling. The results show that group-wise pooled estimation
provides fits that are close to the fits from either individual country or unrestricted SUCPR
estimation, whilst the number of parameters to be estimated is substantially reduced.
Altogether, the simple reduced form SUCPR EKC analysis leads to very good fit, especially
since the second world war, and meaningful estimates of the turning points. Performing
SUCPR estimation in a fully pooled fashion with only country specific intercepts, by
comparison leads to substantial losses in terms of fit. A major limitation of any SUR
approach is the limitation to situations with a relatively small cross-sectional dimension.
For data sets with large cross-sectional dimension panel data approaches will need to be
pursued, with all advantages and disadvantages. For a first step in this direction see de
Jong and Wagner (2016).

The empirical results of this chapter illustrate the usefulness of SUCPR analysis of the
EKC, but the reduced form character of the analysis presented here dictates the necessary
next steps of the research agenda: First, for certain applications it may be necessary
to extend the methodology to allow for the inclusion of stationary regressors.?? This

is a pertinent issue in, e.g., IOU analysis. In case of substitution possibilities between

22Pre-determined stationary regressors can be accommodated more easily than endogenous stationary
regressors. Endogenous stationary regressors will require to construct an instrumental variables-type
extension of the estimators discussed here. Even if an IV-type estimator is developed, the availability
of valid and relevant instruments will, as always, be a challenge in actual applications.
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different metals (see, e.g., Stuermer, 2016) or energetic resources, the inclusion of relative
prices is of key importance to capture substitution elasticities. Note in this respect that
the SUR approach also can be used to study EKC or IOU relationships for a set of
different emissions variables or resource intensities for a given country or a small number
of countries. This allows to study the interrelationships in a system of cointegrating
polynomial regressions. Second, in particular for regional data it may be important to
allow for the inclusion of common aggregate variables, i.e., technically speaking for the
inclusion of common (nonstationary) regressors.?3 Third, it is always important to strive
for extending the discussed methods to allow for a more structural analysis of EKC- or
I0OU-type relationships by considering more general specifications. Extensions along all

three dimensions are or will be investigated in ongoing and planned research.

ZThis may on a bigger scheme also be relevant for multi-country data, e.g., EU data with common
EU-wide variables to be included. These could be related to common policies or regulations.
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5 By Bo TP 5 By Bo TP

Austria Belgium
FM-CPR -0.017 6.247 -0.277 78,059 -0.004 11.358 -0.599 13,142
(t-values) | (-3.713)  (2.510)  (-2.019) (-2.727)  (10.121)  (-10.159)
FM-SOLS -0.018 10.033 -0.486 30,515 -0.005 12.313 -0.649 13,230
(t-values) (-4.750) (4.634) (-4.073) (-3.629) (13.325) (-13.384)
FM-SUR -0.013 8.278 -0.403 28,699 -0.004 10.687 -0.562 13,556
(t-values) (-4.095) (4.891) (-4.182) (-3.935) (14.073) (-13.856)

Finland Netherlands
FM-CPR -0.029 15.610 -0.737 39,523 0.001 9.437 -0.481 18,280
(t-values) (-3.260) (9.356) (-8.796) (0.614) (8.438) (-8.076)
FM-SOLS -0.039 16.162 -0.746 50,845 0.001 9.823 -0.502 17,783
(t-values) (-4.974)  (10.600)  (-9.721) (0.585) (9.334) (-8.970)
FM-SUR -0.029 15.892 -0.752 38,892 0.002 10.185 -0.524 16,524
(t-values) (-5.863)  (14.140) (-12.276) (1.053)  (11.511) (-10.878)

Switzerland UK

FM-CPR -0.024 7.755 -0.273 1.5x108 -0.008 8.657 -0.446 16,287
(t-values) (-6.421) (6.312) (-4.031) (-3.406)  (6.532) (-6.794)
FM-SOLS -0.024 6.933 -0.232 3.1x108 -0.007 9.887 -0.516 14,496
(t-values) (-7.981) (7.399) (-4.463) (-3.448)  (8.539) (-9.001)
FM-SUR -0.022 7.441 -0.265 1.3x108 -0.007 8.402 -0.437 15,068
(t-values) (-7.743) (7.665) (-4.941) (-4.035)  (8.667) (-9.001)

Pooled
FM-SOLS -0.015 13.572 -0.667 26,053
(t-values) (-8.344)  (20.474) (-18.326)
FM-SUR -0.013 13.594 -0.677 23,002
(t-values) | (-15.293) (35.246) (-32.226)

Table 3.1.: FM-CPR, FM-SOLS, FM-SUR and pooled FM-SOLS and FM-SUR esti-
mation results for Equation (3.1). The estimated turning points TP are computed as
_ B

oXp ( 252>.
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3.4. Summary and Conclusions

Group size k 2 3 4 5 6|2 3 4 5 6

Total nr. of groups of size k 15 20 15 6 1|15 20 15 6 1
| FM-SOLS FM-SUR

Linear Trend & Stochastic Regressors (P)

Stochastic Regressors (S) 3 2 4 2 1

Linear Trend (T) 6 2 7T 3

Table 3.2.: Testing for group-wise poolability of subsets of coefficients. The numbers
indicate the number of groups of size k for which the indicated null hypothesis of group-
wise poolability is not rejected. The members of the groups for which the respective null
hypotheses are not rejected are given in Table C.3 in Appendix C.2. Empty entries corre-
spond to zeros. The left column displays the results for the FM-SOLS test statistic (3.12)
and the right column displays the results for the FM-SUR test statistic (3.13). Individual
test decisions are performed at the 1% significance level.

‘ 5n1 8n2 8”3
Countries | AT-FI-CH BE-UK  NL
FM-SOLS -0.022 -0.009 0.001
(t-values) (-6.825) (-7.827)  (0.883)

FM-SUR -0.019 -0.009 0.002
(t-values) (-9.443) (-11.122)  (2.017)

‘ Bl,ml B2,m1 ‘ Bl,mQ BZ,mg ‘ Bl,mg BZ,mg ‘ Bl,m4 B2,m4
Countries \ BE-NL-UK \ AT \ FI \ CH
FM-SOLS 11.580 -0.600 | 11.054  -0.534 | 13.907 -0.654 6.991  -0.242
(t-values) (16.445) (-16.355) | (5.372) (-4.691) | (12.850) (-10.435) | (6.980) (-4.310)
TP 15,514 31,304 41,480 1.9x106
FM-SUR 10.852 -0.562 | 10.656  -0.521 14.649 -0.704 8261  -0.319
(t-values) (21.370) (-20.896) | (6.370) (-5.524) | (15.528) (-12.645) | (8.781) (-6.109)
TP 15,677 27,646 32,942 4.2x10°

Table 3.3.: Group-wise pooled estimation results for Equation (3.1) using FM-SOLS and
FM-SUR. The trend parameter ¢ is pooled in three groups (of sizes three, two and one)
and the slope parameters 1, 52 are pooled in four groups (of sizes three and thrice one).
_ B

232)'

The estimated turning points TP are computed as exp (
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A. Appendix to Chapter 1

A.1. Auxiliary Lemmata and Proofs

Auxiliary Lemmata

This subsection contains some auxiliary lemmata which are required to prove the main

results of Chapter 1. The following lemma is proven in Kasparis (2008, Lemma A1(i))).

Lemma 3. Under Assumption 2 it holds for 0 < b < 1/3 that

Tb
sup T2 o)l = 0as. (1)
TE[O,I] h=0

Lemma 4. Under Assumptions 2 to 4 it holds for all integers 0 < p and 1 < q that:

Mr no\ 1 L=h NP [ e
>+ (557) 722 (i) [(358)" - () e

= op(1).

Proof. Consider f(z) := 2%, € R. From the mean value theorem it follows that f(y) —
f@)=f'(O)(y —x),ie., y?— 29 =qC? (y—z), with z < y and ¢ € (z,y). Therefore, it
holds

—h N\ g1 —_h \Nq-1 h
Tt+h q B Tt q . LEt Tt+h — Tt B q CL't Z
T1/2 T/2) q T1/2 T1/2 o2 \ 71)/2 Vt+ms

m=1

with Z = 2 + v 221:1 Vitm, Yt € (0,1). Using this representation it follows that:

Mr ho\ 1 Tt \P [ Tisn\9 T \4
S k(55 ) 73 (i) ()" = (i) o

h=0 t=1
Mr T—h N
. q h \1 x \P [ T}
~ 712 Zk <J\4T> T (T1/2> <T1/2> Z VtVt+mUt+h:
h=0 t=1 m=1
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A. Appendix to Chapter 1

The assertion is hence equivalent to showing that:

1 M h 1 T—h " » Th qg-1 h
t t .
T1/2 2k <MT> T 2 (Tl/z) <T1/2> D vtermvien = op(1).
h=0 m=1

t=1

In the course of the proof it is helpful to resort to strong approximations, which we get from
the Skorohod representation theorem, see Pollard (1984, p. 71-72) or Csérgo and Horvéth
(1993, p.4). For a discussion of this issue in a nonlinear cointegration context see, e. g., Park
and Phillips (1999, Lemma 2.3) and Park and Phillips (2001). Since we are concerned with
weak convergence results in this chapter, we can w.l.o.g. use a distributionally equivalent
version of T_I/ZxLTTJ, X7(r) say, that fulfills sup,cp 1] [(X7(r)) — By(r)| = 04.5.(1), with
B, (r) the Brownian motion given in (1.4). Setting C' := sup,cp 1 |By(7)| + 1/2, it holds

that

sup Tfl/QlerTH < C + 04.5.(1).
r€(0,1]

