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Xiaohu Wang Jun Yu
Chinese University of Hong Kong Singapore Management University
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Abstract

This paper develops the asymptotic theory of the ordinary least squares estimator
of the autoregressive (AR) coefficient in various AR models, when data is generated
from trend-stationary models in different forms. It is shown that, depending on how
the autoregression is specified, the commonly used right-tailed unit root tests may
tend to reject the null hypothesis of unit root in favor of the explosive alternative. A
new procedure to implement the right-tailed unit root tests is proposed. It is shown
that when the data generating process is trend-stationary, the test statistics based
on the proposed procedure cannot find evidence of explosiveness. Whereas, when
the data generating process is mildly explosive, the unit root tests find evidence of
explosiveness. Hence, the proposed procedure enables robust bubble testing under
deterministic trends. Empirical implementation of the proposed procedure using data
from the stock and the real estate markets in the US reveals some interesting findings.
While our proposed procedure flags the same number of bubbles episodes in the stock
data as the method developed in Phillips, Shi and Yu (2015a, PSY), the estimated
termination dates by the proposed procedure match better with the data. For real
estate data, all negative bubble episodes flagged by PSY are no longer regarded as
bubbles by the proposed procedure.

JEL classification: C12, C22, G01
Keywords: Autoregressive regressions, right-tailed unit root test, explosive and mildly
explosive processes, deterministic trends, coefficient-based statistic, t-statistic.

1 Introduction

Other than its catastrophic effect on global financial markets of many kinds, the recent
global financial crisis also turned the field of economics, including economic theory of
financial markets, econometric theory of financial time series, and economic policies, on
its head. Acknowledging an important empirical observation that often a financial bubble
precedes immediately a financial crisis, a great deal of efforts that have been made in

*Xiaohu Wang, Department of Economics, The Chinese University of Hong Kong, Shatin, N.T.,
Hong Kong. Email: xiaohu.wang@cuhk.edu.hk. Jun Yu, School of Economics and Lee Kong Chian
School of Business, Singapore Management University, 90 Stamford Road, Singapore 178903. Email:
yujun@smu.edu.sg.



econometrics is to test for the presence of bubbles in financial time series and to estimate
the origination date and the termination date of each bubble in real time. Widely used
methods which have achieved great success in detecting and dating periodically collapsing
bubbles are the recursive right-tailed unit root testing procedures proposed in Phillips,
Wu and Yu (2011), Phillips and Yu (2011), and Phillips, Shi and Yu (2015a, 2016b,
PSY hereafter). Harvey, et al. (2016), and Harvey, Leybourne and Zu (2017a, 2017b)
extended the procedures to deal with the case with heteroscedasticity. A recent survey
and comparisons of alternative methods in bubble testing and dating can be found in
Homm and Breitung (2012).
In an environment of time-invariant discount rate, the standard no-arbitrage condition
implies that
pt = ft + by, (1)

S .

where p; is an asset price at time ¢, f; := > (14+r) " E(d4) is a “fundamental” component
i=1

with d;1; representing the payment received over the period from ¢ +¢ — 1 to ¢t 4+ ¢ due to

the ownership of the asset, r is the discount rate (r > 0), and b; is a bubble component
which satisfies
Et(bt+1) = (1 + T')bt. (2)

Since f := 1+ 7r > 1, when by > 0, E¢(by1) = by > by, indicating the presence of an
upward explosive behavior in bs, 1, i.e. a positive bubble. When f;;1 does not involve any
explosive behavior, the upward explosive behavior in b;y1 suggests that p;11 manifests in
an explosive positive bubble behavior. When b; < 0, E;(bi+1) = by < by, indicating the
presence of a downward explosive behavior in b;y1, i.e. a negative bubble. When f;11
does not involve any explosive behavior, the downward explosive behavior in bs4; leads to
an explosive negative bubble behavior in psy1. In this case py41 could still be positive as
long as fiy1 > —beya.

The testing and dating method for bubbles relies on the technique of fitting to time
series data (i.e. prices adjusted by fundamental values) the following autoregressive (AR)
model where the AR coefficient () may take a different value in a bubble (or even a crisis)
period from that in a normal period:

Yt = o+ Byr-1 + & (3)

To test Hy : 8 = 1 against Hy : 8 > 1, both the t-test and the coefficient-based test have
been used. Both tests are based on the ordinary least squares (LS) estimate of 3.! When
the tests are implemented recursively, they can detect when the time series switches from
a unit root model to an explosive model, and vice versa.

PSY (2015a) applied the proposed recursive method to a long time series data on the
monthly S&P 500 stock price index-dividend ratio over the period from January 1871
to December 2010. Figure 1 reproduces PSY’s Figure 7 where the original data, the

'More recent studies have proposed methods based on the weighted LS estimate to deal with het-
eroscedasticity; see, for example, Harvey et al. (2017a).
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Figure 1: The price-dividend ratio of S&P500, the backward SADF of PSY, and the 95%
critical value between January 1871 to December 2010.

sequence of the sup t-statistics, and the sequence of the 95% finite sample critical values
are plotted. According to PSY, whenever the test statistic exceeds the critical value, it
indicates a bubble episode. As a consequence, several well-known bubble episodes in this
series have been identified, including the dot-com bubble (1995M11-2001MO08).

Interestingly, the PSY strategy also identifies two periods of market downturns as bub-
ble episodes, namely the 1917 stock market crash (1917M08-1918M04) and the subprime
mortgage crisis (2009M02-M04). PSY conjectured that “the identification of crashes as
bubbles may be caused by very rapid changes in the data”. Some recent studies, such
as Phillips and Shi (2017) and Harvey, et al. (2016, 2017b), modelled downturns using
a stationary AR process with 5 in Model (3) smaller than 1. However, a stationary AR
model is at odd with the testing result found in PSY which suggests 8 > 1. Instead of
using a stationary AR process to describe downturns, one may argue that the downturns
in y; are generated by a negative bubble process (2), where 8 > 1 and b; < 0.

To see the time series property in the downturns more clearly, we plot the monthly
data between October 2006 and March 2009 in Figure 2. The plot seems to suggest an
alternative model of a quadratic trend to describe the downturns, rather than a stationary
AR model. A similar observation can be made for the data in the 1917 stock market crash
period (1917M08-1918MO04). These observations naturally raise two questions. First, if
the time series data is actually generated by a downward quadratic trend model, is it
possible for right-tailed unit root tests to reject the null hypothesis of unit root in favor
of the explosive alternative? This question extends to the testing results of the explosive
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Figure 2: Monthly price-dividend ratio of S&P500 between October 2006 to March 2009.

positive bubble. That is, when an explosive positive bubble is detected by a right-tailed
unit root test, is it possible that the data is actually generated from a model with an
upward polynomial trend? Second, if the answer to the first question is yes, how to
modify the right-tailed unit root tests so that they are robust under deterministic trends.
These two questions motivate us to study the ability of two right-tailed unit root tests
based on AR regressions to distinguish the explosive process from the trend-stationary
process, and to introduce robust unit root testing procedures.

In the paper, we first show that if the data is generated from a stationary process with
a quadratic trend or a higher order trend (upward or downward), the LS estimate of /3
from regression (3) tends to be larger than 1 so that the right-tailed unit root tests (both
the t-test and the coefficient-based test) often reject the unit root null hypothesis in favor
of the explosive alternative. We then propose to construct the right-tailed unit root tests
based on the following regression with an explicit requirement that k > 1:

. koo
Yo = o+ By—1 + Zi:l Vi AYe—i + €. (4)

It is proved that, when the data generating process (DGP) is trend-stationary, the estimate
/3 in regression (4) converges to 1 at a rate faster than Op(n). As a result, both the t-test
and the coefficient-based test based on 3 tend not to reject the null hypothesis of unit
root. Whereas, when the data is generated by a mildly explosive process, the test statistics
based on /3 diverge to positive infinity, and hence, the right-tailed unit root tests reject
the unit root null hypothesis in favor of the explosive alternative.



To see the difference in empirical implications of the tests based on (3) and on (4)
with k£ = 1, we first apply the coefficient-based test recursively to the monthly S&P 500
stock price index-dividend ratio from January 1871 to December 2010. It is found that the
test based on (4) with k£ = 1 detects the same bubbles as the test based on (3), including
five positive bubble episodes and two negative bubble episodes. Since the right-tailed
test based on (4) with & = 1 can better distinguish the explosive process from the trend-
stationary process, we can conclude that the seven episodes including the two negative
bubble episodes are not likely due to polynomial trends.

In the second empirical study, we apply the coefficient-based test recursively to the
monthly price-rent ratio of the US housing market (the Case-Shiller US National Home
Price Index divided by the rent of primary residence) for the period from January 1981
to June 2017. The test based on (3) detects two positive bubble episodes (1986M05 to
1990M04, and 1998M04 to 2008M01). Moreover, it also flags two collapsing periods as
bubble episodes. However, the right-tailed coefficient-based test based on (4) with k£ =1
detects only the two positive bubble periods, indicating that the data in the two collapsing
periods may be better fitted by models with downward polynomial trends. In addition, the
two positive bubble episodes are estimated to end much earlier by our proposed method
than those based on (3). The estimated termination dates of the two positive bubbles by
the proposed method match better with the turning points in the data.

The rest of the paper is organized as follows. Sections 2-4 introduce the stationary
processes with different kinds of trends, including the linear trend, the quadratic trend,
and the cubic trend. For each trend-stationary process, the large sample theory of the LS
estimator of the AR coefficient and the two unit root test statistics are developed, when
(misspecified) AR models are fitted. The large sample results show that the right-tailed
unit root tests based on the regression (3) cannot distinguish the explosive process from the
trend-stationary process. In Section 5 we show that the right-tailed unit root tests based
on the regression (4) with k& > 1 can successfully distinguish the mildly explosive process
from the trend stationary process. Section 6 presents simulation evidence to support the
asymptotic results. The proposed procedure is used to analyze two real time series in
Section 7. Section 8 concludes. A brief summary and the proof of all theoretical results
are included in the Appendix.

2 Linear Trend Model and Explosiveness

We first study the asymptotic performance of the right-tailed unit root tests based on the
LS regressions of (4) with different values of k including k£ = 0, when the data is actually
generated from the linear trend model as

y=0t+u, t=12,..n, (5)

where 4 is a non-zero constant (positive or negative), u; = C(L)e; = Y32, ¢jer—j, co = 1,
>0 dlejl < oo, and {e:} is a sequence of independent and identically distributed (iid)



random variables with E (g;) = 0, Var (g;) = 02, and E (¢}) < co. Let 7y = Var (u;) and
v, = Cov (ug, ug—1).
We consider the three LS regression equations:

yi = Byr_1 + é1, (6)
yr = & + Byr—1 + é, (7)
5 .
yr = &+ Byi—1 + Zi:l Vi Ay + &, (8)

where B, (d, B), and (d, B, 1}1, e ,zzjk) are the conventional LS estimators. We define the
following regression t-statistics which are commonly used to test the unit root hypothesis
against the explosive alternative:

~

_B-1 ~_B—1 - B-1
t 7tﬂ—7,andtﬂ_se(8),

) D

where se (3 , se (B) and se (B) are the standard errors o A, 3 and j, respectively. e
h I} I} d 15} h dard f 8, 8 and B ly. Th

coefficient-based statistics are defined as n (B — 1), n <B — 1) and n (B — 1), respectively,
which can also be used to test the unit root hypothesis against explosiveness.
Note that the process y; defined in (5) can be rewritten as

Y = 0 + yp—1 + Auy, 9)

where Auy = uy — uz—1. Hence, the true DGP of y; is not covered by the regression (6)
for any value of B due to the presence of an intercept in (9). Theorem 2.1 reports the
asymptotic theory of the t-statistic and the coefficient-based statistic when the regression
(6) is fitted to y;.

Theorem 2.1 When the LS regression (6) is fitted to the time series y; generated from
the linear trend model defined in (5), we have, as n — oo,

() n(B-1)=3/240,(n");
() t5/v/n Lo V31| (/5% + 8 (v — ).

