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Preface

Good walkers leave no track.

Good talkers don’t stammer.

Good counters don’t use their fingers.
The best door’s unlocked and
unopened.

The best knot’s not in a rope and

can’t be untied.

Tao Te Ching, Book I, Verse 27
Lao Tzu

(Adapted by Ursula K. Le Guin)

This dissertation collects three works developed on the broad topic of time series analysis, with a
specific focus on machine learning, non- and semi-parametric methods, and regularization. In par-
ticular, the discussion will take an econometric perspective with respect to the three key problems
of estimation, forecasting and inference.

A quite important thing to note is the fact that until the mid-2010s there was somewhat of a
chasm between machine (statistical) learning! (ML) and econometrics (Stapleford, 2021). This is
somewhat natural: most economic data has historically been (and still often is) costly to obtain,?
therefore a practical desire or need to sieve through Big Data has emerged only relatively recently.
Moreover, theoretical analysis of many ML techniques simply lags behind empirical implementation
due to how comparably cheaper and easier it is for most researchers to gain access to ever-improving
computer hardware and software. However, in the past few years there has been a growing push
towards marrying empirically successful learning techniques with the theoretical rigor of economet-
ric and statistical analysis. Early reticence and subsequent enthusiasm can thus be read as normal
tides within a field (economics) which — as many others in the social and natural sciences alike —
may come across as quite conservative in its methods, yet also rather intent in keeping up with
broader trends. Indeed, what economists and econometricians most often demand are specific con-
ceptual, statistical, and empirical guarantees, which ensure that a given methodological approach is
able to effectively and correctly inform policy-making. In the vast majority of interesting settings,
such guarantees are not trivial to derive. The contents of this dissertation fall within this context
and attempt to bridge the gap between learning ideas and econometric theory and practice, with
a specific focus on data that has a prominent time structure.

Chapter 1 develops a new ML approach to forecast economic time series — focusing on US GDP

Intended here as a subject with specific and often rather distinct characteristics within the broader fields of both
computer science and statistics.

2Macroeconomic data is, in fact, the prime example of “expensive” economic data to collect, since by definition
it is a byproduct of the massive accounting, financial and actuarial work done by private and public institutions.

xi
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growth — within an environment consisting on many series with observations sampled at different
frequencies. We introduce a method that is based on a reservoir computing approach, which,
broadly speaking, leverages the universal approximation properties of nonlinear state-space models
with random coefficients matrices. Our proposed scheme is computationally efficient, empirically
effective — reaching or surpassing state-of-the-art forecasting performance — and straightforward to
implement even when there are many different data frequencies.

Chapter 2 deals instead with the important question of regularization in the estimation of linear
time series. Vector autoregressive models (VARs) are a fundamental benchmark and foundational
analytical tool of modern econometrics. Yet, even in moderate data environments with a few
dozen series, estimation of VARs can be severely impacted by efficiency issues — that is, too many
parameters need to be recovered compared to the sample size. This is true even in settings that do
not fall within the category of high-dimensional processes. Drawing a comparison with Bayesian
methods, I propose to apply anisotropic ridge regression as an estimation procedure in order to
effectively exploit prior information or beliefs on the structure of the VAR model. The theory for
inference on impulse responses functions and cross-validation is developed, and in simulations I find
that the trade-off of ridge penalization can be positive whenever one is correctly informed about
the nature of the underlying data generating process.

Finally, in Chapter 3 I provide a semi-nonparametric approach for the estimation of impulse
responses og nonlinear autoregressive models. Impulse response functions (IRFs) are widely stud-
ied objects in macroeconometrics, because they quantify the response of a model economy to an
unforeseen shock. For example, central banks are often interested in studying the potential effects
of credibly exogenous changes in monetary policy over short and long horizons. If one also wants
to incorporate nonlinear relationships in a model, I prove that estimating the linear and nonlinear
(functional) autoregressive coefficients with a semi-nonparametric series approach is a uniformly
consistent strategy. In turn, this allows the constructions asymptotically consistent nonlinear IRF
estimates — meaning that IRFs can be correctly recovered in large samples. The empirical appli-
cations I provide showcase the potential impact of nonlinear IRFs on policy: comparing pointwise
linear and nonlinear estimates suggest that linear models can underestimate to varying degrees the
negative effects of contractionary monetary policy. This, in turn, provides evidence that proper
estimation of nonlinear interactions may lead to better quantitative analysis of macroeconomic

dynamics.



Chapter 1

Reservoir Computing for Macroeconomic

Forecasting with Mixed Frequency Data

Joint with Petros Dellaportas, Lyudmila Grigoryeva, Marcel Hirt, Sophie van Huellen,
and Juan-Pablo Ortega.

1.1 Introduction

The availability of timely and accurate forecasts of key macroeconomic variables is of crucial impor-
tance to economic policymakers, businesses, and the banking sector alike. Fundamental macroeco-
nomic figures, such as GDP growth, become available at low frequency with a considerable time lag
and are subject to various rounds of revisions after their release. This is particularly problematic
in a fast-changing and uncertain economic environment, as experienced during the Great Recession
of 2007-2008 (Hindrayanto et al. 2016) and the recent pandemic (Buell et al. 2021, Huber et al.
2021). However, a large number of the potentially predictive financial market (and other macroe-
conomic) indicators are available at a daily or even higher frequency (Andreou et al. 2013). The
desire to utilize such high-frequency data for macroeconomic forecasting has led to the exploration
of techniques that can deal with large-scale datasets and series with unequal release periods (see
Borio 2011, 2013, Morley 2015; we also refer the reader to Fuleky 2020a for more details regard-
ing high-dimensional data and to Armesto et al. 2010 and Banbura et al. 2013 for a review on
mixed-frequency data).

We contribute to the existing literature by proposing a new macroeconomic forecasting frame-
work that utilizes high-dimensional and mixed-frequency input data, the Multi-Frequency Echo
State Network (MFESN). The MFESN originates from a machine learning paradigm called Reser-
voir Computing (RC). RC is a family of learning models that take advantage of the information
processing capabilities of complex dynamical systems (see Maass et al. 2002, Legenstein and Maass
2007, Crutchfield et al. 2010, and Lukosevi¢ius and Jaeger 2009, Tanaka et al. 2019 for reviews).
Generally speaking, RC is a versatile class of recurrent neural network (RNN) models (see Salehine-
jad et al. (2017) for a detailed survey). Although conventional RNNs are well-suited for handling
sequence data and dynamic problems, estimating their weights during the training phase is inher-
ently difficult (Pascanu et al. 2013, Doya 1992). Reservoir networks stand out due to the fact that
their inner weights can be randomly generated and fized, and only the output (readout) layer weights
are subject to estimation (supervised training). Echo State Network (ESN) is one of the most pop-

ular instances of RC models with provable universality, generalization properties (see Grigoryeva

1



2 CHAPTER 1. RESERVOIR MACROECONOMIC FORECASTING

and Ortega 2018b,a, 2019, Gonon et al. 2020b, 2023a, Gonon and Ortega 2021, and references
therein for more details), and excellent performance in forecasting, classification, and learning of
dynamical systems (see Hart et al. 2021, Grigoryeva et al. 2021). While conventional RNNs have
been adopted for macroeconomic forecasting in a few instances (see, for example, Paranhos 2021),
to the best of our knowledge, we are the first to explore easily-trainable reservoir models in this
context.

Our main contribution is three-fold. First, inspired by the remarkable empirical success of
ESNs in prediction tasks, we propose the so-called Multi-Frequency Echo State Network (MFESN)
framework, which allows multistep forecasting of the target variable at lower or the same frequencies
as those of the input series. Second, we introduce two different approaches to predicting within the
MFESN framework, namely Single-Reservoir MFESN (S-MFESN) and Multi-Reservoir MFESN
(M-MFESN). S-MFESN is determined by modifying the ESN architecture to accommodate input
and target variables of mixed frequencies. In M-MFESN, several Echo State Networks are adopted
to handle input time series, each ESN corresponding to a group of input variables quoted at
one given frequency. Finally, our third contribution consists of an extensive empirical comparative
analysis of the forecasting capability of the proposed approaches in a concrete task of predicting the
quarterly U.S. output growth. We inspect the forecasting capabilities of the MFESN framework
compared to two well-established benchmarks widely used in the macroeconomic literature and
among practitioners and show its empirical superiority in several thoroughly conducted forecasting
exercises. Moreover, as a bi-product, we propose a new data aggregation scheme that allows
bridging these two standard forecasting approaches, which is not available in the literature.

In our empirical study, we evaluate the multistep forecasting performance of the MFESN frame-
work targeting quarterly U.S. output growth — Gross Domestic Product (GDP) growth — and uti-
lizing a small- and medium-sized set of monthly and daily financial and macroeconomic variables.
We compare the MFESN approach against two state-of-the-art methods, MIDAS and DFM, known
for their ability to incorporate data of heterogeneous frequencies and utilize high-dimensional data
inputs. The MIxed DAta Sampling (MIDAS) model developed in Ghysels et al. (2004, 2007) has
been adopted widely for macroeconomic forecasting with mixed-frequency data (see for instance
Clements and Galvao 2008, 2009, Ghysels and Wright 2009, Francis et al. 2011, Monteforte and
Moretti 2012, Galvao and Marcellino 2010, Galvao 2013, Andreou et al. 2013, Ghysels 2016, Jardet
and Meunier 2022). However, MIDAS is prone to curse-of-dimensionality problems and performs
poorly when the set of predictors is of even moderate size (Clements and Galvao 2009, Kostrov
2021) due to optimization-related issues. Recently, some attempts have been made in the literature
to overcome these issues by employing variable selection techniques under some additional assump-
tions. For instance, Babii et al. (2022) proposes the MIDAS projection approach, which is more
amenable to high-dimensional data environments under the assumption of sparsity. Even with these
improvements, practical high-dimensional implementations of MIDAS remain challenging. This is
in part caused by the ragged edges of the “raw” macroeconomic data, incomplete observations,
and uneven sampling frequencies. The relative inflexibility of MIDAS regression lag specifications
makes integrating daily and weekly data at true calendar frequencies (that is, without interpolation
or aggregation) very complex. State-space models effectively mitigate these issues.

A strong state-of-the-art state-space competitor for our MFESN framework is the Dynamic
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Factor Model (DFM), which has been first introduced in Geweke (1977) and Sargent et al. (1977).
DFMs have become the standard workhorse for macroeconomic nowcasting and prediction (for more
details, we refer the reader to Stock and Watson 1996, 2002, 2016, Giannone et al. 2008, Banbura
and Riinstler 2011, Chauvet et al. 2015, Hindrayanto et al. 2016). Conventional DFMs for data
of multiple sampling frequencies are linear state-space models with a latent low-frequency process
of interest and high-dimensional input time series. Although their linear structure lends itself to
inference with likelihood-based methods and Kalman filtering, using DFMs in the high-dimensional
setting is limited by the associated computational effort. For Gaussian state-space models, some
of these issues are proposed to be handled with a more compact matrix representation as in Delle
Monache and Petrella (2019). Still, in the particular settings of nowcasting and forecasting of GDP
growth, the computational complexity is one of the main reasons why DFMs are rarely used with
daily input series, see Banbura et al. (2013) for a detailed review and Aruoba et al. (2009) for a
mixed-frequency DFM wherein the latent factor process is updated daily, with the highest input
frequency being weekly. We address these numerical difficulties using novel Python libraries for
auto-differentiation and using GPUs for parallel computing, which allow the estimation of DFMs
even in instances of high-frequency input observations. Further, to adapt the DFM to mixed
frequency tasks, we propose a new DFM aggregation scheme with Almon polynomial structure
that bridges MIDAS and the DFM for our forecasting comparison. To our knowledge, we are
the first to present this aggregation scheme which reduces the number of parameters subject to
estimation. In contrast, previous DFM — such as in Mariano and Murasawa (2003), Baribura and
Rinstler (2011), Camacho and Pérez-Quirés (2010), Frale et al. (2011) — commonly assume a fixed
aggregation scheme a-priori depending on whether the macroeconomic variable is a flow or stock
variable.

To carry out a fair comparison of our MFESN framework with the state-of-the-art MIDAS and
DFM models, we designed two model evaluation settings that differ regarding whether the financial
crisis of 2007-2008 is included in the estimation period or not. In the first forecasting setting, all
the competing models are estimated using the data from January 1st, 1990, until December 31st,
2007. Their performance in the forecasting into and after the financial crisis period is assessed.
In the second evaluation setting, fitting is done with data largely encompassing the crisis period,
again from January 1st, 1990 but now up to December 31st, 2011. In both cases, the forecasting
(testing) period spans time up to the COVID-19 pandemic events, namely the fourth quarter of
2019. Along with the two state-of-the-art DFM and MIDAS models, we use the unconditional mean
of the sample as a baseline benchmark against the reservoir models. We find that our ESN-inspired
models attain comparable or much better performance than DFMs at a much lower computational
cost, even for a relatively long forecasting horizon of four quarters. Additionally, ESNs do not
suffer from curse-of-dimensionality problems, which are known to be pervasive for MIDAS models
and hence consistently outperform them in a number of forecasting exercises.

The remainder of the paper is structured as follows. Section 1.2 presents reservoir models
and discusses their advantages, as well as estimation, hyperparameter tuning, penalization and
nonlinear multistep forecasting. In Section 1.3, we introduce the Multi-Frequency Echo State
Network (MFESN) framework, propose the single-reservoir and multi-reservoir MFESN models,

and spell out their defining features. Section 1.4 contains the empirical study of the comparative
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GDP forecasting performance of MFESNs with respect to the set of benchmark models. We assess
one-step and multistep forecasting results in several setups, with a small and a medium-sized set of
regressors. We fit models with data before and after the 2007-08 financial crisis, and with different
estimation windows. Section 1.5 concludes and discusses future research avenues and applications.
Finally, the Appendix contains information regarding data sources, forecasting figures and formal
details regarding our forecasting setups. Finally, the appendices give detailed information on the

implementation of all models, robustness checks and provide additional figures.

1.1.1 Notation

We use the symbol N (respectively, N*) to denote the set of natural numbers with the zero element
included (respectively, excluded). Z denotes the set of all integers. We use R (respectively, R)
to denote the set of all (respectively, positive excluding zero element) reals. We abbreviate the set
[n] ={1,...,n}, with n € N*.

VECTOR NOTATION. A column vector is denoted by a bold lowercase symbol like r and =T in-
dicates its transpose. Given a vector v € R", we denote its entries by v;, with ¢ € {1,...,n}; we
also write v = (Ui)z‘e{l,...,n}- The symbols ,,0, € R” stand for the vectors of length n consisting
of ones and of zeros, respectively. Additionally, given n € NT, eg ) e R™ i € {1,...,n} denotes the
canonical unit vector of length n determined by eg) = (0ij)jef1,...ny- For any v € R", |lv|| denotes

its Euclidean norm.

MATRIX NOTATION. We denote by M, ,,, the space of real n x m matrices with m,n € N*. When
n = m, we use the symbols M,, and D,, to refer to the space of square and diagonal matrices of
order n, respectively. Given a matrix A € M, ,,, we denote its components by A;; and we write
A = (A4;j), with ¢ € {1,...,n}, j € {1,...m}. The symbol I, € D,, denotes the identity matrix,
and the symbol Q,, stands for the zero matrix of dimension n. For any A € M, ,,, ||A|2 denotes its
matrix norm induced by the Euclidean norms in R™ and R", and ||Al|2 = omax(A), with omax(A)

the largest singular value of A.

INPUT AND TARGET STOCHASTIC PROCESSES. We fix a probability space (£2,.4,P) on which all
random variables are defined. The input and target signals are modeled by discrete-time stochastic
processes 2z = (2¢)iez and y = (y¢)iez taking values in R¥ and R’ respectively. Moreover, we
write z(w) = (2¢(w))ez and y(w) = (y¢(w))iez for each outcome w € € to denote the realizations
or sample paths of z and y, respectively. Since z can be seen as a random sequence in R¥, we
write interchangeably z : Z x Q — R¥ and z : @ — (R¥)Z. The same applies to the analogous

assignments involving y.

TEMPORAL NOTATION. Let (u¢)ier, ur € R be a (scalar) time series with I some index set (in this
paper it will always be discrete). Time series (u¢)ier will be denoted just as (u;) when the index set
I is specified by the context. We write us,.s, = (ut)te{817...752} for integers s; < so and time series
(ut). To define the concept of the sampling frequency, we must introduce an additional series, call

it (vs)ses. The time index J is not the same as I. We assume that wu; is sampled at the coarsest
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rate; equivalently, it has the lowest sampling frequency, which we call in what follows the reference
frequency. In practice, this means that in the same window of time, u; will be observed at most as
frequently as vs. The case when the sampling frequency of v, is strictly higher than that of u; is of
primary interest.