Furthermore, it holds that

sup  sup T2z, — 2]
re[0,1) 0<h< Mg

M

h
= sup  sup T2 vprpenl < sup T2 (o7 40l

re[0,1] 0<h<Myp m—1 rel0,1] me—1

and thus it follows from Lemma 3 that

sup  sup T71/2|$L7~TJ+h — 27| = 0a.s.(1).
r€[0,1] 0<h<Mp

This implies

sup  sup T V2| )4
rel0,1] 0<h< M

(A1)

(A.2)

< sup sup T Y2apn — 2|+ sup T2z )p)] < C + 04 (1),
1

r€[0,1] 0<h< My re(0,1]

with C':= sup,¢ 1] [ Bu(r)| + 1 and also

sup  sup T_1/2|f}frTJ| < C+04.6.(1).
re[0,1] 0<h< My

80

(A.3)



A.1. Auxiliary Lemmata and Proofs

Using the triangular inequality and the bounds given in (A.1)—(A.3) the following inequal-
ities hold:

et ()3 3 () (7
() ok G)rE

[Vt 41|

_ —1
(o) ()

N N
~
iMr g

1/2 Z Vtm

Tml

M3 1/2 o 1 M 1 T—h 1 h
< k(O)Cp = — ‘UtUtJrh‘ — V4 +0]p>(1),
(7) i 27 2 g 2 e

with k(0) = sup,sq |k(z)| as defined in Assumption 3. By similar arguments as given

above it holds due to strict stationarity of {v;} that

1 \_SMTJ

sup  sSup |——5 Vit < C* + 0. (1)’
s€l0,1] t=1,..,T ]\4%/2 Z m .

m=1

where C* £ €. Consequently,

1 Mt 1T*h fh qg—1 h
t
a2k (5m) 12 () (i) 3 teamoien
h=0 t=1 m=1
M3\ Y2 My | T—h
< (M) woere Z S ol +or(t). (A
Assumption 2 implies that:
T — My T—h 12
o1 ) = 1 35 LS et <25 <
Th=o" =1

From the Markov inequality, see e. g., Billingsley (2012, p.294), it follows that:

Mt
A Z Z [veven| = Op(1). (A.5)

Finally, the assertion is an immediate consequence of M% /T — 0 by Assumption 4, and

the remaining terms in (A.4) being Op(1). [

Lemma 5. With assumptions 2 to 4 in place, it holds for all integers 0 < p that:

M T—h »
>k (37) 7 2= (sm) (s~ Bl = or) (A0
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Proof. In the proof of Lemma A1 in Kasparis (2008) it is shown that

1 Mr n 1T7h » h
by showing
1 =h p
T m T m - 1). A.
ogil;%T T — (T1/2> mzzzl UtV E[vivtm])| = op(1) (A.7)

The left-hand side of (A.6) can be written as

Mr T—h

1 h 1 Tt p
i 22 (37) 72 (i) "M e~ B |

Using a similar argument as used by Kasparis (2008, p. 1394-1396) to show (A.7), corre-

sponding to his Equation (A.7), it can be shown that

sup = op(1),

0<h<Mryp

z__: (T1/2) My (vvern — E[vvegn))

which shows the claim of this lemma, since

0 t=1
1 T—h x P
~ j : t
Sk =1 <T1/2> M (vrven = Blvwvea))

with & := k(0) + 1. It is the fact that our proof of this lemma uses some of the arguments
of Kasparis (2008) that the same moment and bandwidth assumptions are required. These

are consequently contained in our Assumptions 2 to 4. |

Proofs of Chapter 1

Proof of Theorem 1. First, the (1,1)-element of Ann is given by

Mt

(Ann) (1) = Z < ) Z UtUt+h,
h=0 t=1
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which is already well known, cf. Remark 2. For ¢ € {1,...,p} it holds that

M . z
(Ann) = zT: k <h> T Z - 1 Ut+h,
(i+1,1) My ) T = 75
h T—h Ay
( )z+12_z < >T§ tvt+h’

i.e., for the first and second columns (and rows) exactly the same arguments apply due
to the similar assumptions on {u;} and {v;}. Therefore, it is sufficient in the subsequent
discussion to consider the (i + 1, j + 1)-element for i, € {1,...,p} of the estimator Anm
which is given by

(), = k() 5% A
" geny = \Mr ) T & pStopi

Note that
Az} 1 L (i i~k k
Ti-1/2 — (-2 Z <k> zy " (—vr)
k=1
R _i i\, k[ T \R v \E2 0f
() - 5 () () )

k=2

From Lemma 3 we know that 7 1/2¢, = 0as.(1) for t = 1,...,T. Additionally, it holds
that T_1/2|xt] < C+Ho045.(1) fort=1,...,T. From E[T 1/2 vl TJ] =T-12%,, — 0 for all
r € [0, 1], we conclude that

Azt roxy \i1 -
Tz = (T1t/2> v+ Op(T71/%).

The kernel is bounded and My = o(T"'/3) by assumption, hence it follows

T—h

<Am7> (i+1 J+1) Z g (MT> ; (Tait/Q)F1 (;t;;g)jil vtVi+h + 0p(1).

In the linear case, i.e. i = j = 1, the above term converges in probability to A, cf.

Remark 2 again. Next, consider ¢ > 1 and j =1, i.e.,

SIEAEE AN
> k(3 )7 2 () v
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From Lemma 5 it follows that

Mt h 1 T—h 2 (1)
th <MT> T 2 (W) Vtt+h

t=1

() ) ot

Now, we show that

Mr T .
Zk(}\ZT)E[vovh]; Z <T?;2) '

h=0 t=T—h+1
1 M h
< 7,—17 o
<C TZ k(MT>‘\E[vovh]|h+oH»(1)
h=0
1 o
< ( |Z€€|Cl ! Zh2|cv,jcv,]+h|+oﬂ”( )
<

E<0>|zgs|ci—1f Z .41 Z hlev,ul + op(1)
j=0 h=0

Moreover, it holds that

. . 1 oo o]
FO)Se| €7 5 D lewgl D blewnl = op(1)
7=0 h=0

and thus

which implies that

84

Mr T—h i T
¢ (i oz 2 (7)™ - 2 (5 v
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Therefore, we obtain
& NEAE = A
2 \5p7 ) 7 2 gzt

Mr, h 1 r Ty \i—1
JE— o - P t
= 1 (;k (MT) E[U()’Uh]> (T < <T1/2> > + 0]}»(1).
For the first term it holds that

My L
Z k () E[Uovh] — Am).
oo \Mr

Hence, by Slutsky’s Theorem, cf. e.g., Davidson (1994, Theorem 18.10, p. 286),

,_A

M h 1 d ‘ . R
zi;)k‘(]\/[T> [voun) = Z(TI/Q) =iy [ B (r)dr.

t=1 0

We turn to the case ¢ > 1 and j > 1, i.e.

Mro/p\ 1 (i-1) G-1)
> k(57 ) 7 > (7)) (Fig) o
= t=

Moo/ h\ 1 (i-1) (i-1)
Sk(35) 7 X () () e

Mr .
15 (i+5-2)
- Zok <MT> T (T1/2> Uittt + 0p(1).

t=1

Now we are in the same setting as for j = 1, such that we can immediately conclude

%f () A A,
MT i1 j—1
h=0

T2 T7=2
Mt T
1 Ty i4j—2
= zjhzgk <M> E[U(ﬂ)h]T; <T1/2) + op(1)

Joint convergence of the elements in Anm follows by the continuous mapping theorem. M
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Proof of Corollary 1. The OLS residuals are given by @y = u; — Zi(f — ). Similar to the
proof of Theorem 1 consider for j € {1,...,p} the term

_ 1L Ady,

(& ),a+1> hz_:< ) ;uTl
T—h A M~y h 1T—h . Awih
_Zk<MT> Zut _;k<M>T§;z;<a_e)Tj;.

The first term converges in distribution to (Afm)(l,jﬂ) by Theorem 1. Therefore, it remains

to show that the second term is op(1). It follows that

T—h j

. Az!
k Zl 9 _ 0 At+h
Z (MT> Zt - « )T%l

_ Z K (MT) Z Z1GG1(6 - 0) (%)H vren + op(1) (A.9)

by similar arguments as in the proof of Theorem 1 with G defined in (1.7). Expression (A.9)

can be further rewritten as

Zk( > ™ 2:: (1z6) ((;j;;)jlvt+h> (6710 -0)) +or(1).