Theorem 2.1 suggests that, although B 2,1 at the rate of n, the average value of B
is greater than one. Moreover, n B — 1) ~ 1.5 which is larger than 1.28, the 95% critical
value of the Dickey-Fuller (DF) distribution.? In addition, the t-statistic tB diverges to
+oo with the speed of y/n. Hence, when the data is generated from a linear trend model,
the coefficient-based statistic and, more so, the t-statistic in regression (6) tend to reject
the unit root null hypothesis in favor of explosiveness, no matter what the sign of J is.

?The DF distribution is given by fol W (r)dW (r)/ fol [W ()]? dr where W (r) is a standard Brownian
motion; see Hamilton (1994) for the textbook treatment and Table B.5 Case 1 in Hamilton (1994) for finite
sample critical values and asymptotic critical values.



The regression equations (7) and (8), although misspecified, include the true DGP of
y: when particular values of the parameters are chosen: (d, B) = (4,1) for regression
(7), and (@,B,{ﬂl, e ,{bk) = (6,1,0,---,0) for regression (8). Theorem 2.2 reports the
asymptotic theory for the t-statistic and the coefficient-based statistic when the regression
(7) is fitted to the data y;.

Theorem 2.2 When the LS regression (7) is fitted to the time series y, generated from
the linear trend model defined in (5), we have, as n — oo,

() 02 (B=1)==12(30 —71) /6> + 6 (un + w1) /3 + 0, (1)

b te — —6(vo=71)+35(un+tu1) 1).
(b) vt ooy o)

Theorem 2.2 suggests that n (B — 1) 2,0, indicating the null of unit root cannot be

rejected if a positive asymptotic critical value is used.? Interestingly, it can be seen that
(8 has a downward bias as

B(B) =1-12(00— 1) /(%) + 0 (n%)..

Hence, the average value of ts is expected to be negative. This is confirmed as

5(5) =m0 (7).

Note that tz converges to zero, indicating the null of unit root cannot be rejected if a
positive critical value is used.* When the critical values for both tests are chosen to be
positive constants or to diverge to positive infinity at the same speed, since n (B — 1)
converges in probability to zero faster than ts, we expect that the coeflicient-based test
has better asymptotic power than the t-test to distinguish the linear trend process from
the explosive process.

Based on the large sample results reported in Theorem 2.3 below, similar conclusions
can be made when the regression (8) with k£ > 1 is used to fit the time series y; generated
from the linear trend model (5). That is, both the coefficient-based test and the t-test
tend not to reject the null hypothesis of unit root and the coefficient-based test has better
asymptotic power than the t-test to distinguish the linear trend process from the explosive
process.

Theorem 2.3 When the LS regression (8) with k > 1 is fitted to the time series y;
generated from the linear trend model defined in (5), we have, as n — oo,

(o) n*(B—1)=0,(1);

(b)  Vntz=0,(1),

where the form of the limiting distribution depends on the value of k in the regression.

*From Table B.5 in Hamilton (1994), the 97.5% and the 99% critical value are 0.41 and 1.04.
*From Table B.6 in Hamilton (1994), the 97.5% and the 99% critical value are 0.23 and 0.60.



3 Quadratic Trend Model and Explosiveness

In this section, we study the asymptotic performance of the right-tailed unit root tests
based on the LS regressions of (6), (7) and (8), respectively, when the data {y; } is generated
from a quadratic trend model as

yt:5t2+ut, t=1,2..n, (10)

where 0 is a positive or negative constant, {u;} is a weakly stationary process as defined
in (5). An equivalent representation of y; is

Y = —0 4+ 20t + yr1 4+ Auy. (11)

Due to the presence of both the intercept and the linear trend in (11), when the
regression (6) is considered, no value of 5 can cover the true DGP of y;; when the regression
(7) is considered, no value of (64, B) can cover the true DGP of y;. However, since Ay; —

Ay = A%y = 26 + Auy, the DGP of y; can be rewritten as

Y =20 + yi—1 + Ay + Ay (12)

Therefore, the DGP of y; is covered by the regression (8) with parameters (d, Byhq, -+
(26,1,1,0,---,0).

Theorems 3.1-3.3 report the asymptotic theory of the t-statistic and the coefficient-
based statistic when regressions (6)-(8) are fitted to y;, respectively.

Theorem 3.1 When the LS regression (6) is fitted to the data {y:} generated from the
quadratic trend model defined in (10), we have, as n — oo,

(a) n<3—1>:5/2+0p(n*1);
() 15\ V5.

Theorem 3.1 shows that, on average n (B — 1) ~ 5/2 > 2.03, the 99% critical value of

the DF distribution. In addition, the t-statistic diverges to +oo at the speed of y/n. Note
that the leading terms both in E — 1 and ty are independent of §. Therefore, no matter
what the sign of 0 has, the coefficient-based test, and more so, the t-test in regression (6)
tend to reject the unit root null hypothesis in favor of explosiveness.

Theorem 3.2 When the LS regression (7) is fitted to the data {y;} generated from the
quadratic trend model defined in (10), we have, as n — oo,

() n(B-1)=15/8+0,(n""):;
(b) t3/vin L V5.

When the regression (7) is considered, the 99% asymptotic critical values of the DF
coefficient-based test and the DF t-test are 1.04 and 0.6, respectively. However, the large



sample results in Theorem 3.2 show that n (B — 1) ~ 1.875 > 1.04, and ty = V15n —
+00. As a result, for any value of § (> 0 or < 0), both the coefficient-based test and
the t-test in the regression (7) tend to reject the unit root null hypothesis in favor of
explosiveness. It means that these two tests, especially the t-test, have no power to
distinguish the quadratic trend process from the explosive process under the LS regression
(7). Since the regression (7) is the one that is commonly used in the literature on testing
and dating bubbles, this finding has important empirical implications.

Theorem 3.3 When the LS regression (8) with k > 1 is fitted to the data {y;} generated
from the quadratic trend model defined in (10), we have, as n — oo,

(a) n*(B-1)=0,(1);

(b) \/ﬁtB =0, (1),

where the form of the limiting distribution depends on the value of k in the regression (8).

The large sample results reported in Theorem 3.3 show that n (,B — 1) 2, 0 and
ts 2.0, which suggest that both the coefficient-based test and the t-test in regression (8)
with k£ > 1 tend not to reject the unit root null hypothesis if the critical values for both
tests are chosen to be positive constants or to diverge to positive infinity. Since n (B — 1)
converges in probability to zero faster than t5, we expect that the coefficient-based test
has better asymptotic power than the t-test to distinguish the quadratic trend process
from the explosive process under the LS regression (8) with k& > 1.

4 Cubic Trend Model and Explosiveness
In this section, we assume the data {y;} is generated from a cubic trend model as
ytzdt?’—i—ut, t=1,2,...,n, (13)

where ¢ is a non-zero constant and {u;} is a weakly stationary process defined as in (6).
An equivalent representation of the DGP of y; is

yr = 302 — 36t + 0 + yr_1 + Auy. (14)

Due to the presence of the intercept, the linear trend, and the quadratic trend in (14), the
regression (6) does not cover the true DGP of y; for any value of B, and the regression (7)
does not cover the true DGP of y; for any value of (d, B)

Note that A2y, = 66 (t — 1) + A2uy, which leads to

Y = —60 + ys_1 + Ayp_1 + 66t + Auy.

Together with the result of A%y, 1 = 65 (t — 2) + A%u;_1, an alternative representation of
the DGP of y; can be obtained as

Yt = 60 + yr_1 + 2Ay—1 — Ayr_o + APy (15)



Hence, the true DGP is covered by the regression (8) with k£ > 2 and (d, B, ﬁjl, @2, cee zvﬂk) =
(66,1,2,—1,0,---,0). Since Ay;_1 = 35t*> + O, (t) and Ay;_o = 35t? + O, (t), the regres-
sion (8) with k& > 2 faces with the problem of asymptotic perfect collinearity. However, as
we prove in the Appendix, this problem plays no effect on the large sample property of /3.

Theorems 4.1-4.3 report the asymptotic theory of the t-statistic and the coefficient-
based statistic when regressions of (6)-(8) are fitted, respectively, to the data {y;} gener-
ated from the cubic trend model (13).

Theorem 4.1 When the LS regression (6) is fitted to the data {y;} generated from the
cubic trend model (13), we have, as n — oo,

(a) n<3—1)27/2+0p(n_1);
(b) 13\ o V.

Theorem 4.1 shows that, n (B — 1) ~ T7/2 > 2.03, the 99% critical value of the DF

distribution. Moreover, the t-statistic tB diverges towards +o0o at the speed of \/n. There-
fore, no matter what sign ¢ has, the coeflicient-based test and, more so, the t-test in the
regression (6) tend to reject the unit root null hypothesis in favor of explosiveness.

Theorem 4.2 When the LS regression (7) is fitted to the data {y:} generated from the
cubic trend model (13), we have, as n — oo,

(a) n <B — 1) =28/9+ 0, (nil) :
() t3/vi L V.

From Theorem 4.2, it can be seen that ty = V/35n — 400 as n — 00, and n (B - 1) R
28/9 > 1.04, the 99% critical value of the DF distribution. Thus, for any non-zero value
of § (> 0 or < 0), both the coefficient-based test, and more so, the t-test in regression (7)
tend to reject the unit root null hypothesis in favor of explosiveness.

Theorem 4.3 When the LS regression (8) is fitted to the data {y:} generated from the
cubic trend model (13), we have, as n — oo,

(a) when k=1,

n’ (B — 1) =-844+0, (n_l) , and tB/f = _\/ﬁ/g +0, (n—l) :

(b) when k > 1,
n4(B—1):OP(1), and \/ﬁtB:Op(l).

where the limits of B and ty in (b) depends on the value of k in the regression (8).
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From (15), it is known that the true DGP of y; is covered by the regression (8) with
k > 1. Part (b) of Theorem 4.3 shows that n (3 — 1) 2,0 and ts -2, 0. Hence, both the
coefficient-based test and the t-test from the regression (8) with k£ > 1 tend not to reject
the unit root null hypothesis if the critical values for both tests are chosen to be positive
constants or to diverge to positive infinity. Since n (B — 1) converges in probability to
zero much faster than tz, we expect that the coefficient-based test has better asymptotic
power than the t-test to distinguish the cubic trend process from the explosive process.

Also revealed by the representation in (15) is that the regression (8) with & = 1 does
not cover the true DGP of y;. Part (a) of Theorem 4.3 shows that, although f converges
to 1 less quickly than it does in the regression (8) with k& > 1, it still goes to 1 fast enough
to ensure n (B — 1) L50. Moreover, the leading term of n (B — 1) is negative. Therefore,
the coefficient-based test tends not to reject the unit root null hypothesis if a positive
critical value is used. It is also shown that ts diverges to negative infinity at the speed of
n'/2, which implies that the t-test tends not to reject the unit root null hypothesis.

It is not difficult to extend the theory to the case where the true DGP has a deter-
ministic trend with an order higher than 3. In particular, if the LS regression (8) with
k =1 is applied to fit the data, it can still be shown that n (B — 1) L, 0and ts £, .
Hence, both the t-test and the coefficient-based test tend not to reject the unit root null
hypothesis.

5 A Proposed Regression

As we have proved in earlier sections, if the true DGP is a trend-stationary process, the
right-tailed unit root tests based on the regression model (8) with & > 1 tend not to find
the evidence of explosiveness and hence can distinguish a bubble behavior from a trend-
stationary behavior. This finding motivates us to propose the following procedure to test
the unit root null hypothesis against explosiveness:

k
ye=0c+By1+ > Ay + & with k> 1, (16)
i=1
where the minimum value that £ can take is set to be 1, namely at least one term involving
the lagged Ay is included in the regression. As shown in the following Theorem 5.1,
the right-tailed unit root tests (the coefficient-based test and the t-test) based on the LS
regression of (16) are able to distinguish the explosive AR process from the trend-stationary

process.