We assume that all sampling happens in instants that are evenly spaced in time. Series other
than the reference one and with higher sampling frequencies are given an additional time index, the
tempo indez, written t, x|k, where k is the frequency multiplier. Our tempo notation assumes that
low- and high-frequency series are sampled with temporal alignment: this means that the reference

time index ¢ and the tempo index *|x have the following properties.

Definition 1.1.1. A reference time index t € N and a tempo index |k for a given high-frequency
k € NT are such that the following relations hold

(i) t,0lk =t

(i) t,klk=t+1

(iii) t,s|k =t + |s/k], (smodk)|k for Vs € N

(iv) t,—slk=(t—1) — |s/k],k — (smod k)|k for Vs € N,

where mod is the modulo operation and for any x € R the floor operator | x| outputs the greatest
z € N such that z < x.

Since we can exchange “frequency” and “frequency multiplier” in the tempo notation, we will

make no distinction between the two terms in what follows.

FORECASTING SCHEMES. The theoretical setup and design of the forecasting exercises conducted
in this paper are carefully discussed in Appendix 1.B. There, we formally distinguish between
the so-called high-frequency and low-frequecy forecasting in the presence of mixed-frequency data.
For more details regarding time series forecasting with economic data, we also refer the reader
to Clements and Galvao (2008, 2009), Chen and Ghysels (2010), Jardet and Meunier (2022) and

references therein.

1.2 Reservoir Models

In this section, we introduce reservoir computing models (Jaeger and Haas, 2004) for forecasting of
stochastic time series of a single frequency. We focus on a family of RC systems called FEcho State
Networks (ESNs), which have been successfully applied to forecasting of deterministic dynamical
systems (Pathak et al., 2017, 2018, Wikner et al., 2021, Arcomano et al., 2022). In the following,
we discuss the linear estimation of ESN model parameters, the hyperparameters tuning, the loss

penalty selection, and how to carry out nonlinear forecasting.
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1.2.1 Reservoir Models

Reservoir computing (RC) models are nonlinear state-space systems that, in the forecasting setting,

are defined by the following equations:

Ly = F(.’,Bt_l, Zt), (11)

Yi+1 = he(wt) + €4, (1-2)

for all t € Z, where the state map F : RN x RE - RN N, K € Nt is called also the reservoir map,
and the observation map he : RN — R7, J € Nt is referred to as the readout layer, parametrized
by @ € ©. Sequences (2¢)iez, 2 € RE, and (y)iez, y: € R’ stand for the input and the output
(target) of the system, respectively, and (x;)icz, € € RY, are the associated reservoir states. In
(1.2), (€&)iez are J-dimensional independent zero-mean innovations with variance o2l that are
also independent of x; across all t. Importantly, many families of RC systems have been proven to
have universal approximation properties for LP-integrable stochastic processes (Gonon and Ortega,
2020), and estimation and generalization error bounds have been established in Gonon et al. (2020,

2023a).

In the case of an ESN model, the state and observation equations (1.1)-(1.2) are given by

Ty = QL1 + (1 — a)U(Aazt_1 + Cz + C) (13)
Yy =a+W' o +e, (1.4)

where A € My is the reservoir matriz, C € My k is the input matriz, ¢ € RY is the input shift,
a € [0,1) is the leak rate and W € My ; are the readout coefficients. The map o : R — R
is an activation function applied elementwise, which in what follows we take to be the hyperbolic
tangent. We refer to A, C, ¢ as state parameters that are randomly generated. Notice that if A =0
and a = 0 the state equation reduces to a nonlinear regression model with random coefficients (or
a feedforward neural network with random weights) which is usually referred to as an Extreme
Learning Machine (Cao et al., 2018, Gonon et al., 2023a).

PROPERTIES OF ESN MODELS. We focus on ESNs with the so-called echo state property (ESP),
that is, when for any z € (R¥)Z there exists a unique y € (R7)% such that (1.3)-(1.4) hold (see
Grigoryeva and Ortega (2018b,a, 2019) and references therein). One can require that the ESP
holds only on the level of the state equation, that is for any input sequence z € (R¥)Z there
exists a unique state sequence € (RY)% such that (1.3) holds. The result in Corollary 3.2 in
Grigoryeva and Ortega (2018a), which is also valid for the case of ESNs with the leak rate, shows
that the sufficient condition of the ESP associated with (1.3) to hold is ||A|ly L, < 1 where L,
is the Lipschitz constant of the activation function ¢ (in our setting, Liu,n, = 1). This sufficient
ESP condition has been extensively studied in the ESN literature; see Jaeger (2010), Jaeger and
Haas (2004), Buehner and Young (2006), Bai Zhang et al. (2012), Yildiz et al. (2012), Wainrib
and Galtier (2016), Manjunath and Jaeger (2013) for more details. The result in Corollary 3.2 in
Grigoryeva and Ortega (2018a) also shows that this condition implies the so-called fading memory
property (Boyd and Chua, 1985), which from the practical point of view means that the impact of
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initial @q is negligible for sufficiently long samples.

In the stochastic setting, part (i) of Proposition 4.2 in Grigoryeva and Ortega (2021) proves
that the condition || A||, < 1 guarantees variance stationarity of the states associated with variance
stationary inputs. Moreover, Manjunath and Ortega (2023) show that this condition implies the
so-called stochastic state contractivity ensuring a stochastic analog of the ESP. Notably, violations
of |A]|5 < 1 do not have detrimental implications for the performance of ESNs in various learning

tasks, as reported in multiple empirical studies.

COMPUTATIONAL ADVANTAGES OF ESNs. We emphasize that the core computational advantage
of ESNs is that state parameters A, C, and ¢ are randomly sampled and need not be estimated.
Additionally, since observation equation (1.4) is linear in a;, coefficients W can be estimated
via (penalized) least squares regression, as we explain in the following subsection. The choice of
properties of state parameters determines memory properties and forecasting performance of linear
(Ballarin et al., 2023) and nonlinear ESNs (Gonon et al., 2020a) as we discuss in Section 1.2.2.

1.2.2 Estimation

We now discuss in detail the estimation of coefficients W in (1.4). Let a sample (z;,y;)7_; of
input and target pairs be available. Given an initial state x(, the reservoir states can be computed

iteratively according to state equation (1.3) as:
x1=axg+ (1 —a)o(Axg+Cz1 +¢), ..., xp=axp_1+ (1—a)o(Axp_1+ Czr + ().
Collect the states and the targets into the state and the observation matrices, respectively, as
X = (x1, @, .. .,wT_l)T € Mr_q N, Y = (y2,9s,. .- 7yT)T € My_q ;.

Consider the ridge regression estimator for W given by

-1
Wy = argmin 3 [y W a4 AWIE = (XTX 4+ AT - DI) XY, (15)
WeRN ;1

where A € R, is the ridge penalty strength. When A — 0, the estimator I//I\/A converges to the
minimum-norm least squares solution (Ishwaran and Rao, 2014). In applications, ridge regression
is the most commonly used estimation method applied to ESNs, as it provides a straightforward
regularization scheme both when N < T and N > T'. This is especially important since in practice
the ESN state dimension is often chosen to be 103-10* (see for example Pathak et al. (2017)).
Additionally, a virtue of the ridge regression problem is the fact that the associated objective
function is convex and, hence, it can be efficiently solved using stochastic gradient descent even when
min{N, T} is large and one decides against the closed-form solution (1.5). Finally, as mentioned in
the properties of reservoir systems in Subsection 1.2.1, we notice that in the presence of the fading
memory property, the estimation does not depend significantly on the choice of &y as sample size
T increases.

We refer to (1.5) as the fized-parameter estimator. In our empirical analyses, we also implement

expanding and rolling window estimation strategies which update I//[\/,\ as new observations become
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available (we refer the reader to Appendix 1.C.1 for details). In the rest of the paper, for brevity,
we use W to denote the ridge estimator of coefficients W assuming that the appropriate choice of

the penalty strength A is made for each concrete situation.

Hyperparameter Tuning

As discussed in Subsection 1.2.1, the performance of ESNs depends on the choice of randomly
drawn state parameters A, C', . Much work has been put into determining optimal specifications
(see for example Rodan and Tino 2011, Goudarzi et al. 2016, Farkas et al. 2016, Grigoryeva et al.
2015, 2016, Gonon et al. 2020a). We construct these parameters by first sampling ﬁ, C and (,t from

appropriately chosen laws. Then, we normalize each element of the tuple such that

A=A/p(d), T=c/|C

. ¢=¢/|¢]

, (L6)

where p(ﬁ) denotes the spectral radius of A. As discussed in the properties of reservoir systems
in Subsection 1.2.1, the sufficient condition of the ESP is ||A|l2 < 1. By this normalizing choice,
we allow for some more flexibility in terms of marginal violations of the non-sharp ESP constraint.

Finally, defining A = pA, C = vC, and ¢ = w(, we can rewrite state equation (1.3) as
xy=axi1 + (1 — a)o(pAzi_1 +vCz + wl). (1.7)

We refer to tuple ¢ := (o, p,7,w) as the hyperparameters of the ESN. Specifically, o € [0,1) is
the leak rate and p € Ry is called the spectral radius of the reservoir matrix, v € Ry is the
input scaling, and w € Ry is the shift scaling. The choice of the hyperparameters determines
the properties of the state map. For simplicity, in Section 1.4, we choose the hyperparameters
based on the empirical ESN literature. In Appendix 1.C.2, we also propose a general though more
computationally intensive procedure to select hyperparameters in a data-driven way that could be

interesting to practitioners.

Penalty Selection

To apply ridge estimator (1.5), it is necessary to first select a penalty A. Cross-validation (CV)
is a common selection procedure for regularization strength in penalized methods such as ridge,
LASSO, and Elastic Net. CV techniques have also been applied in the time series context (Kock
et al., 2020, Ballarin, 2023) with their validity established in Bergmeir et al. (2018a).

In our empirical study, to account for temporal dependence, we use a sequential CV strategy
with ten validation folds. More precisely, we reserve the last 50 observations for validation and all
other previous data points for training. The first fold consists of the first five observations out of
the validation set, and the model is fitted using all training data. The following validation fold
comprises the next five subsequent validation observations while the training set is expanded by
five data points (from the previous fold). This procedure is repeated ten times and the CV loss
is the average of the one-step-ahead forecast MSE on each fold. In expanding or rolling window
setups, we rerun the CV penalty selection to ensure that estimated ESN coefficients do not induce

oversmoothing. We refer the reader to Appendix 1.C.3 for additional details.
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1.2.3 Relation to Nonparametric Regression

Together with hyperparameters and penalty strength selection, the choice of the state dimension
N is a key ingredient of an ESN model. A large state space generally implies better approximation
bounds (Gonon et al., 2023a,b). Although it is customary in the empirical literature to take N
as large as possible (Lukosevi¢ius, 2012), some recent literature discusses both the statistical risk
bounds and the approximation-risk trade-off bounds for various RC families (see Gonon et al. 2020b
and Gonon et al. 2023b for details). Under simplified assumptions that « = 0 and p = 0 in (1.7),
ESNs have a natural connection to random-weights neural networks (Cao et al., 2018) and random
projection regression (Maillard and Munos, 2012), and are thus comparable to nonparametric sieve
methods. If the data were independently sampled, known results on sieve estimation would require
that at most N/T = o(1) up to logarithmic factors for consistency (Belloni et al., 2015a). Chen
and Christensen (2015) have extended this result to f-mixing data with B-spline and wavelet
sieves. Sieve rates appear to suggest that choosing N = O(T) in echo state networks could lead to
nontrivial forecasting bias owing to poor approximation properties. Unfortunately, this comparison
relies on neglecting the dynamic component of the ESN model, and as such it is only qualitative.

It is, therefore, an important topic for future research.

A different but related problem is the potential degradation of forecasting performance when a
model is at the interpolation threshold in the overparametrized regime, N > T'. Ridge regression is
also commonly applied to address generalization concerns in statistical learning (see Hastie et al.
(2009)). Recent work has studied more in-depth the link between regularization and generaliza-
tion: Hastie et al. (2022a) show that “ridgeless", that is interpolation, solutions can be optimal in
some scenarios. However, in our empirical evaluations in Section 1.4, cross-validation consistently
selects non-zero ridge penalties, confirming that ridge penalization plays an important role in ESN

forecasting performance.

1.2.4 ESN Forecasting

We are primarily interested in using ESN models to construct conditional forecasts of target vari-
ables. Given that the conditional mean is the best mean square error estimator for h-step-ahead

target yy4+n, b > 1, our main focus is approximating

@t+h|t =K [yt+h\$0:t, Zo:t] .

The case h = 1 is trivial, since the ESN model is estimated by regressing y;+1 on state x;, and
thus we can set y; 41, = V/VTa:t. However, when h > 1 the nonlinear state dynamics precludes a
direct computation of the conditional mean. This is in contrast to linear models like VARMAS or
DFMs, where the assumption of linearity implies that conditional expectations reduce to simple
matrix-vector operations. In particular, linear models are such that the variance (and any other

higher-order moments) of the noise term do not impact the conditional mean forecast.

Let pg(xi|®i—1,2:) and ggo(yer1|xs) be the state transition and observation densities, respec-
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tively. Then, for h > 1,

h—1

Yenlt = /yt+h 90(yernlTiin—1) [ po(@epjl@esj1, ze)v (Zegjl@ej 1)z jde jdyen, (1.8)
j=1

where v(z4j|xi1j-1) is the conditional density of inputs. Here, we introduce the additional as-

sumption that x;; 1 is sufficient to condition on past states and inputs, that is

V(Zigj|®i4j—1) = V(2145 |T0:045—15 Z0:t45—1)- (1.9)

Some elements in the expectation integral are not directly available. Specifically, while an ESN
explicitly models both py(x¢|xi—1, 2¢) and go(yi+1|2:), the density v(2z¢qj|xi4j—1) is unavailable.
In the remaining part of this subsection, we present a novel ESN-based approach to forecasting
the target variable. Our idea is to enrich the ESN model with an auxiliary observation equation
for the input covariates. As we demonstrate in Section 1.4, our proposed method shows superior

performance with respect to the standard state-of-the-art benchmarks.

Multi-step Forecasting of Targets via Iterative Forecasting of Inputs

In general, we are interested in constructing forecasts of target variables that are not the same as
the model inputs. To do so, we resolve the issue of the intractability of (1.8) while simultaneously
capitalizing on the available results using ESNs in the forecasting of dynamical systems. More
explicitly, we add to the ESN specification (1.3)-(1.4) an equation that allows sidestepping modeling
the density v directly, thus making the computation of g, feasible even when h > 1.

Consider the ESN where the reservoir states (x;)iez follow (1.3), while the target sequence is

the same as the input sequence (z¢)icz,

Ty = QL4—1 + (1 - O[)O'(Amt_l + Czt + C) (110)
21 =W x4+ ugyq. (1.11)

Here, we use symbol W for the output coefficients to separate this case from the general ESN
equations (1.3)-(1.4). In (1.11), (u4)iez are K-dimensional independent zero-mean innovations
with variance aﬁ]IK that are also independent of @x; across all ¢.

In this case, the reservoir map F(x;_1,2;) in (1.1) is determined by (1.10), and it is possible
to re-feed the forecasted variables back into the state equation as inputs. This yields the following
state recursion:

T = F(iBt—hWTCCt—l +ug) = Go(i—1,us),

where the subscript 6 denotes the dependence on the model coefficients. In the reservoir computing
literature, regimes, where the ESN state equation is iteratively fed with the model outputs, are
called “autonomous” (Gonon et al., 2020a). They are widely and successfully utilized for the
prediction of deterministic dynamical systems. Indeed, in those instances, provided that the ridge
estimate W is available from data according to Subsection 1.2.2, the h > 1 steps autonomous state
iteration is given by

Fy(xy) = amy + (1 — a)o((A+ CW Ny + ¢)
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and

mt—‘,—h:FH*OFQ*OOFQ* (mt)

h times
Hence one can directly obtain the h-steps ahead predictions of the input time series as z;1p, =

.