Finally, we show that
(35:)5 735 5 (r22) (552) )| =or0
Using the notation from Lemma 4 it holds that

(A’;T)ﬂ 35 ) (i) )|
(T1/2Zt ) <(§f$’2‘) vt+h)

R0y Z ﬁ Z |22 el + e ).
h=0 t=1

|

T3/2

IN
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Observe that H (Tl/QDQGD) H2 < Cp +0o(1) for a finite constant C'p by Assumption 1 and
thus

[(reze) = | (repies)| + 32 (7)< 5+t
=1

with K := Cp + >_I_; C?, such that

hy L1 Tz_:h(Tl/QZ’G> ($t+h)j—1v
Mr)” T2 £ t Ti/2)  Urh
1 M T h
< jk(0)C7™ 1K1/2T1/2 Z Z |vign| + op(1) (A.10)

h=0 t=1

follows. Similar to the discussion of (A.5) one can show

Mt

| T=h
T1/2 Z Z [vern] = op(1

Hence, the expressions (A.10) and, consequently, (A.9) are op(1) such that

. M h 1 T—h
(30) 110y = 2k (MT) T2

and the claim follows. [ |

Al’

htop (1)

T
Proof of Lemma 1. We start with considering the first column of Gx Y Xw;G,,. Ac-
=1

cording to Wagner and Hong (2016, Proposition 1) the limit of this term for i = 1,...,p
and j = 1 is given by:

T T .
(ox3ommien) = a3 ()
(4,1)

t=1

1 1
= / W(r)dBy(r) + iy, [ By (r)dr. (A.11)
0 0
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Consider now again ¢ =1,...,p, but j > 1:

G ; X' G _ L n(my L5\ 2 ()t
XZ WG = T1/2Z<T1/2> _Z k) TG-1/2
t=1 (4,5) t=1 k=1
1 T . T i4j—1
= T2 23 (T1/2) vt
=1
1 (7 [z \it-2 0P
T1/2 ; <2) (Tl/Z) T1/2
T J . e k
1 J zp Ik (—wy)
T L ;3 <k> (7i2)  qoenm (A12)

The first term on the right-hand side converges similarly to (A.11) to
[ BB + s+ - DA [ B
0 0

For the second term in (A.12) we write v = %, + (v — ) and consider both terms

separately. First,

P\ Sop o= /2y \i+i-2 j L s
° — = Em,/ B (r)dr.
(3)5 2 (7i%) (3)= |

t=1

Second, using Lemma 5 it holds for the remaining term that

T

(3 () ) =t

All additional terms in (A.12) converge to zero being Op(T~*~2/2). The result for
T

Gp > Dyw;G,, follows analogously. [ ]
t=1

Proof of Theorem 2. Beforehand, note that we can use the decomposition Qg5 = Quoll,
with
1 B

1L, := N
B B

9

B and B defined in (1.14) and (1.15), respectively. From Theorem 1 we know, that
Qoo = Quoll, and Qgy = Quull, €. Therefore, it follows Q;D}I}Q@u x5 Qut Qe In (1.12)

we have noted that

GO - 0) = (62'2G) 7 (GZ'u~ GZWOGL O, — GA™).
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Using the same arguments as in Wagner and Hong (2016) it holds that:

1 0
GZ'u = / J(r)dBy(r) + Ay, ( q“),
0 M

with M = [1,B']'. From Theorem 1 it follows immediately that A* and A** have the same

limiting distribution, i.e.,

0 0
A = AL [T and A = A [T
M M

Lemma 1 provides the limiting distribution of GZ'W, of which we only need the first
column due to the structure of the limit of Q;};}Qwu given by GZ'v and it holds that:

1 0
GZv = / J(r)dBy(r) + Ay, ( q“).
0 M

Therefore, we arrive at:
o . 1 1
GZ'v— GZ' WO Qg — AL = / J(r)dBy(r) — / J(r)dBy(r) Q0 Q.
0 0
Noting that By.,(r) := By(r) — By(r)Q;,} ., completes the proof. [ |

Proof of Corollary 2. The result for CT* is given in Wagner and Hong (2016, Proposi-
tion 5) and for the CT*T test statistic the proof for the numerator of the test statis-
tic, i.e., for 771 Zthl (Tfl/ 2 Z;Zl 113”) follows analogously from considering ;™ =
uft — ZUOTT — 0) with uft = upy — wjQy L Qua. From the proof of Theorem 1 we know
that 7—1/2 ZLTZTE u T = By.,(r) for 0 < r < 1. The result for the second part immediately
follows as in Wagner and Hong (2016) from the asymptotic equivalence of the FM-CPR

and FM-LIN estimators established in Theorem 2.

It thus remains to consider the asymptotic behavior of @g.,,, which follows from the asymp-

totic behavior of the “long-run” covariance estimators established in Theorem 1:

- A A ALl A
Wgv = Quu - Quwawau
—1 / —1
= Quu — Quo2y, Qvuezf IT,IT, Hvezlj
—1
= Quu - quﬂvv Qvu = Wy.v,

with convergence in probability, i.e., consistency, following from the fact that the limit is

non-stochastic. [ |
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A.2. A Brief Discussion of the Main Arguments in Case of More

Than One Integrated Regressor

In this section we present the main changes for the multiple integrated regressors case,

i.e., we consider a cointegrating polynomial regression including integer powers of I(1)

regressors z;¢, j = 1,...,m, up to degree p:
m
ye=D5+xiB+> XjBx, +u, fort=1,..T, (A.13)
j=1

Ty = Ty—1 + Vg,

!/

where y; is a scalar process, Dy € RY, x4 = [z14,...,Tme), Xjt = [x?t,...,mﬁt] and

0:=1[5,8, By, By, ] €Ratm),

Remark 9. The theory allows for more general setups concerning the integrated regres-

sors, i.e.:

1. The highest powers included need not be equal for each integrated regressor.

2. Not all consecutive powers of integrated regressors need to be included.
The assumptions concerning the error process and the regressors are similar to Assump-
tion 2 given by:

Assumption 7. The processes {u;}rez and {Azybiez = {vi}iez are generated as:
o
ur = Cu(L)G = ) cujGiy
§=0
oo
Axt =Vt = CU(L)Et = Z CvjEtfj,
§=0

with 3772 jlewj| < 0o, 37724 jl|Cujll < 0o and det(Cy(1)) # 0. Furthermore, we assume
that the process {£}icz := {[¢i,€}) }tez is independent and identically distributed with
E(]|£2]]Y) < oo for some I > max(8,4/(1 — 2b)) with 0 < b < 1/3.

As already mentioned in the main text, the condition det(C,(1)) # 0 excludes cointegra-
tion among the components of the vector process {z;}¢cz in the multivariate case. Given
the similar assumptions between the processes {u;}tez and {v; }iez compared to Assump-
tion 2 as well as between the different components of the vector process {v; }+c7, the results

presented in Section 1.2 also hold for the case of m > 1 integrated regressors. While the
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extension of Theorem 1 becomes more complicated only from a notational point of view,
there are some technical changes in the proof of the multivariate extension of Theorem 2

discussed below.
We define the multiple integrated regressors version of w; given in (1.9):
wy = [Ult, ey Ut A:L’%t, co Al Ax?m, cee Amfnt]
and the “properly scaled” version w; = Gy w; with
Gw = Gw (T) = diag (Im, I, ® diag (T’l/Q, o ,T’(p’l)ﬂ)) .

With the assumptions listed in place it is straightforward to state the multiple integrated

regressors extension of Theorem 1.

Corollary 5. Let the data be generated by (A.13). Under Assumptions 3, 4 and 7 it holds
for {nihiez = {[ug, @)) Yrez € ROIETP) that

h= t=1
where
[ A Ausy oo Dy, AwBL ... Aw B ]
Ayy AN . Ayiv,, Ny By oo Ay, B,
Anr] = Avmu Avmvl e Avmvm A’Umvl Bll e A'Umv'mB;n 5 (A14)
Av1uB1 AvlmBl cee Avlval Avlvl gll cee Avlvmglm
AvmuBm Avmvl By ... Avmvam Avmvl gml cee Avmvm gmm
with

~ 1
(Bij)kl:=(1+k)(1+o/ B (r)Bl (r)dr, i,j=1,...m, kl=1...p-L
; 0

Furthermore, it holds that

T
1
Y = T ané = X,
t=1
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where Xy, has similar structure as Ay, given in (A.14), which leads to:

~

Q= Ay + Ann — Xy = Ay + A;m — Xy =: Q.

For the extension of Theorem 2 slightly more complications appear due to the fact that the
long-run covariance 2y, is not scalar in the multiple integrated regressors case. Therefore,
it requires a more general approach in order to show that the fully modified transformations

are asymptotically equivalent.

Corollary 6. Let the data be generated by (A.13) with Assumptions 1 and 7 in place.
Furthermore, let long-run covariance estimation be performed with Assumptions 8 and 4
in place. Then it holds for T — oo that:

-1

GG — ) = ( /0 1 J(r)J(r)’dr) /0 (P dBus(r).

Thus, the FM-LIN and the FM-CPR estimator have the same limiting distribution. Here,
G, J(r) and 6+ denote the multivariate extensions of the corresponding quantities defined

in the main text.