Theorem 5.1 Let W (r) denote a standard Brownian motion, and uy = 3 7% cjer—; be

the weakly stationary process as defined in (5) with et i N(0,02).
(a) When the DGP is y; = yi—1 + €¢, the LS regression (16) with k > 1 leads to

Ll W)W () — W (1) Jy W (r) dr
2
Jo W )2 dr = (fy W (r)ar)

n(B-1) , (17)
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and
_B-1 _ Je W) dW () =W (1) Jy W(r)dr

tg= 7 1/2°
) {Rwera - (5wea)] /

(18)

asn — oo;
(b) When the DGP is an ARIMA(p,1,0) process with p > 1, the statistics n (B — 1) and
ts based on the LS regression (16) with k > p have the same limiting distributions as those
given in (a), respectively;

(c) When the DGP is yy = t™ + u; with m =1 or 2 or 3,..., the statistics n (B - 1) and
ts based the LS regression (16) with k > 1 have the limits as

n(B—l)LO and tBLO or — oQ;

(d) When the DGP is mildly explosive, i.e., ys = ppys—1 + uz with p, =1 +c¢/n’, ¢ >0,
and 0 € (0,1), the statistics n (B —1) and tz based on the LS regression (16) with k > 1
have the limits as

n(ﬁ—l)—>+oo and ty — Fo0.

The results reported in Part (c¢) of Theorem 5.1 show that, if the data is generated
from a trend-stationary model, regardless of the direction of the trend, n (B — 1) 250
and ¢35 2,0 or —. Hence, the right-tailed unit root tests from the regression (16) do
not reject the unit root null hypothesis when the critical values for both tests are chosen
to be positive constants or to diverge to positive infinity. Whereas, as reported in Part (d)
of Theorem 5.1, if the data is generated from a mildly explosive process, n (B — 1) — 400
and ty — +oo. Hence, both the coefficient-based test and the t-test should reject the unit
root null hypothesis in favor of explosive alternative. As a result, both the two right-tailed
unit root tests based on the regression (16) with & > 1 can distinguish the mildly explosive

process from the trend-stationary process.

6 Simulation Studies

6.1 Linear trend model

Tables 1-3 report some simulation results based on 10,000 replications for the LS regres-
sions (6), (7), and (8) with k& = 1, respectively. For each regression, the true DGP is
the linear trend model as in (5) with 6 = —2 or —4, u i N(0,1), and n = 20 or 50.
Unless explicitly stated, we always report the mean and variance of the LS estimator of
the AR(1) coefficient, the minimum, mean and maximum of the coefficient-based statis-
tic (i.e. c-stat), and the minimum, mean and maximum of the t-statistic (i.e. t-stat).
Also reported are the 99% finite sample critical values of the c-stat and t-stat which are
simulated under the random walk null hypothesis.

Table 1 reports the simulation results for the regression (6), an AR(1) regression with-

out intercept. Some conclusions can be made from Table 1. First, the average values of B
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Table 1: Statistical results for the LS regression (6) when the data is generated from a
linear trend model as in (5). The 99% finite sample critical values of the test statistics are
simulated under the random walk null hypothesis.

) -2 -4 -2 -4

n 20 20 50 50
mean of E 1.0749 1.0764 1.0300 1.0302
variance of B 1.76e-05 | 4.32e-06 | 3.90e-07 | 9.67e-08
minimum of c-stat | 1.1426 1.3092 1.3473 1.4195
mean of c-stat 1.4226 1.4517 1.4696 1.4810
maximum of c-stat | 1.7351 1.6024 1.5794 1.5378
99% CV of c-stat 2.37 2.37 2.16 2.16
minimum of t-stat | 2.1047 4.2141 4.7689 8.0217
mean of t-stat 4.3897 6.3537 7.0046 10.0048
maximum of t-stat | 8.4469 8.7309 9.3513 11.7077
99% CV of t-stat 2.24 2.24 2.08 2.08

in all four cases are greater than 1, although getting closer to 1 as n increases. Second, the
average values of the c-stat in all four cases are around 1.5, which is the value suggested
by the asymptotic theory given in Theorem 2.1. In addition, except for the case where
0 = —2 and n = 20, the minimum values of the c-stat are all larger than 1.28 which is the
95% asymptotic critical value of the DF distribution. Hence, if this critical value is used,
the unit root null hypothesis will always be rejected in favor of the explosive alternative.
However, when the 99% finite sample critical values are used, the unit root null hypothesis
will not be rejected. Third, except for the case with § = —2 and n = 20 in which the
minimum value of the t-stat is slightly smaller than the corresponding 99% finite sample
critical value, the minimum values of the t-stat in other cases are all larger than the corre-
sponding 99% finite sample critical values, indicating that the unit root null hypothesis is
always rejected in favor of the explosive alternative. Fourth, the simulated average values
of the t-stat are consistent with that suggested by the asymptotlc theory given in Theorem
2.1. For example, accordmg to the asymptotic theory, when u; ~ ‘N (0,1) and 6 = —2, we
should have tﬁ/\f = 2¢/3//4+ 8 = 1, suggesting that ty~ v/n. Hence, t5 ~ 4.47 when
n = 20, and tA ~ 7.07 when n = 50. These values are Very close to the snnulated average
values of the t—stat reported in Table 1.

Table 2 reports the simulation results for the regression (7), an AR(1) regression with
an intercept. Some conclusions can be made from Table 2. First, B converges to one very
quickly. Second, 3 has a small downward bias. This explains why the average values of
the c-stat and the t-stat are negative. Third, the maximum values of the c-stat in all cases
are smaller than the corresponding 99% finite-sample critical values, indicating that the
unit root null hypothesis will not be rejected in favor of the explosive alternative. Fourth,
although the maximum values of the t-stat in all cases are larger than the respective
99% finite-sample critical values, their average values are much smaller than these critical
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Table 2: Statistical results for the LS regression (7) when the data is generated from a
linear trend model as in (5). The 99% finite sample critical values of the test statistics are
simulated under the random walk null hypothesis.

) -2 -4 -2 -4

n 20 20 50 50
mean of B 0.9919 0.9980 0.9988 0.9997
variance of /3 1.44e-04 | 3.47e-05 | 3.24e-06 | 7.94e-07
minimum of c-stat | -1.0523 | -0.4523 | -0.4051 | -0.1846
mean of c-stat -0.1545 | -0.0389 | -0.0610 | -0.0153
maximum of c-stat | 0.6914 0.3951 0.2610 0.1425
99% CV of c-stat 1.40 1.40 1.22 1.22
minimum of t-stat | -2.0613 | -1.8580 | -1.2086 | -1.1304
mean of t-stat -0.2777 | -0.1397 | -0.1737 | -0.0868
maximum of t-stat | 1.5702 1.6110 0.8810 0.9641
99% CV of t-stat 0.80 0.80 0.66 0.66

values. Hence, the t-test will not reject the unit root null hypothesis most of the time.
However, it can be seen that the coefficient-based test is more powerful than the t-test to
distinguish the linear trend process from the explosive process in finite samples. Fifth, the
simulation results are consistent with what suggested by the asymptotic theory given in 2.2.
For example, when u; N (0,1), n =50 and 6 = —4, the asymptotic theory suggests that
E (ﬁ) =112/ (n26?) + 0 (n™2) ~ 0.9997 and E (tB) = — &+ 0(1/ V) ~ —0.0866.
These values are nearly identical to what we obtained in simulations.

Table 3 reports the simulation results for the regression (8) with & = 1. Conclusions
similar as those obtained from Table 2 can be made from Table 3. The most important
one is that 8 converges to 1 very quickly making the c-stat taking values around 0 with
a small variation. As a result, the right-tailed unit root test based on the c-stat cannot
reject the unit root null hypothesis, and hence, has power to distinguish the linear trend
process from the explosive process.

6.2 Quadratic trend model

Tables 4-6 report some simulation results based on 10,000 replications for the LS regres-
sions (6), (7), and (8) with k& = 1, respectively. For each regression, the true DGP is the
quadratic trend model as in (10) with § = —2 or —4, u i N(0,1), and n = 20 or 50.
Table 4 reports the simulation results for the regression (6), an AR(1) model without
intercept. Some conclusions can be made from Table 4. First, the average value of 3 is
greater than 1 in all four cases, although gets closer to 1 in the cases with larger n. The
average value of E is very close to 1 + 2.5/n, a value predicted by our asymptotic theory
given in Theorem 3.1. Second, the minimum values of the c-stat in all cases are larger than
the respective 99% finite sample critical values. Hence, the coefficient-based test always

indicates explosiveness in unit root testing. Third, consistent with the asymptotic theory

14



Table 3: Statistical results for the LS regression (8) with k£ = 1 when the data is generated
from a linear trend model as in (5). The 99% finite sample critical values of the test
statistics are simulated under the random walk null hypothesis.

) -2 -4 -2 -4

n 20 20 50 50
mean of 3 0.9955 0.9988 0.9994 0.9998
variance of 3 2.15e-04 | 5.35e-05 | 4.23e-06 | 1.05e-06
minimum of c-stat | -0.9786 | -0.4748 | -0.4051 | -0.1939
mean of c-stat -0.0815 | -0.0207 | -0.0308 | -0.0076
maximum of c-stat | 1.0156 0.5005 0.3478 0.1812
99% CV of c-stat 2.29 2.29 1.50 1.50
minimum of t-stat | -1.9943 | -1.9186 | -1.2923 | -1.2605
mean of t-stat -0.1566 | -0.0804 | -0.0983 | -0.0489
maximum of t-stat | 2.1857 2.2014 1.3951 1.4323
99% CV of t-stat 0.92 0.92 0.72 0.72

Table 4: Statistical results for the LS regression (6) when the data is generated from a
quadratic trend model as in (10). The 99% finite sample critical values of the test statistics
are simulated under the random walk null hypothesis.

) -2 -4 -2 -4

n 20 20 50 50
mean ofB 1.1327 1.1327 1.0512 1.0512
variance of B 1.32e-07 | 3.30e-08 | 4.46e-10 | 1.11e-10
minimum of c-stat | 2.4966 2.5091 2.5042 2.5063
mean of c-stat 2.5212 2.5214 2.5084 2.5084
maximum of c-stat | 2.5475 2.5345 2.5124 2.5104
99% CV of c-stat 2.37 2.37 2.16 2.16
minimum of t-stat | 15.0876 | 15.5004 | 26.2124 | 26.3187
mean of t-stat 15.7351 | 15.8186 | 26.3792 | 26.4052
maximum of t-stat | 16.4100 | 16.1522 | 26.5231 | 26.4794
99% CV of t-stat 2.24 2.24 2.08 2.08
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Table 5: Statistical results for the LS regression (7) when the data is generated from a
quadratic trend model as in (10). The 99% finite sample critical values of the test statistics
are simulated under the random walk null hypothesis.

) -2 -4 -2 -4

n 20 20 50 50
mean of 3 1.0944 | 1.0944 | 1.0376 | 1.0376
variance of /3 3.70e-07 | 9.26e-08 | 1.27e-09 | 3.18e-10
minimum of c-stat | 1.7491 1.7712 1.8353 1.8388
mean of c-stat 1.7929 1.7932 1.8422 1.8422
maximum of c-stat | 1.8367 1.8151 1.8494 1.8458
99% CV of c-stat 1.40 1.40 1.22 1.22
minimum of t-stat | 14.8184 | 16.6229 | 26.9877 | 27.3744
mean of t-stat 17.2173 | 17.6987 | 27.5395 | 27.6500
maximum of t-stat | 19.7671 | 19.0951 | 28.0039 | 27.8771
99% CV of t-stat 0.80 0.80 0.66 0.66

given in Theorem 3.1, in all cases, the t-stat takes values around v/15n with a very small
variation. In addition, the minimum values of the t-stat in all cases are larger than the
respective 99% finite sample critical values. Hence, the t-test always rejects the unit root
null hypothesis in favor of explosive alternative. All these findings corroborate the large
sample theory given in Theorem 3.1.

Table 5 reports the simulation results for the regression (7), an AR(1) model with an
intercept. Similar conclusions to those from Table 4 can be made from Table 5. First,
the average value of 3 is greater than 1 in all four cases, although it gets closer to 1 as
n increases. Second, consistent with the asymptotic theory given in Theorem 3.2, the
c-stat takes values around 15/8 ~ 1.8750 with a very small variation so that its minimum
values in all cases are larger than the respective 99% finite sample critical values. Hence,
the coefficient-based test always suggests explosiveness in unit root testing. Third, as
suggested by the asymptotic theory, the t-stat in every case takes values around v/15n with
a small variation. As v/15n is much larger than the respective 99% finite sample critical
values, the t-test always rejects the unit root null hypothesis in favor of the explosive
alternative. These findings from Table 5 have important empirical implications as the
implementation of the right-tailed unit root testing in the literature has been based on the
LS regression (7). When the data is generated from a quadratic trend model, our findings
suggest that the unit root tests based on the regression (7) always suggest explosiveness.

