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Abstract

The paper proposes two asymptotically valid ¢ tests in a difference-in-differences (DD)
regression when the number of time periods is large while the number of individuals can be
small or large. Each of two ¢ tests is based on a special heteroscedasticity and autocorrelation
robust (HAR) variance estimator that is tailored to inference problems in the DD setting.
The difference between the two ¢ tests is that one is based on a general form of the sandwich
variance estimator while the other is based on a special form of that estimator. The asymptotic
distributions of both ¢ tests depend on the smoothing parameter K in the HAR variance
estimator. A testing-optimal procedure for choosing K for the ¢ test with a special sandwich
variance estimator is developed through minimizing the type II error subject to a constraint
on the type I error of the ¢ test. By capturing the estimation uncertainty of the HAR variance
estimators, both ¢ tests have more accurate size than the corresponding normal tests and are
just as powerful as the latter. Compared to the nonstandard tests that are designed to reduce
the size distortion of the normal tests, the proposed t tests are just as accurate but much
more convenient to use, as the critical values are from the standard ¢ table.
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1 Introduction

The paper considers estimation and inference in a difference-in-differences (DD) regression. To
make trustworthy inferences, we have to obtain a reliable estimator of the standard error. In
the presence of both temporal and cross-sectional dependence, the basic clustered standard error
estimator is inconsistent. If one clusters by individual, observations may be correlated for the
same individual, but they are often required to be independent for different individuals. See, for
example, Bertrand, Duflo, and Mullainathan (2004). If one clusters by time, then observations in
the same time period can have arbitrary correlation, but they are often required to be independent
across time. In this paper, we consider clustering by time but allow the clusters to be temporally
dependent. Our approach is in the spirit of Driscoll and Kraay (1998), but we employ a different
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heteroscedasticity and autocorrelation robust variance estimator. In principle, we could consider
clustering by individual and allow for spatial dependence across individuals, but this requires an
extra variable to indicate the direction and strength of the spatial dependence. In fact, if such a
variable is available, we can use the approach of Kim and Sun (2013), which treats the temporal
and cross-sectional dependence symmetrically. An advantage of the clustering-by-time approach
is that no additional information is needed, as the time index provides a natural yardstick for
the measurement of temporal dependence.

For the DD regression, the clustering-by-time approach amounts to collapsing the panel data
into time series data. Cross-sectional dependence affects the variance of the collapsed time series
but has no effect on its temporal dependence. To estimate the asymptotic variance of the DD
estimator, we need to estimate only the long-run variance (LRV) of some collapsed time series.
There are many nonparametric LRV estimators, among which kernel LRV estimators are popular
in applied research (see, for example, Andrews (1991)). A recent study by Yu Sun (2016) adopts
the kernel approach. In this paper, we consider the series approach to LRV estimation. The
most primitive version of this estimator is the simple averaged periodogram estimator, which
involves taking a simple average of the first few periodograms. The number of periodograms
is the smoothing parameter underlying this series LRV estimator. Equivalently, this approach
involves first projecting the time series onto a sequence of Fourier basis functions (i.e., sine and
cosine functions) and then taking the simple average of the squared projection coefficients as the
LRV estimator. More general basis functions can be used. In fact, one of the advantages of the
series LRV approach is that we have the freedom to choose any sequence of basis functions. Each
basis function delivers a direct estimator of the LRV, and the series LRV estimator is a simple
average of these direct estimators. The number of terms in the average, K, which can be regarded
as the effective sample size, characterizes the amount of smoothing.

A main contribution of the paper is to establish the fixed-smoothing asymptotics of the
Studentized t statistic. The fixed-smoothing asymptotics is obtained under the assumption that
K is fixed as T goes to infinity. The cross-sectional sample size n can be fixed or grow with 7.
We also assume that the policy change takes place in the middle of the time series so that the
number of pre-treatment periods is comparable to the number of post-treatment periods. The
asymptotic approximation so obtained captures the randomness of the nonparametric variance
estimator. It reflects the effect of the basis functions, the level of smoothing, and the effect of
the trend function if a trend is present in the DD regression. Moreover, it is more accurate than
the widely used standard normal approximation, which fails to capture these effects. The fixed-
smoothing asymptotic distribution is nonstandard. Nevertheless, it is free from any nuisance
parameter and can be simulated without too much difficulty.

Another contribution of the paper is the design of a new set of basis functions such that the
t statistic follows the standard ¢ distribution under the fixed-smoothing asymptotics. This is
achieved by transforming any given set of basis functions in L? [0, 1]. The transformation, a type
of Gram-Schmidt orthonormalization, ensures that the asymptotic variance estimator is equal in
distribution to an average of iid chi-square variates in large samples, which is necessary for the
asymptotic ¢ approximation theory. The asymptotic ¢ test is very convenient to use, as critical
values are readily available from standard statistical tables and programming environments.

The regressor of interest in the DD regression is a special regressor. For the treatment group,
this regressor takes the value 0 in the pre-treatment periods and switches to the value 1 in the
post-treatment periods. From a time series perspective, it has energy concentrated at the origin.
The special form of the regressor allows for two different approaches to be used in estimating



the asymptotic variance of the DD estimator. In the first approach, we ignore the fact that the
regressor is special and use a general sandwich variance estimator. In a time series regression
with stationary data, this approach entails estimating the long-run variance of a product process:
the product of the regressor and the regression error. In the second approach, we take advantage
of the special form of the regressor, and we estimate the long-run variance of the regression error
process only. The resulting sandwich variance estimator collapses to a special form, which we
call the collapsed sandwich variance estimator.

Our fixed-smoothing asymptotics and t limit theory apply to both forms of variance estima-
tors, but the fixed-smoothing limiting distribution is different for different variance estimators.
This should be regarded as an attractive property, as the finite sample distribution may be sen-
sitive to the form of the variance estimator. The transformation used to obtain the standard ¢
limiting distribution also depends on the form of the variance estimators. In both cases, the trans-
formation is easy to implement and requires only the computation the Cholesky decomposition
of a positive-definite matrix.

The smoothing parameter K plays the important role of determining the size and power
tradeoff of the asymptotic ¢ tests. In the literature on LRV estimation and heteroscedasticity
and autocorrelation robust (HAR) inference, Phillips (2005) proposes to choose K by minimizing
the asymptotic MSE of the LRV estimator. However, the MSE-based choice of K may not be
optimal for testing problems. In hypothesis testing, the main objects of interest are the type I
and type II errors. The choice of K should then be targeted at these fundamental quantities.
Following Sun (2011), we develop a selection procedure that is optimal for the testing problem
at hand. In particular, we consider one of the two asymptotic ¢ tests and choose K to minimize
its type II error while controlling its type I error.

In our simulations, we compare the performances of the fixed-smoothing tests with those of the
asymptotic normal tests. Each type of tests actually consists of four tests, reflecting the different
combinations of whether a transformation is applied to the Fourier bases or not and which of the
two forms of the variance estimator is used. In all cases, a fixed-smoothing test is found to be
more accurate than the corresponding asymptotic normal test. Among the fixed-smoothing tests,
the t test based on the transformed bases is just as accurate as the corresponding nonstandard
test based on the original bases. These observations remain valid regardless of whether K is fixed
a priori or data driven. Power study under data-driven K-values shows that all tests have similar
power properties. In view of the size accuracy of the asymptotic ¢ tests and their convenience to
use, we recommend using the asymptotic ¢ tests in empirical applications.

This paper contributes to the literature on the fixed-smoothing asymptotics in general and the
asymptotic F' and t test theory in particular. The asymptotic F' and ¢ tests have been developed
in Sun (2011) for trend regression, in Sun (2013) for stationary moment processes, in Sun (2014c)
for highly persistent moment processes, in Hansen (2007) for stationary panel time series, and in
Hwang and Sun (2017) for stationary data in an overidentified GMM framework. Lazarus, Lewis,
Stock, and Watson (2016) provide some practical guidance on the F' and ¢ tests for time series
regressions. See also Sun and Kim (2012, 2015) for the F' limit theory for the J statistic, and the
F and t limit theory for the Wald statistic and ¢ statistic in a spatial setting. None of these papers
considers the DD regression where the regressor of interest is a special deterministic function and
is hence nonstationary by definition. More broadly, the paper is related to the fixed-b asymptotic
theory where kernel LRV estimators are used. See Kiefer and Vogelsang (2002a, 2002b, 2005)
and Sun (2014a) and the references therein. A paper that is closest to this paper is the paper by
Yu Sun (2016), who considers the fixed-b asymptotic theory for the DD regression. However, the



asymptotic distribution there is complicated and not as easy to use as Student’s ¢ distribution.

The rest of the paper is organized as follows. Section [2| presents the basic setting and in-
troduces the DD estimator and the general sandwich variance estimator. Section [3] establishes
the fixed-smoothing asymptotics of the ¢ statistic based on the general sandwich variance esti-
mator, and Section [4] develops an asymptotically valid ¢ test. Section [5] considers the collapsed
sandwich variance estimator and the associated ¢ limit theory. Section [6] proposes a data-driven
and testing-optimal approach to choosing the smoothing parameter K. Section [7] reports the
simulation evidence. The last section concludes. Proofs are given in the appendix.

2 The Basic Setting and DD Estimator

We consider the difference-in-differences regression
Yt = M\ + 7 (t) o + Treat; - fro + Posty - fog + Treat; - Posty - 019 + Ziy020 + €it,

fori =1,2,...,nandt = 1,2,...,T, where )\; is the time fixed effect and 7 ()" o; is the individual-
specific time trend. If 7 (t) = (1,t)" and a; = (o, 1), for example, we have 7 (t) oy = o+ -t,
where a;g is the individual fixed effect and «; is the individual-specific linear trend coefficient.
We assume that the first element of 7 (¢) is 1 so that individual fixed effects are always included.
Treat; is a dummy variable indicating the treatment or control group. Individual ¢ belongs to
the treatment group if Treat; is equal to 1; otherwise, individual ¢ belongs to the control group.
Without loss of generality, we assume that observations are sorted along the cross-sectional
dimension so that T'reat; = 1{i < un} for some p € (0,1). Post; is a dummy variable indicating
the post-treatment periods. That is, Post; = 1{t > vT} for some v € (0,1). For notational
convenience, we assume that un and vT are positive integers. Z;; is a dz x 1 vector of other
covariates. The parameter of interest is 619, which captures the effect of the training program.
To estimate 619, we first remove the trend component 7 (t) ;. In view of individual hetero-
geneity in the intercept and slope coefficient, we detrend each time series individually. Let

T T -1
Yii =Y — <Z YisT (8)') (ZT(S)T(S)') T(t),
s=1

s=1
T T -1
T = Ziy— (Z ZisT (s)’> (ZT (s)T (s)'> 7 (t)
s=1 s=1

be the detrended variables, and define A}, Post], and €, similarly. Then
Y = A] + Post] - Bog + Treat; - Post] - 010 + (Z},) 020 + €.

Note that the group-specific effect Treat; - B19 has been eliminated by detrending.
Next, we remove the time fixed effect A} using the cross-sectional fixed-effect transformation.
Let

- 1 <&
Yi=Yi- 3OV 1)
j=1

—_~—

and define other variables such as Z;t, Treat;, and €], similarly. Then

Y7 = Treat; - Post] - 019 + (25,)'020 + &,. 2)



Note that the cross-sectional fixed-effect transformation eliminates both A\] and Post] - (2.

Let o
- ~ . T
Xy = < Treat; | Post; ) X7 = Treat; - Post] ’ 3)
Z; Z7,

and 0y = (010, 950)/. Then the OLS estimator § of 6 = (010, 0’20), is given by

n T Lran T
zzmmﬁlzzmm (4)

=1 t=1

The estimator # is numerically identical to the fixed-effects OLS estimator based on the orig-
inal equation, that is, the OLS estimator with time dummies, individual dummies, and their
interactions with the trend function.

Since the coefficients associated with Z; may not have any causal interpretation, and are
often not the parameters of interest in empirical applications, we focus only on the parameter
f1o in this paper. As an estimator of 679, the first element 01 of 0 is often referred to as the
difference-in-differences estimator, as it is equal to a difference in differences in the simple case
with only two periods.