-
W xiip-1-

In the case of stochastic target variables, assuming (1.9), we notice that for the conditional
forecast of the states, it holds that

Ty = ElTr1|Tos, 204 = /wtpe(wt!ivt—l,Zt)V(Zt\wt—ﬂdzt = /Ge(wt—laut)¢(ut)dut, (1.12)

where density ¢ of u; is, again, unavailable. Note that, even under the assumption u; ~ N (0, %,,),
which is standard in the filtering literature, the presence of nonlinear map Gy makes the computa-
tion of the forecasts of z;1, a non-straightforward exercise. Nevertheless, this forecast construction

can be readily used when one is interested exclusively in predicting the time series z;.

Whenever the final goal of the exercise is forecasting some other explained variable y,, h-steps
ahead, additional issues arise. In this case, one needs to compute the conditional expectation in
(1.8) which is intractable even under Gaussian assumptions on the innovations. One option is to
apply particle filtering techniques such as bootstrap sampling or sequential importance sampling
(SIS) to evaluate the expectation (Doucet et al., 2001). We emphasize that the state dimension is

usually chosen to be large, and hence implementing filtering techniques requires some care.

Our approach is to avoid dealing with the nonlinear densities involved in (1.8) with the help of
(1.12) and, instead, to reduce the computation of the conditional expectation Yi+h|¢ b0 a composition
of functions. By the linearity of observation equation (1.4) and the assumption of independence in

the zero-mean noise €;1p, we write

h—1

~ TA T
Ypnt =W Zyypqp = / Wi [ po(epjl@e i1, ze0)v(zejlees 1) de jdze
=1
and use the approximation
~ ~ o T * *
Yornt 2 Ypn =W FgoFgo---oly (z), (1.13)

h—1 times

which originates from
§t|t71 = /Ge(wt—h ut)p(ur)dur = Go(x—1, Eluy]) = F(CCt—hWTiBt—l) = Fy(xi-1), (1.14)

where u; is assumed to be zero-mean. The validity of (1.14) itself requires implicit assumptions on
the nature of the distribution of u;, but here we want to keep the analysis of g, |, to a minimum,
and just use the insights from the dynamical systems ESN literature. We are hence not delving
deeper into alternative approaches to estimate forecasts or, more generally, to compute conditional

expectations of ESN models with stochastic inputs.
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1.3 Multi-Frequency Echo State Models

In this subsection, we construct a broad class of ESN models that can accommodate input and
target time series sampled at distinct sampling frequencies. We call this family of reservoir models
the Multi-Frequency Echo State Networks (MFESNs). The state-space structure of MFESNs is
naturally amenable to the setting of time series with mixed frequencies. Additionally, the prediction

strategy discussed in Section 1.2.4 is straightforward to extend to MFESNs.
We present two groups of MFESN architectures. The first family is based on a single echo

state network architecture and we call these models Single-Reservoir Multi-Frequency Echo State
Networks (S-MFESNs). The second group, referred to as Multi-Reservoir Multi-Frequency Echo
State Networks (M-MFESNSs), allows for as many state equations as the number of distinct sampling

frequencies present in the input data.

1.3.1 Single-Reservoir MFESN

Recall that, in the temporal notation of Definition 1.1.1, we reserve t to be the reference time index,
which is also used for the target variable, and all other frequencies will be measured with respect

to the reference frequency.

Consider L collections of different time series. We assume that the [th collection, [ € [L],
consists of n; time series that are sampled at a common frequency x; and contain observations
(zg\m)tas with zt(’lzm eR™ forallt € Z and s € {0,...,x; — 1}. Let kpmax = max; k; be the highest
sampling frequency among the L time series groups and let q; := kpax/k; indicate how low each x;

sampling frequency is with respect to Kmax. We can now stack together and repeat the observations

in a way that is consistent with the high-frequency index by defining

( nT 2T

T
2t s/ w1 2tls/a)lke 0 Pt

T L
,Ls/qLJ\nL) €RZ™, s €{0,.. ., Kmax — 1},

zt,s\mmax = , %

where for all [ € [L], zé%'m = 0,,. Thus, it is possible to write a single high-frequency ESN as

mt,s\nmax = awt,sfl\nmax + (1 - Oé)O'(AZBt,s,”KmaX + Czt,s\nmax + C)? (115)

Zt,54+1|Kmax — Wth,s\ﬁmax + Ut s+1]kmax > (116)

where W € MN SE and s > 0. We term this class of MFESN models the Single-Reservoir
’ =1

Multi-Frequency ESNs (S-MFESNs).
Notice that equations (1.15)-(1.16) of the S-MFESN model prescribe the dynamics at the highest

frequency, Kmax. In order to forecast a lower frequency target, we map high-frequency states
Ty s|rmax 0O low-frequency targets yii1 € R’ by introducing a state alignment scheme. An aligned
S-MFESN uses the most recent state with respect to the reference time index ¢ to construct the
forecast. More precisely, the state equation of an S-MFESN is iterated kmax times until the state

T4 1 kmax|fmax = Lt,0/kmax 15 ODtained and then target y:y1 is forecast with observation equation

Yor1 = W g, + €1, W EMy,. (1.17)
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ESTIMATION OF ALIGNED S-MFESN. Both coefficient matrices W and W can be estimated as
explained in Subsection 1.2.2 under appropriate choices of corresponding penalty strengths. In

particular, in order to obtain W, the state and the observation matrices in (1.5) are given by

Kbmax = (wl,o\nmaxa « > TY kpax—1|kmax? * * 9 LT—1,0|Kmaxs * * * 7mT*1,Kmaxfl‘I€max)T € M(Tfl)nmaxfl,Nv
Ymnax = (zl,l\nmaxa <+ 21 kmax|kmax? * 02 FT—1,1|Kmax) * * * zT*l,Kmax‘Kmax)T S M(Tfl)ﬁmaxfl,zlil ny’
while
-
X = (zl,O\nmaxamZOMmaxv . 7wT—1,0\nmax> € My N,
Y = (yg, ... 7’yT)T S MT_LJ,

are used for the estimation of W. We note that the state equation (1.15) of S-MFESN can be
initialized by @ |, Which under the fading memory property is inconsequential for long enough

samples (see the discussion in Subsection 1.2).

FORECASTING WITH ALIGNED S-MFESN. Let W and W be the sample estimates of the readout
matrices as explained above. The fitted high-frequency autonomous state transition map associated
with (1.15) is given by

FHmax(xt7s—1|Hmax) = Ot 51| kmax + (1 - 04)0’ ((A + CWT)xt,s—l\/{max + C) ) (118)

which, composed with itself exactly xmax times, yields the target-frequency-aligned autonomous

state transition map

© Fﬂmax ©:--0 Fﬂmax (mt,oll‘imax)' (119)

Kmax times

F(mt,O\nmax) = F,

Kmax

Finally, from (1.13) the h-steps ahead low-frequency forecasts, h € N, can be computed as

Uranr =W (FoF o0 F (T1,0/))- (1.20)
—_—

h—1 times

Figure 1.1 gives a graphical diagram of the 1-step forecasting procedure for an S-MFESN.
Additionally, Figure 1.12 in Appendix 1.J provides a similar diagram for the case of multistep

forecasts.

The following example illustrates this proposed forecasting strategy for the case of quarterly

GDP forecasting using monthly and daily series inputs.

Example 1.3.1. Suppose that we wish to use an aligned S-MFESN model to forecast a quarterly
one-dimensional target (y;) using n(y) monthly and nq4) daily series, (zt(i)lm) and (zgi)lm), respec-
tively. We adopt the assumption that daily data is released 24 days over each calendar month and
hence k1 = 3, kg = 72 and Kmax = 72, while g1 = 24 and ¢a = 1. Let t, |72 be the temporal index

with a quarterly reference frequency. The input vector for the S-MFESN state equation consistent
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S-MFESN - 1-step Forecasting Diagram Data

: . : (1)
Forecast : : 1) : 2,011
x Zi s a1 : .
AT ¥ o~ £,0[ K (1) o (1) tls/aillm : :
.. =W x : ooy . T (1-a)o|A X e TCO| ) +¢|: N .
t+1 £ % Zi[s/as) 2 : - ;

Maximum-frequency Reservoir

Figure 1.1: Scheme of a Single-Reservoir MFESN (S-MFESN) model combining input data sampled
at two frequencies with state alignment and estimation for one-step ahead forecasting of the target
series.

with the daily frequency is given by

(ma)  _ To@ T o+ G L@ m _
t,s72 T (zt,Ls/24J|3 ' 2t 8|72 ) € R'®T@ with 2,013 = Ongy and 2;54 = O -

The complete S-MFESN model with the state space dimension N can be written as:

(m,d) _  (m,d) (m,d) (m,d)
Ty Jrp = OLy gy (1-— 04)0(14:1:15,8_1|72 + sz'n +¢), (1.21)
m,d T m,d
zzg,s+i|72 =W mi,sw% + Upst1(725 (1.22)
Yt+1 = WTC”E%"ZW + €t1, (1.23)

where the state equations (1.21)-(1.22) are run in their own maximum frequency temporal index
s > 0, and only the states ;1 .. |kmax = Lt,0/rmax are used in the observation equation (1.23).
Provided the input-target pairs sample of length T, the coeflicient matrices W € MNn g+ 0
(1.22) and W € RY in (1.23) can be estimated via ridge regression as explained above.

From (1.18) the high-frequency autonomous state transition map is given by

Fg’d) ($Sls’f)ll72) = amgi’fim (1—a)o ((A + CWT)mEZ’an + C) ,

which, composed with itself exactly 72 times, by (1.19) yields the target-frequency-aligned au-

tonomous state transition map

m, ( sd) R ( ’d) ( ’d) ( sd) ( ’d)
F( 9 (mt%\m) = 7;1 © F7r2'1 o 7;1 (mtﬁ)|72)'
72 times
By applying F™% to state ™9 e iterate the SSMFESN forward in time to provide an estimate

£,0]72
for :Bfi’ﬁz]m, which can then be linearly projected using W to yield a forecast for y;10. For the
target variable, as well as forecasts, we do not use our temporal notation for the sake of compactness

and clarity of exposition. Finally, the quarterly forecasts for A € N can be computed using (1.20)
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as

gTJrh'T = WT<F(m’d) e} F(m’d) Q+++0 F(m’d) (mf(l?(’)(li’;Q))'

h—1 times

1.3.2 Multi-Reservoir MFESN

Constructing an MFESN with a single reservoir is not necessarily the most effective modeling
strategy. Having more than one reservoir allows more flexible modeling of state dynamics for
different subsets of input variables sampled at common frequencies. For example, suppose quarterly
and monthly data are used as regressors. Our presentation is general enough to accommodate other
types of partitioning of series into the corresponding reservoir models. We leave it to future research
to test other approaches based, for instance, on markets or data types as done in van Huellen et al.
(2020).

O]

t,s|K;
forallt € Z and s € {0,...,x; — 1} sampled at common frequencies {k1, ..., Kk}, respectively. For

)t,s with 2D eRu € [L],

Assume again L groups of series with input observations (z .
7s‘l{l

each of the L groups of input series we define the corresponding ESN model as

wifim = azwi,li,m +(1- Oél)U(Aleg,lm + szt(,ls)m +¢), (1.24)
! ! !
z§,§+1‘ﬁl = l—rwg,g‘/ﬂ + ui,i—i—”nl’ l € [L]7 (125)

with s > 0, W, € My, ,,, with N; the dimension of the state space. Notice that the time index s
is different for each [ according to our temporal notation introduced in Definition 1.1.1 and each
state equation runs at its own frequency ;. The dimensions { N1, Na,..., N1} of the state spaces
can be chosen for the L reservoir models individually. Additionally, multiple reservoirs have the
associated hyperparameter tuples {¢1,...,¢r} to be tuned. This requires some care whenever one
wants to optimize all hyperparameters jointly. Since there are L reservoir state equations, we call
this class of MFESN models Multi- Reservoir Multi-Frequency ESN (M-MFESN).

Similar to S-MFESN, all L state equations are iterated each k; times respectively until the
O] O]

states @, 7y 1. = Ty, Are obtained. The aligned M-MFESN observation equation is given by
(1)
xt,0|H1
— T ; — : ZL, Ny
Yir1 =W 1 + €41, with x; = : e Ru=1"" W € MZL N (1.26)
(L) e
t,0|kL

ESTIMATION OF ALIGNED M-MFESN. The coefficient matrices Wj, I € [L], and W can be
estimated similarly to the case of S-MFESN. The state and observation matrices for the estimation
of Wi, 1 € [L], in (1.5) are constructed as

) @ @ @ T
( 1,0[k7 0 Ty —1wy 0 PT—1,00mp " " ’mT—l,nl—1|nl) € Mr—1yr,-1,5)
1) ) @ @
(zi 1

xO
! T
k2" Tlkglky? T ZTfl,l\nl’ to ’szl,n”m) = M(T—l)ﬁl—lﬂll’

y D
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while with the notation as in (1.26)
X = (T 7:13 g ey rr_ S M I 3
( 1,L Q,L T 1,L) T 175 :l L Nl

Y = (y2,...,yr) €Mrp_y,

are used for the estimation of W. Again, the state equations (1.24) of M-MFESN can be started

@ _

with T 0y =

Oy, (see Subsection 1.2 for more details).

FORECASTING WITH ALIGNED M-MFESN. Let W and Wl, [ € [L], be the sample estimates of
the readout matrices. For any | € [L] the x;-frequency autonomous state transition map is given
by

FO@) ) = a4+ (1= a)o ((A+CovDay)_y, +¢). (1.27)

K] t,s—1|ky t,s—1|K; t,s—1|K;
The target-frequency-aligned autonomous state transition map associated with each frequency [ is

hence defined as

!
FO (@) = FD o Fl o0 FO () ). (1.28)
Ky times
Finally, from (1.13) the h-steps ahead forecasts can be computed as
FO o po. .. o p@) (x(TIZJIM)
h—1 times
Jrinr =W : : (1.29)
FL o) o... o L) (SBEFLSML)
h—1 times

In Figure 1.2 we provide a diagram for the case of 1-step ahead forecasting with an aligned
M-MFESN involving regressors of only two frequencies. Figure 1.13 in Appendix 1.J provides a

similar diagram for the case of multistep forecasting.

Example 1.3.2. Similar to Example 1.3.1, we aim to forecast a quarterly target with monthly
and daily series, but this time we use an M-MFESN model. We have to define two independent
state equations, one for monthly and one for daily series; in the observation equations, two states
must be aligned temporally and stacked to form the full set of regressors. The data consists again
(m) ) and ngq) daily series ( @ )
t,s|3 (4) Y SEIIeS \Z g72)-

The aligned M-MFESN model with two reservoirs of dimensions N and N(q), respectively, is

of quarterly (y;), n(m) monthly series (z

given by
™. =az™ .+ (1 —-ay)o(A ™ 4 0z™ +¢1) (1.30)
t,5|3 1T s 1)3 1)o\AIL, o |3 124 513 T 61)> :

(@ T @ (m)
25413 = W(m)mt,s\S U s (1.31)
ml(f:is)|72 = a2m1(£:is)—1|72 + (1 - OZQ)O'(AQQZEZ)71W2 + CQZt(i)‘72 + CQ), (132)

(4) — T (@) (d)
2, o1z = W) T ora T Ui o720 (1.33)

“3%)3
yn =W P ) e, (1.34)
L1072
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M-MFESN - 1-step Forecasting Diagram

T . Data
. . : r ) -
) : LAY
o x 1\ . 1,0/,
H R (1) _ (1) (1) :
: rl)‘ X, + 1—a)o Ale,,s—l\h‘] +Clzf.h“h‘, +¢i): 2(1)
HE ok A\/ 1,1]k,
A 3 (1)
. Z1 ki1
Forecast Low-frequency Reservoir (1)
1) 23,01
t+1 (2)
b'd
£,0]r . ) _
Iz High-frequency Reservoir 2(2)
......................................................................... 1,0/ry
v . M (2)
L o V/\\ Ll
H (2) B
X . :
s Xt 0]k, : :
e (2) _ (2) (2) : (2)
B X/_l)‘,;: — aQXt(,sfl\nz + (1 az)o'(Azxt,sfl\){g + CQZ/..W,_, + CQ H Zl./,z—l Ko
) : (2)
R : 22,0/,

Figure 1.2: Scheme of a Multi-Reservoir MFESN (M-MFESN) model combining input data sampled
at two frequencies with state alignment and estimation for one-step ahead forecasting of the target
series.

and W € R¥®*Nw@  Here, the monthly reservoir

) has the temporal index of frequency 3, while the daily reservoir (a:ii)m) of 72; the high-

where s > 0, W(m) € MN(m) M) W(d) € MN(d)v

(m)
t,s|3

frequency index s is different for the two models. Notice that in an M-MFESN model it is necessary
to introduce 2 additional observation equations for the states, that is (1.31) and (1.33). Notice that

" (a)

(x

the state equations are iterated each x; times to collect the states to be aligned in the observation
equation (1.34). Again, the sample-based estimates of coefficient matrices W(m), W\(d) and W in
(1.31), (1.32), and in (1.34), respectively, can be obtained via the ridge regression as discussed
above.