Proof of Corollary 6. Similar to the beginning of the proof of Theorem 2 the key is to show
that Q;%Q@u = 611” ® Q;,}Qvu. Given that the term on the right-hand side, i.e. Q;lew,
is not a scalar term in the multiple integrated regressors case, but an (m x 1)-vector,
modified arguments are required. Therefore, we partition the matrix of interest into the

following blocks

~ y y -
QUI'Ul tt Q'Ul'Um Q'UN)I Bl tet QUI'UmBm
: . : : ’ . . ;
Q Q'Urn'Ul t Q'U"L'Um QUTVLUI Bl tc Q'U"L'Unz Bm |:vi Q%:|
o = ~ ~ = O=| -
Qvu}lBl c vamBl Qvlm Bi1 ... Qvu}mBlm B B
L Q'UWLUI Bm e Q'Unﬂfm Bm vavl Bml e Q'Unﬂ)m Bmm .

Using this representation we show that the term

Q@u = [Q/

vu?

QBB QuaBl)

can be written as Qgu = Qui (ell0 ® Q;L}QW). Considering the first m rows of Q3, we

have
Q;vl QUU
|:vi Q/B:| = Quy.
Om(p— 1)x1
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Since for j =1,...,m
(] Q) @ Bj) Q) Qo = QB
we get for the remaining m(p — 1) rows

s 04 L Lo = (Bl Bl

B
0m(p—1)><1
Thus, we have shown that Q% Qg, = € ® Q5. Qyy, which implies
Wy Q2 Qg = 112,10
te Yt fwu — YR v VU
i.e., the first-step transformations are asymptotically identical.
For the second-step transformations we obtain by exactly the same arguments
AL = Agy — Dpa Qg Qi
= Awu - A@UQ;UIQUU
Avu Aqu;vlﬂ'uu
Avlugl AvluQ;JQvugl

_AvmuBm _AvmuQ;yl Qqum_

which coincides with the corresponding expression M for the FM-CPR estimator given in

the proof of Proposition 1 in Wagner and Hong (2016). |
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B.1. Proofs

Proof of Proposition 1. We examine the asymptotic behavior of the elements of the last
term in (2.14). We begin with the term T_1/2A1MS§T} for T'— oo,

- TG D, 7 D(s)ds
TIVTGx X, | = | [y Bu,(s)ds | = f(r),
T~ 2244 By(r)

here the convergence in the second row holds because of (2.8). This result leads to
-1 1 —1 —1
(T—2AIM55'55AIM) - <T (T—1/2A]Msf’) (T‘1/2A1M55>> = ( / £(5) f(s)’ds) .
(B.1)
For the second factor in (2.14) we use
T2 A S T2 Sy = f(r)Bulr)

such that

T 2A 585" = / £(5)Bu(s)ds = wi/? / F(8)wy.pds + / F(8)Wo(s) Q512 Quuds,
(B.2)
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using By (r) = wqi/fwuv + QW(Q_I/Q) Wy (r). Multiplying (B.1) and the second term of

(B.2) leads to
( / f(S)f(S)’d8>1 [ Hewsase e,

- ( / f(s) f(s)’ds)l / f(8)By(5)ds Q. Qe
0

= 0 ,
Q;vl QUU

note that ([ f(s)f(s)'ds)” ff Yds = [0,0,1I,]), since B,(r) is the last block-
component in f(r). Similarly equatlon (2.15) follows using integration by parts. The
expression for the (conditional) covariance matrix (2.16) holds, because the quadratic

variation process of a standard Brownian motion ws,., is given by [wy., Wy.4]s = . |

Proof of Corollary 3. In case of full design simply rewrite f(r) as

fOT s) fOTD(s)ds
fr) =1 i Bu(s)ds | = | F(Qu) [f Wo(s)ds | = g(r).
Bv<r> LW, (r)

Proof of Lemma 2. For part (i) we can use the results already established in Propo-

sition 1 and Corollary 3, so that we only have to focus on the additional regressors

(2P, 257", 2%'). For the limit of zP, z¥ and the regressors of z5" /, which do not contain

2t =
powers, we can one-to-one follow the arguments of Vogelsang and Wagner (2014a) given

k
in the proof of Lemma 1. For the limit of the non-linear parts we define S: = Zt k

i=1Tji
=k
fork=1,...,pand zgq ’ as the corresponding part in z;, then scaled by T2 A0 we get
& T [rT] ¢
T75/2T—(k+1)/22i5;;3'] — 752D 2) ) 5 Sf? TR Y S =5
t=1 t=1 =1
T [rT] t
[rT] 1 —(k+2)/2 ¢%5 1 wy
=727 S =7 ZTZSz’
t=1 t=1

;»r/ol (/Omefj(s)ds> dm—/or </0m (/Ontj(s)ds) dn) dm
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Combining the single parts leads to the asymptotic behavior in (i). Note that the adjusted

residuals S* defined in (2.24) coincide with the OLS residuals from the regression
SY = SPI6* 4 S B* + aly* + 2t + S, (B.3)

which follows immediately using standard projection arguments.

For part (ii) we consider the OLS residuals from (B.3),
Sur = §Y — S8 = S — 2l — S5 (é* . 9*) ,

with S&* := [S¥/, 2/)/. Defining & := [€], 2)]' we get for the scaled partial sum of the first
differences

A
T2 ASH
t=2

-1

] ] Arm 0 Arm 0 ~
= T2y — Al 0l Q — TS (0 —o)
=2 =2 0 T72A[M 0 TﬁzA]M

-1

= wils ( / " dwy(s) — hir) < / 1 h(s)h(s)’ds) / l[H(l) - H(s)]dwwv(s)> = wl2P*(r)
0 0 0

Finally, we have to show independence of P*(r) and the limiting distribution in (2.15)

conditional on W, (r) and since both processes are Gaussian, it suffices to show condi-

tional uncorrelation between P*(r) and the relevant quantity in (2.15), namely J1G(1) —

G(s)]dwy.y(s).

First note that integration by parts leads to

1 1
/0 [H(1) — H()|[G(1) — G(s))'ds = [H(1) — H(s)] ha(s)'] + /0 h(s)ho(s) ds,

=0

where ha(-) is the second block of h(-). Now it follows that
1 / -1 .1 / 0
</0 h(s)h(s) ds> /0 [H(1) — H(s)][G(1) — G(s)]'ds = <I> .
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Using the previous two results and again the fact that [wy.,, wy.]s = s, leads to

Cov (ﬁ*m, / 61) = Glo)ldu (o))

/O Wds — h(r) ( /0 1 h(s)h(s)’ds)

Il
Q.
VA

|
h
Q
—_
S~—
|
Q

[Va)

=

r
VA

I
o

Proof of Proposition 2. First, we have to make sure using standard calculations that the
expression given in (2.22) (up to @y.,) converges to (2.16) (up to wy.y).

The assumption given in (2.21) and the result from Proposition 1 imply that under the
null hypothesis

T r% * Dx  Dx * * -1 * X2
W* = (R*®(Viar) (Qb(P*,P*)R ViuR ') (R*®(Viag)) ~ ——4

Qu(P*, P)
where it follows from Vogelsang and Wagner (2014a) Theorem 1 that the fixed-b limit
v 1S given by Qb(ﬁ;, 13;) and therefore V* = Qb(ﬁ", lgj‘)VIM. Independence of Xg
and Qy(P*, P*) conditional on W, (r) follows from Lemma 2. Given the fact that the

numerator is Xg—distributed and independent of W, (r), this implies also unconditional

of w*

independence. n

Proof of Proposition 3. Using the result from Corollary 4 we obtain under the null hy-
pothesis

1 T t ~
T - 3 (S
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B.2. EKC Analysis: Estimation Results and Figures

PP PP(fb)-One Step PP(fb)-Two Step
Australia -1.280 -1.304 -1.378
Austria -1.908 -1.813 -1.878
Belgium -1.419 -1.554 -1.587
Canada -2.496 -8.057 -3.056
Denmark -2.293 -2.270 -2.273
Finland -2.321 -2.422 -2.412
France -1.958 -2.204 -2.214
Germany -2.356 -2.582 -2.598
Italy -1.665 -1.825 -1.835
Japan -1.719 -1.880 -1.893
Netherlands -2.724 -2.310 -2.334
New Zealand -2.606 -2.686 -2.688
Norway -2.142 -2.117 -2.179
Portugal -1.872 -1.879 -1.869
Spain -1.005 -1.192 -1.235
Sweden -2.339 -2.401 -2.407
Switzerland -2.807 -2.449 -2.481
United Kingdom | -1.567 -1.418 -1.625
United States -2.981 -2.911 -2.915