In this paper, we consider the asymptotics along the direction in which 7" — oco. The cross-
sectional sample size n can be fixed or grow with 7T'. In the latter case, the sufficient conditions
for Assumption below require that n/T" — 0. For simplicity, we will denote the asymptotic
direction as “T" — o0” in both cases. Given the asymptotic direction we consider, we write

n T -1
¢mm@4;zzmm4

=1 t=1

where

is in the “clustering-by-time” format.
Let

where Qg (-, -) is a symmetric weighting function and K is the smoothing parameter. The above
estimator belongs to the general class of quadratic long-run variance estimators, which includes
most if not all commonly used nonparametric LRV estimators as special cases.

In this paper, we focus on the series LRV estimator with Qg (r, s) given by

1 K
Qr (r,5) = 4 D @ (1) P (s),
k=1



where {®}, (r)} are basis functions in L2[0,1]. In the econometrics literature, the series LRV
estimator has been recently used, for example, in Phillips (2005), Miiller (2007), and Sun (2011,
2013, 2014a, 2014b). Plugging the above weighting function into €2, we obtain

1 K

Q=130
K k
k=

1

for

Op =

1 « AW 1 « Uk

2o (5) ] [T () oo
Thus Q is a simple average of some “direct” estimators Ok, and K is the effective sample size.
If K is even and {® (r)} = {V/2sin (27kr),+/2cos (27kr),k = 1,2,...,K/2}, then the series
LRV estimator is proportional to the spectral density estimator at the origin that takes a simple
average of the first K /2 periodograms. The averaged periodogram estimator is a common spectral
density estimator. In the traditional asymptotic framework, Phillips (2005) has shown that the
averaged periodogram estimator is asymptotically equivalent to the kernel LRV estimator based
on the Daniell kernel. For further discussion of series LRV estimation, see Sun (2013). A necessary
condition for 2 to be positive definite is that K > dz + 1, which will be assumed throughout the
rest of the paper.

Using ) as the middle term in the sandwich variance estimator, we obtain the HAR variance
estimator:

n T -1

S ES W

=1 t=1

n T -1
Qézzmmﬁ.

i=1 t=1

The above estimator is in the spirit of the estimator of Driscoll and Kraay (1998), who use a
kernel LRV estimator instead of our series LRV estimator. One advantage of using a series LRV
estimator is that an asymptotic ¢t approximation theory can be developed; see Sections [4] and
for details.

To test the null hypothesis 619 = rg, we construct the ¢ statistic

VnT (RO — 1)
Ve

T:

where R = (1,0,...,0) € R+ and A A
Vr = RVR.
3 Fixed-Smoothing Asymptotics

To investigate the asymptotic properties of 6 and the associated ¢ statistic, we make the following
assumptions on the basis functions and the trend function.

Assumption 3.1 The basis functions @y (-), k =1,2,..., K, are piecewise monotonic and con-
tinuously differentiable.

Assumption 3.2 There exists a d; X d; diagonal matriz D, such that

7o ([Tr]) := Dy x 7 ([Tr]) — 7 (r)



uniformly over r € [0, 1] and
1 !

Z ™) t) — | T(r)r(r)dr as T — oo,
t=1 0

where fol 7(r)7(r)'dr is positive definite.

For commonly used polynomial trend functions, Assumption holds trivially. For example,
when 7 (t) = 1, we can choose D, = 1, in which case

When 7 (t) = (1,t)", we can choose D, = diag(1,1/T), in which case

Ly 1 (10 ST ST 1
Tt_ZITD(t)TD(t):T<O %><Z;}r:11t Zijﬁ)(o )

1 T -2 T 1
= T72 thl 1 Tig ija:l t2 — / 7(r)T(r) dr.
T Zt:l t T Zt:l t 0

Given that the first element of 7 (¢) is a constant, the (1,1)-th element of D, is always 1.
Next, we decompose Z;; into a sum of three terms:

N- o

Zit = Aot + Qg - 7 (t) + Zig,

where \,; and «a.; - 7 (t) represent time fixed effects and linear trend effects, respectively. Let

~ 1 un ~ 1 n
treat __ § : . control __ § : .
=1 Jj=pn+1

be the averaged time series of Z for the treatment group and the control group, respectively.

Define
T -1
Zit=Zy—Z and 2], = Zy — (Z ZiT (s)’> (ZT (s)T (s)') 7 (t).

s=1 s=1
We make the following assumptions on Z;;.
Assumption 3.3

1 (Tr] 1 [Tr]
T2 2 W) = 5 3 ZF T (1) + op(1)
t=1 t=1

uniformly over r € [0, 1].

Assumption 3.4 T-1 Z,[gi] IS, Z7(25) — rG uniformly over v € [0,1] for some positive-

definite matriz G.



Assumption [3.3] requires that, in terms of their projections onto the trend function, the
averaged time series {27} and {Z%"*"*'} do not differ systematically across the treatment
and control groups. More precisely, if for any block of the time series spanning t = [T'r1], [T'r1] +
1,...,[Try], the projections of { Z4¢%*} and {27!} onto the trend function are approximately
the same, then Assumption holds. This is similar to the “parallel paths” assumption that is
often imposed in a difference-in-differences regression.

Assumptlon 4] is similar to a standard assumption in the fixed-smoothing asymptotics. If

(i) 71 Z th’ — rG uniformly over r € [0,1] and ¢ = 1,2,...,n

(ii) T Z[TT ~Z5TD( )" = o0, (1) uniformly over r € [0,1] and i = 1,2,...,n,
then Assumption [3.4] is satisfied. Uniformity over r in the above conditions can be obtained
by invoking a uniform law of large numbers for time series data, which typically requires some
mixing and moment conditions. Uniformity over ¢ = 1,2,...,n can be obtained by using a
classical argument. Consider condition (i) as an example. We have

(1] [T7]
P TN (2,2, - >e| <) P TN (2,2, - >
r ze{Ilnfx,n}sng Z isZip — G)|| > ¢ ZZ_; r SUPH SZ; isZi — G)|| > ¢

Therefore, if the summand in the above upper bound is of order O (1/7") uniformly over ¢ and
n/T — 0, then condition (i) holds. The uniform O(1/T) bound on the summand will hold if
the mixing and moment conditions for the time series ULLN hold uniformly over i. This entails
imposing some restriction on the degree of cross-sectional heterogeneity.

To investigate the rate of information accumulation in th, the serially detrended and cross-
sectionally demeaned regressor, we write

TT’ n
_ Z]ZXT XT _ ( ) o 511 (T) 512 (7") (5)
1) ' So1 (1) Saa(r) )’
t 1i=1
where
1 (Tr] 1 n
S11(r) = T Z[PostZ]Q - Z[Treati]Q,
t=1 i=1
[TT]
So1 (7 ZPostT ZZth Treatz,
1—1
[Tr] n
Saa (7 Z ZZ;} (Z7).
Let

-1

H,(r)=1(r>v)— [/01 1(s > V)T(S)/d8:| [/01 T(S)T(S)/ds] 7(r)

be the projection of 1 (r > v) onto the orthogonal complement of the space spanned by the trend
function 7 (r). H, (r) is the limit of Postip,) as T — oc.
The following lemma establishes the limits of S11 (), S21 (), and Saa (7).



Lemma 3.1 Let Assumptions[3.3{3.4 hold. Then
(a) S11(r)=Su(r)+0(T71),
(b) Sa1(r) = Sa1(r) +0p (1),
(c) S22 (r) = Sa2(r) +0p (1),

uniformly over r € [0, 1], where

311(T)=M(1—u)/0TH3(S)dS

321 (7’) = 0, 822 (7’) =rQ.

and

Given that Sy (r) = 0, Lemmashows that the regressor of interest in the serially detrended
and cross-sectionally demeaned regression is orthogonal to other regressors. The reason to include
Z;; in the regression is to reduce the regression error so that we can have a more efficient estimator.
The crucial assumption that drives this result is Assumption Without this assumption, Sa; ()
will not be zero. When Sy (r) # 0, the additional control variable Z;; may help achieve the key
identification assumption: there is no systematic difference in €;; across the treatment and control
groups after controlling for Z;;. However, if Z;; is causally affected by the policy change, then
controlling for Z; may block a channel through which the policy change exerts its effect, leading
to a biased causal effect estimator.

To establish the limiting distribution of 6 and the asymptotic variance estimator VR, we
maintain the following functional central limit theorem (FCLT).

Assumption 3.5 \F Z[TT] (% - I%Z- . eit> —4 AB (r) for some A > 0.

When n is fixed, Assumption an FCLT for the time series {> . ; %i - €i/\/n}.

When n grows with T, then {>""" | Treat; - €;+/+/n} should be regarded as a triangular array, and
Assumption is an FCLT for a triangular array. There is a vast literature on time series FCLT,
both for cases where the underlying time series is a triangular array and for cases where it is not.
Assumption is a high-level assumption. Sufficient conditions often involve some moment and
mixing conditions. For example, when n grows with 7', we can invoke Theorem 7.18 of White
(2001) to show that the following conditions are sufficient.

Condition 3.1 () Ean t 1 ZZ 1 Treat €t = 0.

(i7) E(In=Y230, Treati -€it]®) < A < 0o for some § > 2.

(iii) The sequence {n~'/? Yoy Z/{r\eai “€it }1_q is a-mizing with a-mizing coefficient satisfying
a(m) =0 (m=%/0=2+¢) for some § > 2 and e > 0.

(iv) var[(nT)_1/2 Yoy Zthl Ifr\c;c;fi - €it] > C > 0 for sufficiently large T'.



To verify Condition [3.1](i), we note that

1 [ yn
T (Z Treat; - eit>

t=1 \i=1
[Tr] N n
1 1 1
ETRPIES S ) S
T = | n(l-p) i=nu+1
[T'r]
= (1 — :UJ) T % (Efi;eat _ gc.gntrol) ]
t=1
So Condition [3.1[i) holds if
(Tr]
E% <E‘t77;eat _ Ec.:;ntrol) — 07 (6)
t=1
that is, if there is no systematic difference in the averages of €7°* and ™" over t = [T'r1], ..., [Trs]

for any ro > r1. This is a version of the “parallel paths” assumption in the DD regression.

Condition (ii) is a type of Rosenthal inequality. It holds if the cross-sectional dependence
is weak enough and €; has enough moments. See, for example, Doukhan (1994, Sec 1.4.1).
Condition (iii) is a standard mixing condition. If each time series €;; satisfies the given mixing
condition, then Condition [3.1fiii) holds. Condition [3.1fiv) rules out the degenerate case in which
the variance goes to zero.

Lemma 3.2 Let Assumptions[3.3{53.5 hold. Then

A JoHo(r)dB(r) 4 A

VT (61 — 619) —°
( 1 10) 1 (1 _ N) fol HB (r) dr U (1 — u) fol HE (T) dr

N(0,1). (7)
For Lemma [3.2] to hold, we need Assumption for only r = v and 1 and

T n 1
1 1 —
— D (t) —= Treat; - €; —>dA/T r)dB (r).
ﬁT; D()\/ﬁ; ¢ ; p (r)dB(r)

In this case, @ needs to hold for only » = v and 1. That is, the averages of Eﬁeat and E,Cf;"t"’l
over the pre-treatment periods (and post-treatment periods) are the same in the mean sense.
This is the usual “parallel paths” assumption for identification in the absence of a linear trend.
We maintain the stronger Assumption for technical convenience and for establishing the
asymptotic distribution of the asymptotic variance estimator to be defined later.