Exactly as in Example 1.3.1, using (1.27) we can introduce high-frequency autonomous state

maps Fg(m) and F7(g) as

F (@) = aaa™ 4+ (1= an)o (A + COV)a™ 5+ G) |

d), (a d 3 d
F (@ 1) = aoml® oy + (1= a0)o (A2 + CoW )2, )+ G),
as well as their target-frequency aligned counterparts ™ and F@| by (1.28), as

jalty) (w(m) )= F?Em) o F3m) o Fém) (a:(m) ),

t,0|3 t,0/3
3 times
d d d d d
F(d)(wi,o)m) = F7(2) © F7(2) S F7(2) (mg,o)|72)'
72 times

The h-step ahead forecasts can be computed using the approximation in (1.29) as

F o p®) oo ) (5@ )

T,0/3
~ T h—1 times
Yronr =W d
F@ o P& oo PO (o) )

h—1 times
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In this case, it is important to note that while both F® and F@ are composed h — 1 times at
step h, the underlying number of autonomous reservoir iterations is different for the monthly and
daily reservoirs, namely 3 and 72, and depends on their own frequencies. This also suggests that
one should take into account the different time dynamics when, for example, tuning M-MFESN

hyperparameters cp(m) and cp(d), as proposed in Appendix 1.C.2.

1.4 Empirical Study

In this section, we compare the forecasting performance of our proposed MFESN to state-of-the-
art benchmarks. We use a combination of macroeconomic and financial data sampled at low and
high-frequency intervals, respectively. Our empirical exercises encompass several setups, with a
small and a medium-sized set of regressors, fitting models with data before and after the 2007-08

crisis, and with fixed, rolling, and expanding estimation windows.

1.4.1 Data

Two sets of predictors of different sizes are compiled: Small-MD with 9 predictors and Medium-MD
with 33 predictors in monthly and daily frequency. The reference frequency is quarterly: this is the
frequency at which the target variable, US GDP growth, is available. Seasonally adjusted quarterly
and monthly data is obtained from the Federal Reserve Bank of St. Louis Monthly (FRED-MD)
and Quarterly (FRED-QD) Databases for Macroeconomic Research (see McCracken and Ng 2016,
2020 for detail). Daily data is obtained from Refinitiv Datastream, a subscription-based data
service. All data is the last revised vintage data. The macroeconomic target and predictors, their
transformations, and availability are provided in full detail in Table 1.9 in Appendix 1.A.

The selection of predictors follows the seminal work by Stock and Watson (1996, 2006) in which
the FRED-MD and FRED-QD data are proposed. Variations of their dataset have been used
profusely in the literature (for example, see Boivin and Ng 2005, Marcellino et al. 2006, Hatzius
et al. 2010). Indicators from ten macroeconomic and financial categories are considered: (1) output
and income, (2) labor market, (3) housing, (4) orders and inventories, (5) price indices, (6) money
and credit, (7) interest rates, (8) exchange rates, (9) equity, and (10) derivatives. The latter five
categories represent financial market conditions and are sourced at daily frequency. The exception
is interest rates, which move relatively slowly and enter as monthly aggregates, available in the
FRED-MD data. We refer to this dataset as Medium-MD. A subset of predictors is selected for
the Small-MD dataset by choosing variables that have been identified as leading indicators in
the empirical literature (Ingenito and Trehan, 1996, Clements and Galvao, 2008, Andreou et al.,
2013, Marsilli, 2014, Ferrara et al., 2014, Carriero et al., 2019, Jardet and Meunier, 2022). Data
availability is an additional criterion, and predictors unavailable before 1990 are not considered.
This excludes the VIX volatility index, which has been identified as a leading indicator in some
studies, for example in Andreou et al. (2013), Jardet and Meunier (2022).

We follow instructions by McCracken and Ng (2016, 2020) on pre-processing macroeconomic
predictors before they are used as input for forecasting. These are mainly differenced for detrend-

ing. We further transform financial predictors to capture market disequilibrium and volatility.
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Disequilibrium indicators, such as interest rate spreads, have been found to be more relevant for
macroeconomic prediction than routine changes captured by differencing (see Borio and Lowe 2002,
Gramlich et al. 2010, Qin et al. 2022). In addition to disequilibrium indicators, realized stock mar-
ket volatility has been found to improve macroeconomic predictions (Chauvet et al., 2015). In the
absence of intraday trading data from the 1990s onward, which prevents us from utilizing con-
ventional daily realized volatility indicators, we extract volatility indicators from daily price series
by fitting a GARCH(1,1) by Bollerslev (1986).! In addition to volatility of stock and commodity
prices, term structure indicators are used. The term structure is forward-looking, capturing infor-
mation about future demand and supply, and has been found to be a leading predictor of GDP
growth (see for example Hong and Yogo 2012, Kang and Kwon 2020).

The data spans the period January 1st, 1990 to December 31st, 2019.2 We are interested in
evaluating model performance under two stylized settings. First, a researcher fits all models up
until the Great Recession, including data from Q1 1990 to Q4 2007. Second, fitting is done with
data largely encompassing the crisis period, again from Q1 1990 but now up to Q4 2011. In both
cases, the testing sample ranges from the next GDP growth observation after fitting up to Q4 2019.
All exercises exclude the global COVID-19 economic depression, as we consider it as an extreme,
unpredictable event that induces significant structural changes in the underlying macroeconomic
dynamics.?

To avoid having to handle the many edge cases that daily data in its “raw” calendar releases
involves, we use an interpolation approach. We set ex ante the number of working days in any month
to be exactly 24: given that in forecasting the most recent information sets are more relevant, when
interpolating daily data over months with less than calendar 24 observations, we linearly interpolate
the “missing” data starting from a months’ beginning (using the previous months’ last observation).
The choice of 24 as a daily frequency is transparent by noting that this is the closest number to
actual commonly observed data releases, whilst also being a multiple of both 4 (approximate number

of weeks per month) and 6 (upper bound on the number of working days per week).

1.4.2 Models

In this section, we present the set of models that we use throughout our empirical exercises. For
a general overview, Table 1.1 summarizes all models, including hyperparameters. In our analysis,
we compare the competing models based on several performance measures, which we introduce in
Appendix 1.D.

!We include a control scale = 1 to ensure convergence of the optimization algorithm and only include a constant
mean term in the return process for simplicity.

2In the Small-MD dataset experiments we make a small variation and instead include data starting from 1st
January 1975, but only for the initial CV selection of ridge penalties for MFESN models. Our aim is to make sure
that at least for the fixed window estimation strategy — where ) is cross-validated once and only one W is estimated
— the ridge estimator is robust. In practice, when we compare to expanding and rolling window estimators, where A
is re-selected at each window, we find that extending the initial CV data window has little impact on out-of-sample
performance.

3In the macroeconomic literature this falls under the category of “natural disaster” events, and should not be
naively modeled together with previous observations. In this section, we therefore avoid dealing with post-COVID-19
macroeconomic data altogether.
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Model Name  Description Specification
Unconditional mean of target series over es-
Mean . . None
timation sample.
Autoregressive model of target series esti-
AR(1) mated using OLS. None
] ) ) Autoregressive lags: 3
MIDAS Almon-weighted MIDAS regression, linear Monthly freq. lags: 9
(unconstrained) autoregressive component. Daily freq. lags: 30
Factors: 5 for Small-MD
DFM [A] Stock aggregation, VAR(1) factor process. 10 for Medium-MD
Factors: 5 for Small-MD
DFM [B] Almon aggregation, VAR(1) factor process 10 for Medium-MD

singleESN [A]

singleESN [B]

multiESN [A]

multiESN [B]

S-MFESN model:
Sparse-normal A,

sparse-uniform C, E =0.
Isotropic ridge regression fit.

S-MFESN model:
Sparse-normal A,

sparse-uniform C , E =0.
Isotropic ridge regression fit.

M-MFESN model:
Monthly and daily frequency reservoirs.

Sparse-normal Zl, /12,
sparse-uniform Cp, Co, {1 = 0, ¢y = 0.
Isotropic ridge regression fit.

M-MFESN model:
Monthly and daily frequency reservoirs.

Sparse-normal Ay, As,

sparse-uniform C~’1, C~’2, El =0, Eg =0.
Isotropic ridge regression fit.

Reservoir dim: 30
Sparsity: 33.3%
p=05v=1, a=0.1

Reservoir dim: 120
Sparsity: 8.3%
p=05v=1a=0.1

Reservoir dims: M=100, D=20
Sparsity: M=10%, D=50%

M: p=05,v=15,a=0
D:p=05,7v=05a=0.1

Reservoir dims: M=100, D=20
Sparsity: M=10%, D=50%

M: p=10.08, v =0.25, « = 0.3
D: p=0.01, y =0.01, = 0.99

Table 1.1: Table of models used in applied forecasting exercises. MFESN hyperparameters are
defined with respect to normalized state parameters c.f. (1.6).

Benchmarks

UNCONDITIONAL MEAN.

We use the unconditional mean of the sample used for fitting as a baseline

benchmark. For GDP growth forecasting, there is evidence that the unconditional mean produces

forecasts that are competitive with linear models such as VARs in terms of mean square forecasting

errors (MSFE), even at relatively short horizons (Arora et al., 2013). It is therefore an important

reference for the performance of all other models and we report relative MSFE with respect to the

unconditional mean in the tables below.
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AR(1) MODEL. A simple autoregressive process of order one on the target variable is included
as a benchmark model.* This is also a common benchmark in the literature, as AR(1) models are
often able to capture key dynamics and produce meaningful forecasts for macroeconomic variables
(Stock and Watson, 2002, Bai and Ng, 2008). We emphasize that since AR(1) model is fit to
the series of quarterly GDP targets and does not use any additional information, its forecasts are
identical for both the Small-MD and Medium-MD samples.

MIXED DATA SAMPLING (MIDAS). The first mixed-frequency model benchmark is given by a
MIDAS model (Ghysels et al., 2004, 2007). Our dynamic MIDAS specification includes autoregres-
sive lags of the target series and uses an Almon weighting scheme. As shown in Bai et al. (2013),
exponential Almon MIDAS regressions are related to dynamic factor models, which we also con-
sider as benchmarks. The MIDAS model includes three lags of quarterly GDP target variable, and
30 daily and 9 monthly lags for all daily and monthly series, respectively. This model prescription
allows for some parsimony as the Almon polynomial weighing reduces the number of daily and
monthly lag coefficients.

A thorough description of our MIDAS implementation can be found in Appendix 1.F. To make
optimization more efficient, we use explicit expressions for MIDAS loss gradients as in Kostrov
(2021). The MIDAS estimation can be hard to perform in practice due to the complexity of
nonlinear optimization. First, exponential weighting schemes might require computing floating-
point numbers that exceed numerical precision. Therefore, it is a better choice to start the gradient
descent close to the origin of the parameter space. Second, even with this choice of starting points,
one may encounter issues with optimization results since the Almon-scheme MIDAS loss can have
a large number of distinct local minima. In Appendix 1.I.1 we document, using a simple replication
experiment, that even small changes in the initial conditions can result in different local minima

® These important robustness issues are present

picked by the numerical optimization algorithm.
even when using closed-form gradients and multi-start optimization routines for the MIDAS models.
The computational issues become more pronounced as the number of MIDAS parameters increases
unless a careful model/variable selection step is performed. We, therefore, do not include any

MIDAS model specifications in the Medium-MD setup.

Dynamic FAcTOrR MODEL (DFM). The dynamic factor model framework has been extensively
applied in macroeconometrics, starting with Geweke (1977) and Sargent et al. (1977). A DFM
specification assumes that predictable dynamics of a large set of time series can be explained by a
small number of factors with an autoregressive dependence (see for example Forni et al. (2005), Doz
et al. (2011), Stock and Watson (2016)). We generalize the standard two-frequency DFM modeling
setup (Mariano and Murasawa, 2003, Baribura and Modugno, 2014) to a flexible mixed-frequency
DFM that encompasses any number of data frequencies. Moreover, we derive a novel weighting
scheme that effectively links the MIDAS and DFM approaches. For a detailed discussion of our
factor model setup, we refer the reader to Appendix 1.G. Two distinct DFM specifications are

used. The first one termed DFM [A] uses the standard linear aggregation scheme, as provided

4Suggested by an anonymous referee.
5We set the initial coefficient values to zero in all empirical exercises.
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in Example 1.G.1, while the second is a variation that implements an Almon weighting scheme
as presented in Example 1.G.2 (we name it DFM [B]). The latter is similar to a MIDAS-type
aggregation scheme (Marcellino and Schumacher, 2010): the factor structure effectively mitigates

the parameter proliferation.

A key choice for a DFM model is the dimension of the factor process. While a number of methods
have been developed over the years to systematically derive the number of factors (see, for example,
the review of Stock and Watson 2016), commonly used macroeconomic panels feature a number
of challenges, such as weak factors (Onatski, 2012). Moreover, as mentioned in Appendix 1.G.1,
factor number selection in the mixed-frequency setting has not been sufficiently addressed in the
literature. To sidestep these issues, we construct both DFM models with 5 unobserved factors for
Small-MD and 10 for Medium-MD, respectively, and assume that they follow a VAR(1) process.

One extant issue with integrating daily data is its very high release frequency compared to
monthly and especially quarterly releases: computationally this can be extremely taxing, which
might be one of the reasons why to our knowledge we are the first to provide DFM forecasts that
include daily data. Our solution is to reduce aggregate daily data every 6 days by averaging, thus
leaving 4 observations per month. This eases the computational burden to estimate coefficients

and latent states considerably (12 versus 72 daily observations per quarter).

Multi-Frequency ESNs

The first set of ESNs we propose is given by two S-MFESN models, based on Example 1.3.1. One
model uses a reservoir of 30 neurons (we call it singleESN [A]); the other has a larger reservoir of
dimension 120 (named singleESN [B]). The sparsity degree of state parameters for both models is
set to be 10/N, where N is the reservoir size. Both MFESNs share the same hyperparameters,
p=0.5~v=1,a=0.1 (see (1.7)). These values have not been tuned but are presumed credible
given other ESN implementations in the literature. To make a fair comparison with DFMs, we
fit the S-MFESN models using 6-day-averaged daily data. Note here that for MFESN models
the computational gains of averaging are negligible, and are most apparent when tuning the ridge

penalty via cross-validation.

Our second set of proposed models consists of two M-MFESNs according to Example 1.3.2.
Both models have two reservoirs, one for each data frequency — monthly and daily — with 100
and 20 neurons, respectively; sparsity degrees are again adjusted to be 10/N, where N is the
reservoir state dimension. The first M-MFESN has hyperparameters that are hand-selected among
reasonable values: we note that the monthly-frequency reservoir has no state leak and a larger input
scaling, while the daily frequency reservoir features smaller scaling than usual (to avoid compressing
high volatility events with the activation function) and the same leak rate as in S-MFESN models
(we call this specification multiESN [A]). For the second M-MFESN, we change hyperparameters
more radically: we aim to set up a model that has a very high input memory (Ballarin et al., 2023),
and that also features long-term smoothing of states. Note that here input scaling values are small,
spectral radii are an order of magnitude smaller than in previous models, and leak rates are large
(we term this model multiESN [B]).
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Execution Time (Seconds) for Model Estimation

DFM singleESN multiESN

Dataset Mean  AR(1) MIDAS [A] [B] [A] [B] [A] [B]
Small-MD 0.1 0.7 1.3 40.5 85.5 2.6 4.5 15.3 14.6
Medium-MD 0.1 0.8 - 48.0 226.5 2.5 5.7 17.7 14.7

Table 1.2: Execution time in seconds for model estimation measured over a single run on a quad-core
computer. MFESN models timing includes ridge penalty cross-validation. MIDAS estimation time refers to
optimization from a single initial value. DFM models were estimated on a single-core server and times are
adjusted by a factor of 1/4 for comparison.