Table 6 reports the simulation results for the regression (8) with & = 1. Several
conclusions are made from Table 6. First, 3 converges to 1 very quickly so that the c-stat
takes values around 0 with small variations in all cases. The maximum values of the c-stat
in all cases are smaller than the respective 99% finite sample critical values. Hence, the
right-tailed coefficient-based test from the regression (8) with k¥ = 1 does not reject the
null hypothesis of unit root. Second, the t-stat slowly goes to zero when n increases,
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Table 6: Statistical results for the LS regression (8) with k¥ = 1 when the data is generated
from a quadratic trend model as in (10). The 99% finite sample critical values of the test
statistics are simulated under the random walk null hypothesis.

1) -2 -4 -2 -4

n 20 20 50 50
mean of /3 1.0113 1.0030 1.0006 1.0002
variance of 3 4.22e-05 | 7.98e-06 | 1.01e-07 | 2.030e-08
minimum of c-stat | -0.1857 | -0.1301 | -0.0273 | -0.0189
mean of c-stat 0.2042 0.0548 0.0299 0.0075
maximum of c-stat | 0.8005 0.3052 0.0933 0.0373
99% CV of c-stat 2.29 2.29 1.50 1.50
minimum of t-stat | -1.1180 | -1.3639 | -0.6453 | -0.8976
mean of t-stat 0.9370 0.4745 0.5872 0.2936
maximum of t-stat | 2.6522 2.1970 1.5824 1.2862
99% CV of t-stat 0.92 0.92 0.72 0.72

as suggested by the asymptotic theory given in Theorem 3.3. In most of the cases, the
average value of the t-stat is smaller than the corresponding 99% critical value, indicating
that the t-test has a good chance not to reject the unit root hypothesis. However, the
probability for the t-test to suggest explosiveness is non-negligible in finite samples because
the maximum values of the t-stat in most of the cases are considerably larger than the
respective 99% finite sample critical values.

To further understand the behavior of the t-stat, Table 7 reports extra simulation
results of the t-stat when the data is generated from the quadratic trend model as in (10)
with 0 = —4, n = 100 or 250. It can be seen that, as n gets larger, the probability for
the t-test to find explosiveness becomes smaller. And in the case where § = —4 and n =
250, the maximum value of the t-stat becomes smaller than the corresponding 99% critical
value, and hence, the t-test does not find explosiveness any more. Comparing the t-stat
with the c-stat, we conclude that the coefficient-based test is more able to distinguish the
quadratic trend process from the explosive process in finite samples.’

6.3 Cubic trend model

Tables 8-10 report some simulation results based on 10,000 replications for the LS regres-
sions (6), (7), and (8) with £ = 1 and k = 2, respectively. For each regression, the true
DGP is the cubic trend model as in (13) with 6 = —0.02 or —0.04, u, u N(0,1), and
n = 20 or 50.

Table 8 reports the simulation results for the regression (6), an AR(1) model without

>This conclusion is consistent with that suggested by the large sample theory given in Theorem 3.3,
where it is shown that the t-stat = O, (1/y/n) and the c-stat = O, (1/n?). In fact, when § = —2, the ratio
of the average value of the t-stat for n = 20 and for n = 50 is 0.9370/0.5872 = 1.5957 which is very close
to 4/50/20 = 1.5811, reinforcing the result derived in Theorem 3.3 about the y/n-convergence of t5.
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Table 7: Further statistical results of the t-statistic from the regression (8) with k£ = 1
when data is generated from the quadratic trend model (10).

1) -4 -4

n 100 250
minimum of t-stat | -0.4716 | -0.2782
mean of t-stat 0.2079 | 0.1298

maximum of t-stat | 0.9289 | 0.5717
99% CV of t-stat 0.66 0.63

Table 8: Statistical results for the LS regression (6) when the data is generated from a
cubic trend model as in (13). The 99% finite sample critical values of the test statistics
are simulated under the random walk null hypothesis.

) -0.02 -0.04 -0.02 -0.04

n 20 20 50 50
mean of 3 1.1907 | 1.1909 | 1.0724 | 1.0725
variance of 3 7.18¢-06 | 1.79e-06 | 3.64e-09 | 9.10e-10
minimum of c-stat | 3.4441 3.5376 3.5379 3.5440
mean of c-stat 3.6227 3.6278 3.5500 3.5501
maximum of c-stat | 3.8245 3.7275 3.5614 3.5558
99% CV of c-stat 2.37 2.37 2.16 2.16
minimum of t-stat | 12.3593 | 18.1769 | 38.8708 | 39.5090
mean of t-stat 18.8805 | 22.1239 | 39.6705 | 39.9027
maximum of t-stat | 25.1421 | 25.6325 | 40.3300 | 40.2198
99% CV of t-stat 2.24 2.24 2.08 2.08
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Table 9: Statistical results for the LS regression (7) when the data is generated from a
cubic trend model as in (13). The 99% finite sample critical values of the test statistics
are simulated under the random walk null hypothesis.

) -0.02 -0.04 -0.02 -0.04

n 20 20 50 50
mean of 3 1.1654 1.1659 1.0639 1.0639
variance of /3 1.41e-05 | 3.52e-06 | 7.26e-09 | 1.81e-09
minimum of c-stat | 2.8777 3.0176 3.1126 3.1208
mean of c-stat 3.1428 3.1519 3.1288 3.1289
maximum of c-stat | 3.4192 3.2883 3.1458 3.1374
99% CV of c-stat 1.40 1.40 1.22 1.22
minimum of t-stat | 8.7165 14.6320 | 38.2528 | 39.6795
mean of t-stat 15.8692 | 21.1515 | 39.8576 | 40.4008
maximum of t-stat | 27.4502 | 27.7903 | 41.1378 | 41.0256
99% CV of t-stat 0.80 0.80 0.66 0.66

intercept. Some conclusions can be made from Table 8. First, the average value of B is
greater than 1 in all four cases, and gets closer to 1 as n increases. Second, in all cases,
the c-stat takes values around 3.5 with a very small variation, a value predicted by our
asymptotic theory given in Theorem 4.1. Moreover, the minimum values of the c-stat
in all cases are larger than the respective 99% finite sample critical values. Hence, the
coefficient-based test always indicates explosiveness in unit root testing. Third, consistent
with the asymptotic theory given in Theorem 4.1, in all cases, the t-stat takes values
around v/35n with a small variation. Consequently, the minimum values of the t-stat in
all cases are larger than the respective 99% finite sample critical values. Hence, the t-test
always rejects the unit root null hypothesis in favor of explosive alternative. All these
findings corroborate the large sample theory given in Theorem 4.1.

Table 9 reports the simulation results for the regression (7), an AR(1) model with an
intercept. Similar conclusions to those from Table 7 can be made from Table 9. First, the
average value of B is greater than 1 in all four cases, and get closer to 1 as n increases.
Second, consistent with the asymptotic theory given in Theorem 4.2, the c-stat takes values
around 28/9 ~ 3.1111 with a very small variation so that its minimum values in all cases
are larger than the respective 99% finite sample critical values. Hence, the coefficient-
based test always suggests explosiveness in unit root testing. Third, as suggested by
the asymptotic theory, the t-stat in every case takes values around v/35n with a small
variation. As v/35n is much larger than the respective 99% finite sample critical values,
the t-test also always find explosiveness in unit root testing. All these findings corroborate
the large sample theory given in Theorem 4.2.

Table 10 reports the simulation results for the regression (8) with £ = 1. Some conclu-
sions different with those from Tables 7-8 can be made from Table 9. First, as predicted
by Part (1) of Theorem 4.3, 3 converges to 1 very quickly. When n and the absolute value
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Table 10: Statistical results for the LS regression (8) with & = 1 when the data is generated
from a cubic trend model as in (13). The 99% finite sample critical values of the test
statistics are simulated under the random walk null hypothesis.

0 -0.02 -0.04 -0.02 -0.04 -0.02 -0.04

n 20 20 50 50 250 250
mean of 3 1.1491 | 1.0626 1.0005 0.9976 0.9999 0.9999
variance of B 0.0016 | 8.83e-04 | 1.67e-06 | 2.43e-07 | 1.39e-12 | 3.44e-13
minimum of c-stat | -0.4477 | -0.6767 | -0.1719 | -0.1955 | -0.0341 | -0.0338
mean of c-stat 2.6846 | 1.1275 0.0222 -0.1141 | -0.0331 | -0.0333
maximum of c-stat | 5.2222 | 3.3061 0.2875 -0.0136 | -0.0320 | -0.0327
99% CV of c-stat 2.29 2.29 1.50 1.50 1.02 1.02
minimum of t-stat | -0.6116 | -1.5677 | -1.5055 | -3.3262 | -14.6752 | -24.1792
mean of t-stat 3.2143 | 1.5686 0.1023 -1.4358 | -11.6925 | -20.4927
maximum of t-stat | 7.2216 | 4.0850 1.3016 -0.1418 | -9.4362 | -17.4079
99% CV of t-stat 0.92 0.92 0.72 0.72 0.63 0.63

of § are reasonably large, 3 has downward bias. Second, the c-stat gets closes to zero as n
increases whereas the t-stat diverges as n increases. When n = 50, the maximum values
of the c-stat are smaller than the respective 99% finite sample critical values, indicating
that the coefficient-based test will not suggest explosiveness in unit root testing regardless
of 6 = —0.02 or —0.04. Third, in the cases where n = 50 and § = —0.04, the maximum
values of the t-stat are smaller than the respective 99% finite sample critical values, indi-
cating that the t-test will not reject unit root null hypothesis. However, when n = 20 or
when n = 50 and § = —0.02, the t-test has to reject the null hypothesis of unit root in
favor of explosiveness for some replications. Hence, the coefficient-based test is more able
to distinguish the cubic trend process from the explosive process than the t-test in finite
samples.

To further understand the behavior of the two statistics under the regression (8) with
k = 1, we have done extra calculations for n = 250 and report the results in the last two
columns of Table 10. The average value of 3 becomes smaller than one. Furthermore, the
average values of the two statistics are close to what Part (1) of Theorem 4.3 predicts. For
example, the average value of the coefficient-based statistics is close to —8.4/n = —0.0336.
The average value of the t-statistics is closer to —v/21 x n/2 ~ —36. Both tests cannot
reject the null hypothesis of unit root in all cases.

Table 11 reports the simulation results for the regression (8) with £ = 2. It can be
seen that B — 1, the c-stat, and the t-stat converge to zero very fast. As a result, both the
coefficient-based test and the t-test will not find evidence for explosiveness. These findings
corroborate the large sample theory reported in Part (2) of Theorem 4.3.
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Table 11: Statistical results for the LS regression (8) with & = 2 when the data is
generated from a cubic trend model as in (13). The 99% finite sample critical values of
the test statistics are simulated under the random walk null hypothesis.