Note that we obtain the v/nT rate of convergence of 6; when both T and n approach in-
finity, because we have implicitly assumed weak cross-sectional dependence. The Rosenthal-
type inequality in Condition (ii) holds only if the cross-sectional dependence is weak enough.
If there is a group effect in €; such that ¢; = Treat; X egl) + (1 —Treat;) x 6,52) + €&; for
some sequences egl) and e§2) where {€;} are independent for different ¢ or ¢, then Condition
3.1fii) cannot hold when n — oco. In this case, we have to use a different argument. In-

stead of requiring that n~—1/27-1/2 21[521}(2?:1 Z/’;’\ea&i - €;t) satisfy an FCLT, we require that
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niT—1/2 gﬂ Ly %i - €;¢) satisfy an FCLT. As a consequence, v/nT asymptotic normal-
ity in Lemma will be reduced to /T asymptotic normality. To reflect this, we need to
make some minor changes to our theoretical results and their proofs, but our proposed testing
procedures remain asymptotically valid without any modification.

Lemma 3.3 Let Assumptions[3.1H53.5 hold. Then

K

Vn HdAQ%Z Uol@kH(r)dB(r)r [u(l—u)/Ole(s)ds]_Q

k=1
jointly with (@, where

-1

@f&ﬁ=@um—¢maﬂum—[Akm@ﬂu@r@W4L{r@wwyw} (1)

and
1

Dz, = [/Olék(s)ﬂf(s)ds] [/Olﬂf(s)ds] .

The term ® g2 H, (r) in ®f (r) reflects the effect of the estimation uncertainty in 01 on the
asymptotic distribution of Vg. If ® 2, = 0 for all k, that is, the basis functions are orthogonal
to the information accumulation process as reflected in H2 (-), then this term vanishes, and
the estimation error in #; has no effect on the asymptotic distribution of Vz. The remaining
terms in ® (1) are the L? projection of ® (r) H, (r) onto the orthogonal complement of the
space spanned by the trend function 7 (r). The projection is present because we do not observe
€;t. Even if we know the true 6y, we can only hope to recover €, the projected version of ;.
For this reason, the stochastic approximation of the series LRV estimator involves the term
Zthl ;. (t/T) Post] -€],. Rearranging the projecting operation, this term is numerically identical
to S, (B (t/T) Post])" e, where (®y, (t/T) Post])" is the projected version of ®, (t/T) Post].
As T — oo, the effect of this projection is manifested in the L? projection of ®, (r) H, (r). It is
useful to point out that, by construction, ®# (r) is orthogonal to 1 {r > v}, 7 (r), and H, (r).

Note that the estimation uncertainty in 62 has no effect on the asymptotic distribution of V.
This is due to the information orthogonality given in Lemma 3.1

Theorem 3.1 Let Assumptions[3.1H3.9 hold. Then
Jo Hy (1) dB (r)

T—>dToo:: i
(k=i (1ot mas o)}

Like the finite sample distributions, the limiting distribution of T depends on the trend
function included in the regression, the basis functions used in the asymptotic variance estimation,
and the number of basis functions used. This is an attractive feature of the fixed-smoothing
approximation, as it captures the effects of the trend function and the variance estimator, which
clearly affect the finite sample distribution of T.

The limiting distribution 7 is the same regardless of whether time fixed effects or individual
fixed effects are included in the regression. Moreover, it does not depend on the relative sizes
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of the two groups. These features make the limiting distribution easy to use. However, it does
depend on the length of the post-treatment periods relative to that of the pre-treatment periods.

Figure [I] plots the nonstandard critical values against the value of K. The critical values are
for a two-sided 5% test. We consider two choices of 7 (¢) : 7 (t) = 1 and 7 (¢t) = (1,t)’, leading to a
model with no any trend and a model with linear trends, respectively. It is clear that the critical
values depend on v, which characterizes the time at which the policy change takes place. They
also depend on the form of the trend function 7 (¢) and the number of basis functions used. In
all cases, the critical value decreases with K and approaches the standard normal critical value,
i.e., 1.96, as K increases. While the standard normal critical value stays the same regardless of
the time at which the policy change takes place, the form of the trend function, and the number
of basis functions, the nonstandard critical value is tailored to each specific case. That is why
the asymptotic nonstandard test has more accurate size than the asymptotic normal test.

[
65 -.\‘ —O—without trend (¥ =0.5) | -
\\.\ -8~ with trend (v =0.5)
6 ‘\\ ~&-without trend (v =0.7) | |
5.5 \\ —¥—withtrend (v =0.7) :
\
\

Figure 1: Nonstandard fixed-smoothing critical values for models with and without linear trends
and for different values of v

4 Asymptotic t Test

The limiting distribution is pivotal but nonstandard. One advantage of using the series LRV
estimator is that we have the freedom to choose the basis functions. We hope to choose a set of
basis functions such that 7., becomes the standard ¢ distribution.

12



Define

1 1
=5, /0 H, (r)dB (r) ~ N(0,1),
1
&k = Hlesz/o 7 (r)dB(r) fork=1,...,K

where || H, |4 = (fol H?2 (s)ds)'/2. Then

o

Too = .
(roe)”

Note that for k =1,..., K,
2 ! H 2 1 — 9
cov (60,60 = 1 FLl* [ 8} ) B, ) dr = 157 [ [00) = By HE ) r = 0

using the definition of ® 2 and fol H, (s)7(s) ds = 0. So & is independent of &, for k =
1,2,..., K. If & ~did N(0,1) for k =1,..., K, then 7, follows the standard ¢ distribution with
K degrees of freedom.

Some simple calculations show that for k1,k =1,2,..., K,

1 1
CO’U(&CI,&Q) = / / q)kl (T) lel (T, S) (I)kQ (S) d’l”dS,
0 0
where

H,(r)

1 -1 s
Cl (r5) = [ {5(r—s)—H,, (r) Hy (s) = 7 (r) [/0 T(t)T(t)'dt] T(s)} H, (o)

1Hu ]l

is the implied covariance kernel and § (+) is the Dirac delta function such that

1 1 1
/ / By, (r) Hy (1) 3 (r — 5) By, (5) Hy (5) drds — / By, (r) By, () HE (r) dr.
0 0 0
To ensure that & ~ itd N(0,1) for k = 1,2,..., K, we require that
1 1
/ / Dy, (1) CH (r,5) Oy, (5) drds = 1 {ky = ko} for ki, ke =1,..., K. (8)
0 0

Instead of searching for the basis functions that satisfy , we search for their discrete versions:
the basis vectors. For each basis function @ (r), the corresponding basis vector is defined as

or-(n(3) ()0 ()

We focus on the basis vectors for two reasons. First, it is computationally more convenient to
obtain the basis vectors. Second, it is the basis vectors that are actually used in the variance
estimation.

13



Let Cp be the T' x T matrix whose (7, j)-th element is equal to
. L I . -1 . . .
t ) 2 2 (2 S 2 (2 2(J
CH(— =)= |=) H2( = THY (- | Wi=j4}—H2 = ) H:( =
! (ror) = e ()| e () == () i (7)

ROROIBAOROIROMO

By definition, Cp is a positive-definite symmetric matrix. For any two vectors 41,0 € RT, we
define the inner product

(b1, 05) = 01 Cply/T?, (9)
which makes R” a Hilbert space. The discrete analogue of is

<‘I)k17q)k2> :1{k1 :kg} for kl,k2:1,...,K. (10)

Note that is different from the usual orthonormality in the Euclidean sense. In gen-
eral, the basis vectors {®;} do not satisfy even if they are orthonormal according to
the usual inner product in R”. However, given any set of candidate basis functions or vec-
tors {®y, k =1,2,..., K}, we can make them satisfy the above conditions via the Gram-Schmidt
orthogonalization.

More specifically, we let

élZ(ﬁl’

= By, P, =

T2 =P - @; &3@1,

B @, (FePra) g o (b g

By construction, <i>k1, ti>k2> = 0 for k1 # ko. Let

- o,
Py = —F——,

(b0
then {@LH, e @Kﬂ} is a set of basesjn RT t}}at satisﬁ@_s the conditions in .

Let ® = (®1,...,Pk). To obtain &y = (®1,p,..., Pk g) in a matrix programming envi-
ronment, we first compute the upper triangular factor Ry of the Cholesky decomposition of
®'Cy®/T? such that ®'Cy®/T? = R Ry. We can then let

&y =®(Ry) .
For such a choice of ® H, we have

(®y)'Cu®y/T? = (R’H)*1 ®Cy® (Ry) ' /T? = (R’H)*1 RiyRy (Ry) ™t = Ik,

so the conditions in are satisfied.
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As T — oo, ®'Cy®/T? converges to the variance 3¢ of £ = (&1, ... ,&x)’. This implies that
Ry converges to the upper triangular factor of the Cholesky decomposition of X¢. As a result,
every transformed basis vector is approximately equal to a linear combination of the original
basis vectors. The implied basis function is thus equal to a linear combination of the original
basis functions. Therefore, if Assumption holds for the original basis functions, it also holds
for the transformed basis functions.

Using {‘ik m} as the basis vectors for construction of the asymptotic variance estimator, we
have

d €o

1/2
1 K
<? 2 k=1 fi%)
That is, the t statistic T is asymptotically distributed as the standard ¢ distribution with K

degrees of freedom.
To sum up, the asymptotic ¢ test consists of the following steps:

= tp.

0o =

1. Estimate the parameter of interest.

(a) Detrend each time series separately, and then remove the cross-sectional average from
each detrended variable.

(b) Estimate 619 and 659 by running the OLS regression

where f/g and Xth are the transAformed variables given in and , respectively.
Denote the estimates by 1 and 6> and the residual by €.

2. Construct the transformed basis vectors.

(a) Letting Post] be the detrended “Post” dummy

T -1
Post] = Post; — (Z Postg -1 (s)’) (Z T(s)T (s)') 7 (1)
and

) T 1/2
| Post™|| = {T > [Post;F} (11)

t=1

be its empirical norm, construct the following vectors and matrices:

/
Hp = ([Postﬂ2  [Post3)? ..., [Post}]2> e RT*1,
1 I
A=) THT@O R,
PostT -7 (1)
B = . e RTxdr
Postr - 7 (T)
1
n=———7|T-diag(Hy) - HyH} — BA™'B'] ¢ R™*7.
|| PostT||
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(b) Let ® = [®1,...,P;] € RT*K be the matrix of the original basis vectors. For
example, when K is even, we can take the columns of ® to be

By g = [ﬂcos(zjw 1/T), V2 cos(2j7 - 2/T), ..., /2 cos(2j - T/T)} 2
Dy = [\/§sin(2j7r -1/T),V2sin(2j7 - 2/T),. .., V/2sin(2jm - T/T)} )
for j = 1,2, ..., K/2.

Compute the upper triangular factor Ry of the Cholesky decomposition of ®'Cy® /T
such that ®'Cy®/T? = Ry Rpy.

(c) Compute the matrix & = [&’LH, ey ‘i’K,H] =& (RH)_I. Each column of ®5 con-
sists of a transformed basis vector.

3. Compute the variance estimator and the t-statistic.

(a) Letting

. 1 &
:?Z

k=1

1 - = 1 = '
—= > By iy Z‘Pk,ﬂ,t@n,t] ;
VT = VT =

where @, = n~1/2 Z?:l Xfté; and <i>k7H,t is the t-th element of i)k,H, compute

-1

1 n T ~ ~ -1
- XY ]
i=1 t=1

1 n T ~ ~
T DY XX

=1 t=1

(b) Construct the t statistic for testing the null Hy : 619 = 7o :

\/ﬁ(é1 —7“0)
Vi

T =

where Vi; is the (1,1)-th element of V.

(¢) On the basis of T, perform the asymptotic ¢ test using the critical values from Student’s
t distribution with K degrees of freedom.

5 Alternative Variance Estimator and Asymptotic ¢ Test

Lemma 3.2 shows that

- A? 1
VnT(0; — 610) =4 N (0, ; : (14)
p( =)y (1 — pa) fo H2(r)dr
All the components in the asymptotic variance other than A? can be estimated easily. More
specifically, u fo H2 (r) dr can be estimated by
1 T n
S11(1) = Z [Post]]? - = Z[Treati]z,
= i
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and g (1 — p) can be estimated by n™! Z?:l[%i]z. It suffices to estimate A2, the long-run

variance of Y " | Treat; - €;t/+/n, in order to make inference about 6.
The series estimator of A2 can be constructed as

where
A 1 & 1
A= — P =) — Treat; - €.,.
() e

The asymptotic variance of 01 can then be estimated by

1 1 -
62 =A% | = Z(Treati)zl {T Z[Post[?} .
i t=1
The corresponding t statistic is
'ﬁ‘ _ vV nT(91 — 910)

g

While Vg is the sandwich variance estimator in the most general form, 62 can be regarded as

a special form of the sandwich estimator: a “collapsed” sandwich estimator. They are asymp-
totically equivalent when K approaches infinity. However, when K is fixed, they have different
limiting distributions.