1.4.3 Results

We start by commenting on the computational efficiency of competing models and report execution
times in seconds in Table 1.2. Firstly, DFM models appear to be the most computationally effortful
models among all specifications. For the Small-MD dataset, the simplest MFESN models, that is,
singleESN [A] and [B], have execution times which are at most 3.5 times higher than the MIDAS
model, while still being at least 15.6 times computationally cheaper than any of the DFM models.
The more resource-demanding models MFESN, multiESN [A] and [B], are nevertheless at least 2.6
times faster to run than the best DFM model (DFM [A]). When moving to the Medium-MD dataset,
where the MIDAS model is not, as explained earlier, a feasible choice, the most inefficient MFESN
model (singleESN [B]) still outperforms the best DFM model, DFM [A], by 8.4 times, while the
same holds for multiESN [A] model versus DFM [A] model by 2.7 times. We can conclude that our
proposed MFESN architectures provide an attractive and computationally efficient framework for
GDP forecasting in the multifrequency framework which is feasible for computations on low-cost

machine configurations available to practitioners.

Competing forecasts are compared using the Model Confidence Set (MCS) test derived in
Hansen et al. (2011). One should note that due to the intrinsic nature of data availability of
macroeconomic time series and panels, our sample sizes are modest. This implies that the small
sample sensitivities of the MCS test need to be taken into account when evaluating our compar-
isons. Recent analyses of the finite sample properties of the MCS methodology have shown that it
requires signal-to-noise ratios which are unattainable in most empirical settings, an issue that un-
dermines its applicability (Aparicio and de Prado, 2018). Given this fact, we also conduct pairwise
model comparison tests with the Modified Diebold-Mariano (MDM) test for predictive accuracy
(Diebold and Mariano, 2002, Harvey et al., 1997).

As we also provide multiple-steps-ahead forecasts, we test for the best subset of models uniformly
across all horizons using the Uniform Multi-Horizon MCS (uMCS) test proposed by Quaedvlieg
(2021). Since there is relatively little systematic knowledge regarding the power properties of the
uMCS test in small samples, our inclusion of this procedure is meant as a statistical counterpoint
to simple relative forecasting error comparisons, which provide limited information about the sig-
nificance of performance differences. We provide more details on our implementation of the test in

Appendix 1.E. Finally, we do not report uMCS test outcomes for the expanding window setup, as
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1-Step-ahead GDP Forecasting - Small-MD Dataset

Fixed Parameters Expanding Window Rolling Window

Model 2007 2011 2007 2011 2007 2011

MSFE MCS MSFE MCS MSFE MCS MSFE MCS MSFE MCS MSFE MCS
Mean 1.000 * 1.000 ** 1.000 ** 1.000 ** 1.000 ** 1.000 **
AR(1) 0.758 * 1.230 ** 0789 ¥ 1.226 FF  0.824 F* 1196  **
MIDAS 0.533 **  1.300 0.596 **  1.129 * 0.709 **  1.170 *
DFM [A] 0.799 * 1.337 0.980 * 1.320 0.919 * 1.226
DFM [B] 0.885 1.221  **  0.982 * 1.022  **  0.948 1.028  **

singleESN [A] 0.721 ** 1.015 ** 0.597 ** 0.867 ** 0.529 ** 0.863 **
singleESN [B] 0.758 * 0921 **  0.602 ** 0.844 ** 0.561 ** 0930 **
multiESN [A] 0.802 * 1.250 0.635 ** 0.874 ** 0621 ** 0.859 **
multiESN [B] 0.590 ** 0969 ** 0.552 ** 0895 ** 0530 ** 0.921 **

Table 1.3: Relative MSFE and Model Confidence Set (MCS) comparison between models in 1-step-ahead
forecasting exercises. Unconditional mean MSFE is used as a reference. MCS columns show inclusion among
best models: * indicates inclusion at 90%, ** indicates inclusion at 75% confidence.

Quaedvlieg (2021) argues that in such context the test is invalid.

Small Dataset

We begin our discussion of the Small-MD forecasting results by reviewing Table 1.3. For both
sample setups (2007 and 2011) and all three estimation strategies (fixed, expanding, and rolling
windows) we provide relative MSFE metrics, with the unconditional mean being used as a reference.
Plots of each of the model’s forecasts are given in Figures 1.3 and 1.4; additional plots for cumulative
SFE, cumulative RMSFEs and other metrics can be found in Appendix 1.J.

The overall finding is that MFESN models perform excellent, and, when we exclude the 2007
fixed parameters setup, they perform the best. It is easy to see from Figure 1.3 (a) why the 2007
fixed window estimation case is different from other cases: the 2008 Financial Crisis induced a deep
drop in quarter-to-quarter GDP growth that was in stark contrast with previous business cycle
fluctuations. By keeping model parameters fixed, and using only information from 1990 to 2007
— periods where systematic fluctuations are small — DFM and MFESN models are fit to produce
smooth, low-volatility forecasts. MIDAS, on the other hand, yields an exponential smoothing which
can be more responsive to changes in monthly and daily series. From Figure 1.3 (b) and (c) it is
possible to see that expanding and rolling window estimation resolves this weakness of state-space
models. At the same time, the AR(1) model outperforms the unconditional mean only in the 2007
sample with fixed parameters, losing to the MIDAS model in all but one scenario.

Table 1.3 shows that MFESN models always perform better than the mean in terms of MSFE,
something which no other model class achieves across all setups. In both expanding and rolling
window setups they also always outperform the AR(1) model. Furthermore, at least one MFESN
model for each subclass (single or multi-reservoir) is always included in the model confidence set
at the highest confidence level. We remind again that the MCS test of Hansen et al. (2011) might

be distorted due to the modest sample sizes considered, even more so in the 2011 test sample. To
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complement the MCS, we provide graphical tables for pairwise Modified Diebold-Mariano (MDM)
tests, with 10% level rejections highlighted in Figure 1.14, Appendix 1.J. The MDM tests broadly
agree with the results of Table 1.3, although they do not account for multiple testing, and therefore
cannot be interpreted as yielding subsets of the most accurate forecasting models in a statistical
sense.

For multiple-steps-ahead forecasts, relative RMSFE and uMCS are reported in Tables 1.4 and
1.5: we constrain our exercise to h € {1,...,8} steps, since we are interested in GDP growth
forecasts within 2 years. Note that for h = 1 our results are similar, but do not reduce to the
one-step-ahead results. To make correct multistep RMSFE evaluations and execute the uMCS
procedure one must select h different vectors of residuals of the same length: this implies that
residuals at the end of the forecasting sample must be trimmed off to compute short-term multistep
RMSFEs that are comparable to the long-term ones. Generally, we notice that MIDAS, as well as S-
MFESNSs, provide the worst-performing multistep forecasts, with RMSFEs considerably exceeding
the unconditional mean baseline after horizon 1. Figures 1.5 and 1.6 reproduce the RMSFE numbers
of the aforementioned tables graphically.

For MIDAS, we have already discussed how the existence of multiple loss minima can generate
numerical instabilities. Model re-fitting at each horizon can amplify this problem, as the loss
landscape itself changes as new observations are added to the fitting sample. We provide more
discussions in Appendix 1.I.1. In the case of S-MFESN models, the reason is structural: we have
discussed how in our framework multistep MFESN forecasting entails iterating the state map,
which can have multiple attraction (stable) points. If the hyperparameters and estimated full
model Ws jointly do not define a contraction, the limit of the multistep forecast does not have to
be the estimated MFSEN model intercept. However, Figures 1.5 and 1.6 show that our M-MFESN
models, multiESN [A] and multiESN [B], both perform on par or better than DFM models even
after horizon h = 4. For example, in the 2007 expanding and rolling window experiments, multiESN
[B] is able to outperform both DFMs and an unconditional mean forecast by meaningful margins

for forecasts up to a year into the future.

Medium Dataset

We now present the results for the Medium-MD dataset, which includes more than 30 regressors
and many high-frequency daily series. The same metrics as in the previous subsection are used for
this dataset to evaluate the relative performance of different methods.

The main difference in our empirical exercises is that now we a priori exclude MIDAS from
the set of forecasting methods as explained in detail in Subsection 1.4.2. Table 1.6 showcases the
relative performance of DFM and MFESN models in the Medium-MD forecast setup. We find that
the MFESN model multiESN [B] performs best in all setups, particularly under fixed parameters,
where MCS testing reveals that it is the only model included at a 75% confidence level. Of course,
for the MCS results we must again take into account the relatively small sample size, which could
distort the selection of best model subsets. MDM tests of Figure 1.16 in Appendix 1.J largely agree
with the MCS results: in the fixed parameter setup any pairwise comparison of an alternative model

against MFESN multiESN [B] is rejected in favor of the latter. A visual inspection of one-step-
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Multistep-ahead GDP Forecasting - Small-MD Dataset - 2007 Sample
Setup Model Horizon uMCS
1 2 3 4 5 6 7 8
FIX Mean 1.000  1.000 1.000 1.000 1.000 1.000 1.000  1.000
FIX AR(1) 0.870 0.950 0.982 0.991 0.992 0.991 0.992 0.992 ok
FIX MIDAS 0.823 1.672 2.737 1.816 2.213 2791 1.888 1.921
FIX DFM [A] 0.890 0.969 1.014 1.077 1.341 1.701 2.001  2.180 *
FIX DFM [B] 0.937 1.069 1.202 1.344 1.799 2310 2.638 2.801
FIX  singleESN [A] 0.852 0.994 0.995 0.995 0.993 0991 0.991 0.991 *
FIX singleESN [B] 0.871 0.986 0.989 0.989 0.985 0.981 0.981 0.981 ok
FIX  multiESN [A] 0.898 0.980 0.990 0.991 0.988 0.985 0.985 0.985 ok
FIX  multiESN [B] 0.767 0.954 0.983 0.991 0.991 0.990 0.991 0.991 ok
EW Mean 1.000  1.000 1.000 1.000 1.000 1.000 1.000 1.000 -
EW AR(1) 0.887 0.922 0.951 0.962 0.957 0.981 1.001 1.008 -
EW MIDAS 0.814 1.283 1.518 1.596 1.697 1.391 1.951  1.800 -
EW DFM [A] 0.985 1.109 1.123 1.114 1.217 1.226 1.241 1.539 -
EW DFM [B] 0.989 1.082 1.149 1.199 1315 1.412 1.373 1.425 -
EW  singleESN [A]  0.771 1.260 1.485 1.564 2.070 2.728 2.550 2.834 -
EW  singleESN [B] 0.772 1.031 1.135 1.319 1.831 2.279 2449 2556 -
EW  multiESN [A] 0.792 0.897 0.941 0976 1.015 1.240 1.377  1.227 -
EW  multiESN [B] 0.740 0.853 0.894 0.911 0.873 0.993 1.020  1.020 -
RW Mean 1.000  1.000 1.000 1.000 1.000  1.000 1.000  1.000 *
RW AR(1) 0.898 0943 0.968 0.974 0.963 0.968 0.970 0.962 ok
RW MIDAS 0.933 1.438 1.642 1993 1.794 1.661 1.816 1.973 *
RW DFM [A] 0.931 1.017 1.033 1.020 1.024 1.003 0.918 1.062 *
RW DFM [B] 0.942 0.973 0.970 1.045 1.059 1.203 1.225 1.263 *
RW  singleESN [A]  0.714 1320 1.693 1972 2733 3.669 3.391 3.719 *
RW  singleESN [B]  0.737  1.100 1.248 1.667 2.327 2.765 2.842 2.792 *
RW  multiESN [A] 0.773 0972 1.053 1.111 1.187 1.293 1.505 1.131 *
RW  multiESN [B] 0.716 0.895 0.916 0.926 0.890 1.041 1.102 1.105 ok

Table 1.4: Relative RMSFE and Uniform Multi-Horizon Model Confidence Set (uMCS) comparison
between models in multiple-steps-ahead forecasting exercises. Unconditional mean RMSFE used
as reference. FIX: Fixed parameters, EW: Expanding window, and RW: Rolling window. uMCS
columns show inclusion among best models: * indicates inclusion at 90% confidence, ** indicates
inclusion at 75% confidence.
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Multistep-ahead GDP Forecasting - Small-MD Dataset - 2011 Sample

Setup Model Horizon uMCS

1 2 3 4 5 6 7 8

FIX Mean 1.000  1.000 1.000 1.000 1.000 1.000 1.000  1.000 ok

FIX AR(1) 1.119  1.031  1.008 1.001 1.001 0.999 0.999 0.998 *

FIX MIDAS 1.090 1.721 1.793 2.203 2.363 1.997 2.846  2.328

FIX DFM [A] 1.112  1.051 0.999 1.079 1.084 1.025 1.020 1.061 *

FIX DFM [B] 1.058  0.945 0.916 1.003 1.012 0.970 1.038 1.033 ok

FIX  singleESN [A] 0978 1.705 2.561 2.704 3.314 3.151 2999 3.316

FIX  singleESN [B] 0.930 1.095 1.885 2.356 2.650 2.704 2.880 2.844 ok

FIX  multiESN [A] 1.059 1.148 1.262 1.312 1.339 1409 1424 1.162

FIX  multiESN [B] 0.981 1.007 0.985 0.994 1.008 0.999 0.999 0.998 ok

EW Mean 1.000  1.000 1.000 1.000 1.000 1.000 1.000  1.000 -

EW AR(1) 1.117 1.033 1.011 1.002 1.007 1.003 1.004 1.003 -

EW MIDAS 1.005 1.382 1.339 1.354 1.609 1.444 1.803 1.263 -

EW DFM [A] 1.144  1.132 1.057 1.093 1.076 1.067 1.038 1.016 -

EW DFM [B] 0.985 0.940 0.918 0.995 1.010 0.980 1.050 0.971 -

EW  singleESN [A] 0935 1.645 2.184 1929 2383 1.959 1.810 2.266 -

EW  singleESN [B] 0.911 1.092 1.101 1529 2.195 1.843 1.847  2.060 -

EW  multiESN [A] 0.922 0965 1.089 0978 0.977 1.043 1.278 0.995 -

EW  multiESN [B] 0.944 0992 0978 0.977 0.991 0.985 0.990 0.996 -

RW Mean 1.000  1.000 1.000 1.000 1.000  1.000 1.000  1.000

RW AR(1) 1.080 1.000 0.984 0.989 0.982 0976 0.963 0.968

RW MIDAS 1.051 1.303 1.310 1.674 1.762  1.467 1.643  1.463

RW DFM [A] 1.061 1.033 1.012 1.088 1.077 1.015 1.040 1.069

RW DFM [B] 0.947 0.893 0.901 1.009 1.040 0.966 1.030 0.949 ok

RW  singleESN [A]  0.919 1.788 2.359 2483 2981 2401 2234  2.690

RW  singleESN [B]  0.944 1.132 1.214 1.762 2.608 2552 2517 2541

RW  multiESN [A] 0.896 1.047 1.222 1.124 1.122 1410 1.666 1.316

RW  multiESN [B] 0940 1.003 0.969 0.989 0.979 0.972 0.967 0.961 ok

Table 1.5: Relative RMSFE and Uniform Multi-Horizon Model Confidence Set (uMCS) comparison
between models in multiple-steps-ahead forecasting exercises. Unconditional mean RMSFE used
as reference. FIX: Fixed parameters, EW: Expanding window, and RW: Rolling window. uMCS
columns show inclusion among best models: * indicates inclusion at 90%, ** indicates inclusion at
75% confidence.
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1-Step-ahead GDP Forecasting - Medium-MD Dataset

Fixed Parameters Expanding Window Rolling Window
Model 2007 2011 2007 2011 2007 2011
MSFE MCS MSFE MCS MSFE MCS MSFE MCS MSFE MCS MSFE MCS

Mean 1.000 1.000 ** 1.000 ** 1.000 ** 1.000 ** 1.000 **
AR(1) 0.758 1.230  ** 0789 ¥ 1.226 ' 0.824 * 1.196  **
DFM [A] 0.841 1.325 * 0.682 ** 1.272 **  0.747 * 1.517  **
DFM [B] 1.118 1.408 **  0.821 * 1.117  **  0.926 1.186  **
singleESN [A] 0.967 1.717 * 0.775 ** 1.072 ** 0.791 * 1.493 *
singleESN [B] 0.826 * 1.278  ** 0.655 ** 1028 ** 0.561 ** 0944  **
multiESN [A] 0.901 * 1.080 ** 0.618 ** 0913 *f 0556 ** 0.884 **
multiESN [B] 0.682 ** 0.748 ** 0.587 ** 0.774 **f 0.547 ** 0.728 **

* Kk Xk *

Table 1.6: Relative MSFE and Model Confidence Set (MCS) comparison between models in 1-step-ahead
forecasting exercises. Unconditional mean MSFE is used as a reference. MCS columns show inclusion among
best models: * indicates inclusion at 90% confidence, ** indicates inclusion at 75% confidence.

ahead forecasts in Figures 1.7 and 1.8 also shows that DFM models estimated over the Medium-MD
datasets produce forecasts with larger variability than MFESN methods, which is likely the key
driver of the difference in performance.