0 -2 -4 -2 -4

n 20 20 50 50
mean of B 0.9914 0.9973 0.9998 1.0000
variance of 3 1.41e-05 | 3.24e-06 | 4.61e-09 | 7.79e-10
minimum of c-stat | -0.4015 | -0.1927 | -0.0225 | -0.0071
mean of c-stat -0.1464 | -0.0465 | -0.0075 | -0.0019

maximum of c-stat | 0.0610 0.0626 0.0024 -0.0031
99% CV of c-stat 3.7344 3.7344 1.9928 1.9928
minimum of t-stat | -4.0344 | -2.7740 | —2.1171 | -1.6387
mean of t-stat -1.6916 | -0.8830 | -0.9371 | -0.4696
maximum of t-stat | 1.0553 1.3609 0.4687 0.7518
99% CV of t-stat 1.1982 1.1982 0.8499 0.8499

Table 12: The percentiles of the coefficient-based statistic and the t-statistic based on the
LS regression (16) with £ = 1 when the true DGP is y; = y;—1 + ;.

n 90 95 99

c-stat t-stat c-stat t-stat c-stat | t-stat
20 | -0.5299 | -0.2422 | 0.3415 | 0.1435 | 2.2865 | 0.9240
50 | -0.7389 | -0.3743 | 0.0342 | 0.0175 | 1.4955 | 0.7208
100 | -0.8221 | -0.4180 | -0.0520 | -0.0337 | 1.2574 | 0.6592
250 | -0.8144 | -0.4058 | -0.0957 | -0.0556 | 1.0203 | 0.6283
500 | -0.8222 | -0.4128 | -0.1448 | -0.0844 | 1.0641 | 0.5921
oo | -0.85 -0.44 -0.13 -0.07 1.04 0.60

6.4 Proposed regression model

In this section, we fit simulated data to the LS regression (16) with & = 1. First, we
obtain the critical values of the coefficient-based test and the t-test when the true DGP
is yr = ys—1 + ur with yo = 10 and wuy ud N(0,1). Both the c-stat and the t-stat are
calculated for 10,000 replications and we report the 90%, 95% and 99% critical values for
n = 20,50, 100,250,500 in Table 11. Also reported are the 90%, 95% and 99% critical
values of the asymptotic distributions obtained from Table B.5 and Table B.6 in Hamilton
(1994). These critical values can be used to test the null hypothesis of unit root against the
explosive alternative in the proposed regression (16) with £ = 1. The asymptotic critical
values can be used to test the null hypothesis of unit root against the explosive alternative
in the proposed regression (16) with any k. When the test statistics take values larger
than the corresponding critical values, the evidence of explosiveness is found.

Second, in Table 12 we report the proportions of replications, out of 10,000 replications,
where the coefficient-based test and the t-test reject the unit root null hypothesis in favor

21



Table 13: Proportion of replications for unit root tests to reject the null hypothesis of unit
root in favor of explosiveness based on the proposed regression

linear trend quadratic trend | explosive (8 = 1.03) | explosive (8 = 1.05)
n c-stat | t-stat | c-stat | t-stat c-stat | t-stat c-stat | t-stat
50 |0 0.007 | O 0.043 0.268 | 0.700 0.984 | 0.995
100 | O 0.001 |0 0.006 0.987 | 0.987 1.000 | 1.000
250 | 0 0 0 0.001 1.000 | 1.000 1.000 | 1.000

of explosiveness when the true DGP is y; = —4t 4w, or y; = —4t% +uy, or yp = Syr—1 + us
with y9 = 10 and 8 = 1.03 or S = 1.05, respectively. The two values of 8 for the
explosive process are empirically reasonable. In all DGPs, u; YN (0,1) and three different
sample sizes are used, i.e., n = 50,100,250. When the c-stat (t-stat) is larger than
the corresponding 99% finite sample critical value, the unit root test finds evidence of
explosiveness in the simulated data. The overall conclusion from this simulation study
is that our proposed procedure can effectively distinguish the trend-stationary processes
from the explosive process. In particular, when data is generated from the trend-stationary
models, in no replication the coefficient-based test based on the proposed regression finds
evidence of explosiveness in all six cases considered. In a small number of replications,
the t-test based on the proposed regression finds the evidence of explosiveness in unit root
testing. The proportion becomes smaller when the sample size increases. When data is
generated from an explosive process with a stronger explosive behavior (8 = 1.05), the
two tests almost always find evidence of explosiveness. When the explosive behavior is not
so strong (8 = 1.03) and the sample size is small (n = 50), the two statistics, especially
the coefficient-based statistic, has difficulty in rejecting the unit root hypothesis. When
n = 100 or 200, the two unit root tests almost always find the evidence of explosiveness
regardless of 8 = 1.03 or 1.05.

From the above simulations, it is clear that there is a trade-off between the coeflicient-
based test and the t-test. While the c-statistic is more robust against trend-stationarity
in data, it is less powerful in identifying a mildly explosive behavior in small samples. For
conservative users whose primary concern is on the robustness property of the right-tailed
unit root testing against the trend stationary behavior, our recommendation is to use the
coefficient-based test.

7 Empirical Studies

The empirical usefulness of the right-tailed unit root tests has been made clear in PSY
(2015a) for testing for the presence of bubbles and for dating each bubble. The PSY
procedure relies on repeated calculations of the t-statistic in autoregression in a recursive
manner where the end point o (fraction) of each sample takes a value between 7y to 1
and the starting point 7 (fraction) of the sample takes a value between 0 to re — ro with
ro (fraction) being the smallest sample window. So |nrg], the integer part of nrg, is the
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minimum window size in the calculations. PSY (2015a) proposed the GSADF statistic to
be the largest t-statistic in the double recursion over all possible combinations of r; and
r9, namely

GSADF (rg) = sup {72}, (19)
r2€(ro,1],r1€[0,r2—70]
where 72 is the t-statistic based on the sample from 71 to ro. PSY (2015a) derived the
asymptotic distribution of GSADF (rp) when the null hypothesis is a unit root process,
from which the right-tailed critical values can be obtained. The intuition why the test is
reasonable is that if there is a subsample of data corresponding to an explosive bubble
period, the t-statistic calculated from this subsample should take a large value. The
proposed test is done in a recursive way to find such a subsample by seeking the largest
value of the t-statistic in different subsamples. Clearly, the GSADF test can also be done
based on the coefficient-based statistics, and the corresponding limiting distribution under
the unit root null hypothesis can be easily obtained based on the results given in Part (a)
of Theorem 5.1.
After the presence of bubbles has been detected, one can estimate the origination date
and the termination date of each bubble by

fe= inf {ry: BSADEF,, (ro) > cvp,}, (20)
T‘QE[T‘o,l]
Fr= ir[{f . {ro : BSADF,, (19) < cUp,}, (21)
r2€|Te,
where
BSADF,, (ro)) = sup  {t2}, (22)

7“16[0,7“2—7’0]
and cuvy, is the critical value of the sup t-statistic. Phillips, Wu and Yu (2011) developed the
— —.\1/2
asymptotic distribution of the sup t-statistic as sup,ep, 1) Jo WrdW/ ( Jo Wf) , where

W, (s) = W(s) — 1 [ W is the demeaned Brownian motion. The 90%, 95%, 99% as-
ymptotic and finite sample critical values of the sup t-statistic were reported in Table 1
of PSY for various values of 7¢. Interestingly, in all cases the 95% critical value is much
larger than zero. The intuition for the two estimators is that, 7, is the first time when the
evidence of explosive behavior is found while 7 is, given an explosive subsample of data
having been found, the first time when the evidence of explosive behavior disappears.
The t-statistics in (22) can be replaced with the coefficient-based statistics. Phillips
and Yu (2011) obtained the asymptotic distribution of the corresponding sup c-statistic as
SUDyefro,1] T I WN/rdW/ I Wf The 90%, 95%, 99% asymptotic and finite sample critical
values of the sup c-statistic can similarly be obtained. As for the sup t-statistic, the 95%
critical values of the sup c-statistic (both asymptotic and finite sample) are greater than
zero. For this reason, we recommend the use of 95% critical values in empirical studies.
This is because, according to Part (c¢) of Theorem 5.1, if the data is generated from a
trend-stationary model, the coefficient-based statistic, when obtained from the regression
(16) with k& > 1, converges in probability to zero and hence is less than the critical value.

23



— PD ratio
— WY c-stat - 500
— 95% CV

55M06-56M04 - 400

28M11-29M09
79M10-79M11 87M02-87M09

17M11-17M12

09M02-M03

96M02-01M06

R e
80 90 00 10 20 30 40 50 60 70O 80 90 00 10

Figure 3: Date-stamping bubble periods in the S&P 500 price-dividend ratio based on the
c-statistic from the proposed regression (16) with k& = 1.

In addition, we recommend the use of the sup c-statistic because the coefficient-based
statistic has better robustness properties under deterministic trends than the t-statistic in
finite samples as argued earlier.

7.1 Stock market

In the first empirical study, we analyze the monthly S&P 500 stock price index-dividend
ratio over the period from January 1871 to December 2010. Figure 3 plots the data, the
sequence of the sup c-statistics from the regression (16) with k& = 1, and the sequence
of the 95% finite sample critical values of the sup c-statistic obtained from Monte Carlo
simulations. Comparing Figure 3 with Figure 1 which is based on the sup t-statistic
obtained by PSY from the regression (16) with k& = 0, we can see that the empirical
findings from the two procedure are qualitatively identical. That is, the same seven bubble
episodes have been identified, namely the post long-depression period in 1880s, the great
crash episode in 1920s, the postwar boom in 1950s, black Monday in 1987, the dot-com
bubble in 1990s, the 1917 stock market crash in 1910s, and the subprime mortgage crisis
in 2008. The last two periods, namely the 1917 stock market crash in 1910s, and the
subprime mortgage crisis in 2008, although experiencing market downturns, continue to
be identified as bubble episodes.

Given that the proposed testing procedure in our paper is able to distinguish the ex-
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Table 14: Empirical results based on the PSY procedure and the proposed procedure for
the S&P 500 stock price index-dividend ratio between October 2006 and March 2009.
PSY Proposed Procedure
c-test t-test c-test | t-test
1.3439 | 1.0714 | 1.0282 | 0.73773
95% Finite Sample CV | -0.0498 | -0.0264 | 0.0809 | 0.0377

plosive process from trend-stationary processes, the results from Figure 3 suggest that all
7 bubbles found by PSY (both the positive and negative bubbles) are robust to determin-
istic trends, and the deterministic trend models are probably irrelevant for describing the
movement of the price-dividend time series.

Although the PSY procedure and the proposed procedure flag the same bubble episodes,
the identified bubble durations are not identical. In particular, the estimated bubble ter-
mination date by the proposed method is earlier than that by the PSY method in 5 out
of 7 cases. For example, according to our method, the bubble episode in 1920s ends in
September 1929, one month earlier than that based on the PSY method. When checking
the S&P 500 stock price index-dividend ratio, we find that after a substantial period of
upward movements, the time series reaches 194.99 in September 1929 and drops to 172.53
(or 13%) in October 1929, suggesting that September 1929 is a turning point. Clearly, the
termination date estimated by our method matches the turning point of the time series
better.

To examine the empirical results for the data in downturn periods more closely, we
apply the proposed regression (16) with £ = 1 to the data over the period from October
2006 to March 2009 whose time series plot is shown in Figure 2. Both the coefficient-based
statistic and the t-statistic are reported in Table 14, together with 95% finite sample critical
values obtained under the null hypothesis of unit root. Clearly, both the PSY and our
proposed procedure have to reject the null hypothesis of unit root in favor of explosiveness.
Again, since our empirical method is robust to deterministic trends, the negative bubble
identified by PSY is not likely due to a deterministic trend. Our result reinforces the
empirical conclusion drawn in PSY.

7.2 Real estate market

In the second empirical study, we analyze the data of the US real estate market, which
contains the monthly S&P/Case-Shiller US National Home Price Index and the monthly
rent of primary residence, both over the period from January 1981 to June 2017 (438
monthly observations in the full sample). The price-rent ratio is calculated for the sample
period.

For the purpose of comparison, we first apply the PSY method (based on the sup
c-statistic) with & = 0 to the price-rent ratio. Figure 4 plots the price-rent ratio, the

®The data is downloaded from Federal Reserve Bank of St. Louis. The series code for the home price
index is CSUSHPISA while the code for the rent is CUSRO000SEHA.
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Figure 4: Date-stamping bubble periods in the US home price rent ratio based on the
PSY method.

sequence of PSY c-statistics which are calculated in a recursive backward manner with
the minimum window size chosen as 0.01 + 1.8/ /438 ~ 42, and the sequence of the 95%
finite sample critical values of the sup c-statistic obtained from Monte Carlo simulations.
It can be seen that four bubble episodes are identified by the PSY method, namely, May
1986 to April 1990, March 1991 to June 1993, April 1998 to January 2008, and April
2008 to June 2011. The first and third episodes correspond to the well-known periods of
real estate market expansions in the US. However, some post-peak periods are included
as a part of bubble expansion. The price-rent ratio reached a peak in May 1989, whereas,
the estimated termination date of the first bubble by PSY method is April 1990. The
price-rent ratio reached another peak in March 2006, whereas, the PSY method estimates
January 2008 to be the termination date of the third bubble. During the second and last
detected bubble periods the real estate market experienced market downturns. Hence,
according to PSY, these two periods must have negative bubbles.