Table B.1.: Standard Phillips-Perron unit-root test (PP) and fixed-b Phillips-Perron
unit-root test (PP(fb)) of Vogelsang and Wagner (2013) results with one-step and two-
step detrending. Intercept and linear trend for per capita GDP, Bartlett kernel, bandwidth
choice according to Newey and West (1994). Per capita GDP is measured in (international)
GK-$. All variables are transformed to logarithms. Italic entries denote rejection of the
null hypothesis at the 10% level and bold entries indicate rejection at the 5% level.
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Quadratic Cubic
CTiy CTrm | Pi CTiy CTrm | Pa
Australia 0.061 0.108 | 11.330 || 0.052 0.107 11.404
Austria 0.035 0.056 | 55.997 || 0.024  0.042 56.830
Belgium 0.037  0.062 | 50.269 0.036  0.066 54.423
Canada 0.059 0.145 | 12.420 0.029  0.057 26.109
Denmark 0.022  0.052 40.613 0.022  0.051 40.619
Finland 0.029  0.050 | 75.016 || 0.026  0.035 83.088
France 0.038  0.066 | 28.847 0.032  0.061 28.916
Germany 0.056 0.111 | 68.343 || 0.039  0.090 68.549
Italy 0.055 0.146 | 34.141 0.033  0.095 51.661
Japan 0.042 0.152 8.127 0.022  0.066 12.222
Netherlands 0.040 0.074 | 96.172 || 0.040 0.075 96.183
New Zealand 0.043 0.115 | 13.337 0.029  0.100 14.071
Norway 0.059 0.095 | 20.644 | 0.052 0.093 20.967
Portugal 0.032 0.111 | 19.959 0.034 0.113 20.357
Spain 0.047 0.086 | 42.578 || 0.047 0.082 42.790
Sweden 0.044  0.085 | 28.679 0.035  0.085 29.661
Switzerland 0.026  0.084 | 85.979 || 0.032  0.057 | 105.175
UK 0.051 0.073 | 97.169 || 0.049 0.070 98.034
US 0.089 0.156 | 13.920 || 0.052 0.079 27.017
Critical values (o = 10%) | 0.045 0.086 | 45.237 || 0.039  0.081 47.925
Critical values (o = 5%) 0.054 0.106 | 52.952 0.046  0.101 55.926

Table B.2.: Results for the cointegration tests using both the IM-CPR and FM-CPR
residuals as well as the OLS residual based P; non-cointegration test for the quadratic
and cubic specification in conjunction with the Newey and West (1994) data dependent
bandwidth rule and the Bartlett kernel. [talic numbers denote rejection of the null hy-

pothesis at the 10% level and bold numbers indicate rejection at the 5% level.
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4 b1 Ba TP d b1 Ba TP

Austria Belgium
OLS -0.014 6.112 -0.277  61982.813 || -0.005  11.772 -0.619  13460.033
(t-values) -2.461 2.344 -1.990 -3.815 12.121 -12.194
D-CPR -0.015 6.263 -0.284  61786.430 0.000 8.787 -0.471 11161.979
(t-values) -3.050 2.203 -1.821 0.197 6.597  -6.757
FM-CPR -0.017 6.247 -0.277  78058.655 || -0.004  11.358 -0.599  13142.216
(t-values) -3.681 2.488 -2.001 -2.694 10.000 -10.038
IM-CPR -0.022 9.316 -0.440  39752.329 || -0.002 9.380 -0.499  12161.303
(t-values) -3.922 2.714  -2.355 -0.766  6.242 -6.352
(fixed-b t-values) | -4.692  3.247  -2.818 -1.497 12.200 -12.415

Finland Netherlands
OLS -0.033  16.502 -0.780  39286.848 0.002 8.970 -0.456  18503.069
(t-values) -2.896 10.638 -11.218 0.981 8.726  -8.257
D-CPR -0.021  13.779 -0.654  37831.903 || -0.003  10.277 -0.515  21471.698
(t-values) -1.646 4.611 -4.375 -1.288 7.367 -7.113
FM-CPR -0.029  15.610 -0.737  39523.015 0.001 9.437 -0.481 18280.060
(t-values) -3.231 9.271 -8.717 0.605 8.305 -7.949
IM-CPR -0.021  14.004 -0.662  39213.221 || -0.001 9.156 -0.459  21560.316
(t-values) -1.758  6.320 -6.099 -0.468 5.886 -5.653
(fixed-b t-values) | -2.631  9.459 -9.127 -0.705 8.860 -8.509

Switzerland UK

OLS -0.020 7.685 -0.283 7.9%x10° -0.008 8.419 -0.436  15656.196
(t-values) -2.978 5.401 -3.321 -3.744  6.235 -6.389
D-CPR -0.022 7.676 -0.276 1.1x106 -0.007 7.655 -0.397  15492.766
(t-values) -5.570 6.152  -4.041 -2.282 4.754  -5.005
FM-CPR -0.024 7.755 -0.273 1.5x108 -0.008 8.657 -0.446  16286.963
(t-values) -6.229 6.122 -3.910 -3.454 6.624 -6.889
IM-CPR -0.025  10.108 -0.393 3.8x10° -0.012  10.288 -0.522  19188.954
(t-values) -5.562 6.483 -4.706 -3.347 5.076 -5.246
(fixed-b t-values) | -7.279 8.484  -6.159 -4.847 7.351 -7.597

Table B.3.: Estimation results for equation (2.35) with Bartlett kernel and data de-
pendent bandwidth rule according to Newey and West (1994). The turning points are

computed as exp(—p1/(2532)).

italic t-values significance at the 10% level.

Bold t-values indicate significance at the 5% level and
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S B1 Ba B3 Turning Points o B1 Ba 33 Turning Points

Austria Belgium
OLS -0.015 39.500 -4.087 0.144 -0.007 55.533 -5.454 0.178 15389.624 48471.738
(t-values) -2.292 0.915 -0.856 0.821 -3.864 2.620 -2.350 2.099
D-CPR -0.015 42.643 -4.412 0.156 -0.001 21.116 -1.823 0.049 11446.615 4.1x106
(t-values) -3.259 0.966 -0.882 0.825 -0.223 0.762 -0.600 0.445
FM-CPR -0.018 69.209 -7.450 0.271 -0.007 59.293 -5.873 0.194 15693.314 39002.980
(t-values) -4.114 1.684 -1.591 1.531 -4.619 3.257 -2.925 2.620
IM-CPR -0.027 119.121 -12.757 0.460 -0.006 74.792 -7.623 0.259 16119.171 20691.362
(t-values) -4.525 2.043 -1.987 1.857 -2.578 2.705 -2.516 2.337
(fixed-b t-values) -6.108 2.758 -2.615 2.507 -3.111 3.264 -3.036 2.820

Finland Germany
OLS -0.051 71.950 -7.144 0.245 0.001 18.965 -1.575 0.039 10044.038 3.5%x107
(t-values) -5.386 4.238 -3.692 3.314 0.302 0.955 -0.701 0.468
D-CPR -0.031 33.232 -2.848 0.084 -0.010 87.088 -9.289 0.332
(t-values) -1.193 0.762 -0.580 0.447 -1.797 2.383 -2.232 2.097
FM-CPR -0.057 83.931 -8.513 0.298 -0.002 40.166 -3.986 0.131 11939.460 52774.774
(t-values) -5.795 4.034 -3.571 3.247 -0.794 1.571 -1.365 1.181
IM-CPR -0.067 104.755 -10.884 0.389 -0.013 74.502 -7.692 0.266
(t-values) -4.470 3.834 -3.507 3.273 -2.838 2.225 -2.023 1.848
(fixed-b t-values) -5.789 4.965 -4.541 4.238 -5.347 4.192 -3.812 3.480

Netherlands Switzerland
OLS 0.002 7.422 -0.285 -0.006 0.000 18325.835 -0.022 -87.695 10.309 -0.390 1320.349 33655.189
(t-values) 1.084 0.353 -0.122 -0.074 -3.566 -4.448 4.754 -4.949
D-CPR -0.002 -8.030 1.490 -0.073 40.653 19335.092 -0.024 -95.129 11.136 -0.420 1389.356 33605.692
(t-values) -0.822 -0.342 0.579 -0.780 -7.215 -3.825 4.036 -4.137
FM-CPR 0.001 7.504 -0.267 -0.008 0.000 18065.136 -0.026 -93.449 10.957 -0.414 1337.358 34951.823
(t-values) 0.621 0.330 -0.106 -0.085 -7.925 -3.750 3.965 -4.066
IM-CPR -0.002 23.099 -1.982 0.056 26774.200 8.0x10° -0.026 -23.636 3.328 -0.136 187.548 62624.781
(t-values) -0.742 0.674 -0.525 0.401 -6.892 -0.682 0.870 -0.971
(fixed-b t-values) -1.500 1.362 -1.061 0.810 -8.538 -0.845 1.077 -1.203
UK

OLS -0.008 21.422 -1.851 0.051 16869.623 1.6x10°
(t-values) -3.135 1.091 -0.882 0.685
D-CPR -0.008 17.580 -1.470 0.039 16607.226 5.6x106
(t-values) -2.154 0.736 -0.570 0.416
FM-CPR -0.010 27.825 -2.521 0.075 19026.062 2.8x10°
(t-values) -3.617 1.308 -1.091 0.894
IM-CPR -0.015 34.271 -3.077 0.091 25969.237 2.2x10°
(t-values) -3.632 1.305 -1.086 0.892
(fixed-b t-values) -5.378 1.932 -1.608 1.320