The above construction, which provides an alternative to the one in Section [4] is specific to
the DD setting where the regressor of interest Post] is a deterministic function whose energy is
concentrated at the origin. This setting is similar to trend regressions or cointegrating regressions
where the regressors have energy concentrated at the origin.

Theorem 5.1 Let Assumptions hold. Then
(a)

K

EESs [/01 o (r) dB <r>r- [W e /;Hf (8) ds] _2

k=1
jointly with (@, where
-1

B 1) = 2 (1) (Pu) 11, () - | o (5) 7 | ()7 'as|

and
-1

Pp®;, = [/01 ®y (r) Hy, (1) dr} Uolﬂf (s) ds]

i Jol H, (r) dB (r)

T %75 := oY 1/2
kst [Rormas o)}

(2 ) a) "
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Theorem (a) is analogous to Lemma The term (Py®y) H, (r) in @7t (r) reflects the
effect of the estimation uncertainty in 6. If the projection of ®; () onto H, (r) is zero, then
this term disappears. The remaining terms in ®7f (r) are the L? projection of @ (r) onto the
orthogonal complement of the space spanned by the trend functions in 7 (r). We can also write

‘IDZ‘(T):<I>k(r)—6k-1(r2u)—ci;€-7(r)

for

G = Py and dy — [ /0 1 T(S)T(S),ds] - { /0 @y () — (Pudy) - 1(s > )] T(s)ds} .

So, ®It (r) is the L? projection of ® (r) onto the orthogonal complement of the space spanned
by 1(r > v) and the trend function 7 (). Theorem [5.1{(b) is analogous to Theorem Like 75,
the asymptotic distribution 75 is pivotal, and it captures the effects of the trend function, the
basis functions, and the time at which the policy change takes place.

While it is not hard to simulate the nonstandard critical values, it is more convenient to
use critical values that are readily available from standard statistical tables and programming

environments. Let .
Jo Hy (r)dB (r)

(fy B2 (s ds)1/2

o =

and )
Nk = / O (r)dB(r),k=1,.., K,
0

which are all normal. Then

Too = o .
LK 9\
K Zk:l Nk
Since
-1/2
cov(No, Nk (/ H? (s > / Hy(r)<b7k{(r)dr:0, for k=1,2,..., K,
0
1o and 7 are independent for £k = 1,2,..., K. Also some calculations show that
1
cov(Mky » Mky) :/ <I>7,;§ (r)- @ (r)dr —/ / Oy, (r (r,s) @, (s) drds,
0
where

H,(r)H 1 -
C’Z{ (r,s) =09(r—s)— M —7'(7“)/ [/ T(t)T(t)ldt] T(s). (15)
Jo HZ(t)dt 0
We can orthonormalize the basis functions {®y (r)} so that n, becomes iid N(0,1). In this case,
the asymptotic distribution of T becomes a t distribution, leading to an alternative asymptotic ¢

test.
The steps for the alternative asymptotic ¢ test are similar to those given at the end of Section
For completeness, we outline the steps below.

1. Follow the same step as before to estimate the parameter of interest.
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2. Transform the original basis vectors.

(a) Let 7= (7 (1)',...,7(T)') € RT*4 and Post™ = (Post],..., Posth) € RT*1. Con-
struct the projection matrix

Cy=T [ITXT — Post™ - (PostT’PostTY1 (Post™) — T (7"7-)71 T/] =T Mpost,r-

(16)
(b) Let Ry be the upper triangular factor of the Cholesky decomposition of ®'Cy® /T2,
where, as before, ® = [®1, ..., Px] is the matrix of the original basis vectors. Compute

the matrix

-1
q)H = [(I)l,Hw-wq)K,H] = @(RH) .
3. Compute the variance estimator and perform the ¢ test.

(a) Estimate the asymptotic variance of 0 by

n
—_~—

-2
6% =A% [i Z(Treati)2] {

=1

Nl

T -1
Z[Post[ﬁ} ,

t=1

where
K

1
A2:EZ

k=1

1 & 1 & ’
ﬁ Z ék’H’t% Z T’l”eatl- . éz-t]
t=1 ]

=1

and ®, 7 is the t-th element of the vector ®, 3.

(b) Perform the test using T = v/nT(f; — 619)/6 as the test statistic and Student’s ¢
distribution with K degrees of freedom as the reference distribution.

6 Testing-Optimal Choice of K

In this section, we propose a testing-optimal choice of the smoothing parameter K. The proposed
method is based on high-order approximations of the type I and type II errors of the asymptotic
t test in the previous section.

We consider the DD regression without additional covariates Z;; and assume that the error
term ¢;; is Gaussian. More general models with non-Gaussian errors or with covariates that
can vary in arbitrary ways across both the time dimension and the cross-sectional dimension
require highly technical arguments. For example, when the errors are not Gaussian, we have to
follow the most general approach to develop Edgeworth expansions for time series data. This
often requires highly technical assumptions that are difficult to verify. See, for example, Sun and
Phillips (2009) for the technical assumptions and a full-fledged Edgeworth expansion. While the
asymptotic testing-optimal rule for smoothing-parameter choice that we develop for the special
case may not be theoretically optimal for more general cases in large samples, it may still be quite
informative in finite samples. The results of our simulations lend some support to this possibility.

In the absence of Z;;, the DD estimator él is numerically identical to the OLS estimator based
on the regression model

MY, = M - Post; - /np (1 — 1) 010 + Mrey, (17)
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where

1 K 1 n L
Vi=vnp(l—p) | — ) YVi— ——— Y | = —= ) Treat; - Yy,
n,u,; l n(l_'u)inzu:-i-l Z \/ﬁ; s
1 & 1 = 1 &
ee=vnp(l—p) | — Y e — —— er | = —= ) Treat; - €, (18)
o 2 ) 2 | = ym et

and M, = Ip — 7 (17’ )71 7', In fact, it is easy to rigorously establish the numerical equivalence.
To highlight the estimation method behind 67, in this section we write
1

él = é]_}OLS = m (POSt/ . MT . POSt)_l (POStI . M»,— . y) y

where Post = (Posty, Posta, ..., Postp) and Y = ()1, Va, ..., yT)’.
Denote the variance matrix of e = (eg, e, ...,er) by Q. On the basis of (17), we can also
estimate #; by the generalized least-squares estimator:

1 -1

brors = ———
BOLS T (1= )

where (M;QM])" is the Moore-Penrose pseudoinverse of M QM. )
By direct calculation, it’s easy to show that E(61 crs —610)(01,cr.s —01,01s) = 0. In addition,
letting

(M Post)! (M, QM) ™ My Post] (M, Post) (M-QM;)™ M, Y],

&" = [Iy — M, - Post - (Post' - M, - Post)” ' Post' - M,]Me
be the OLS residual, we can show that
E(b1,61s — 610) (€7) = 0.
Hence él,GLS — 10 is independent of both él,GLS — HALOLS and €7. Using the definition of e; given

in , we can show that €7 =" | %i - €],/+/n. It then follows that

-1

1 < ? 1 E
\/T;@k,u,té[] [u(l—u)]_2{T;[PosttT]2} , (19)

K

&2:%2

k=1

which is a quadratic form in é7. Therefore, é17GLS — #yp is also independent of &2.
Let ¥ and v be the cdf and pdf of the standard norm distribution, respectively. Denote

UéLS = var [\/nT(éLGLS — 910)}. Using the independence of éLGLS — 019 from HALGLS — éLOLS
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and 62, we obtain, for any z € R,

P (V”T(él,CBLS — 610) < Z) _p (\/nT(él,OLS — 610) UCiLS < Z)

o OGLS g

VnT (0 crs — 610) L 20 . VnT (HI,GLS - 91,0Ls>

p— P >~
oGLs oaLs oGLS
s vnT (91,GLS - 91,0Ls>
= FEU +
oaLs oaLs

N =\ V/nT (6 —0
— BV ( i > +E |4 ( il ) ! < DO 17OLS) +0 (E[\/ﬁ(éLGLS — él,OLS)]Q)

OGLS OGLS

— EV ( 6 > +0 <E[\/ﬁ(§1,GLs - 91,0Ls)]2> :

where the last equation holds because 6 does not change and HALGLS — éLoLS changes sign when
e is replaced by —e. Similarly, we have

p <M(é1,QLS — 010) > z) = EU (— 20 > +0 <E[M(é1,GLS - éLoLs)]Z) :

o OGLS

Let G (-) be the cdf of the x? distribution. Then
P (‘ VnT(01,0Ls — 010)
o

2,2
z°G . .
<z|=FEG (2> + O (E[v nT(el,GLS — 91701_,5)]2) .
9GLs
Our asymptotic expansion is based on the above approximation. Further expansions require us
to approximate the asymptotic bias and variance of 6% and establish the rate O (E [VnT (éLGLS - él,OLS)P) .

To this end, we maintain the following assumption.

Assumption 6.1 (a) {e;} is a stationary Gaussian process with a spectral density that is twice
continuously differentiable and bounded above and away from zero uniformly over n in a neigh-
borhood around the origin.

(b) For ®%(r) = [®]L(r),..., @} (r)]l, the smallest eigen value of fol O (r) @ (r) dr s
bounded away from zero uniformly over K.

(¢) The basis functions {®y (r)} and 7 (r) are twice continuously differentiable.

(d) For ®p (r) = [®1 (1), ..., P (r)], ®p (i) = [(ih (r), ..o (7’)}, and @y, (r) = d®y (r) /dr,
the following holds:

1
/O 1@ ()2 dr = O (K)
|@r (i) = O(K), i =0, 1
. 2
H@F (i)H — O(K?%), i=0, v, and 1,

where ||| is the Fuclidean norm.
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The conditions on the spectral density in Assumption ensure that E[\/ﬁ(éLGLS —
f1015)]2 = O(1/T). They are also needed for evaluating the asymptotic bias and variance
of 62. The other conditions in Assumption are further restrictions on the basis functions and
trend functions. It is not hard to show that they are satisfied for Fourier basis functions and
polynomial trend functions.

Let tof{/2 be the 1 — /2 quantile of Student’s t-distribution with K degrees of freedom, and
let x§ be the 1 — a quantile of the x7 distribution. Let Ggs2(-) and Gj42(-) be the cdf’s of
the noncentral x? and x3 distributions with noncentrality parameter 62. The following theorem

establishes high-order approximations to the type I and type II errors of the asymptotic t test
based on T.

Theorem 6.1 Let Assumptions[3.4 and[6.1) hold. Consider the asymptotics under which K — oo
such that K/T +T/K? — 0. )
(a) The type I error of the t test based on T satisfies

e KB, . 1 K? 1
PUTI > 6240 = a - S G 0an +o () +o (G2 ) +0 (7). @

(b) Under the local alternative Hy(6) : 61 — 619 = (nT)~260, where o = +6 with equal
probability 1/2, the type II error of the t test based on T satisfies

- K’B
P(IT| < 571 H1(5%) = G (68) + g GraOXE
52 o o 1 K? 1
+ ﬁGé,éz(Xl )Xl +o <K> +o0 <JQ> +0 <T> s (21)

where B = B/A?,

B = —w(2)(0) Z p20§7p, A% = Z az’p,a(g’p = E(eter—p),

p=—00 p=—00
-1

1 1
w®(0) = %Kh—{noo I;?’/o dp(s) {/0 % (s) [CID? (s)]/ds] dr(s)ds

— %I}@w %tr <[/01 % (s) [0% (s)],ds} /01 Pp(s)Pp (s)’ds> .