We then apply the proposed regression (16) with & = 1 to the price-rent ratio of the
US real estate market. Figure 4 plots the price-rent ratio, the sequence of the c-statistics
from the proposed procedure calculated in a recursive backward manner with the same
minimum window size as in PSY method, and the sequence of the 95% finite sample
critical values obtained from Monte Carlo simulations. Only two bubble periods have been
identified by the proposed method, namely, May 1986 to May 1989 and July 1998 to March
2006. Although these two bubble periods correspond to the first and third bubble periods
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Figure 5: Date-stamping bubble periods in the US home price rent ratio based on the
proposed regression method.

identified by the PSY method, they are shorter in the sense that both bubbles ended much
earlier. The first bubble ended in May 1989 according to the proposed method, eleven
months earlier than that identified by the PSY method. The second bubble ended in March
2006 according to the proposed method, twenty-two months earlier than that identified
by the PSY method. As noted earlier, both May 1989 and March 2006 are two peaks of
the time series. Clearly, the estimated termination dates synchronize the turning points
by the proposed procedure. Moreover, the third and the last bubble periods identified by
PSY method are not flagged as a negative bubble episode by the proposed method. This
observation indicates that the market downturns in 1991-1993 and in 2008-2011 may be
better explained by deterministic trend models than pure AR models.

8 Conclusion

This paper is concerned about the performance of the right-tailed unit root tests against
explosive alternative when the true DGP has a deterministic trend. It is shown that when
there is a linear trend in DGP (upward or downward), the unit root tests based on the
AR(1) regression without intercept tend to reject the null hypothesis of unit root in favor
of the explosive alternative. Similarly, when there is a quadratic trend or a cubic trend
in DGP (upward or downward), the unit root tests based on the AR(1) regressions with
or without an intercept also tend to reject the null hypothesis of unit root in favor of the
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Table 15: The asymptotic properties of the two unit root test statistics obtained from
different regression models when data come from different DGPs.

Model (6) Model (7) Model (8) k=1 | Model (8) k =2
DGP c-stat | t-stat | c-stat | t-stat | c-stat | t-stat c-stat | t-stat
Linear Trend 1.5 o0 0 0 0 0 0 0
Quadratic Trend | 2.5 00 15/8 | o0 0 0 0 0
Cubic Trend 3.5 00 28/9 | o0 0 —00 0 0
Explosive o0 o0 %) o0 o0 o0 o0 o0

explosive alternative. Extensive simulation studies reinforce the analytical findings.

In order for the right-tailed unit root tests to be able to distinguish the trend station-
ary process from the explosive AR process, we propose a new autoregressive procedure.
Asymptotic distributions for the coefficient-based statistic and the t-statistic under the
null hypothesis of unit root are derived. When data is generated from a trend-stationary
model, we show that the null hypothesis of unit root will not be rejected. Whereas, when
data is generated from an explosive autoregressive process, we show that both test sta-
tistics go to positive infinity, suggesting that the null hypothesis of unit root has to be
rejected in favor of explosiveness. Interestingly, our proposed procedure is nearly identical
to the augmented DF procedure discussed in PSY (2015a, Equation (4)) with an impor-
tant distinction. That is our method requires k to be at least as large as 1, whereas in
Equation (4) of PSY k is allowed to be zero. However, in the empirical implementation,
PSY and many other empirical studies that applied the PSY method have always fixed k
to be zero for simplicity.

We have applied our proposed method to real data. For the S&P 500 stock price index-
dividend ratio over January 1871 to December 2010, our testing results are qualitatively
identical to those found in PSY, hence, reinforcing the empirical conclusion of negative
bubbles made in PSY, and suggesting that deterministic trend models are not relevant
for describing the movement of the price-dividend time series. However, for the price-rent
ratio of the US real estate market from January 1981 to June 2017, our testing results
are different from those obtained by using PSY method. Two negative bubbles identified
by PSY method are not flagged as bubbles any more. In addition, the termination dates
of two identified positive bubble periods are estimated to be much earlier than those
estimated by PSY method.

APPENDIX

Before we prove the asymptotic results reported in the paper, we first summarize them.
Table 15 summarizes the asymptotic properties of the two unit root test statistics obtained
from different regression models, (6)-(8) with k£ = 1,2, and when data come from different
DGPs (the linear trend model (5), the quadratic trend model (10), the cubic trend model
(13), and the mildly explosive model).
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A  Proof of theorems in Section 2

Lemma A.1 Let uy = C(L)er = Y 72gcjer—j, where 372, jlcj| < oo and {&} =
i.i.d.(O,O'Q) with finite fourth moment. Define v; = E(uwui—j) for j = 0,1,2,...,
A=0372ycj=0C(1), and W (:) being a standard Brownian motion. Then,
(a) n"Y23" uy = AW (1) £ N (0,A2);
(b) n1 Z;le Up—jUg 2, v, for j =0, 1,2
(c) n*3/22?_1tut_j:>)\< fo dr) for 7=0,1,2,...;
(d) n-525 g2y, :>)\<W )= 2 [l rw (r dr) for j=0,1,2,...:
() n=GFUS? 15 =1/(s+1)+0(1/n) fors=1,2,...

Proof of Lemma A.1: Proofs of these standard results are omitted.

Proof of Theorem 2.1: (a) From Model (5), we have Ay, = 6 + Awu,, which leads to

:1+M:1 Zt 2yt1(5+Aut)
Do Y Do Vi >t Y

Based on the results in Lemma A.1, it can be obtained that

—QZayH_ 22 (t—1)+u1]=06%2+0,(n71),

> Zn: Yt—1Yt
/3 — t=2

3 n 6 n
n 1Z(Aut)yt_1 = (Aug) (t —1)

t=2 t=2

)
= — | nu, — U
2 (3o ¢

= Oup+7v1 — Y +0p(1)

Z Aut ut 1
=2
(Zutut 1*21& 1)

t

S\H

§\>—‘

and

n—3zyt2_1 = n—3<622t—1 +Zut 1—|—25Z (t—1)u 1)
t=2 t=2
62 2n% —3n2 4+ n _ _
= E#—FO]?(n 3/2):62/3+Op(n .

Consequently, we have

, —2y 1 8%/240,(n7?
n(,@—l):n Zt:SQ((Sn—FA;Lt)yt 1 2/ + 0, (n ):3+Op<1>.
3y oY 0°/3+Op (n1) n

(b) Note that {se (E)] g (>, 3/152_1)71 (ni2 Dot (yt - @yt_1)2). We have

i(yt—gyt—l)Qz {Ayt_ (3—1> yt—l}QZZ(Ayt —( —1) Zyt 1

t=2 t=2 t=2

29



which leads to

A2 1 n n 9
e (B = 5 [ ew 3= (- )
t=2 t=2
Note that, as n — oo,
1 & s 1 < s (n—=1)82+ 30 o (Auy)? +26 37, Auy
n—QZ(Ayt)  on-—2 (04 Aug)” = n—2
t=2 t=2
= 42070 —m)+op(1).

Together with the limits of n=3 Yoo y? ; and n <B — 1) derived above, we have

Nt A (Ay)® W N2
3 _ n—1 £st=2 tvon B
" [se (6)} oY oyl n—1 (6 1)
P 52+2(’70—’Y1)_<3>2:352+24(’Y0—71)
62/3 2 46> ’

which leads to the final result as

p (=), v B
vn TL3/28€<B> \/3524'24(70—71) \/524‘8(70—71)

Proof of Theorem 2.2: (a) As y; = 6t +u; = § + ys—1 + Auy, the centered LS estimator
takes the form of

. -1
(‘3‘ - 5) _ < PP B PP yt1> < Do Auy >
- n n .
p—1 Z?:Q Yi—1 ZtZQ yt2—1 thz Yt—1Auy
Based on the limits of n™2 Y " s yr—1, n 2> 1oy and n 1 > °1 , yr—1Auy derived in the
proof of Theorem 2.1, we have

<é n01> (Z?ijﬁlgm) N [6% +’ylin:’rzl+ Op(l)} ’
(o %) (S, B (0 n)
= (s 552//25)_1 #0007 = (Lgys magie) +Or 7).

(g 7?2> (g:(b - (—g/a 12%‘;) ((5un o %)> +0p (1)
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which leads to the result in (a).
(b) Note that se (B) takes the form of

~ 2
3 i (TR Sr o (g — & — By
w()= 0 0 (g, ) () (Bt

Asy; =0t +up =0 +yi—1 + Aug and (d,ﬁ) L, (6,1), it can be proved that

1/2

! tZ; (vi—a- Byt—1)2 =01 Y (Aue) +0p (1) = 2(v9 = 71) +0p (1).

t=2

Note that
n -1
0 (et Hen) ()
n n —1
=05 ) (S B () 0)
= (0 1) <_§/5 1_26/{;;) (?) +0, (n7h).

We then have

~ 2
5 i "oy Do (%t — & — By
e = 0o, F) () ()

n—1

= 24(79—71) /6% +0p(1).

Together with the limit of n? (B — 1), it is obtained that

Vit = (1) e (3] = e Pl ot

which leads to the result in (b) directly.

Proof of Theorem 2.3: For simplicity, we give only the proof for the regression with
k = 1. The same approach can be applied straightforwardly to prove the results in general
cases where £ > 1. When k = 1, the regression (8) becomes

Ye = &+ Bys_1 + U Ay + ¢

The fact of Ay;—1 = § + Auy_1 makes & and 12)1 not consistent, which causes difficulty to
derive the limits of 3 and ts- Hence, we turn to study an alternative LS regression:

Yo = & + By + 0 Aug_q + &, (23)
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where (d*, B*, 121;) are the LS coefficients. It is easy to see that

*

& & 1 00
Bl=p (3] and se(,B)zse(B> with D=0 1 0
s v —5 0 1
where se (B) and se <B*> are the standard errors of 8 and B*, respectively. Therefore,
- 3—-1 B -1
B=p and tB:ﬁ = b =1z,

se (B) se (B*>

where by~ is the t statistic associated with 3°. We now focus on the regression (23) to
study the limits of 3" and tye as n — oo.
(a) As yr = 0 + ye—1 + Auy, the centered LS estimator of the regression (23) is

-1
&t =4 Z;:::s 1 22:3 Yi-1 Z;::?) At Z;:L:?) Auy
gr—1| = Zt:3 Ye—1 thg Y Zt:3 Yr—1Au 1 Zt:3 Yr—1Auy

Y1 =0 Zt:3 Aug_q Zt:?) Yr—1Aup_1 thg (Aut71)2 Zt:z& Aup_1 Ay

With the limit of n~! Zj_g yi—1Auy obtained in the proof of Theorem (2.1), we have

n

10 0 Zn:tzs Ay Uy — U

0 n_l 0 Zt—?, yt_lAut = 5Un +v1— Y| T Op (1) .

0 0 nt i 291 = Y0 — 72

Zt:S Aut_lAut
Note that
1 n 1 n
n thg Yi—1Auy = o Zt:3 [0(t—1)+u—1] Ay
1) n—2 1 n
S G D DARTEET R-D SHRTE TS

= Sur1 47071+ 0, (1).

We now have

n n n 1
0 0 Z,,;t:S 1 2%23 Yi—1 zn:t=3 Aut,1 1 0 0
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Consequently, we have
-1

n 0 0 C:V*—(S 1 5/2 Unp—-1 — U2 Up — U
0 n? 0 @*—1 = 16/2 0%/3 Sur_1+7—m" dup +7v1 — 7| +0p (1)
0 0 1 ¥ —0 0 0 2(v0 — M) 291 =% — 72

which shows that n? (B* - 1) = O, (1). Hence, n? (B — 1) =0, (1).
(b) Note that

% E::E} (é:)2 - % 2:23 (yt —a" - B*ytfl - QZJTAUtfl)2
n V* -, 5
- %thg <AUt (& —8) - (5 — 1) Yi1 — wlAuH)
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- % Z::3 (Auy)* - %% 21;3 Auy_1Auy + O (n?)
A7) v = — 1)
- 2(vo—m) +op(1)

where the second equation is from 3 = § + y:—1 + Aug, the third equation comes from
first-order conditions of LS regression, and the fourth equation is based on the asymptotic

results obtained in the proof of (a). Hence,
s\ 12
n? [se (5 )

= (0 n* 0) Z Y1 Z; y? Z: Yi—1Aup_1 n Zo=s

= = [4<70—’Y1)2—(2'71_70_72)2 +op(1).