Table B.4.: Estimation results for equation (2.36) with Bartlett kernel and data de-
pendent bandwidth rule according to Newey and West (1994). The turning points are

computed as exp

35—33133

942

3

significance at the 5% level and italic t-values significance at the 10% level.
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Figure B.1.: Actual values (solid) and fitted values (dashed) of log per capita CO;
emissions estimating the quadratic EKC regression equation with IM-CPR.
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Figure B.2.: EKC estimation for COs using coefficient estimates obtained by IM-CPR
in the quadratic EKC regression equation.
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Figure B.3.: Actual values (solid) and fitted values (dashed) of log per capita COq
emissions estimating the cubic EKC regression equation with IM-CPR.
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Figure B.4.: EKC estimation for COs using coefficient estimates obtained by IM-CPR
in the cubic EKC regression equation.
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B.3. Critical Values for the CT;,; Test

| 0.005 0.010 0.025 0.050 0.100 0.500 0.900 0.950 0.975 0.990 0.995
m=1p=1
0.0167 0.0187 0.0221 0.0259 0.0316 0.0726 0.2435 0.3767 0.5472 0.8365 1.0940
c 0.0128 0.0141 0.0164 0.0187 0.0219 0.0410 0.0871 0.1102 0.1371 0.1784 0.2156
c,t 0.0108 0.0118 0.0135 0.0151 0.0174 O.(1)300 20.0563 0.0684 0.0814 0.0988 0.1135
m = 7p =
0.0136  0.0150 0.0175 0.0200 0.0238 0.0482 0.1202 0.1642 0.2185 0.3108 0.3989
c 0.0112 0.0122 0.0140 0.0158 0.0182 0.0327 0.0662 0.0828 0.1016 0.1314 0.1569
c,t 0.0096 0.0104 0.0118 0.0132 0.0150 O.(i249 30.0450 0.0540 0.0635 0.0766 0.0875
m = 7p =
0.0118 0.0129 0.0149 0.0168 0.0197 0.0370 0.0819 0.1071 0.1360 0.1840 0.2250
c 0.0101 0.0110 0.0125 0.0140 0.0161 0.0280 0.0550 0.0684 0.0834 0.1064 0.1269
c,t 0.0088 0.0095 0.0107 0.0119 0.0134 0.?218 40.0386 0.0460 0.0538 0.0654 0.0741
m=1,p=
0.0106 0.0115 0.0131 0.0148 0.0171 0.0306 0.0632 0.0800 0.0992 0.1312 0.1570
c 0.0093 0.0101 0.0114 0.0127 0.0145 0.0248 0.0477 0.0589 0.0708 0.0889 0.1059
c,t 0.0082 0.0088 0.0099 0.0109 0.0123 0.0197 0.0343 0.0409 0.0475 0.0574 0.0650
m=2,p=1
0.0122 0.0133 0.0154 0.0175 0.0204 0.0386 0.0897 0.1217 0.1645 0.2381 0.3085
c 0.0102 0.0112 0.0126 0.0141 0.0162 0.0275 0.0516 0.0627 0.0747 0.0926 0.1088
c,t 0.0091 0.0098 0.0109 0.0121 0.0137 0.3223 20.0390 0.0467 0.0545 0.0650 0.0742
m=24,p=
0.0105 0.0115 0.0131 0.0148 0.0172 0.0306 0.0637 0.0814 0.1028 0.1396 0.1724
c 0.0092 0.0099 0.0112 0.0124 0.0141 0.0233 0.0419 0.0505 0.0597 0.0729 0.0846
c,t 0.0082  0.0088 0.0098 0.0108 0.0122 0.%193 30.()328 0.0387  0.0449 0.0530 0.0596
m = 7p =
0.0094 0.0103 0.0116 0.0130 0.0149 0.0255 0.0493 0.0612 0.0749 0.0966 0.1167
c 0.0084 0.0090 0.0101 0.0112 0.0127 0.0206 0.0362 0.0433 0.0510 0.0612 0.0706
c,t 0.0076  0.0081 0.0090 0.0099 0.0111 O,(2)173 40.0288 0.0337 0.0390 0.0461 0.0515
m=24,p=
0.0086 0.0093 0.0105 0.0117 0.0134 0.0222 0.0411 0.0502 0.0603 0.0757 0.0900
c 0.0078 0.0084 0.0094 0.0104 0.0117 0.0186 0.0323 0.0384 0.0451 0.0546 0.0620
c,t 0.0071 0.0076 0.0084 0.0092 0.0103 0.0158 0.0260 0.0303 0.0348 0.0413 0.0464
m=3,p=1
0.0097 0.0106 0.0120 0.0135 0.0154 0.0263 0.0513 0.0644 0.0791 0.1048 0.1291
c 0.0085 0.0092 0.0103 0.0115 0.0129 0.0208 0.0359 0.0426 0.0498 0.0599 0.0685
c,t 0.0077 0.0083 0.0092 0.0102 0.0114 0.%177 20.()291 0.0341 0.0393 0.0467 0.0526
m=95,p=
0.0089 0.0095 0.0107 0.0119 0.0135 0.0222 0.0409 0.0501 0.0608 0.0768 0.0926
c 0.0078 0.0084 0.0094 0.0103 0.0116 0.0181 0.0303 0.0358 0.0414 0.0499 0.0565
c,t 0.0071  0.0076  0.0085 0.0093 0.0103 0.%157 30.0252 0.0292 0.0335 0.0395 0.0444
m = 7Z) =
0.0081 0.0087 0.0097 0.0107 0.0121 0.0194 0.0343 0.0412 0.0491 0.0603 0.0711
c 0.0073 0.0078 0.0086 0.0095 0.0106 0.0163 0.0269 0.0316 0.0363 0.0433 0.0491
c,t 0.0067 0.0071 0.0079 0.0086 0.0095 O,%142 40.0226 0.0261  0.0298 0.0348 0.0390
m = 7I) =
0.0075 0.0080 0.0090 0.0099 0.0111 0.0174 0.0299 0.0355 0.0415 0.0502 0.0579
c 0.0069 0.0073 0.0081 0.0089 0.0099 0.0150 0.0244 0.0286 0.0328 0.0389 0.0438
c,t 0.0063 0.0067 0.0074 0.0081 0.0089 0.0132 0.0207 0.0238 0.0271 0.0317 0.0352
m=4,p=1
0.0082 0.0089 0.0100 0.0110 0.0125 0.0200 0.0353 0.0424 0.0503 0.0627 0.0742
c 0.0074 0.0080 0.0088 0.0097 0.0108 0.0166 0.0270 0.0315 0.0362 0.0429 0.0480
c,t 0.0068 0.0073 0.0081 0.0088 0.0098 0.2146 20.0230 0.0265 0.0301 0.0353 0.0394
m=4,p=
0.0076  0.0081 0.0091 0.0100 0.0112 0.0175 0.0297 0.0352 0.0411 0.0506 0.0587
c 0.0069 0.0074 0.0081 0.0089 0.0099 0.0148 0.0236 0.0273 0.0310 0.0366 0.0409
c,t 0.0064 0.0068 0.0075 0.0081 0.0090 0,94)132 30.0204 0.0233 0.0264 0.0305 0.0338
m=4,p=
0.0070  0.0075 0.0084 0.0092 0.0102 0.0156 0.0259 0.0304 0.0353 0.0424 0.0486
c 0.0065 0.0069 0.0076 0.0083 0.0092 0.0135 0.0212 0.0245 0.0278 0.0325 0.0363
c,t 0.0060 0.0064 0.0070 0.0076 0.0084 0.2121 40.0185 0.0211 0.0238 0.0276 0.0303
m = 7I) =
0.0066  0.0071 0.0078 0.0085 0.0095 0.0143 0.0231 0.0270 0.0310 0.0366 0.0417
c 0.0061  0.0065 0.0072 0.0078 0.0086 0.0126 0.0195 0.0223 0.0254 0.0295 0.0328
c,t 0.0057 0.0060 0.0066 0.0072 0.0079 0.0113 0.0171 0.0194 0.0219 0.0252 0.0277

Table B.5.: Critical values for the IM-OLS residual based CT test for the case of only
one regressor entering the CPR with powers. The symbols in the first column indicate the
deterministic component: none (empty), intercept only (¢) and intercept and linear trend
(c,t), m indicates the number of integrated regressors and p indicates the highest power
included of the regressor entering with powers.
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B.4. Additional Simulation Results

p1 = p2 OLS D-CPR FM-CPR IM-CPR
And91 NW NWr
Bias (x 1000)
T=100
0.0 0.084 0.845 0.098 0.096 0.097 0.022
0.3 0.087 0.983 0.129 0.113 0.128 0.044
0.6 0.097 1.294 0.207 0.188 0.180 0.110
0.9 0.269 1.894 0.474 0.424 0.368 0.346
T=200
0.0 -0.002 ~0.008 0.000 -0.000 -0.000 0.072
0.3 0.004 -0.010 0.004 0.003 0.003 0.102
0.6 0.035 0.000 0.027 0.028 0.032 0.178
0.9 0.272 0.222 0.269 0.282 0.281 0.626
T=500
0.0 0.004 0.001 0.005 0.005 0.005 0.001
0.3 0.004 -0.001 0.006 0.006 0.006 0.001
0.6 0.006 -0.002 0.010 0.010 0.010 0.001
0.9 0.016 0.008 0.031 0.030 0.024 -0.001
T=1000
0.0 ~0.004 -0.004 ~0.004 -0.004 ~0.004 -0.002
0.3 -0.006 -0.005 -0.005 -0.005 -0.005 -0.002
0.6 -0.011 -0.009 -0.009 -0.009 -0.009 -0.004
0.9 -0.039 -0.030 -0.030 -0.031 -0.034 -0.010
RMSE
T=100
0.0 0.006 0.012 0.006 0.006 0.006 0.010
0.3 0.007 0.015 0.008 0.008 0.008 0.014
0.6 0.012 0.021 0.012 0.012 0.012 0.023
0.9 0.027 0.037 0.027 0.026 0.026 0.069
T=200
0.0 0.002 0.003 0.002 0.002 0.002 0.003
0.3 0.003 0.004 0.003 0.003 0.003 0.005
0.6 0.004 0.006 0.004 0.004 0.004 0.008
0.9 0.013 0.014 0.012 0.012 0.012 0.028
T=500
0.0 0.000 0.001 0.000 0.000 0.000 0.001
0.3 0.001 0.001 0.001 0.001 0.001 0.001
0.6 0.001 0.001 0.001 0.001 0.001 0.002
0.9 0.005 0.004 0.004 0.004 0.004 0.009
T=1000
0.0 0.000 0.000 0.000 0.000 0.000 0.000
0.3 0.000 0.000 0.000 0.000 0.000 0.000
0.6 0.000 0.000 0.000 0.000 0.000 0.001
0.9 0.002 0.002 0.002 0.002 0.002 0.003