The multistep-ahead experiments are run as for the Small-MD dataset, with a maximum horizon
of 8 quarters. Tables 1.7 and 1.8 present the relative RMSFE performance of multistep forecasts
for all models, and we use Figures 1.9 and 1.10 of RMSFEs as references for our discussion. What
can be seen visually — and is also reproduced in the Tables — is that multi-reservoir MFESN models
and DFM model [A] have the best performance up to 4 quarters ahead; overall, taking into account
also the longer term, expanding or rolling window estimation of model multiESN [B] yields the best
forecasting results in the 2007 sample setup. The post-crisis 2011 sample setup makes comparison
harder, as DFM and M-MFESN models largely produce results in line with the unconditional
sample mean. This evaluation is confirmed by uMCS tests, consistently with the multistep results
obtained with the Small-MD dataset.

1.5 Conclusions

Macroeconomic forecasting — especially long-term forecasting of macroeconomic aggregates — is
a topic of crucial importance for institutional policymakers, private companies, and economic re-
searchers. Given the modern-day availability of “big data” resources, methods capable of integrating
heterogeneous data sources are increasingly sought to provide more precise and robust forecasts.
This paper presents a new methodological framework inspired by the Reservoir Computing
literature to deal with data sampled at multiple frequencies and with multiple-step-ahead forecasts.
We have then taken Echo State Networks — a type of RC models — and formally extended them to
allow the modeling of data with multiple release frequencies. Our discussion encompasses model
fitting, hyperparameter tuning, and forecast computation. As a result, we provide two classes
of models, single- and multiple reservoir multi-frequency ESNs, that can be effectively applied

to our empirical setup: forecasting US GDP growth using monthly and daily data series. Along
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Multistep-ahead GDP Forecasting - Medium-MD Dataset - 2007 Sample

Setup Model Horizon uMCS

1 2 3 4 5 6 7 8

FIX Mean 1.000  1.000 1.000 1.000 1.000 1.000 1.000 1.000 *

FIX AR(1) 0.870 0.950 0.982 0.991 0.992 0.991 0.992 0.992

FIX DFM [A] 0.914 0.947 0.955 0988 1.015 1.027 1.034 0.995 ok

FIX DFM [B] 1.046 1.204 1.293 1.341 1.649 1984 2.101 2.070 *

FIX  singleESN [A] 0985 0.995 0.995 0.995 0.994 0.992 0.992 0.992 *

FIX singleESN [B] 0912 0985 0.985 0.985 0.980 0.976 0.976 0.976 *

FIX  multiESN [A] 0.950 0.993 0.994 0.994 0.992 0.990 0.990 0.990 *

FIX  multiESN [B] 0.826 0.972 0.988 0.990 0.989 0.98 0.985 0.985 *

EW Mean 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 -

EW AR(1) 0.887 0.922 0.951 0.962 0.957 0.981 1.001 1.008 -

EW DFM [A] 0.805 0916 0.978 1.038 1.077 1.126 1.077 1.073 -

EW DFM [B] 0.893 1.134 1.418 1.567 2.238 2964 3.375 3.629 -

EW  singleESN [A] 0.879 1.125 1.305 1.442 1.860 2.166 2.361  2.443 -

EW  singleESN [B] 0.802 1.174 1439 1.744 2305 2.869 2935 3.167 -

EW  multiESN [A] 0.780 0935 1.012 1.005 1.093 1.337 1.328 1.313 -

EW  multiESN [B] 0.760 0.874 0.911 0.891 0.863 0.971 1.030 1.051 -

RW Mean 1.000 1.000 1.000 1.000 1.000  1.000  1.000  1.000

RW AR(1) 0.898 0.943 0.968 0.974 0.963 0.968 0.970 0.962

RW DFM [A] 0.837 0913 0.924 0954 1.012 0.997 1.018 1.005

RW DFM [B] 0.932 1.116 1.232 1.414 1.952 2.704 3.183 3.294

RW  singleESN [A]  0.873 1.274 1530 1.652 2.095 2575 2786 3.014

RW  singleESN [B]  0.732  1.190 1.490 1.712 2218 2.861 2.967 3.094

RW  multiESN [A] 0.732 0914 0960 1.011 1.202 1.618 1.683 1.572

RW multiESN [B]  0.731 0.871 0.875 0.844 0.771 0.971 1.014 1.014 ok

Table 1.7: Relative RMSFE and Uniform Multi-Horizon Model Confidence Set (uMCS) comparison
between models in multiple-steps-ahead forecasting exercises. Unconditional mean RMSFE used
as reference. FIX: Fixed parameters, EW: Expanding window, and RW: Rolling window. uMCS
columns show inclusion among best models: * indicates inclusion at 90% confidence, ** indicates
inclusion at 75% confidence.
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Multistep-ahead GDP Forecasting - Medium-MD Dataset - 2011 Sample

Setup Model Horizon uMCS
1 2 3 4 5 6 7 8

FIX Mean 1.000  1.000 1.000 1.000 1.000 1.000 1.000  1.000 *

FIX AR(1) 1.119  1.031  1.008 1.001 1.001 0.999 0.999 0.998 *E

FIX DFM [A] 1.126 0.987 0.962 1.0564 1.031 0.988 1.001 1.002 ok

FIX DFM [B] 1.149 0.987 0.885 1.064 1.142 1.134 1.273 1.296

FIX  singleESN [A] 1.283  1.921  2.527 3.038 3.285 3.154 3.193  3.655
FIX  singleESN [B] 1.059 1.523 1.918 2417 2812 2.683 2703  2.970
FIX  multiESN [A] 1.011  1.061 1.434 1.477 1.748 2.030 2.023  1.994
FIX multiESN [B]  0.841 0.945 0.997 0.978 1.004 1.015 1.013 1.014 ok

EW Mean 1.000  1.000  1.000 1.000 1.000 1.000 1.000  1.000 -
EW AR(1) 1117 1.033 1.011 1.002 1.007 1.003 1.004 1.003 -
EW DFM [A] 1.092 0942 0.944 1.049 1.026 0.994 0.996 0.999 -
EW DFM [B] 0971 1.046 1.031 1.114 1.238 1.116 1.223 1.310 -

EW  singleESN [A] 1.039 1451 1.980 2.385  2.699 2353 2506  2.608 -
EW  singleESN [B] 0.992 1.828 2465 3.072 3.547 3.357 3.368 3.610 -
EW  multiESN [A] 0.934 1.014 1391 1252 1.371 1.369 1.228 1.279 -
EW  multiESN [B] 0.857 0.931 1.003 0.973 1.002 1.009 1.025 1.029 -

RW Mean 1.000  1.000 1.000 ~ 1.000 1.000  1.000  1.000  1.000 ok
RW AR(1) 1.080 1.000 0984 0.989 0.982 0.976 0.963 0.968 ok
RW DFM [A] 1.113  0.982 0.927 1.038 1.030 0.997 1.016 1.028 *
RW DFM [B] 0.881 0996 1.021 1.098 1.150 1.114 1.114 1.212 ok

RW  singleESN [A]  1.193  2.267 3.265 3.580 4.090 3.790 4.015 4.562
RW  singleESN [B]  0.927 1933 2612 3.265 3.753 3.567 3.556  3.792
RW multiESN [A]  0.900 1.049 1.500 1.465 1.789 1.707  1.505  1.462
RW multiESN [B] 0.816 0.916 0977 1.009 0.982 0.988 0.974 0.981 ok

Table 1.8: Relative RMSFE and Uniform Multi-Horizon Model Confidence Set (uMCS) comparison
between models in multiple-steps-ahead forecasting exercises. Unconditional mean RMSFE used
as reference. FIX: Fixed parameters, EW: Expanding window, and RW: Rolling window. uMCS
columns show inclusion among best models: * indicates inclusion at 90% confidence, ** indicates
inclusion at 75% confidence.
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with the unconditional mean and AR(1) model, we considered two well-known methods, MIDAS
and DFMs, as the current benchmarks available in the literature. In our applications, we find
that MFESN models are computationally more efficient and easier to implement than DFMs and
MIDAS, respectively, and perform better than or as well as benchmarks in terms of MSFE. These
improvements are statistically significant in a number of setups, as shown by our MCS and MDM
tests. Thus, we argue that our machine learning-based methodology can be a useful addition to
the toolbox of contemporary macroeconomic forecasters.

Lastly, we wish to highlight the many potential areas of research that we believe would be
interesting to explore in the future. We have not discussed the role of the distribution from which
we sample the entries of the reservoir matrices. While it is known that these can have significant
effects on the forecasting capacity of an ESN model, the literature lacks definitive theoretical
results (even for dynamical systems applications) or systematic studies with stochastic inputs and
targets. The hyperparameter tuning routine we have developed neither allows separating individual
hyperparameters nor does it tackle the identification problem. Moreover, we assume that the ridge
regression penalty strength, A, is tuned ex ante: it would be interesting and desirable to understand
if it is possible to jointly tune A and ¢, or rather if one can fully separate their selection. In our
preliminary experiments, we have noticed that the roles of the ridge penalty and the input scaling,
for example, cannot be trivially disentangled — thus prompting the i-form normalization. Model
selection for the dimension of MFESN models is another question that would be key to exploring and
designing more efficient and effective ESN models, especially when dealing with multiple frequencies
and reservoirs. Finally, practitioners may be interested in identifying the combination of frequencies
in the regressor series that would lead to the most accurate GDP forecasts produced by MFESN

models.
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Figure 1.3: 1-Step-ahead GDP Forecasting — 2007 Sample — Small-MD Dataset
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Figure 1.4: 1-Step-ahead GDP Forecasting — 2011 Sample — Small-MD Dataset
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Figure 1.5: Multistep-ahead GDP Forecasting, RMSFE — 2007 Sample — Small-MD Dataset
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Figure 1.6: Multistep-ahead GDP Forecasting, RMSFE — 2011 Sample — Small-MD Dataset
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Figure 1.7: 1-Step-ahead GDP Forecasting — 2007 Sample — Medium-MD Dataset
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Figure 1.8: 1-Step-ahead GDP Forecasting — 2011 Sample — Medium-MD Dataset
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Figure 1.9: Multistep-ahead GDP Forecasting, RMSFE — 2007 Sample — Medium-MD Dataset
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Figure 1.10: Multistep-ahead GDP Forecasting, RMSFE — 2011 Sample — Medium-MD Dataset
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Appendix

1.A Data Table

Table 1.9: Variables, Frequencies and Transformations for Small and Medium
SM Start Date T Code Name Description
Quarterly
XX 31/03/1959 5 GDPC1 Y Real Gross Domestic Product
Monthly
XX 30/01/1959 5 INDPRO XM1  Industrial Production Index
XX 30/01/1959 5 PAYEMS XM4  Payroll All Employees: Total nonfarm
XX 30/01/1959 4 HOUST XM5  Housing Starts: Total New Privately Owned
XX 30/01/1959 5 RETAILx XM7  Retail and Food Services Sales
XX 31/01/1973 5 TWEXMMTH XM11 Nominal effective exchange rate US
XX 30/01/1959 2 FEDFUNDS XM12 Effective Federal Funds Rate
XX 30/01/1959 1 BAAFFM XM14 Moody’s Baa Corporate Bond Minus FEDFUNDS
XX 30/01/1959 1 COMPAPFFx XM15 3-Month Commercial Paper Minus FEDFUNDS
X 30/01/1959 2 CUMFNS XM2  Capacity Utilization: Manufacturing
X 30/01/1959 2 UNRATE XM3  Civilian Unemployment Rate
X 30/01/1959 5 DPCERA3MO8SGSBEA XM6  Real personal consumption expenditures
X 30/01/1959 5 AMDMNOx XM8  New Orders for Durable Goods
X 31/01/1978 2 UMCSENTx XM9  Consumer Sentiment Index
X 30/01/1959 6 WPSFD49207 XM10 PPI: Finished Goods
X 30/01/1959 1 AAAFFM XM13 Moody’s Aaa Corporate Bond Minus FEDFUNDS
X 30/01/1959 1 TB3SMFFM XM16 3-Month Treasury C Minus FEDFUNDS
X 30/01/1959 1 T10YFFM XM17 10-Year Treasury C Minus FEDFUNDS
X 30/01/1959 2 GS1 XM18 1-Year Treasury Rate
X 30/01/1959 2 GS10 XM19 10-Year Treasury Rate
X 30/01/1959 1 GS10-TB3MS XM20 10-Year Treasury Rate - 3-Month Treasury Bill
Daily
XX 30/01/1959 8 DJINDUS XD3 DJ Industrial price index
X 31/12/1963 8 S&PCOMP XD1 S&P500 price index
X 01/05/1982 1 ISPCS00-S&PCOMPT XD2  S&P500 basis spread
X 11/09/1989 8 SP5EIND XD4 S&P Industrial price index
X 31/12/1969 8 GSCITOT XD5  Spot commodity price index
X 10/01/1983 8 CRUDOIL XD6  Spot price oil
X 02/01/1979 8 GOLDHAR XD7  Spot price gold
X 30/03/1982 8 WHEATSF XD8  Spot price wheat
X 01/11/1983 8 COCOAIC,COCINUS* XD9  Spot price cocoa
X 30/03/1983 1 NCLC.03-NCLC.01 XD10  Futures price oil term structure
X 30/10/1978 1 NGCC.03-NGCC.01 XD11  Futures price gold term structure
X 02/01/1975 1 CWFC.03-CWFC.01 XD12 Futures price wheat term structure
X 02/01/1973 1 NCCC.03-NCCC.01 XD13  Futures price cocoa term structure

Notes: S and M stand for small and medium datasets, respectively. An ‘X’ indicates selection into the
dataset. ‘Start Date’ is the date for which the series is first available (before data transformations). Follow-
ing McCracken and Ng (2016, 2020), the transformation codes in column ‘T’ indicate with D for difference
and log for natural logarithm 1: none, 2: D, 3: DD, 4: Log, 5: Dlog, 6: DDlog, 7: percentage change,
8: GARCH volatility. ‘Codes’ are the codes in the FRED-QD and FRED-MD datasets for quarterly and
monthly data and Datastream mnemonic for the remaining frequencies. Missing values due to public holi-
days are interpolated by averaging over the previous five observations. *Available until 20/09/2021. *Average
before 29/12/2017, COCINUS mean adjusted thereafter.



1.B. FORECASTING SCHEMES 41

1.B Forecasting Schemes

To clarify the design of the forecasting experiments conducted in this paper, we present two different
types of prediction illustrated in Figure 1.11.

Let ¢ denote time in the reference frequency of the target series (y;) and suppose a regressor
(zr) of frequency k is included in the forecasting model. The notation can be readily extended to
include multiple regressors. Let h > 0 be a low-frequency prediction horizon counted from the last

available observation of (y;). Let I > 0 be a high-frequency horizon with respect to frequency k.

Low-frequency forecasting. We call an h-steps ahead forecast low-frequency when predictions
for the target variable are constructed only at the end of the low-frequency periods. The information
set which is used at the time of h-steps ahead low-frequency forecasting at ¢ is the o-algebra defined

as
Fi=o0 ({yta Ye—1,Yt—25 - - -5 2t 0|k Bt,—1|k> #t,—2|r) - }) (135)

and, when using the mean square error as a loss, the optimal forecast is given by
Yern = E [yenl Fe] - (1.36)

High-frequency forecasting. In this forecasting scheme, one may also use high-frequency re-
gressors to produce additional high-frequency forecasts of the low-frequency target variable. For
example, in the case of a target released at the end of each year and having monthly quoted covari-
ates, the low-frequency forecasting scheme would correspond to constructing forecasts always at the
end of the last month of the year (December). At the same time, with all the information collected
up to the end of December, there are other possibilities to construct forecasts. In particular, the
forecaster could consider placing herself at the end of any other month of the year instead and
construct predictions for the monthly proxy of the yearly variable for the next hth year.