? 2(’70 -71)

Finally, we have

(1)
vty = Vntg = W =0,(1).

B Proof of theorems in Section 3

Proof of Theorem 3.1: (a) From Model (10), we have Ay, = — + 20t + Awu;. Hence,

B-1= Do Y1Ayr Yot (=0 + 20t + Auy)
Do Vi1 S,

Based on the results in Lemma A.1, it can be obtained that

3% RS 2 _ -1
n ;yt—l—n;»,;[é(t 12 +una| = 6/3+0, (n7Y),
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6%/5 + O, (n~

2n
*32
=2

1) T 9

n3 Do [Ayt - <B - 1) yt—l}Q

n—2 Sy T -2 D2 i
_ n3 2?22 (Ayt)2 (31 2
n—2 [ Yo Y <ﬂ )
46%/3  [5\° _ 5 _
L
As a result,
o _ B Ly
Vi e (3) VA2

Proof of Theorem 3.2:
Hence, the centered LS estimator takes the form of

(30 = (et By (

34

(a) From Model (10), we have yy = —0 + yi—1 + 20t + Awy.

S oo (20t + Awy)

2?22 Yi—1 (25t + Aut)> )



Based on the asymptotic results obtained in the proof of Theorem 3.1, we have

(0" o) (a2 80) =[] +0r 07

(no | 2) (Z%i:;tll %;Zz iﬁi) h <%2 734> = <5}3 562//35> ; +0p (7).

Hence,

(nol 2) (g:i) B (6}3 ;2//?}) : [526/2} +0,(n7') = E’g;g} +0, (n7Y).

(b) Let n, = 26t + Auy = Ay + 6. We have

and

1< 1<
EZ(nt)2:462/3+0p(n_1), ﬁZntzé—FOP(n_l), and

t=2

R 1 —

> > oy, = 203 Y ty1+0,(n7?) =6%/24 0, (n7"),
t=2 t=2

Together with the limits of (& + ) /n and n <B - 1), we have

n

1 . 1 o . = 2 1 3 - 2
$Zet2 = gZ(Z/t—a—ﬂytq) =3 [Wt_(a"'d)_(/ﬁ_l)yt—l}
t=2 t=2
— n3z [ (a+9) — (B—l) yt_l} nt:52/48+0p (n_l),
where the third equation is from the first-order conditions of LS regression. Therefore,
3 2\17 Dol oW o >ta €

" [Se (ﬁﬂ <O ) <Zt o Yt—1 Do yt2—1 n? n?(n —3)

B 1 6/3\ ' (0) o 15

= 0 0y ) ()ErOeD-gro.

Consequently, we have

(1) s o
oV = n3/2se (B) B V/15/64 HOp () VI

Proof of Theorem 3.3: We first prove the results for the regression (8) with £ = 1 in
details. Then, for simplicity, we give the outline of the proof for general case with £ > 1.
(a) For Model (10), we have A%y; = 26 + A%u; which leads to

ye =20 + g1 + Ayp1 4+ Auy
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Hence, the centered LS estimator of the regression (8) with k =1 is

n n n —1
& — 26 Z;tzs» 1 Zh=3 -1 zn:tzs» Ay Zt 3 Auy
-1 = thzg Yt—1 nz:t:3 Y ZtﬁB Yt—1AY¢-1 Zt 5 Y- 1A%y,
Y1 -1 Zt:3 Ayt Zt:3 Ye—1Ay—1 thg (Ayi-1)® Z Ay 1A%
Note that
n=2 Z;S 1A%, = n7? Z { t—1) 2y ut,l} A%y,
n=2 Z [ (t—1) ] [Auy — Aug—1] + O, (n_l)
= on 2 {(n -1) Aun -2 21:21 tAu + Z;:; Aut] + O, (n_l)
= 0Au,+ 0, (nil)
and
nt Zlg Ay 1A%y = no! Z:ZS (26t — 36 + Auy_1) A2y
n n
= 20n! thg tA%u +nt Zt:?) Auy_ 1A%y + O, (nil)
= 26n L (nAuy,) + n~t Zt:?’ Ay 1 Ay + O, (n_l)
= 20Aup + (47 =379 = 72) +0p (1)

Hence
2
1 0 0 Zt AN Au, — Aug
0 n2 0 Zt Y 1A% | = 0Auy, +op,(1).
0 0 nt Z Ayt Ay, 26Aup, + (471 — 370 — 72)

Next, note that n =2 Zt:3 Ayi1=1"2(Yp—1—1y2) =0+ O, (nil),

Y Ay = Tty [ t—1)2 4 ut_l} 26t — 36 + Aug_1]
= 2% 71Y " B0, (n7Y) = 62/2+ 0, (n7")
and

-3 n 2 _3 n 9
n?y  (Ay)? = n Zt:3(25t—35+Aut,l)

2 n 2
_ v Zt2+0 4§+O( .

. . . _3 _5 2 . .
Together with the limits of n Zt:?) y—1 and n Zt:?) y;_, obtained in the proof of
Theorem (3.1), we have

n n n -1
n 0 0 Z;t:g 1 Z% QY1 ;zg Ayi-1 1 0 0
8 %3 02 Zt:3 Y1 Zt 5 T Zt:3 Yi-1AY1-1 8 %2 2

" Zj:?; Ayt Zrzg Yi-18Y1-1 2;3 (Ayi—1)®
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-1

1 6/3 6
= [6/3 &%/5 62%)2 +0, (n71)
5 0%/2 46°%/3

As a result, we have

n 0 0\ [a—20 1 6/3 5 17" Au, — Aug
0 n® 0 B—1|=16/3 6%/5 &2%/2 §Au, + 0, (1)
0 0 n?) [¢,—1 5 6%/2 46%/3 20 Aty + (471 — 379 — 79)

which leads to n? (B —1) =0,(1).
(b) Note that y; = 26 + y;_1 + Ay_1 + A%u;. Together with the fact that &, 3, and

1211 are all consistent, it can be proved that

1 n 1 n . . 1 n
- >, ) = - >, (e —a =By - D Ay) == > s (A%u;)” + 0, (1)

n
= 67— 871+ 272+ 0p(1).
As a result, we have
2172
n® [se (8)]

2;3 1 ZZ:s Yi—1 Zn::;g Ay1 0 :
= n (0 1 0) Zt— Yt—1 thg yt{l thg Yi—1Ayi—1 (1) T

Ht=3 n =
thS Ay ths Ye—1Ay:—1 Zt:?’ (Ayt_1)2

1 63 6§ 7' /0
= (0 1 0) {5/3 §2/5 52/2] (1) (679 — 871 + 275] + 0p (1)

5 6%/2 46%/3 0
Therefore,
n* (3 -1)

For the regression (8) with £ =2 :
Yo = &+ Byr1 + 01Ay1 + P Ay2 + &,

it is confronted with the problem of perfect multi-collinearity as Ay, 1 = 26t — 35 + Aup_1
and Ay;_o = 20t — 55 + Auy_o. Note that Ay, o — Ay 1 + 25 = —A%u;_;. We now

consider the regression
yr = & 4+ By + D1 Ay 1+ 1y (—A2Ut71) +éf. (24)

It can be proved that

& a* 1 0 0 0
Bl _ B . o 1 0 o0
sl =2 o] M P=109 o 1 o
Uy Uy 26 0 -1 1
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which leads to 3 = B* It is also easy to prove that {5 = by Note that the regression
(24) does not face the problem of perfect multi-collinearity, and includes the true DGP of
y when (&* B° 4] )= (20 1 1 0). It can be proved that n® (B* - 1) =0,(1)
and /ntg = O, (1).

The same method can be extended to prove the results in the regression (8) with k£ > 2.
We will still have n? (B* - 1) = Oy (1) and /ntz= = O, (1), but the form of the limiting
distributions may change as k varies.

C Proof of theorems in Section 4

Proof of Theorem 4.1: (a) From Model (13), we have Ay, = § — 36t + 30t2 + Auy.
Hence,

. Dot Y 1Ayt DYy 35t—|—35t2+Aut)
DY Do Yi

Based on the results in Lemma A.1, it is obtained that

_42%1 n4Z[ (t—1) +utfli|:6/4+0p(n_1)a

8

_5275% 1= 52 [ (t—1) +ut,1]:5/5+0p(n_1),
6Zt2yt 1= GZtQ[ (t—1) +ut_1}:5/6+0p(n—1),

n=3 Z (Aug) yp—1 = n=3 Z (Awy) [(5 (t— 1)3 + ut_l} = du, + O, (nil/z)
t=2 t=2

and
n

TS =Ty [5 (t—1)%+ “Hr _82/74 0, (nY).
t=2

t=2
Consequently, we have

. <A B 1) _ (3)n O3 oty 35(6/6) + Oy (n1) T Lo, <1> ‘

g

nTT Y e Vi )T+ 0p(n71) 2
(b) Note that

~ 2 ~ 2
~ 3 > o |yt — By 3 Do Ay — (B —1) -
S0 e CeLD B L
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- [2?2 By (5 1)2]

DY
962/5  (T\? _ 7 _
= 52/7_<2> +0p (n 1)—?0+Op(” Y.

As a result,

5 _n(3-1) , o
%_ n3/2se (,6’) —> \/7/720:@

Proof of Theorem 4.2: (a) From Model (13), we have y; = 6 +vy;—1 + f (¢) + Auy, where
f (t) = 36t2 — 36t. Hence, the centered LS estimator takes the form of

(Z - f) - <Zz:y1 %Z Z) i <ZZZV f?<$ fﬁ]uﬂ) |

Based on the asymptotic results obtained in the proof of Theorem 4.1, we have
w0 ) (el o Y[ 5] .
_ n — + 0 5
< 0 n7%) \Xiaye1[f (t) + Auy §%/2 p ()
(5 F B € ) (1) o
0 n) \Xiom1 Xiavia 0 nf /4 8%)7 P '

<n02 2) (g - f) - (6}4 ;//47> : {526/2} +0p () = Bg?g} +0, (Y.

(b) Let &, = 36t% — 36t + Auy = Ay, — 6. We have

and

n

% Z (£)?=96%/5+ 0, (1), Z =§+0,(n'), and
t=2

=2
1 & 1 &
5D Y16 =305 Zt2yt—1 +0p (n71) = 8%/24 0, (7).
t=2 =

Together with the limits of n=2 (& — §) and n (B 1) derived above, we have

L0 TR D S S
=2 =2 =2
= % [{t —(@—90)— (B - 1) yt—l} € =0°/45+0, (n7'),
=2
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where the third equation is from the first-order conditions of LS regression. Therefore,
—1 n ~
(0 )( PO/ B DHIPS T/ 1) <06><Zt26t2>
Do Y-l D ¥ia n nt(n —3)
-1 2
B 1 6/4 o 5 Ly 112 .

Consequently, we have

S
w
| —
@

Q)
~—
e
~
| IS

o
Il

n(B-1) ey oy
/v = n3/2se (B) B V/112/405 HOp(n) V5

Proof of Theorem 4.3: (a) From Model (13), we have A%y, = 66 (t — 1) + A%u;, which
leads to
Y = —60 + ys_1 + Ays_1 +wy with wy = 66t + Au,.