Table B.6.: Finite sample bias (x1000) and RMSE for coefficient 32, Bartlett kernel.
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p1 = p2 OLS D-CPR FM-CPR | IM-CPR(O) IM-CPR(Fb)
Data-Dep b=0.1 b=0.2
T=100
0.0 0.057 0.152 0.071 0.093 0.049 0.054 0.069
0.3 0.142 0.190 0.101 0.103 0.066 0.058 0.083
0.6 0.278 0.237 0.134 0.131 0.130 0.075 0.096
0.9 0.505 0.325 0.194 0.301 0.390 0.242 0.214
T=200
0.0 0.053 0.087 0.060 0.069 0.048 0.050 0.054
0.3 0.137 0.114 0.079 0.077 0.060 0.051 0.055
0.6 0.268 0.132 0.097 0.092 0.099 0.055 0.063
0.9 0.547 0.195 0.153 0.191 0.411 0.138 0.124
T=500
0.0 0.048 0.061 0.052 0.063 0.055 0.054 0.057
0.3 0.139 0.075 0.064 0.067 0.057 0.052 0.057
0.6 0.303 0.084 0.077 0.080 0.068 0.054 0.055
0.9 0.602 0.124 0.132 0.113 0.188 0.067 0.070
T=1000
0.0 0.054 0.064 0.057 0.062 0.054 0.054 0.054
0.3 0.143 0.073 0.066 0.067 0.054 0.054 0.054
0.6 0.314 0.082 0.077 0.072 0.057 0.055 0.054
0.9 0.632 0.103 0.118 0.085 0.100 0.055 0.062

Table B.7.: Empirical null rejection probabilities for Hy : f2 = —0.3, Andrews (1991)
bandwidth, QS kernel, 0.05 level.
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Figure B.5.: Empirical null rejections, IM-CPR(Fb) inference:

t-test for (o, An-

drews (1991) bandwidth, QS kernel, p1 = p2 = 0.3 (left panel), p1 = p2 = 0.9 (right
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Figure B.6.: Empirical null rejections, IM-CPR(Fb) inference: Wald-test for 8; and fa,
Andrews (1991) bandwidth, QS kernel, p; = pa = 0.3 (left panel), p1 = p2 = 0.9 (right

panel).
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Figure B.7.: Size-corrected Power, t-test for 51, T=100, p1 = p2 = 0.6, Bartlett kernel,
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Figure B.8.: Size-corrected Power, t-test for B2, p1 = p2 = 0.6, Bartlett kernel, T" = 100

(left panel), T'= 200 (right panel).
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Figure B.9.: Size-corrected Power, Wald-test, p; = po = 0.6, Bartlett kernel, T = 100
(left panel), T"= 200 (right panel).
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C.1. More Details on Pooling

Details for Pooling Cases (P), (S) and (T)

We consider the three cases of pooling mentioned in the main text and start with defining
the quantities corresponding to the three cases. First, we define the three restriction
matrices and then we present the correspondingly pooled estimators and their asymptotic

distributions.

The Restriction Matrices

(51 (52 5N

H(()P) . 5171 — 61,2 — ... = ﬂl,N (C].)
| B2 B2,2 B2, N

H((JS):-5171]:[5172]:...:[&’]\7] (C.2)
| B2 B2,2 Ba.N

H 8=y m = oy, ©3
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The corresponding restriction matrices for the Wald-type test are given by:

R®) —

R™ —

(03x1,13)

(031, 13)

(O2x2, I2)

(O2x2, I2)

(071701X2)

(O>1>01X2)

(03x1,—13) 03x4 O34
034 (03x1,—13) 3(N_
X X c Rs(N 1)><4N’ T:OB(N—I)X].
03x4
034 O3x4  (03x1, —13)_
(O2x2, —1I2) O2x4 O2x4
0254 (O2x2, —12) _
X X eRQ(N 1)><4N’ TZO2(N—1)X1
02x4
0254 0254 (02><27_12)_
(0,—-1,01x2) O1x4 01x4
01x4 (0,—1,01x2) _
) ) e RW 1)X4N7 r=0nn_1)x1
01><4
01x4 014 (0,—1701x2)_

Pooled Estimation

In case the respective null hypotheses are not rejected, correspondingly pooled estimation

is the next step to reap the possible efficiency gains from reducing the number of param-

eters to be estimated. This basically entails a corresponding redefinition of the regressor

matrices, the parameter vectors; and for the asymptotic analysis the weighting matrices

and limit processes. We discuss the three given cases in turn and start by defining the

necessary adapted quantities:

114



C.1. More Details on Pooling
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N B2 (r) B2, (r)
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D1t 0241 O2x1
(s)/ o1
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)/
AO . ZQ. : Zt(S) — O2x1 9 .— en
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(T) :

(Tyx | __
AP =

JM(r) =
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L 14N
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Corollary 7 (Based on Hong and Wagner 2014, Corollaries 1 and 2). Let y; be generated

by (3.1) with the assumptions listed in place and where the pooling restrictions considered

in either (P), (S) or (T') are valid. Furthermore, assume again that long run variance

estimation is performed consistently. Then, for the three considered cases, the correspond-
ingly pooled FM-SOLS and FM-SUR estimators are, using the quantities defined above,

given by:

HP)

G

e

g(s)

H(T)

6(7)

— (Z(P)’Z(P))_l

Z(P)’y+ _

(Z(P)’ (IT ® Q;}J) Z“’)>_1

(2929 -1

Z(S)/y+

= (29 (1r o0zl Z(S))fl

R -1 ~
= (@ (etit)zm) " (27 (mozt)v -

(Z(T)’Z(T))_l (Z(T)’er _

0N><1
N )
> A7
i=1
T Onx1
(P)! - _
20" (e 0,1) y & i
i=1
O2nx1
% () ’
AG
= "
s O2nx1
(s)1
Z (I ®Q“)y - %A(S)*
=1 "
A(TH*
O )
A(T)*

) o

For T — oo the estimators are consistent with the following limiting distributions:

(G (é(P) _ Q(P))

=

=

—1
J(S)J(S)/> /J(S)dBu.v7
—1
IO, ’) / J Q0 ,dBuy.v,

-1
J(T)J(T)/> /J(T)dBu‘va

-1
J(T)Q;},J(T)’> / JOQ L AB,, .

(C.10)
(C.11)
(C.12)
(C.13)
(C.14)

(C.15)
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Group-Wise Pooling (Pooling the Trend Coefficient and the Coefficients of
the Stochastic Regressors Over Different Subsets)

Proof of Proposition 6. Deriving the limiting distribution of FM-type estimators com-
mences from the limiting distribution of the underlying OLS and — in the SUR case
additionally — the MSUR estimator. We start with the group-wise pooled OLS estimator,
which is defined as:

éGW

Sie = (Z2'Z2) Z'y, (C.16)

GGW

After centering around the true value and pre-multiplying with the scaling matrix G

defined in the main text we arrive at:

G (égys—eGW) = (GZ'2G) M (GZ) (C.17)

Tt follows that "1, GZ; Z)G = % ST VTGZZIGNT = [ JJ', using imp o VIGZ,r| =
J(r) for 0 < r < 1 and the continuous mapping theorem. For the second term similar
arguments as in Hong and Wagner (2014, Propositions 1 and 4) — without group-wise

pooling in that paper — can be used to establish:

T \/TGCUt

T T
> Gz, = \}TZﬁézyut = \}TZ VTGpDuu | = / JdB, + FSY(C.18)
t=1 t=1 t=1 \/TGXXtUt
with ™ o= [01x (N ny), FV - Y] where
N y 1
Fqi;N = ; ]l{’iEImj} ’ A:JQZL ’ <2fBU1> v J=1.0 (019)