The above results are similar to Theorem 5 in Sun (2011) with p = 1 but with a different
B. Suppose we use the Fourier basis functions Oy = V2 cos (2r5) and Oy = V2sin (27))
for j = 1,..., K/2. If 7(t) is a vector of polynomial trend functions, then Proposition in the
appendix shows that w®) (0) = 72/6. This gives rise to a B that is different from what is obtained
in Sun (2011). The difference is due to the use of cosine basis functions in Sun (2011), while we
use both cosine and sine basis functions.

Following Sun (2011), we can ignore the high-order terms and approximate the type I and
type II errors by

-1

K’B
€] = — WG,(X%)X?
K2B 2
err = Gs2(X7) + T2 52 (XTXT + K 5,02 (XT)XT-
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To obtain an optimal smoothing parameter K for testing, we propose to choose K by mini-
mizing the type Il error while controlling the type I error. More specifically, we solve the following
problem:

min ej; s.t. er < ka,

where k > 1 is a tolerance parameter. We allow the type I error to be different from the nominal
type I error o, but it cannot be larger than ka. For example, when x = 1.2 and o = 5%, the
upper bound is 6% rather than 5%. Our approach to selecting K has a decision-theoretic basis,
as it amounts to selecting K to minimize a loss function that is a weighted average of type I
and type II errors with the weight given by the implied Lagrangian multiplier for the constraint
er < ka. See Sun, Phillips, and Jin (2011) for related ideas.

Following an argument similar to that in Sun (2011), we find that the optimal K for the
above problem is

52 / Xa 1/3
Kopt = { —=— a3’52( 1) . T2/3, (22)
4B [ 52 (Xl) - AoptG (Xl )]
where -

0, if B>0

Aopt = { Gla(8) | o IBIV2G, ORI G2 (23)
9 62 \X1) X1 1 .
é;/(lex) : 4[(nfl)a}3/2T y if B S 0.

The optimal Kqpt in depends on the noncentrality parameters k and §. As in Sun (2011),
we allow k to depend on the sample size T. For a larger T', we may require x to be closer to 1.
We suggest choosing 62 so that the first-order power of the asymptotic two-sided ¢ test is 75%,
that is, choosing 62 so that 1 — Gg2(x§) = 75% for a given significance level a. We refer to Sun
(2011) for more detailed discussions on how to choose x and §2.

For practical implementation, we use the parametric plug-in approach to estimate the un-
known B and A%. Suppose we use the simple AR(1) plug-in by fitting an AR(1) model to

é =y iy Treat;-é;/\/n. Let p. be the estimated AR coefficient and 52 be the estimated error
variance. Then the plug-in estimators of A? and B are

R 52 _ 2032 (0)p,
A2 _ O—eA >, and Best - _ W (A )p2 ’
(1= pe) (1= pe)
and the plug-in estimator of K is
’ o 1/3
(1—pe)? )1/3 G3,62 (782 2/3 ¢ Dest
Koo = (efti)  (inm ) T B >0 24)
” (1p? \Y2( Gna \V2 if Best < 0
(wtoi) (i) T Bet<o

It is clear that for |pe| € (0,1), K decreases as |po| increases. A smaller K is desired in the
presence of stronger autocorrelation. Intuitively, when the autocorrelation is high, we should use
only very few periodogram coordinates that are close to the origin. We do so in order to avoid
smoothing bias, which can be large if smoothing is taken over a wide window in the frequency
domain. For a given window size K, the larger the value of |p.|, the larger the absolute smoothing
bias.
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7 Simulation Evidence
In our simulations, we consider the following data generating process
Yit = M\t + 7 (t) a; + Treat; - fro + Posty - Bog + Treat; - Posty - 019 + €;t,

fori=1,2,...,nand t =1,2,...,T where Treat; = 1 {i < 0.5n} and Post; = 1{t > 0.5T}. The
error term follows independent AR(1) processes with AR parameter p:

€it = peir—1 + €5 with €0 = 0.

While {ef,} is iid over time, there is cross-sectional dependence. We consider the case with
n = m? for some positive integer m. Individuals are assumed to be located on a regular m x m
integer lattice so that we can write

c ¢ o
€t = €, 4,1 for 1 <idg ig <m,

where (i1, 42) is the location of the i-th individual. For each time period ¢, €5, is a spatial average
of i¢d innovations:
€
€iria)t = @ (Vir—1yiot T Viria—1,¢  Viyt1,in,t + Vigig+1,t)
2
+ 07 (Viy 2,0, + Vi iz—2,¢ T Vir 42,00t + Vi int2,t)
2
+ &% (Vig+1i+1,t + Viy—Liia—1,t + Vig41iia—1t + Viy—Lio+1,t) T Vi a5

where v;, j,+ is 4id N (0, 1) across i1, i2, and ¢. That is, €5, ~ SM A(2), a spatial moving average
of order 2 according to the taxicab distance.

For the trend component, we consider two common cases. In the first case, 7(t) = 1,
i.e., there is no trending function, and only individual fixed effects are included. In this case,
time series detrending reduces to demeaning. In the second case, 7(t) = (1,t)', i.e., there

are both individual fixed effects and linear time trends. For other model parameters, we take
p=—0.6,-0.3,0,0.3,0.6, and 0.9 and set ¢ to be ¢ = 0 and 0.5. We set all other parameters to
zero, as all the tests we consider are invariant to them. The (n,7") combinations under consid-
eration are (42,50), (4%,100), (42,200), (82,50), (8%,100), (82,200), (16% 50), (16%,100), and
(162, 200).

We are interested in testing Hy : 619 = 0 with two-sided alternatives so that each test rejects
the null when the absolute value of the t statistic is large enough. We consider two significance
levels: o = 5% and a = 10%. We first examine the finite sample performances of the tests with
the general sandwich variance estimator and then examine those of the tests with the alternative
variance estimator presented in Section

7.1 Size accuracy with the general sandwich variance estimator

There are two groups of tests with the general sandwich variance estimator. The first group of
tests uses the sine and cosine basis functions: ®9;_1(z) = /2 cos(2jmz), ®a;(x) = v/2sin(2jnz),j =
1,..., K/2. There are two tests in this group: the nonstandard fixed-smoothing test and the stan-
dard normal test. The former uses nonstandard critical values which are obtained by simulations,
as discussed at the end of Section Bl The latter uses standard normal critical values. The second
group of tests is based on the sine and cosine basis functions, but we do not use them directly.
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Instead, we employ the transformation given in Section [4] to obtain a new set of basis vectors,
which is then used in the asymptotic variance estimation. There are also two tests in this group:
the standard fixed-smoothing ¢ test, which uses critical values from the ¢ distribution with K
degrees of freedom and the standard normal test, which uses standard normal critical values.

Figures [2| and [3| plot the empirical null rejection probabilities of 5% tests against the values
of K when n = 64, T = 100, and when the model contains no linear trend, i.e., 7 (t) = 1. The
difference between these two figures is that Figure [2] reports the case with no cross-sectional
dependence (i.e., ¢ = 0) while Figure [3| reports the case with cross-sectional dependence (i.e.,
¢ = 0.5). Several patterns emerge from both figures. First, the nonstandard test and the standard
t test have more accurate size than the standard normal tests, especially when K is small. Second,
as K increases, the difference between a fixed-smoothing test and the corresponding standard
normal test diminishes. This is well expected: when K is large, the ¢ critical value becomes close
to the standard normal critical value. When the plain vanilla sine and cosine bases are used, the
fixed-smoothing critical value also approaches the standard normal critical value as K increases.
See Figure[l} Intuitively, when K is large, the estimation uncertainty in the asymptotic variance
estimator becomes small, and there is not much room for the fixed-smoothing asymptotics —
which is designed to capture this estimation uncertainty — to achieve a better result. Third, for
the two fixed-smoothing tests, the size accuracy of the standard ¢ test is very close to that of the
nonstandard test. When the time series dependence is not strong, e.g., p < 0.6, the empirical
null rejection probabilities are virtually the same across these two fixed-smoothing tests. When
the time series dependence is strong, e.g., p = 0.9, the nonstandard test is slightly more accurate
than the standard t test. Fourth, comparing these two figures, we can see that the cross-sectional
dependence does not affect the size properties of any of the four tests: the empirical rejection
probabilities are almost the same no matter whether cross-sectional dependence is present or not.
Finally, for the asymptotic normal tests, it pays to employ the transformed basis vectors rather
than the original basis vectors. Transformation is desirable even if one does not want to use the
fixed-smoothing asymptotic approximations. However, in terms of size accuracy, the asymptotic
normal tests are dominated by the nonstandard test and the standard ¢ test, even if transformed
basis vectors are used.

Figures [4) and [5] are similar to Figures [2 and [3] respectively, but the data generating process
for each individual contains a linear trend. It is clear that all the patterns identified from Figures
and [3] are still applicable. Comparing Figures [4] and [5] with Figures 2] and [3] we see that the
size properties depend on whether a linear trend is included in the data generating process or
not. It appears that the effect of the linear trend interacts with the strength of the temporal
dependence. When the AR parameter is large, e.g., p = 0.9, it is beneficial to have a linear trend.
A possible explanation is that detrending can help reduce strong temporal dependence without
introducing too much extra variation from the trend estimation.

We also investigate the effect of the sample size on test performance. Simulation results
not reported here show that the null rejection probabilities remain more or less the same for
different values of n when the time series sample size stays the same. This is compatible with
the asymptotic results that the cross-sectional dependence does not affect the size properties of
any of the tests. To estimate the asymptotic variance, we essentially collapse the panel data into
time series data. The cross-sectional dependence and cross-sectional sample size do not affect the
persistence of the collapsed time series. As a result, they do not affect the size properties of any
of the tests. On the other hand, when there is substantial temporal dependence, all tests become
more accurate as T increases. In addition, as T increases, the difference between the standard ¢
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test and the nonstandard test diminishes. When T" = 200 and for all the cross-sectional sample
sizes considered, the two tests have almost identical null rejection probabilities.

7.2 Size accuracy with the alternative variance estimator

We now turn to the tests based on the alternative variance estimator. We consider the same
set of four tests as before, but each test statistic is based on the “collapsed” sandwich variance
estimator constructed in Section[5] To save space, we report only the case with a linear trend but
no cross-sectional dependence in Figure [6] This figure is representative of all other cases. The
qualitative observations for the cases with a general sandwich variance estimator remain valid.
In particular, the fixed-smoothing nonstandard test and the ¢ test are more accurate than the
asymptotic normal tests, especially when K is small and the AR parameter is large.

Comparing Figure [6] with Figure [d we see that it does not matter much whether we use the
general sandwich variance estimator or the collapsed sandwich variance estimator: for each test,
the difference in the null rejection probability is small. Nevertheless, for the nonstandard test
based on the original sine and cosine bases, the general sandwich variance estimator leads to
somewhat improved size performance. For the other three tests, the collapsed sandwich variance
estimator performs slightly better. When the collapsed sandwich variance estimator is used in
place of the general sandwich variance estimator, the size difference between the standard ¢ test
and the nonstandard test becomes smaller.

To sum up the simulation results discussed thus far, we see that the fixed-smoothing tests
(both the ¢ test and the nonstandard test) are more accurate than the asymptotic normal tests.
The difference between the t test and the nonstandard test is small, especially when the temporal
dependence is weak or the time series is long. The cross-sectional dependence and the sample
size n do not have much effect on the size properties of any of the tests. For each type of test,
the form of the sandwich variance estimator has a small effect on the size accuracy.

7.3 Size and power under data-driven choice of K

Table [1] reports the size of each of the eight tests we considered in Sections [7.1] and We use
the data-driven Kgp given in , but we make two adjustments. First, we use the truncated
LS estimator

fe = (3—6'0.97 + <ﬁe - (36‘0-97) 1{[pe| <0.97}
e Pe

instead of the original estimator p. in computing Kopt. Second, we truncate f(opt to be between
2 and T'/2, and we round it to the greatest even number less than Kopt. Rounding is used to
speed up the computation. It has a minimal effect on test performances and is not necessary
in practical implementation. & is chosen to be 1.2 when T" = 100. It is clear from Table [1| that
the fixed-smoothing tests are more accurate than the standard normal tests in almost all cases,
especially when the AR parameter is positive. The only exceptions are the cases with a negative
AR parameter, in which case the fixed-smoothing tests tend to under-reject. Overall, the fixed-
smoothing tests have quite accurate size. Among the fixed-smoothing tests, the standard ¢ test
appears to be more accurate than the corresponding nonstandard test.