In this scheme, one often artificially reduces the information set. Although not all the available
information is exploited, this procedure has its benefits: first, it renders high-frequency forecast
instances; second, it allows taking into account misspecification due to a seasonal response of (y;) to
(zr). This is especially important whenever multiple time series with different sampling frequencies
are combined in one model and seasonality effects are either difficult to detect or impossible to avoid.
In the context of macroeconomic forecasting, we again refer the reader to Clements and Galvao
(2008, 2009), Chen and Ghysels (2010) and Jardet and Meunier (2022), where these questions are
carefully discussed.

Let the forecaster place herself at time t: she wishes to construct a high-frequency forecast for
some t,l|x with [ € N. The maximal information set available at ¢ is F; as in (1.35). However,
if she uses F; then the forecast for ¢, |k coincides with the low-frequency forecast and is given by
(1.36) for any I. Notice that the forecasts can be constructed using the reduced information sets
instead. Let h = [l/k], £ = lmod k, and m = h — [l/k], and define

It—m,ﬂ =0 ({yt—ma Yt—1—my - -5 Bt—mUllk> Ft—m,(l—1)|k> Ft—m,(0—2)|k> - - })

=0 ({ytfma Yt—1—my -+ s Btd1—m,—(k—0)|r) Ft+1—m,—(k—€)+1|ks Ft+1—m,—(k—L0+2)|K) * - }) .
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L
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Figure 1.11: Diagram of the low-/high-frequency forecasting and nowcasting schemes in tempo
notation. Arrows point to time indices of the forecast target, solid dots indicate the high-frequency
time placeholder for the constructed high-frequency forecasts.

The high-frequency forecast information sets nest the low-frequency forecasting setup since F;_,,, ¢ =
Fi if I = xh for h € N and the forecast for the high-frequency proxy constructed for the moments

t,l|k for the low-frequency variable is provided by the conditional expectation

/y\g-h,é\n = E [y n|From.,e] -

It is easy to see that if the forecaster is interested in nowcasting, it can be readily obtained by

taking m = 0 and writing for all 0 < £ <k — 1:

Uiias = Elyr| Frel -

Nowcasting. We call nowcasting the setup in which one constructs a high-frequency proxy for
a yet-unobserved target which will be available at the end of the current low-frequency period.
As such, we construct a nowcast only for horizons 0 < [ < k — 1; notice that | = & yields a
contemporaneous regression at £+ 1, while [ = 0 falls into the category of low-frequency forecasting
considered in Section 1.B, hence both these two cases are excluded. The g-algebras that are used

in order to construct nowcasts y; 11 |, are given by
ft,ﬂn =0 ({yta Yt—15 -5 2t hlms 2t,(0—1)|kr 2t,(£—2)|ks - - })
=0 ({yta Yt—15 - - o Zt41,—(k—0) |ks Rt+1,—(k—0)+1|ks Ft+1,— (k—L+2)|k> - - }) .

The I-steps nowcast for the high-frequency proxy constructed at moments t,¢|x of the current
period for the low-frequency variable which becomes available at ¢ 4+ 1,0k = ¢ + 1 is provided by
the conditional expectation

gﬁrl,ﬂn = E [ye1|Fre -
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Multicasting. One always aims to construct one-step and multistep forecasts by using all the
available information at a given point in time. It is, therefore, natural to compare models by
constructing high-frequency nowcasts for the target variable to be released at the end of the current
period and its high-frequency proxy forecasts for the next periods. To avoid confusion, we refer
to this situation as multicasting. More explicitly, provided that the forecaster finds herself at time
index t, s|k and is interested in all the forecasts up to some maximal low-frequency horizon H > 1,

for each 1 <[ < Hk the multicasting scheme yields the following combination:
(a) Nowcasting when 0 <[ <k —1and ¢ =1: g’jﬁrl or = E (Y1 Fre)-
(b) Forecasting when [ > k — 1:

o Low-frequency forecasting if | satisfies lmod k = 0: Gpyp, = E [ysan|Fr]-

o High-frequency forecasting if Imod k # 0: Fy ¢ gﬁh,ém = E [ys4n|Frel

1.C ESN Implementation

1.C.1 Fixed, Expanding and Rolling Window Estimation

Model parameter stability is an important and well-studied question in linear time series analysis.
Indeed, identifying and explaining structural breaks play a key role in macroeconomic modeling.
To account for this possibility, we compare multiple estimation setups which may reflect possible
changes in model parameters.

Suppose again that a sample Y = (yo2,¥s3,...,yr) € Mr_1 ; of targets is available, an initial

T e Mr_1,x are observed. Additionally,

state xg is given and regressors Z = (21,292,...,27-1)
the researcher has available an out-of-sample dataset, YT = (Y741, Y742, - - .,yT+5)T € Mg, s,
Z' = (zp,2141,...,2745-1) € Mg x for S > 1. We now define the estimation setups which
can be used for subsequent forecasting for h € N* steps ahead and can be adjusted for the multi-

frequency setup. We consider the following estimation strategies:

(i) Fixed parameters: An estimator W is computed strictly over sample observations Y
and Z with some penalty A chosen with data available up to time 7. Model parameters
are kept fixed when the estimated model is applied to construct out-of-sample forecasts
YTr+1, Y742, - - - » Y7+5 as out-of-sample regressors zr, 2r41, ..., 2r+5—1 are added to the in-

formation set.

(ii) Expanding window: For each out-of-sample time step s = 0,...,5, define WEW as
the estimate computed by “expanding” the sample window up to time T + s, given by
YEW = (yo,y3, ..., yT, YTs1, -, Yrss) | and ZFWV = (21, 20,..., 20 1,27, ..., 2745 1) "
Coefficients I//I\/EW are re-estimated and penalty strength \ is re-validated over windows YW,
ZEW.

(iii) Rolling window: In this setup the within-window sample size is kept fixed across windows

— that is, the sample window “rolls” over the data — by defining I//I\/SRW as the estimate over

RW ._ T RW ._ T
YW = (Yots, Ysts, - s YTrs—1,Y7+s)  and Z3 = (Z14s, 2245, - - ZT4+5-2, ZT+s—1)  for
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s=0,...,5. Coefficients I//I\/SRW are re-estimated and penalty strength A is re-validated over
windows YRW ZRW,

In all three strategies, hyperparameters ¢ := (a, p,7y,w) could also be re-tuned on corresponding
windows as in Appendix 1.C.2. The fixed-parameter setup is the most rigid one. It builds upon
the idea that the initial sample contains sufficient information for correct model estimation and
forecasting and that the model parameters are constant. Its theoretical analysis is relatively easy
as there is no need to discuss the stability of the penalty and the hyperparameters across sample
windows. An expanding window setup is based on the belief that newly available data contains key
information to produce forecasts and, therefore, must be continuously incorporated. In essence,
forecasters do this when they re-estimate a model at each data release cycle. In the case of a
rolling window estimation strategy, one can theoretically handle model changes. Although proper
structural break modeling would require a consistent identification of breakpoints, rolling window
estimation can potentially accommodate slow drifts in model parameters over time by directly
discarding old data, unlike with an expanding window. We do not explore the selection of an
optimal window size, which in rolling window estimation has been shown to improve forecasting

performance (Inoue et al. (2017)).

1.C.2 Hyperparameter Tuning

We now propose a general scheme for selection of hyperparameters ¢ := (o, p,v,w) in (1.7) for a
model of the form (1.3)-(1.4). Our approach builds on the idea of leave-one-out cross-validation
for time series models. Using a fixed, expanding, or rolling window over the training data, one
can always compute the one-step forecasting errors committed by the ESN, given fixed normalized
model matrices (4, C, ) and a hyperparameter vector ¢. By choosing an appropriate loss function

£:R7 xR/ - R, J €Nt we can thus compute the empirical ESN forecasting error

T-1
Lo(p) =Y Lyrr1, Wilp) "a),
t=Top

where Wt(go) is the readout coefficients estimator involving data available up to time ¢t and 1 < T <
T — 1 is the minimum number of observations used for fitting. Notice that if £(u,v) = ||lu — 'v||§,
u,v € R’ then L7 (¢p) is the cumulative squared error that is minimized in training (modulo a
ridge penalty term). Here, however, the interest is not in estimating W, which minimizes L7, but

rather finding the optimal hyperparameter vector

p* e arg min Lr(p),
©€[0,1)x[0,p] x[0,7] x[0,w]
where upper bounds p, 7, and @ can be appropriately chosen (in our empirical exercises we use 10
and verify that solutions are never on the boundary). We highlight that to tune ¢ one may choose
£ that is different from the one used in the estimation of the readout coefficients W.
We present the entire hyperparameter optimization routine in Algorithm 1. Note that step
(i) might entail re-normalizing inputs and targets at each window ¢. This setup is general and

allows applying any global optimization routine to minimize L7(¢). We construct the loss L7 (p;)
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Algorithm 1: Hyperparameter tuning

Data: Sample yo.r = {y2,Y3,...,yr}, 21.7—1 = {21, 22, ..., 2r_1}, initial state xy, initial
guess (g, convergence criterion Crit, maximal algorithm iterations MaxIter. If
ridge regression is used to estimate W, fixed regularization strength A > 0.
Result: ©*
Fix T and determine the model fit windows for ¢t = Tj,...,T — 1. Choose whether the ESN
model is estimated with a fixed or rolling window;
J=0;
while (not Crit) and (j < MaxIter) do
(i) Given ¢;, estimate coefficient matrices
(Wt((’oj)>T0:T—1 ’
where possibly T//I\/t(cpj) does not depend on t, e.g. in the fixed estimation setup;
(ii) Compute

T-1
Lr(p;) = Z (g1, Wilp)) "),
t=Top

the cumulative one-step-ahead forecasting loss;

(iii) Update ;41 < ¢; with an appropriate rule (for example, the gradient descent of
Lt in the direction of ¢;; in our applications, we use variants L-BFGS-B and pattern
search);

(iv) j < 7 + 1, update Crit;

sequentially, that is by summing squared residuals of the model estimated in step (i) of Algorithm
1 when £ is a quadratic loss. One can program L7(g;) via TensorFlow so that the gradient can be
evaluated by backpropagation in Algorithm 1 (iii). Since there is no guarantee that the objective
function is convex or even everywhere smooth, we suggest applying optimizers known to explore
the parameter space efficiently. We emphasize that the lack of convexity guarantees is much more
consequential for the other benchmarks, in particular for the MIDAS model (see Appendix 1.1.1

for more details).

One issue with the state formulation in (1.3) and thus with the hyperparameter optimization
routine in Algorithm 1, is that ¢ can not always be point identified. For example, if one considers
identity activation ¢ and lets o = w = 0, it is obvious that the ESN model is system isomorphic
Grigoryeva and Ortega (2021) to x} = dpAx} | +dyCz, y = d *Wx} + € for all d # 0. This
issue also arises in nonlinear models, for example when ¢ is taken as a hyperbolic tangent and
~ is sufficiently small. Parameter identification in nonlinear models has been extensively studied
in semi- and nonparametric cross-sectional regressions. For instance, it is known that in certain
setups, point identification requires a proper normalization to be imposed. The interested reader
can refer to Section 6.3 of Horowitz (2009) for a discussion in a similar vein regarding nonparametric
transformation models. Since often w = 0 is used, hyperparameter identification can be a significant
issue when attempting model tuning. Whenever w = 0 we propose a helpful reparametrization given
by

xr=axi—1+ (1 —a)o (¢th,1 +Uzt) ,
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where ¢ = p/~. This prescription allows decoupling p and v at the cost of the constant input scaling,
which may be undesirable whenever one wants to attenuate the nonlinearity induced by the sigmoid
map without also reducing the spectral radius.® It is immediate to modify the optimization scheme
to deal with the case ¢ = («, ). In the sequel, we assume that the ESN models are estimated
using the approaches proposed in this subsection and use the conventional ESN specification as in

(1.3)-(1.4) to discuss the forecasting strategy.

1.C.3 Cross-validation

Because the initial cross-validation of A uses an extended sample to try and improve generalization —

specifically, our concern is for the fixed estimation setups — we use two slightly different approaches:

e In all setups — fixed, expanding, rolling — the initial ridge penalty cross-validation is done on
the extended sample (starting January 1st, 1975 instead of January 1st, 1990). We construct
10 folds with 5 out-of-sample observations starting from the end of the sample. Each fold

and out-of-sample observation set is re-normalized.

e Only in the expanding and rolling setups, for each subsequent window (the ones that now
include at least one testing observation), we use the true sample (starting January 1st, 1990)
and construct 5 folds, again with 5 out-of-sample observations. This is done to keep cross-
validation computational complexity low and avoid making some folds too small, which could
hurt larger MFESN models.

In practice, simple experiments show that there is not much difference between using 5 or 10 folds

in the initial cross-validation.

1.D Performance measures

In this section we define the performance measures used throughout the paper to quantify the
quality of forecasts produced by competing models. Suppose that a given model is used to produce
a collection of forecasts {¥s}ses, ¥s € R7. The ordered index set S = {sq,... , 8|5}, where [S] is
the number of indices in 5, can change depending on the setup. For example, in the case of 1-step
ahead forecasting, S = {T'+ 1,7 +2,...,T + T} where the 1-step ahead forecasts are constructed
using the data up to T,T + 1,...,T + T — 1, respectively. For h-step ahead forecasts, we set
S={T+hT+h+1,...., T +T — H + h} where H is the maximal forecasting horizon. This
ensures that the same number of forecasts are produced at each horizon and can be compared, for

example, using the uniform Model Confidence Set (MCS) test described in Appendix 1.E.

MSFE and RMSFE. The root mean squared forecasting error is given by

1 _
MSFE(S) := ] > llys — Uslls,
SES

50ne can fix C to have a different scaling before optimizing the hyperparameter ). However, this amounts to
one more ez ante model tuning step.
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while the root mean squared forecasting error is
RMSFE(S) := y/MSFE(S) .

Cumulative SFE and Cumulative RMSFE. The cumulative squared forecasting error is given

by the cumulative sum of squared errors. We define for any forecasting index 7 € S,

CSFE(r) == ) llys — usl3-

s€S
s<tT

To define the cumulative RMSFE for any 7 € S we first define 7;(7) := {s € S : s < 7} and then

write

1
|7:(7)]

o llys —slls.

CRMSFE(7) :=
s€TI(T)

Ahead RMSFE and 1-Year-Ahead RMSFE. If one wants to the evaluate performance ahead
of a certain point of time, it is also possible to define the ahead RMSFE,

Z lys — Ysll3,

s€Tu(T)

1
|Tu(7)]

AheadRMSFE(T) := \l

where we introduce T, (1) :={s € S :s>7}.

In the special case where the indices of S are associated to dates, one may also compare
performance after a given amount of time has passed from the current time index. For example,
one may evaluate how performance degrades after model estimation when parameters are fixed and
not updated. In our empirical exercises where {y;}icz, yr € R, is a quarterly GDP series, we can
define the 1-year-ahead RMSFE as

1
lYAheadRMSFE(T) = \J _ E (ys — §5)2.
[To(T +4)] o
SETu(T+4)

1.E  Uniform Multi-Horizon MCS

We now give details on the implementation of the Uniform Multi-Horizon MCS test for the multi-
horizon forecast comparisons in our empirical analysis. Our procedure follows closely the one
originally provided by Quaedvlieg (2021): we provide R code for our functions, while the author’s
code was originally developed in the Ox programming language.

A main difference is that we prefer to use a Bartlett kernel to compute the sample uSPA
statistic, whereas Quaedvlieg (2021) uses the quadratic spectral (QS) kernel of Andrews (1991).
Our main reason for this choice is that the QS kernel features non-zero weights for all lags, while the
Bartlett kernel has finite support. This is especially important since we only have a few forecasts
in our case; thus, higher lag autocovariances between model losses can only be poorly estimated.
It means our uMCS procedure implements the standard Newey-West HAC estimator. We use

B = 100 replications for the outer and inner bootstraps. Finally, the inner bootstrap critical value
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is set at o = 0.1.

1.F MIDAS

A state-of-the-art methodology for incorporating data of heterogeneous frequencies into one model
is the MIDAS framework developed in Ghysels et al. (2004, 2007). Here we present MIDAS in its
dynamic form, which allows the inclusion of target series autoregressive lags. We use our temporal
notation given in Definition 1.1.1 throughout.