Hence, the centered LS estimator of the regression (8) with k =1 is

n n n -1 n
& + 66 Zntzg 1 thg Yi—1 Zt:3 Aytil Zt=3 Wt

B-1]= Zt:?) Yi-1 Zt:3 Y1 21;3 Y18y 2;3 Yi—1we

vt Zj:3 Ay 2;3 Yt—1AYt1 ijg (Ay—1)? ijs Ay 1wy

Note that

n=2 thg wy =n"2 thg (6575 + A2ut) =30+ 0, (nil)
n=° Zj:?, Y_1We = n=° Z Y 1 65t + Azut) = 60n""° Z Y1t + Op (n_2)
= 66%/5+ op (n™1)
and

RS Ayeawr = Tty 46 - 300436 (¢ — 1)+ A | [608 + A%uq)
= 188 YT (= 1)+ 0y (n7) = 90%/24 0y ()

Hence,
n—2 0 0 thg Wi 30
s m _ | ps2
0y ) | B - 322;; o0
_ Aytflwt
It can also be proved that n ?’Z Ayt 1 =0+0, 1 GZt N/ Ay =
62/2 + Op (n ( , and n~° Z (Ay;_1)® = 962 /5 + Op (n ( ) Together with the limits
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of n=4 Z;g yi—1 and n~7 Zj:s y? | obtained in the proof of Theorem (4.1), we have

n n n -1
nl 00 Z;tzgl Z,;Zzg Ye-1 Znitzg Ayt-1 n? 0 0
8 762 0 thzgyt—l nzt:3y152—1 Zt%?)yt—lAyt—zl 8 T(L)5 04
" thgAyt—l thgyt—lAyt—l > 5 (AYe-1) "
(1 s/4 6 ]
= |6/4 &*/7 &*/2| +0,(n7Y)
| 5 §%/2 98%/5

As a result, we have
nt 0 0\ [a+60 1 6/4 & 7' 36
0 n2 0| |p—1]|=16/4 6%/7 4%/2 662 /5
0 0 n) [¢—-1 5§ 6%/2 96%/5 962 /2

which leads to the result of n? (B — 1) = -84+ 0, (n_l).
To obtain the limit of ¢ 3 we first have

+ Op (”_1)

(
(yt — & — Byr—1 — ¢1Ayt—1)2

(wi— (& +66) — (B—1)y1 — (¥, — 1) Aye_1)
(Wt - (d + 65) - (B - 1) Yt—1 — (1211 - 1) AZ/t—l) Wi

n
n—2 E Wt
t=3

= n’ Zr—3 W? - (nfl (& + 60) n? (B — 1) n ({bl — 1)) n=o Zj:?) Yr—1Wi

n~4 ijg Ay qwy
35171 6/4 6 17'[ 36
1262 — |66%/5| |6/4 &%/7 &6%/2 66%/5| + Op (n™1)
96%/2 5§ 6%/2 96%/5 962 /2
= 0.036°+ O, (n71)

where the third equation is from the first-order conditions of LS regression, and the five

: -3\ " ,2_,.,-3\" 2, \2 _ 2 -1
equation comes from n Zt:?) wi=mn thg (60t + A?uy)” = 126° 4+ O, (7). As a
result, we have

n
= Ot 0 do e D v X uedue | |00 SRR

n n n —1
thg 1 ths Yt—1 ;t:{i Ay ( 0 ) Zj_g (&)
2;3 Ay 2;3 Yt-1AY1 2;3 (Ayt,l)Q 0

41



1 6/4 5 717" /0

= (0 1 0)|6/4 &*/1 &%/)2 1| (0.036%) + O, (n71)
5 6%/2 96%/5 0

_ 21x64 .

= o0 o)

Therefore,

n? (B — P
tB/\/ﬁ: 715/(226(313 — —\/ﬁ/Q.

(b) Considering the regression (8) with k =2 :
Yyt = &+ Bye—1 + 1Ay 1 + Yy Ayro + &,

it is confronted with the problem of perfect multi-collinearity as Ay;_; = & {3 (t—3§) =3(t—7)+1|+
Auy_j, for j =1,2. From Model (13), it can be seen that A%y = 66 (t — 1) + A%u; which
leads to

Y = Y1+ Ay +65(t— 1)+ APy
66 + i1 + Ayr1 + 60 (t —2) + A%up_ g + A%uyp — Auy_
= 66+ y—1 + Ayp_1 + A%y_1 + Auy

where Au; = A?u; — A%u;_;. We now consider the regression
Y= &" + B*yt_1 + QZJTAyt—l + YL;AQyt—l +éf. (25)

It can be proved that

< %

& q 100 0
Bl _ B . o1 0 o0
{pl =D TZJ; vv1thD_0010
Dy 0y 001 —1

which leads to 8 = B* It is also easy to prove that ty =ty Note that the regression
(25) does not face the problem of perfect multi-collinearity, and includes the true DGP of
y¢ when (&* B Uy 05) = (66 1 1 1). It can be proved that n* (B* - 1) =0,(1)
and y/ntg- = O, (1). We omit the details for simplicity.

The same method can be extended to prove the results in the regression (8) with & > 2.
We will still have n (B* - 1) = 0, (1) and /nits = O, (1), but the form of the limiting
distributions may change as k varies.

D Proof of theorems in Section 5

Proof of Theorem 5.1: (a) We only give the proof for the regression (16) with & = 1.
It can be extended straightforwardly to the regression with k£ > 1.
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When the true DGP is 3 = yr1 + & with & ~ iid (0,02), and the regression (16)
with k = 1 is done, the centered LS estimator is

3 1 n
a—0 n 1 Yt—1 €t-1 > i Et

* B ' 2
p—11]= E Yt-1 Y1 Y161 > o Yi—1E¢
& 2 n

Yy =0 t=2 \€-1 Y-16t-1 €1 > i Et—1Et

Based on the results in Lemma (A.1) and the large sample theory for unit root process
developed in the literature (see, for example, Phillips (1987) and Phillips and Perron
(1989)), it can be proved that

n 2 0 0 S oct oW (1)
0 nt 0 S oyieie | = | o [L W (r)dW (r)
0 0 nt S oo Et—1Et 0
and
a2 0 O\ [n /1 s €11 L2 0 0
0 n O Y1 Yy Y—1Et-1 0 n O
0 0 1 t=2 \Et—1 Yt—1E¢t—1 6%_1 0 0 n
1 Uf?lW(T) dr oW (1) -
= o ffW@E)dr o2 [;[W G2 [LW (r)dW (r) + o2 | =171
0 0 o®
Hence,
Vi (6 —0) oW (1)
n(B-1) | =T o [fW(r)dw(r) |,
(¥1-0) 0

which leads to
-1
vn(a—0) 1 W (r)dr oW (1)
( n(5-1) ) - (a Jo W (r)dr o? 9[ W (r)? dr) (02 Jo W (r)aw <r>>

n(B_l);&j;W(r AW (r) =W (1) fy W
Jo W )2 dr = (J3 W ( dr)

Considering that the regression (16) with k£ = 1 covers the true DGP and all parameters
are consistently estimated, it can be shown that

and

1 < 1 & . :
n_4zéf = n_42(yt_d_ﬁyt71—¢1Ayt71)2

—|—op —>a.
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Consequently,

-1

n 1 Yt—-1 Et—1 0 n o x2

v\ 12 _9€

2@ = 00 o [S(ue e wama || fnf 222
t=2 \&-1 Y-181-1 €7 4 0

= [/Ol[W(r)]2dr— </01W(r)dr)2]_l

Together with the limit of n (B ) we have

_n(p-1
B e ()]

P AW () W (1) J3 W

{fo 2 dr — (fo r)dr) }1/2.

The results in Part (b) are the standard results of augmented Dickey-Fuller tests as

given in Dickey and Fuller (1979). The results in Part (¢) have already been obtained in
Theorem (2.3), Theorem (3.3) and Theorem (4.3).

(d) For simplicity, we only prove the limits of n (B — 1) and t5 = ( — 1) /se ( ) based
on the regression (16) with k& = 1. The results for the regression with & > 1 can be
proved similarly. We also assume u; = €; ~ id (0, 02). With the use of the large sample
theory of mildly explosive process with serially dependent errors developed in Phillips and
Magdalinos (2005) and Magdalinos (2012), the same approach can be straightforwardly
applied to prove the results when wu; is a weakly stationary process.

Given y;_1 = p,¥i—2+ui—1 with p,, = 14+c¢/n?, Phillips and Magdalinos (2007) showed
Yn = Op (p?bne/z). We then have

-1

_ _ C _
Ayr1=yr1—py (Y1 —w1) = Yr1+ pp g1 = s P e
n

n

where the first term dominates the second term when ¢ is large. Hence, the regression
(16) with k = 1 faces the problem of perfect multi-collinearity. We turn to consider the
transformed regression as

Y =&+ By 1+"¢1( g 1)+€t7 (26)

whose centered LS estimators have the following relationship with the centered LS esti-
mators of the regression (16) with £ =1 :

&—0 & —0 1 0 0
B—p, | =D (B —p,| with D=[0 1 0],
y — 0 )y =0 0 —mp 1
which leads to
- C ~ %
. —0).
o= (=), (41

44



Note that

a -0 n 1 Yi1 P 1 - Dot Ut
B =pa) =12 w Vi et (prtur-1) g Ye1us
Y =0 =2 \ (pp 1) o1 (pp ur—1) (pntue-1) Yoo (oo tue—1) ur

With the assumption of us = & ~ iid (0, 02), Phillips and Magdalinos (2007) proved that

n 2 n
_20 — Ui 9 — "75
n=2 an”ny_l = 12 and n Vp " Zyt,lut = %
t=2 t=2

where 7 and £ are two independent and standard normally distributed random variables.
We then have

t=2 t=2 t=2

n n n
np" Z vio1 (pn'ue1) = n7lp" (Z Y21+ Py Z Ut—2“t—1)
n n
= n_epﬁn <Z Yt—1Ut + YoUl — Yn—1Up + Pﬁl Z Utzutl)

t=2 t=2
- né
_ -6
= n pn”;ytlutJrop(l):Qc
Together with the result in Wang and Yu (2016) that
- U
—-36/2 —n
n 1= ,
Pn ;yt 1 /2
we now have
n~12 0 0 S u oW (1)
0 %" 0 Shoyau | = [ n€/(2¢) |,
0 0 n1 oo (o tu—1) we 0
and
n2 0 0\ [n 1 Y Pt w20 o
0 n’nr 0 Yi—1 yZ Yi—1 (Pﬁlut—;) 0 n 0
0 0 1) [t=2 \(py u-1) w1 (pntuer)  (pn'ue) 0 0 n
1 0 oW (1)\ "
= |0 7%/ (4c?) ¢/ (2c)
0 0 o?
As a result,
nl/2 0 0\ /& -0 1 0 oW (1)\ " /oW (1)
0 n% O) | B —pu| = |0 n7/(4c?) n¢/(2¢) né/ (2¢)
0 0 1) \¢; -0 0 0 o? 0



which leads to

n?p? (B* - pn) = 2c§ and )] = 0.
n
Consequently, we have

n(B-1) = n(B—p,) +n(p,—1)
= n (8 =) —% (47-0) +n(p, - 1)
(5" = a) = 7 (9 =0) g
= (B =) + o5 (1= 0 97) — +o0
where the last limit comes from the fact that
0 (5 ) =0y () =) amd (1= p150) 2o

To prove the limit of ty = ([3 — 1) /se (B), we first study the limit of se (B) It is easy
to prove that

1o, 2 I s - 2
n Z (&) = n Z [yt — & — Pyt — 7/)1Ayt71]
t=2 t=2

1¢ 2

= n [?/t—Oé _Byt1_¢1( Ut 1)} =
t=2 t=2
Given that the true DGP of y; is covered by the transformed regression (26) and the LS
estimates of the parameters are consistent, it can be shown that

1 o 1 &
« p 2
n;—? (&r)? = E )2 +o0,(1) 2 o2

t=2
Note that
~1
n 1 Yi—1 Ay 0
n?’ [0 1 0] Z Yt—1 Yi1 Yt-1AY:—1 1
t=2 \Ay—1 Yi—1Ay—1 (Ayt—l)z 0
~1
n 1 Yt—1 Ay 0
= n?[0 1 0D ZD Y1 y? Yi—1Ayi— ) D'| D
t=2 Ay y1Ay1 (Ay—1)? 0
[ n 1 Yt—1 Ut 1
= n? [O 1 _necpn} Z Yi—1 yt2—l yt 1 Pn Ut 1
L1=2 \(pp tue—1) -1 (o ue—1) (o tu—1) nepn
n~1/2 0 0 1 0 -
= p¥ {0 1 —necpn} 0 nf%.;" 0 0 n%/(4c%) 775/(20) +o0p (1)
0 0 1 0 0 o?
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n~1/2 0

L [0 0 —|o
Hence, we have

n
p

— 0.

Therefore, as n — oo,
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