Altogether this implies that
G (égzg — oGW) = (JJ)! ( / JdB, + F5W> (C.20)
= ()~ ( / JdBy., + / T Qs dB, + F§W> .
We now turn to the group-wise pooled MSUR estimator:

gov = (Z’ (IT ® Q;}) Z) oy <IT ® Q;}) u, (C.21)
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which after centering and scaling can be written as:
T L 7
G- (eﬁgvm - eGW) - (Z G205 Z’G) <Z GZtQm}ut> . (C.22)
t=1 t=1
Since Quu — Quu by assumption, it immediately follows that 2321 G‘Z}Q;}ZG” =

i JQ7LJ" and for the second term we now obtain using again similar arguments as in
Hong and Wagner (2014, Propositions 1 and 4):

T
> GZ = / JOgldB, + FSV, (C.23)
t=1
with FSW = [01 % (N4ng)> ]*:f}”, . ,Fucj}’v’]’, where
N ) 1
~ . _ B .
FEW =Y Liier,,y - Al - ()" L j=1,...,L (C.24)
=1 2vai

Combining the two terms gives the asymptotic distribution of the MSUR estimator:
~ ~ ~ _1 ~ ~
G- (9ﬁ§UR - eGW) = ( / JQ;“}J’) ( / JO-ldB, + FfW) (C.25)
~ ~ _1 ~ ~ ~
= ( / JQ;&J’) < / JOLdBy.. + / JOL0,.,0, B, +F§W>

Having the asymptotic distributions of the OLS and MSUR estimators at hand allows to
next derive the asymptotic distribution of the FM-OLS and FM-SUR estimators for the

group-wise pooled case.

We start with FM-SOLS. From the definition of the estimator in (3.27) and the definition

of y* it is clear that the essential term to be understood, after centering and scaling, is

T
ZGZQ Ot = /JQWQ Y4B, + FSV, (C.26)
with FFY = [01x (N ng)s Pl s - BV’ where
N : : 1
F&Y = "Tier, y Q- Q) - Ag - L j=1,...,L (C.27)
— J 2 [ B,
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The above result together with (C.20) implies that
T T T
Z C?Z}uj = Z GZtut - Z GZtquQ;}Ut (028)
t=1 t=1 t=1

= / JdB,., + / JQQ dB, + FSY — / J Q) dB, — FSY

= / JdBy. + FSY — FSY = / JdBy., + AV,

Observing now that the non-zero blocks of AWV are given by

N
.. . . 1
ASY =3 Lier, ) (AL — k- Qp) - A - y i=100, €29
j Zz; {e[mj}( ) <2vai) J ( )
N - 1
=) 1y (A L i=1,...,1,
; {Efmj'} ( ) (2]3111) J

shows that GASW* = ASW which establishes the result (3.29) for the group-wise FM-
SOLS estimator.

A similar reasoning also applies to the group-wise pooled FM-SUR. estimator defined

in (3.28). Here the relevant term to consider is

T
> G2 ) v = / JO 10,0 dB, + SV, (C.30)
t=1
with SV .= [le(N+nk)7F5¥wa . ,Fﬁfv']’, where
s N : A 1
FfJW - Z ﬂ{ielmj} . (Q;}))Z Q- Q;} A ( ) , 7=1,...,L (C.31)
=1 2 f sz‘
The above result together with (C.25) implies that
T ) T T o
> Gzt =Y G =Y G Q) vy (C.32)
t=1 t=1 t=1

= / JQ dBy., + / JO L0, dB, + FSWY — / JO L0, dB, — FSW

— / JdBy., + FSW — FSW = / JO, L dB,., + ASY.
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The non-zero blocks of AW are given by

N

~ : -4 1\ %y — .4 1 .

AJGW = 2 :]l{iEIm]-} ) (A%u ) (Q;}}) S (Qu})) T Q- vil ’ Av%) : ( > o J=1,....1,
=1

2 [ By,
(C.33)
— . . +\% . —1\? . .
- ; ﬂ{zelm].} (Avu) (qu) <2f Bvl> y J = 1a ceey l,
which implies that GASY* = ACW, |
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C.2. Additional Empirical Results

Intercept Intercept and Linear Trend

PP PP(fb); PP(fb), || PP  PP(fb); PP(fb),

Australia 0.945 0.951 0.380 -1.280 -1.304 -1.378
Austria 0.004 0.098 -0.115 -1.908 -1.813 -1.878
Belgium 0.795 0.620 0.225 -1.419 -1.554 -1.587
Canada -0.255 -0.348 -0.458 -2.496 -3.057 -3.056
Denmark 0.038 0.062 -0.270 -2.293 -2.270 -2.273
Finland 0.727 0.586 0.169 -2.321 -2.422 -2.412
France -0.044 -0.159 -0.286 -1.958 -2.204 -2.214
Germany -0.256 -0.338 -0.317 -2.356 -2.582 -2.598
Ttaly 0.524 0.234 0.004 -1.665 -1.825 -1.835
Japan 0.222 0.105 -0.134 -1.719 -1.880 -1.893
Netherlands 0.163 0.092 -0.007 -2.184 -2.310 -2.334
New Zealand -0.100 -0.101 -0.139 -2.606 -2.686 -2.688
Norway 0.909 0.838 0.116 -2.142 -2.177 -2.179
Portugal 1.271 0.997 0.352 -1.872 -1.879 -1.869
Spain 0.704 0.428 0.050 -1.005 -1.192 -1.235
Sweden 0.137 0.131 -0.276 -2.339 -2.401 -2.407
Switzerland -1.004 -1.053 -1.001 -2.807 -2.449 -2.481
UK 1.118 1.383 0.425 -1.567 -1.418 -1.625
USA -0.336 -0.308 -0.447 -2.981 -2.911 -2.915

Table C.1.: Unit root test results for log GDP per capita. The tests employed are

the Phillips-Perron (1988) test, PP, as well as the one- and two-step detrended fixed-b
versions, PP(fb); and PP(fb)s, of this test developed in Vogelsang and Wagner (2013).
The specifications of the deterministic components are intercept only and intercept and
linear trend. The results are based on the Bartlett kernel with bandwidth chosen according
to Newey and West (1994). Italic entries denote rejection of the null hypothesis at the
10% level and bold entries indicate rejection at the 5% level.
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PO;  Shin | Py CT
Australia -2.727 0.129 || 11.330 0.108
Austria -3.785  0.077 || 55.997 0.056
Belgium -5.586 0.054 || 50.269 0.062
Canada -3.349  0.189 || 12.420 0.145
Denmark -4.937 0.053 || 40.613 0.052
Finland -5.656 0.045 || 75.016 0.050
France -4.948 0.060 || 28.847 0.066
Germany -7.895 0.411 || 68.343 0.111
Italy -4.163 0.182 34.141 0.146
Japan -5.829 0.155 8.127 0.152
Netherlands -5.688 0.108 || 96.172 0.074
New Zealand -5.375 0.132 || 13.337 0.115
Norway -3.530  0.097 || 20.644 0.095
Portugal -9.111 0.101 19.959 0.111
Spain -3.343  0.091 42.578  0.086
Sweden -4.268 0.085 || 28.679 0.085
Switzerland -6.282 0.065 || 85.979 0.084
UK -7.673 0.085 || 97.169 0.073
USA -2.448 0.576 13.920 0.156
Critical Values (o =0.1) | -4.1567 0.081 45.237  0.086
Critical Values (o = 0.05) | -3.8429 0.101 52.952  0.106

Table C.2.: Cointegration and non-cointegration test results for (3.1). The left block-
column presents the results for the “linear” non-cointegration test PO; of Phillips and
Ouliaris (1990) and the “linear” cointegration test of Shin (1994). Linear here refers to
an application of these tests treating log GDP per capita and its square as two integrated
processes. The right block-column presents the results for the modifications of these two
tests to the CPR setting discussed in Wagner (2013, 2015). These are labelled P; (non-
cointegration test) and CT' (cointegration test). Italic entries denote rejection of the null
hypothesis at the 10% level and bold entries indicate rejection at the 5% level.
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C. Appendix to Chapter 3
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Figure C.1.: EKC estimation results for Equation (3.1): scatter plot and EKC. The
solid lines correspond to the FM-SUR estimates and the solid lines with +-marks to the
FM-SOLS estimates. For further explanations see notes to Figure 3.1.
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Figure C.2.: EKC estimation results for Equation (3.1): actual and fitted values. The
dashed lines show the actual values, the solid lines the FM-SUR fitted values and the solid
lines with +-marks the FM-SOLS fitted values.
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C.2. Additional Empirical Results

FM-SOLS
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w N [ENENGVI V]
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AT-BE-UK, AT-FI-CH, AT-FL-UK,

Table C.3.: List of group members corresponding to the tests described in Table 3.2. For
more details see notes to Table 3.2.
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Figure C.3.: EKC estimation results for Equation (3.1): scatter plot and EKC. The solid
lines with square symbols correspond to the group-wise pooled FM-SUR estimates and
the solid lines with o-marks to the pooled FM-SUR estimates. For further explanations
see notes to Figure 3.1.
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Figure C.4.: EKC estimation results for Equation (3.1): actual and fitted values. The
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pooled FM-SUR fitted values and the solid lines with o-marks the pooled FM-SUR fitted

values.
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