Figure [7] presents the size-adjusted power of the eight tests considered. Note that the tests
with the same test statistic have identical size-adjusted power. In our setting, given the same
basis vectors and the form of the asymptotic variance estimator, the fixed-smoothing test and
the normal test have the same size-adjusted power. Thus it suffices to consider four tests that
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reflect the two type of basis vectors and the two form of the variance estimator. Figure [7] reports
the case with a linear trend but no cross-sectional dependence (i.e., 7(¢t) = (1,t)" and ¢ = 0).
The figures for the other cases are similar. The basic observation is that all four tests have more
or less the same size-adjusted power function. In other words, the basis transformation and the
form of the asymptotic variance estimator have almost no effect on the size-adjusted power. This,
coupled with its size accuracy and convenience to use, suggests that we use the ¢ tests in empirical
applications.

8 Conclusion

This paper develops two asymptotically valid ¢ tests in the DD regressions when 7' is relatively
large. These t tests employ standard ¢ critical values and are thus easy to use. They are more
accurate than the normal tests but have the same power properties. The cross-sectional sample
size n can be fixed or grow with 7. Simulations show that the proposed t tests work well even
when n is comparable to T. Given these attractive properties, we recommend using the ¢ tests in
place of the normal tests in empirical applications.

There are a few possible extensions. First, when the underlying process is persistent, we can
use prewhitening to reduce the size distortion of the proposed t tests. This extension is straight-
forward. Second, while the paper considers only panel data, it is easy to see that the proposed
procedures would work for repeated cross-section data as well. In that case, the only change
needed would be to switch the order of detrending and averaging. Instead of first detrending
each time series and then taking an average within each group, as we do in this paper, for re-
peated cross-section data we would first take an average within each group and then detrend the
averaged data for each group. Finally, we consider the case where there is only one policy change.
We do not imagine that there would be much difficulty in allowing for multiple policy changes,
with possibly heterogeneous effects, but we leave the details to future research.
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Figure 2: Empirical null rejection probabilities of 5% two-sided tests with the general sandwich
variance estimator when n = 64, T = 100, ¢ = 0, and there is no time trend
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Figure 4: Empirical null rejection probabilities of 5% two-sided tests with the general sandwich
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Figure 6: Empirical null rejection probabilities of 5% two-sided tests with the collapsed sandwich
variance estimator when n = 64,7 = 100, ¢ = 0, and there are linear time trends
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Table 1: Empirical size of different 5% tests in DD regression with sample size n = 64,7 = 100,
and data-driven choice of K

Note:

General Sandwich Variance

Collapsed Sandwich Variance

Transformed Bases

Fourier Bases

Transformed Bases

Fourier Bases

t1 M Tioo M to N Tooo N
T=1,¢=0
p=—-06 0.034 0.053 0.044 0.059 0.034 0.051 0.047 0.062
p=-—03 0.036 0.056 0.046 0.060 0.037 0.056 0.046 0.062
p= 0.047 0.061 0.053 0.064 0.047 0.060 0.054 0.064
p=0.3 0.054 0.081 0.066 0.085 0.055 0.080 0.065 0.083
p=20.6 0.045 0.102 0.067 0.115 0.046 0.102 0.064 0.113
p=09 0.042 0.255 0.107 0.344 0.036 0.226 0.092 0.302
T =16=05
p=-—0.6 0.034 0.052 0.044 0.058 0.033 0.054 0.046 0.064
p=—-03 0.037 0.054 0.045 0.058 0.036 0.056 0.045 0.061
p=0 0.045 0.058 0.051 0.061 0.045 0.058 0.051 0.061
p=0.3 0.053 0.079 0.064 0.084 0.053 0.079 0.062 0.083
p=0.6 0.045 0.105 0.067 0.119 0.042 0.103 0.063 0.114
p=09 0.040 0.262 0.110 0.347 0.035 0.229 0.091 0.305
(t) = (1,t), ¢ =0
p=—0.6 0.042 0.063 0.045 0.076 0.034 0.054 0.057 0.078
p=—-03 0.041 0.058 0.047 0.073 0.036 0.054 0.048 0.067
p=0 0.047 0.059 0.051 0.072 0.044 0.056 0.050 0.062
p=0.3 0.053 0.076 0.060 0.098 0.049 0.072 0.057 0.079
p=0.6 0.044 0.099 0.053 0.155 0.035 0.087 0.052 0.111
p=0.9 0.029 0.183 0.047 0.297 0.020 0.131 0.056 0.215
= (1,t),6=0.5
p=—0.6 0.049 0.072 0.051 0.083 0.040 0.063 0.064 0.083
p=—-03 0.044 0.066 0.051 0.082 0.040 0.060 0.052 0.072
p=0 0.049 0.065 0.056 0.080 0.046 0.061 0.052 0.068
p=0.3 0.057 0.081 0.069 0.109 0.054 0.077 0.062 0.085
p=0.6 0.048 0.106 0.059 0.162 0.041 0.092 0.059 0.115
p=209 0.034 0.195 0.055 0.310 0.023 0.138 0.058 0.223

The t tests, denoted by “t”, are based on t critical values. The normal test, denoted by
“N7, are based on standard normal critical values. The nonstandard tests, denoted by “7T 7, are

based on simulated nonstandard critical values.
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Figure 7: Size-adjusted power of the tests with different variance estimators and basis functions
for n = 64, T'= 100 in the presence of linear trends but no cross sectional dependence.
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9 Appendix of Proofs

Proof of Lemma Part (a). We have

%Z[Postﬂ2
t=1
1 i < ) (T )1 2
—— 1< = Posts -7 ( T(S)T(S), 7 (t)
ez (2 >
[Tr] [ T -1 2
:;; 1{;_ } < ZPostS 7D ( > (;ZTD ) D (t)

H/Or{l{tZV} [zl [/Olﬂs)f(s)’ds]17<t>}2dt+0(T‘1)

uniformly over r € [0,1]. Some elementary calculation shows that
1
—ZTreat Z(l{z<n,u} w?=pl—p.
i=1

Combining the above results yields Lemma [3.1](a).
Part (b). We have

[T] n
1 1 -
Sa1 (r) = T Z Post; - — (Z (T'reat; — ) - Zﬁ)
t=1 " \iz1
1 (1] 1 un
=7 Z Post] - — Z Treat; - Z Post; - - Z Z3,
t=1 i=1
1 o 1 1
=TZPostl-;Z Ziy— -2,
t=1 i=1 j=1
1 ] T 1 L] M
=7 Z Post] - - Z Zf — Z Post] - Z
t=1 i=1
1 ] 1 [TT]
=pu(l—p) TZPost[-n—ZZ[t ZPostt- Z ,
t=1 K =1 j =un+1

where the last line follows from some simple calculations.
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Note that

T T 1
_ (Z AosT (s)') (Z T(s)T (s)') 7 (t)
5;1 s=1 B
_ (Z ot (8) 7 () (Z T(s)T (s)/> 7 (t)
s=1 s=1
T T -1
- (Z ZisT (8)') (Z T(s)T (S)') (t) = AL+ Zi;
s=1 s=1
for
T T -1
AT, = Ay — (Z AssT (s)’> (ZT (s)T (s)’> (1),
s=1 s=1
T T -1
ZT = Zy (Z ZisT (5)/) (ZT (s)7 (s)’> 7 (t)
s=1 s=1
We have
1 [Tr] 7_ 1 un 7. 1 [T'r] 7. 1 n .
Sa1(r) = p(1—p) T;POSQ E - Zji — T;POStt mz %;HZ@
1 7 B [T7]
=pu(l—p) T Z Post] - (Zi’;e“t Z Posty - (Zc‘mtmz) ,
t=1
where

treat § : treat § :
Z Z]t7 Z ]t7

Zcontrol _ 1
ot =

Z Zit and (Zf?ntTOl)T Z Z;

In the above expression for Sa; (), the time effect A7, has been cancelled out.
Denoting
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we have
1 [Tr] B _
T Z Post] - (Z_t;e“t)
t=1
(1]

T
= % Z Post; — (1{ Z Posts - p (5)') A-lrp (t)]
t=1

Zf:eat _ < Z Ztreat ) A L (t)]

[Tr] 1 [Tr] _ 1 T
_ o+ Z treat il Z Z.t;@at -Tp (t), A;Tl (T ZTD (8) . P08t3>
t Tv t 1 s=1
) T ) [Tr]
_ (T Z Z}‘g@at p ( ) Z Posty - p (
s=1

[TT]

1 <& 1 5
Z 7D ( (T Z 7D () POStS) (T Z AN (S)/> Al (1),
s=1 s=1

where we have used

[Tr]

T
7 2 (3} >~ Posty -7 <s>’> At (1)
t= s=1
1 ] (/1T
treat / —1
=7 Z Z! (T Z Posts - 1p (8) ) A Tp (t)]

s=1

~tlreat
Z~,t

[TT] I

_ Z treat ATTI;1 Z TD - Post,

1 - (1
= |7 E Z,t;eatTD ) | AL <T E Tp (s) - Posts> .
t=1 s=1

The above holds because (71 Zstl Posts - 1p (s))A7 7p (t) is a scalar.

A similar expression can be obtained for X 7[2"1} Posty - (Z‘f?”t”’l)T. It then follows from

T
Assumption [3.3] that

521 (’I“) = Op (1) .
Part (c). Using and Assumption [3.4] we have

[T7] n (T7] n
1 1 T (7T 1 1 >T >T !
Saa (r) = T Z - Z Zi(Z5) = T2y Zit (Zit>
t=1"" i=1 t=1"" i=1
=7rG + o0y (1)

uniformly over r € [0,1]. m
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Proof of Lemma In view of Lemma we have
vnl <é1 — 910)

T
1 — B 1 _
= |7 g (Treat;)* - (Post])? s g Posty - ( g Treat; - €] )—i—op(l) (27)
t=1

it

+0,(1). (28)

1 & ——
311 z Post] - [\/ﬁ Z Treat; - €
i=1

By Assumption we have
N ip oL iT _
\/T ost] \/ﬁ . reat; - €,
T 1 T 1 no__
PostT TreatZ €t | = —= Post] | — Treat; - €;
T 1 L I -1
T {72 } - (T 3" Post, - (s>'> (TZTD (5) 7 <s>’> 0
t=1 s=1 s=1
1 o T d !
N Z Treat; - € | =% A ; H,(r)dB(r).
i=1

ﬁ\

X
VR

Therefore,

1
\/ﬁ<él B 010> . A Jy H,(r)dB(r) d A N(0,1),

p(d—p) folHE(T)dT ,u(l—,u)y/folHE(r)dr‘

We will need the following lemma to prove Lemma
Lemma 9.1 Let Assumptions hold. Then

as desired. m

T n 1
1 t\ |1 o o p(1—p) [ @y (r) H2 () dr 0
F2 o (7) |3 L | = o B Hy () o, ().
T; T n; Pt 0 Jo @k (r)dr-G b
Proof of Lemma Define S (0) = 0. Recalling the definition of S (r) in [5, we have
T n
1 t\ 1 o o
Py () 230 Ry
t=1 i=1

r)s ()
_ :1 {@k (;) e (t;lﬂ s (;) + By (1) S(1).
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Let

_ ( Su(r) Sial(r) : e
S(r):= ( Sor (1) Sa (1) ) with So; (1) = 815 (1),

ams(5) ()

It follows from Lemma [3.1| that sup, [|A¢|| = o, (1). Using this, we obtain
T-1
t t+1 t
Q| = | —Pp | — — P (1 1
> [o (7)o ()] 5 (5) sy
t t+1 t
<T) . (T) [At LS (T)] By (1) (Ag + S (1))
+

|
[s(z)+®mwsa
|

and define

_|_
™+ ~
Lo »‘—‘)—\
| — |
A
>
N\
N[ =+
N————
|
KA
>
~—— N —
~
H‘
—_
TN —— N

s (5o ()5 ()
() (F)eee

Under the piecewise monotonicity condition in Assumption 3.1], for some finite £ we can partition
the set {1,2,...,7 — 1} into x maximal non-overlapping subsets U5_4Z; such that @y (t/T) is
monotonic on each Z; := {Z;r,...,Zv} . Now

S ORNCS

)
< ;t; o () - o (5| A o)
<> 3 foe (1)~ () [sw1ad s )

_ g % o (7)o (5| sup Al 40, (1)
|

Sl () ()

=0(1) Sup [As]] + 0p (1) = 0, (1),

sup [|As || + 0p (1)
S
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where the o, (1) term in the first inequality reflects the case when ¢ and ¢+ 1 belong to different
partitions and “(£),” takes “+” or “—” depending on whether ®; (¢/T’) is increasing or decreasing
on the interval [Z;r,Z;uy]. As a result,

o () [ x|

z < >{ <;>—s<t;1>w>
T
-

) @y (r)dr-G

t=1

1 . t 1 . T T ™)
- T ;(bk‘ (T) n 2 it [th (th)le}

1 « N T R
=gk (r) [V S - g B (1)

t=1 =1
() g @k () HE () dr 0 VaT(0: = 6w) )
< "0 [ @ () dr G) < \/ﬁ(érago) >+ » (D)
U (B LN g () Jo @ () H2 () dr/nT (6 — 010)
- T;q)k <T) \/H;X”E“ ( I <1>0k dr /T (B — 00) Fop (1)

(29)
So

=1



Note that

Using Assumption [3.5 we hav

&iww@iw
azy/ {@k LA k@)H@@)T@y}{AIT@)T@yd%1Toq}d3(m.

Combining this with (29) and Lemma [3.2] yields

n T

1 .
R|—> > Xi(XE)
i=1 t=1

T

-1
1 t
=30 (1)
\/T t=1 T




It then follows that

V _d A21§:
R

K 2 [/Oléf(r)df;(r)r [u(l—u)/olHQ(s)ds]Q.

v

This completes the proof of Lemma [

Proof of Theorem Using Lemmas [3.2) and we immediately have
vV nT (él — 910)
Vv AR
1
I AL
p(l—p)  [LH2(r)dr

T =

p(L—p) fo Hp (s)ds
2y 1/2
(k=i [l ot mas o)’}

Jo Hy (r) dB (r)
2y 1/2
(k=i [l ot mas o)’

=T.

Proof of Theorem (a) We have

1 & N\ 1 &
A= — Z(I)k () — ZTreatl €
T t=1 T n =1
T n
1 t\ 1 GS——
= 7T Z (bk <T) 7/” Z TT‘eatZ Eit
t=1 =1
U (t\ 1~ Treat;- Post \
— P = | —= Treat; - reati - 1ost 0—0y) . 30
T tzl g <T> n ; ( 77 ( 0) (30)
Let
t\1" ' 1 & s 1< -
D, <>} Oy, () |7 Z O () -0 ()| |5 ZTD (s) 7D (3),] ™ (t).
[ T T T — (T) T —~
Then the first term in satisfies
1 £\ 1 o~ ——
— i =) —= ) Treat; - €
72 (1) e o
! L LV Zn:f%veat dA/(IDT(r)dB(r) (31)
— — — i €t — .
T\ Vs '* ‘
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The second term in satisfies

T !/
1 Treat Post] A
— Treatz t 0—0
_ ! i@k <t) i i(Treat-PPosttT <é1 - 910>
T T)vn i=1
1 « £\ 1 o
+ — D, <> — Treat; - (Z],)" (02 — 020
1 no__ 1 T )
= [n Z(Treatz) ] T Z(I)k ( ) Post] | VnT (01 010)
i=1 t=1
1 T t D~
+ 7T Ez:q)k <T> ;Treatz (Zzt) V (92 — 920) = Il + IQ (32)
To obtain an upper bound for Is, we have, using Assumption
1 ¢d &
T Z - Z Treat; - (Z])
t=1"" i=1
1 (Tr] n 1 [Tr] 1
_ T\ __ T\/
- T Z E Z T’reatl (th) T E (th)
t=1 =1 t=1 =1
1 X 1 4
t=1 H i=1 H Jj=nu+1
1 [Tr] 1 I 1 (Tr]
=Q=—mn |72 25 - (T > 2L (8)'> A D 0 (1)
t=1 s=1 t=1
1 (Tr] 1 [Tr]
_ (1 _ 'u) M 0 Z Zcontrol ( Z Zcontrol /> A;TIT Z ™ (t)
t=1 t=1
=op (1)

uniformly in r. Combining this with a proof similar to that of Lemma we have

1 T

N e—r— 5
ﬁ 2 (I)k (T) ;Treati . (Zzt) = Op (1) .

It then follows that I = o, (1). Therefore, the second term in converges in distribution to

) 1 A fy Hy(r)dB(r)
=) [0 B )

N

! r)YH, (r)dr (!

_pdo qf)‘j;i)ir)d / H,(r)dB (r).
o v
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Combining this with yields

Lo _ fol Dy (r) Hy (r)dr [*
/O 7 (1) dB () T /O H, (r)dB ()

1
:A/O T (r)dB ().

Part (a) follows immediately.
(b) Using part (a), we have

VnT (01 — 610)

o

.1 JiH <>dB<> w(L— )\ o H2 (s) ds
1-— 2
p(l=p) [ HE(r {]1(2“ ?(T)dB(T)r}
fH )dB (r) .

2 1/2
(o ermasn]’} 1
It follows from that

. 1L -
=N p-p) {T Z[PostﬂQ} ,
t=1

Ak —>dA

T =

l

1/2

where
1 K 1 T
2 D) A o
A — 5 kg_l Ak and Ak — ﬁ tE - @k”}—Lth .

To prove Theorem we need to first prove the following lemma, which establishes the asymp-
totic bias and variance of A2.

Lemma 9.2 Let Assumptions (md hold. If K — oo such that K/T +T/K? — 0, then
. A 2
(i) E(A? - A?) :4(%) B+0 (%),
(i1) var(A%) = 22(1 + o(1)) + O (%) .

Proof of Lemma[9.2} We prove (i) only, as (ii) follows from standard arguments, e.g., Theorem
9 in Hannan (1970, p. 280). By definition, we have

1 I
= 7= Z Py 74,061
VT S
1 —
- VT kM {(IT — M, - Post (Post' - M - Post) L post’ - MT) Mre}
1 1 i
= —®) 3 Mre — —=® ; Post” - (T||Post™||?) " (Post™)e
T e =

1 Cx 1
=&, o= — (P
Nl VT
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where Cyy is defined in ,

., C
Bf = 2 Br = Mpost s BRY,

and R™) is the k-th column of (Ry)~". Here we have used Cy = T Mpost,r, where Mpogt 7 is

defined in .
Let ®* = (®}, ®3,..., ®}) = T~ 1Cy Py, where &y = ®R;;'. Then

(\%) j; @H(;Q‘@ = (Ry, )<I>’CH<I>R_ (R;}) Ry RunRy}! = Ik.

Therefore, ®%/+/T is a series of orthonormal basis vectors in R”. Each column ®; of the matrix
®* corresponds to the basis function ®; (r) defined by

[/ CH(r,s) )ds}R(Jk)—Ztlﬁ (r) R, (33)

7j=1

where Rg; ) is the (4, k)-th element of R} and Roo = limp_, Ry is the upper triangular factor
of the Cholesky decomposition of the matrix fo ®% (r) ®% (r)' dr. The second equality in
follows from simple calculations using the deﬁmtlon of CH (r,s) given in (|15)).

Let ¢, = EJK 1 c]R( *) and dj, = Zszl JjRg;k). Then @7 (r) can be further represented as

K
() =Y [0 0) = 7 () d = 1(r = ) &) RGY

K
=> &, (N RYH — 7 () dp —1(r > v)cp
= (r) — 1(r > v) e,
where 7y, (r) = ZJK:1 P (r) RYF) _ + (r) dy.

Under Assumption c), m (r) is twice continuously differentiable. Under Assumption
[6.1)(b), the coefficients {cy} satisfy

K K K K K K

31, J2, P Ji1,k) p(jz.k

IEEED 95 9 S L33 ey R
k=1 j1=1ja=1 Jj1=1j2=1 k=1

_¢ {/01 B (1) DM (r)'dr}_lé

= 0(l|g*) (Z x| ) (34)
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éw ) g = g Uol i (r) Hy (7) drr [/01 Hj (s) ds} _2
= 0(1)2 (/Olék(r)er> </01H3 (S)ds>_1
— </Oléc1>k (r)? dr) =0 </01 1@ (r)||§d1~) 7 (35)

where the third equality follows from the Cauchy inequality. Similarly, we can show that

K K K 1
Z”dkH2:O (Z!|dk|\2) and Z||dk|!2=0</ ||‘I)F(7“)||gd7“> . (36)
k=1 k=1 k=1 0

Now
1 1 T T
EA2 — TE [e’<I>}Z (@Z)’e] — TE Z Z <I>’,;7t¢>zysetesl
t=1 s=1
1 & s, Ip|
L et = Y e /) (1- B,
t=1 s=1 p=—T+1
where

T
1 § : *
Wk, T (p/T) = T — |p| ®Z,tq)k,t—p1 {1 <t—-p< T} .
t=1

As a result, we have
- p p|
BR = 30 i (§) (1 - T) e
p=—T+1

where S = TK~! is the usual truncation lag parameter and

k(P 1 K 1p
A (§) = % 2wkt (KS) '

The above representation is in the same format as what we would obtain in the case of kernel
LRV estimation.
As T — oo, we have

1
orr ()= (©)+0 (1)
for 1 min(1+¢,1)
arle)i= 1= | ¥ () @ (s — <) ds,
1—- ‘§| max(0,s)
and for ¢ = K,
PR it 1
wr (€) = Ezwk xS
k=1
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It is easy to show that for each £k = 1,..., K,wi (¢) is an even function, wg (0) = 1, and
fol swy (¢) ds < 0.

Observing that 2 Ip|* o » < o0 under Assumption ( ), we have
i « p Pl
ER A= 3 Wk (g) <1 ) Sy 2
p=—T+1 P=—00

- TZH 1 % 20 wer (15)] <m>q0_ap+0<1)

R s T

152w ()] 1 ™ 1
_ . b L q 2 1
a (K,légrioo (3! Sq ) Z pl*oc, (1+0(1)+ 0O (T)

S =—T+1

K —w 1 T+1
~~ lim Z[l f({fs)]slq 3 \p|qa§7p(1+o(1))+o<;)

1+q
(K,S)—o0 K — (#3) T

_ (fjf)qw(q)(o) f: "o, (1+0(1)) +0 (;) )

p=—00

where w(?(0) is defined according to

In addition, ¢ = 1 if w(M(0) # 0, nd g = 2 otherwise.
We now show that w()(0) = 0. It is easy to see that

i
K—oo
k=1
where ) ©
(1) —w (S
0)=1
we' (0) =l —

)
=7 (8) =Tk (s)s—ckl(s>v)+epl{rv<s<v+ct+o(s)
— [k (s)s —al{s € [v,v+ )} +o(s),
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as ¢ — 0+, we have

min 1+ 1
\g| fmax 5 (I’* (s) @; (s —<)ds
s—0+ S

&
=~
[y
—
—~
=)
~
I
—_

= lim
¢—0+ S
1—¢— [M[® (s)]2ds 1 /!
:gl—i>I(I)l+ fgg[ i (8)] +g£%1+g i Oy (s) [Tk (s)s — ekl {s € [v,v +¢)}] ds

2 1 !
=—1+®;(0)*+ lim / @; (s) [ (s)s —epl{s € [v,v + <)} ds,

—0+ ¢
where
1 1
lim — () [T (s)s —epl{s € [v,v+¢)}]ds
—0+ ¢ Jo
o Jo e (s)s — el {s € rv + <)} ds
- s—0+ S
e RO ()5 — el {5 € v+ o)} ds
s—0+ S
1
= / Oy (s) Tk (s)ds — Py, (V).
0
Therefore,

w (0) = —14+ 85 (02 + [ [mk(s) — cul (s > v)] 5 (s) ds — cx @ (v)

= —1+ &} (0)*

+

w\»—lw\»—xw\»—Ac\
i

[ (1) = e (0)%) = e (mi (1) = 7 (v) — e} (v)

= —1+ 01 (00 + 5 [{[@4 (1) + &) = 9 (0% }] - ex [0 (1) — 0} )] - x®} ()

1
= 1+ @4 (0 + 5 [@F (1) - @4 (0] + 5¢F
* * 1
=—1+= [@ (1)% + @; (0)2} +§c§.
So,
K 1 1 K
(1) _ - - * R T 2
W (0) 21(15%01(2;[ t+ o (0)]+ hinoow;%
Using @7 (r) = ZK <I>H( )R((fo’k), we have
K
Z@; ZZ@H 0) RGPS @7 (0
k=1 k=1 j=1 i=1
K K K
=33 el 09 0y IR
1=1 j=1 k=1

1

—@%(0)’{/01¢>”<>@%<>dr} 3% (0).
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Similarly,
1 -1
Zcbk oy { [ atmakeyal sk,
0
Using and Assumptlon 1| (d), we have

K K
S 0107 =0 (Jek ) =0 (z 20~ 102 1) &~ 7 0) })
k=1

k=1

ol lnroraf) o (geor) o3kl

O (e (0))) +0 </0 | (7")sz7“> — O(K).

Similarly,

K

> @i (1)’ =0 (e ) = 0 (K)

k=1
Therefore,

1 & 1 &
00~ i 3 <00) 3
k=1 k=1

.1t 2
=0 Jim 5 [ 19r@)|Pdr =0,
We proceed to evaluate w(®(0). Letting ¢ = 1/ (K S), we have

1—wk(Kls)_1—wk(§)_1[1_ 1 1
2

O
1

—§2(1_g)[l—g—/:@}‘;(s)@,t(s—c)ds].

Using the assumption that 7 (-) is twice continuously differentiable, as ¢ — 0+ we have

B} (5) B (5 — <) ds}

Pi(s—¢)=mp(s—¢)—cxl(s—c>v)
:wk(s)—#k(s)g—i—%ﬁk(s)gQ—ckl(s21/)+ck1{l/gs<u+§}—i—o(§2)
:(I)*(s)—ﬁk(s)g—i—%%’rk(s)gQ—i—ckl{se v, v+¢)}+0(s?),

where 7, (s) = d*my (s) /ds?. So,

k
(
1
&(5_0[1—g—/§ q»,;(s)@,z(s—g)ds]
1 1 1
:32 [l—g—/g (D7 (S)]2d8+/§ @Z(S)ﬁk(s)gds—ck/o Or(s)1{sev,v+¢)}ds| (14 0(s))
1
- [ ) i) ds 1+ 0(6) o ().
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In the proof of w(M(0) = 0, we have effectively shown that

i K 1*§*f§1[¢2(5)}2d5+f§1@2(3 ()§d8 Ckfo ]_{SE[VV+§)}dS:O(1)
Kk‘il ° |

and so

QL= = [T ()P ds [ B () 7 (s) sds—ck Jy B () 1{s € v + )} ds

i 2
k=1 s

-o(3k) -0 (5)-0(F) -0 ) o

where the last equality follows from the rate condition in the lemma. As a consequence, we have

. 1 T
}zféﬂom;/o i (8) e (¢ >d5+*££“ooxszck i (1) = ()]

and by the same argument as in we have

K K K 2 )
[ (1) = 7 () Z{ [Z &; ()| REY | + {17 (1) =7 ()] di} }

k=1 k=1 j=1

K K ‘ 2 K

<2Z{Z b, (v)| REY +0(Z||dk|2>
k=1 | j=1 k=1
; w)w(m)
O (K?) + O (K?),

where we have used . The above bounds imply that ‘Zszl ek [T (1) — 7ge (y)]) =0 (K?).
Hence

K—oo

K K
. 1 : : 2
lim %3 ,;_1 e [k (1) — 7 (v)] = 0 and w®(0) = —5 Kh—rgo kg_ / (s)ds.
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It now suffices to compute the above limit. We have

1
/ T (8) 7 (8) ds
0

1 1
/ i (8) di, (5) = 5 () g (5) [ — / e ()12 dis
0 0
1
e (1) 7, (1) — 75 (0) 7 (0)—/0 [k ()] ds.

Under Assumption [6.1[(d), we have

Jl,
oo

K K K
< Z Z ®j, 2 (1) Z
Jj2=1j1=1 k=1
K K K
D IPIPI A
k=1j1=1jo2=1

dJZR(]l,

K
7 (i) dk) (Z b, (i) RYM — T'(i)'dk)]
Jo=1

johk)jomk) +

K
Z dy7 (3) 7 (i)' dy
k=1

]27

K K K
|3 3 @y (03 R RE
1=1j2=1 k=1

< Jor @1 or 0] + 0 (f; chk\r) + (e 1+ H@ o) (f; chk]f)

= 0 (K?) + O(K) + |2 ()] OWE) + || b5 () | OWE) = O ().
It then follows that for dp = (ch, v JK)’ we have
1 1 &t
2 . . . 2
w( )<0)_2f§5noom§_:1/o (i (5)]2 dis
- 2
1 1 & & ) /
—21(121100[{?’];/0 j;cbj(s)Rj’ 7(s) di| ds
| Ko [ K 2 | X 1
— i 5 . i,k . . . /
_ZKII—IPooK?';/O ;Q)J(S)joo) ds + lgnmm;d;c [/0 7(s) 7 (s) ds}dk
1 K K ) 1 K
i 2 2 [ XL ds] D> RGPS
j1=1ja=1 170 k=1
But
I RN L
2I}£nmmkz_:dk [/0 7 (s) 7 (s) ds} dy =0
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j1=1j2=1 k=1
1 1 -1
— Tim 3/ by (s) [/ O (5) @ (s )ds] [dFT( )} ds =0
and so
1 1 K K 1
w®(0) = 5 I(h—r>noo 3 Z Z/O d, (s) dsZR(”’ RU2:k)
=1j2=1

Combining the above results, we can conclude that

A K 2 0 K2 1
2 _ a2y _ _ (& (2) =
E(A? - A%) = <T> w (0)pz_:oo|p| +0<T2>+0<T>, (37)
as desired. m
Proposition 9.1 Suppose we use the Fourier basis functions ®2j_1(s) = /2cos(27js) and

®9;(s) = V2sin (2mjs) for j = 1,..,K/2 and 7(r) is a vector of polynomial trend functions.
Then w?(0) = 72 /6.

Proof of Proposition Letting m (r) := [1(r > v),7 (r)']l, we have

©;f (r) = @y (r) —m (r) Iy,

Dy = [/Olm(r)m(r)/dr]l [/Olm(r)Cbk(r)dr].

Some simple calculations show that

where

/ o7 (1) @7 (1) dr
N /0 (@1, (r) = m () 93] [ (r) —m (r)" 9]

_l{k—j}—ﬁ’-/Olq) (r)ym ()dr—q?’/ S (r)ym () dr + 9, [/ m ( dr]ﬂj

k=) — ﬁ’[/m )dr}ﬁk
=1{k = j} — 9,0y,

e[ momto] e[ momra] [ o]
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Next, we evaluate fol m (1) @, (r) dr. The absolute value of the first element is of the form

C
— or

~ k

sin (27kv)

=2
V2 27k

1
/ V2 cos (2mkr) dr

[/’jlﬂsin@ﬂkr)dr] _ @‘hm;r(;rrkv) . %

The absolute value of each of the other elements is of the form
1

2

/0 7 (1) <\/§ cos 27Tkr) dr| = ;gg

_ V2
T ok

1
/ 7 (r) d (sin 27kr)
0

¢
~ k

1
/ sin (2mkr) 7 (r) dr
0

or

1 1
/0 7 (r) (\@sin 27rk7’> dr /0 7 (r) d(cos 2mkr)

V2
T onk

V2 1 . o
=5 7‘(1)—7(0)—/0 cos (2mkr) 7 (r) dr SE'

In the above, the absolute value and inequality should be understood elementwise. Therefore,

1
' [/ m (1) @ (r) dr}
0
for some constant C.

Let 9 = (01, ..., 9 ) € REX(+1)_ Then

C
<z (38)

[ /O L (s) [0 (s)],ds} o (1= 09" = Lic 4 000 = 091 o= L+ (7).

where 9* = J(I4, 41 — 0'0) /2. In view of (38)), we have (J3)"9% < C/k>.
It then follows that

1.1 1 R :
w?(0) = 3 I{h—r>noo ﬁtr { [/0 D% (s) [7 (s)] ds] /o Op(s)Pp (s)/ds}
( @2m)? 0 0 0
0o (@2 o 0
11 S .
0 0 . [2r(K/2)7? 0
\ 0 0 27 (K /2))2
1 K/2 1 1 K/2
= lim o> 2+ 5 lim > [(05,0) T, + (95)' 9] (2m)”
j=1 j=1
) K/2
=l g5 2 i) = g
j=1
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n
Proof of Theorem . Part (a). We first establish a moment bound for 62/02;4. Under
Assumption [6.1(a), we have VT E[(61 gLs — 61,01s)]?> = O (1/T), and so

T -1 1
[Post] = .
g osty] } +O<T> (39)
Using Lemma we have
52 A? 1
E<;’ —1>:E 2<1+O(>>—1
TELS A T
K? B K? 1
“ereto\r)to\r
K? _ K? 1

N 2
52 2 A2 1
E<aaLs‘1> -F A2<”O<T)>‘1]

Then, by applying and , we have
p (‘ VT (01 oLs — 610)

o

’ﬂ \

O%}LS =A° [ (1 {

:E“i;“)w(;)

and

— EG(:)+ G () E ( - 1) 2+ G ( - 1>2 o
—1-0(11() +0<I;22) +O<;>.

=G(z )+%BG’( %) 2—1—[1(G"(z2)z4+0<[1(>+0<I£>+O<;>.

Using this, we have
a/2
> 15/ )

p VnT (01 0Ls — 610)
o
K2B /2.2

= 1- G2 — S G (15)?
%G//((O&/? /2t ;{) ( )+0<;> (40)

On the other hand, we have

(0}

af « 1 G,/(X ) a 1
(055 = - g G +o () (a)
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See equation (14) in Sun (2011). Combining and yields

P ( > t?(ﬂ)

=1-G(x}) + G (x) égjgg)) (x3)?

VnT (01 0Ls — 610)

g

K?B oo 1 o o2 1 K? 1
T2 Gl(Xl)Xl - ?G”(Xl) (Xl) +o0 <K> +o0 <T2> + O (T)

K’B 0 oy a 1 K? 1
=a- GO +o <K) +0 <T2> 0 <T> .
Part (b). Under Hy(6%), we have
P(
=G 2 KZB ! 2\ .2 1G// 2\ .4 1 K2 O 1
B 62(2)_‘_? 62(2)2 +? 52(’2)2 +o ? +o ﬁ + T .

Therefore, we have

P <| VnT (6,015 — 010)
o

VT (61,015 — 610)
o

S Z|H1(52)> = EG(;Z ( 0_2 > +O(T_1)7

<t 2|H1(62)>

o KZB « o 1 o o
= G ((t5") + “5 G (VY + LGRS )

wole) +o () 0 7)

o K?B o o 02 o 1 K? 1
=Gp(XT) + —5 G (XX + 57265 52 (XT)XT + of )+0< >+O<>,

T2 2K K T2 T

where we have used the result that

G" (x7) &
" a) 1 / a) / o
52 (XP) G (x%) 52 (Xp) 2% G3,52 (x1),

which follows from simple calculations. For details of the calculation, see the proof of Theorem
5in Sun (2011). m
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