If the MIDAS model contains only one explanatory variable (z,) with frequency multiplier s,

then it can be written as

P K
w=a0+ Y i+ By (0,k)z . + €, (1.37)
i=1 k=0
where ag is a constant term, {ai}le are the autoregressive parameters, § is a scaling parameter,
{(6, k:)}kK:O are the MIDAS weights given as a parametric function of lag k and underlying pa-
rameter vector 8 € RY, and (&) is a martingale difference process relative to the filtration {F;}
generated by {y—1-j, —j, ..., 24— ks, €t—1-5 | j > 0} and such that E[e}] = 02 < oo.

The MIDAS weighting scheme is the core innovation of the model. It borrows parsimony from
distributed lag models in the sense that, even if K is large, the vector 8 € R? is usually restricted
to contain only a handful of parameters. This greatly reduces the number of coefficients that need
to be estimated, and a nonlinear least-squares estimator 6 can be readily implemented. There are

alternative formulations of the MIDAS framework where (8, k) = 0}, so that the above reduces to
a full linear model, the so-called unrestricted MIDAS or U-MIDAS (Foroni and Marcellino, 2011).

We follow the literature and use the most commonly applied weighting scheme that is based
on the exponential Almon weighting polynomial map ¢ : R? x N* — R* (see Almon (1965) for
more details). In particular, for the case of ¢ = 2, the two-parameter Almon weighting polynomial
is given by

0(0.k) = ¢((01,02), k) = exp(01k + O2k?), k€ NT.
Since Almon weights need not sum up to a given constant for different values of 61 and 6s, it is

often common to consider the normalized Almon scheme

exp(bhk + O2k?)
S K jexp(B1k + 02k2)

»(0,k) = (1.38)

which together with (1.37) allows to treat 5 as a rescaling constant.

Let us now consider a more general model suitable for situations where time series of different
frequencies are available and must be integrated into the MIDAS equation. Consider the case of L

regressor time series. We assume that the [th time series is sampled at a frequency x; and contains
0] O]

observations (z
£, £,k

)t.s With z eRforallt € Zand s € {0,...,x —1}. It happens frequently in
practice that ;, [ € [L] takes values from a small set of integers. For example, in the case of yearly,
quarterly, and monthly data x; € {1,4,12} even though L could be very large (often, hundreds

or thousands of series might be of interest). The MIDAS model explaining low-frequency target
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(@

variable y; with L regressors (zt o

)t,s» | € [L] can be written as follows

K;

p L
p=a0+ Y iyt > By pOLk) . e (1.39)
=1 0

=1 k=
where the martingale difference process () is relative to the filtration generated by sets as in
(1.37), modified to include all the considered L regressors.

The MIDAS framework produces forecasts of the chosen target variable at the low frequency of
the target. Yet, due to the MIDAS multi-frequency structure, nowcasting is also a straightforward
exercise: if, for example, the high-frequency regressor is a single series (z,) with frequency multiplier
K, one can construct exactly k regression equations — one for each high-frequency release within a
low-frequency period — and use these to produce high-frequency nowcasts of the target. In fact, due
to the convenience of the MIDAS model, it is easy to define high-frequency regression specifications
to study high-frequency forecasts and multicasts (see Section 1.B and Appendix 1.B).

In practice, implementing (1.39) demands some care. From a computational point of view, as
long as the relevant regression matrices can be constructed, estimation amounts to a nonlinear least-
squares problem, which can be readily solved. In Appendix 1.F.1 and Appendix 1.I.1 we discuss
the technical aspects of our MIDAS implementation in more detail. One of the important issues
of the MIDAS estimation is the non-convexity of the nonlinear least squares loss as a function of
parameters. Often, a practitioner may obtain different estimation results depending on initialization
and, more importantly, those that lead to a different quality of forecasts. Other weighting schemes
that allow for convex estimation problems can be used. For example, one may adopt the Almon lag
polynomial parametrization (Ghysels, 2016, Pettenuzzo et al., 2016) using a discrete polynomial
basis for the transformation of high-frequency regressors. This specification allows for standard
OLS estimation but requires careful choice of the polynomial order hyperparameter.

Another crucial disadvantage of the MIDAS specification is that practical implementations can
be very challenging. This is caused mainly by the ragged edges of the “raw” macroeconomic data,
incomplete observations, and uneven sampling frequencies. The relative inflexibility of MIDAS
regression lag specifications makes integrating daily and weekly data at true calendar frequencies
(i.e. without interpolation or aggregation) very complex.” State-space models effectively mitigate
these issues.

Finally, as shown in Bai et al. (2013), exponential Almon MIDAS regressions have inherent
connections to dynamic factor models, which we discuss in the next section. When the factor
structure is not trivial, MIDAS can, however, only yield a finite-order approximation to a DFM
data-generating process. Furthermore, Bai et al. (2013) prove that in well-identified setups the
mapping between exponential Almon and factor model coefficients is highly nonlinear. Given the
robustness evaluations in Appendix 1.I.1, in practice, it appears hard to formally relate MIDAS

and DFM forecasting performance.

"One could set up a MIDAS regression with the full yearly calendar of weeks and working days as lags. However,
ragged edges arising from holidays, leap years, etc. would still be non-trivial to handle coherently without resorting
to downsampling, data re-alignment, or interpolation.
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1.F.1 MIDAS Implementation

While the MIDAS regression framework is straightforward to discuss in terms of equations, some
care must be taken when implementing it computationally. A key assumption that can be imposed
is that the integer frequencies k := {k1,...,kp} of L regressors are such that kpyax := max(k) is
a multiple of each of the x;, [ € [L]. In this case, MIDAS parameter estimation can be written
in matrix form, which allows for efficient numerical implementation, which we spell out in the
following paragraphs.

Syr) | the

vector of target observations, where 7' is the sample length in reference time scale. Additionally,

Let ¢ = Kmax/kKi, | € [L] denote the frequency ratios and define y := (y1,y2,..

let 20 = (zy), zél), e z%))T be T; = T - k; long vector which consists of observations of the ith
covariate z() released with frequency ;. For the parameters of the MIDAS model in (1.39) to be
identifiable, we assume that
L rg,
T>1+p+ Z [-‘ .
=1 M

Since Kmax is a multiple of each of the L frequencies, for each series we introduce

Y =Y ® iﬁmax? Z(l) = z(l) & in’

where %4, and ¢, are vectors of ones of lengths ¢; and kmax, respectively. In the absence of missing
observations, we have that Y, ZW e RTmax with T, max = 1+ Kmax Observations. We now construct
preliminary regression matrices such that their maximal rows number is Ti,.x Without accounting
for the lags structure of both the target (autoregressive lags) and regressors (MIDAS lags) and we

introduce zeros where no observations are available.® Define for p > 1 and for K; > 0

O 0 - 0 Ao
l !
" 0 Sy
() 0
Y2 (1 0 z z 0
Y;7 = . . ®Tppay  and ZKl = ’ 2 & iqz .
! l l
Yyr—2 Yr-3 Yr—p—1 Z(Tl)_ 1 Z(Tl)_z Z’frl)— Ki—1
l l !
Yr-1 Yr—2 Yr—p Z(Tl) Z(Tl)_l Z’Efz)— K

In the special case p = 0 (the MIDAS model, in this case, is called static, since it does not contain
an autoregressive term) we take Y}, as empty. We now follow by noticing that one should not use
Y, € Mrp,..p and Zg, € Mr, . k,+1 as autoregressive and mixed-frequency regression matrices,

respectively, since some observations are missing. To overcome this we introduce

ol )
N:=maxsp,|— |,y | — * Kmax
T qrL

and the so-called upper truncation (selection) matrix

(1.40)

U = ( ©Tmax_n+17n_1 ]ITmax_n'i‘lmiax_n“Fl )

8At the time of implementation of this procedure in any convenient coding environment it is more natural to
introduce placeholders instead and to perform the subsequently discussed truncation via matrix manipulation rather
than by using matrix multiplication.
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with which we obtain the following required response vector and regression matrices

Tmax— 1
Y = UY € Rlmax L,
}/;eg = U}/;’ € Mﬂnax_n+17p7

reg _
ZK[ - UZKZ € MTmax_n+17Kl+17

reg __ reg reg reg
Z ( Yy Zy, Zr, ) < MTmaxan,Zf:lKﬁL’

where Y °® is empty whenever p = 0.

We can now observe that Y™P and Z'™® are sufficient to construct all MIDAS forecasting
and nowcasting regressions. In practice, some care needs to be taken to make sure that data is
correctly aligned: for example, in the case of nowcasting exercise regressors in Z"® and targets in
Y'P have to be aligned differently than in the case of forecasting exercises. Provided the aligned
data is executed correctly, the estimation of MIDAS parameters can be carried out efficiently. An
important thing to mention is that the truncation with the help of s in (1.40) may be too restrictive,
as it may lead to excluding up to Kyax — 1 rows from Z'°® that could be used for estimation. This
can be avoided at the time of implementation. In our repository available at [the address removed
for anonymous submission]| we consider this detail and exclude from the final regression matrices
only those rows which cannot be used due to the lag requirements in the model. We warn the

reader that this comes at a cost, namely the codes are lengthier and less elegant.

1.G Mixed-frequency DFM

Macroeconomic modeling based on dynamic factor models has been popular since their introduction
in Geweke (1977) and Sargent et al. (1977). The proposition of DFMs is that a low-dimensional
latent factor (fi)icz, fi € R? drives a high-dimensional observable stochastic process (y:)icz,

y; € R™. We consider a time-inhomogeneous state-space model with dynamics

Jer|Fres yrae ~ hier0( fr) (1.41)
Yir1|Frae1, Yo ~ 91,0 fre1) (1.42)

for some time-dependent state transition kernels h; g and observation densities g; 9 and some pa-
rameter vector @ in a parameter space ©. A common example in the literature (see Watson and
Engle (1983) for more details) is linear Gaussian factor models with time-inhomogeneous state

transitions that can be represented as

Ji+1 = Ao ft + Row (1.43)
Yi+1 = Mg1,0ft41 + Sep1,0wi (1.44)

with state transition matrix Ag € My, time-dependent factor loading matrices Ay € M, 4, and
where u; and w; are independent Gaussian vectors with zero mean and identity covariance matrix
of dimension p and n, respectively, and Ry and S;¢ re matrices of appropriate dimensions. It is

often assumed that the dimension p of the state noise vector w; is smaller than the latent state
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space dimension d, which implies that RgR‘;r is rank deficient, such as for AR(p) factor dynamics
(Stock and Watson, 2016, Forni et al., 2005, Doz et al., 2011). In this case, d = kp for some k € N,

1 2 -1
A(e ) Aé ) . A(Bp ) A(gp)
Ag=| Ok L - Ox  Ox |, A= (Al AR - AR (1.45)
Or Op - Lk O
with Agj) € My, and Agg € M, . Setting f; = (v;,vll,...,v;pH)T implies that (v;)iez is a

k-dimensional AR(p) process and it is commonly assumed that Agjg = Oy, for j > 1. Let the initial
state fp be distributed according to v. The joint density of the latent path fo.r and observations
Yyo.7 is then

T
o (for yor) = v(£0)g0.0(wolfo) [] heo(Fel Fim1)g.0(yel fr),
t=1

while the marginal likelihood of yo.7 is pe,. (yo.7) = | po..(Ffo:r, Yo.r)d fo.r. Popular procedures for
learning the static parameters 8 € © are based on gradient descent of the negative log-likelihood
function ¢7: © — R,0 — —logpg ., (yo.r) or on the Expectation Maximization (EM) algorithm
introduced in Dempster et al. (1977). We consider here gradient descent algorithmsbased on a

sequence of step sizes v, > 0, that update the model parameters based on iterations of the form

01 = 0 — Vit-1Volr(0)]o=0,,

for k € N*t.9
Assuming a linear Gaussian setting where the transition density of the latent factor process
is given by (1.45) to yield an AR(p) process (vi)iez, vt = (Vi4,...,Vk) ", there remains some

flexibility as to how the linear mappings

Ut

Vt—1
Aggo.r: Mip = R, (Vi—pi1...,0¢) = (Ao fi); = (Aro); .

Vit—p+1

for some lag parameter L < p are chosen for each dimension i € [n].!° We call this linear mapping
Aggg 1, an aggregation function and consider specific examples below that yield different models

for the factor loadings matrices A; 9. Notice that our aggregation functions are linear with respect

9Consistency of the maximum log-likelihood estimate for the dynamics (1.43)-(1.44) in the time-homogeneous
case has been established for instance in Douc et al. (2011) under regularity assumptions, including, for instance, the
full-rank of the noise covariance matrix Sg, of the controllability matrix Cy = (R9|A9R9| cee |Ag_1R9), and of the

observability matrix Op = (A;—'(AGAO)TI e |(AgAg_1)T)T. It is also possible to consider an online learning setting
using a recursive decomposition of the score function as in LeGland and Mevel (1997). For general latent state
dynamics (1.41) and observation densities (1.42) that can be non-linear with non-Gaussian noise, particle filtering
algorithms are often utilized that make use of particle approximations in gradient-descent or EM learning approaches,
see for instance Kantas et al. (2015).

10The Markovian representation (1.41)-(1.42), that is, the companion form, is based on the autoregressive order
p, however, one can set Agf) = Qy for £ > p.
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to the latent factors in contrast to the non-linear approaches introduced in Proietti and Moauro

(2006) that require approximations, such as resorting to extended Kalman filtering techniques.

Example 1.G.1 (Stock aggregation). For i € [n], let 8; = (Bi1, .. ., Bix) € R¥ and consider

k
Aggg,l('vt_pﬂ N Z BimVm.t,
m=1

with 6 = B;.

Example 1.G.2 (Almon-Lag aggregation). For i € [n], let 8; € R¥, ¢p; € R?* and consider

k L-1
Agggt (Vi—pi1-. v)i = D Bim D P(Wim, £)Vm.i—e,
m=1 =

with 6@ = (84,1, Bi, ¥;) and Almon-Lag weights @ given in (1.38).
Example 1.G.3 (Trigonometric aggregation). For i € [n], let 8; € R*, and for K € N, let A € Rf,
w e [0,1)5, v € [-m, 7K and 7 € R,. Define

L-1

Agg@ L(Ut —p+1 - )i = Z Bim Zap (A w, 7,7, g)vmt 45
m=1 =0

with @ = (B, A\, w,~,7) and
exp (l K,l A3 cos(2mw;l + ’7]'))
S 0 exp ( Eszl /\J2, cos(2mw;l’ + ’yj))

EP(Av W, Y, T, K) -

This aggregation scheme is motivated by self-attention models (we refer the reader to Bahdanau
et al. (2014), Vaswani et al. (2017) for more details), but to retain linearity only considers a relative
positional encoding with a Toeplitz structure. Observe that the aggregation parameters are shared

across all n dimensions in contrast to the Almon lag scheme in Example 1.G.2.

Some authors (see for example Mariano and Murasawa (2003), Baribura and Modugno (2014))
have imposed different restrictions on the form of the factor loadings matrices or aggregation
function, particularly for one-dimensional mixed-frequency factor models of quarterly GDP growth
rates and monthly covariates, which are motivated by approximations of growth rates. We do not
pursue this additional restriction in this work.

Kalman filtering techniques have been used routinely for handling missing observations in multi-
frequency DFMs, see Harvey et al. (1998). In this work, we leverage modern auto-differentiation
libraries (Abadi et al., 2016, Dillon et al., 2017) to compute the gradient of the log-likelihood based
on Kalman filtering formulae and estimate the static parameters 8 by gradient ascent of the log-
likelihood. For alternative estimation approaches using EM that could be extended to this setting,
we refer the reader to Banibura and Modugno (2014). Nonlinear or non-Gaussian dynamic factor
models in a mixed frequency setting have been considered in Gagliardini et al. (2017), Leippold
and Yang (2019) that rely on particle filtering methods in conjunction with backward simulation

algorithms as in Godsill et al. (2004), while Schorfheide et al. (2018) consider a Bayesian approach
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using particle MCMC (see Andrieu et al. (2010)). Such approaches can become computationally
expensive and are not considered for benchmarking purposes.

While previous mixed-frequency DFMs (see Mariano and Murasawa (2003), Baribura and Mod-
ugno (2014) for a more thorough discussion) often consider time series which are sampled at two
frequencies, we introduce here a flexible mixed-frequency DFM that describes L € NT collections of
distinct time series sampled at frequencies {k1,...,kr} and each consisting of {ny,...,np} series,
respectively. In the same setting as in Section 1.3, each group of n;, [ € [L], time series sampled at
frequency k; contains observations (ygilm) with yg‘m € R™ forallt € Z and s € {0,...,x — 1}.
Let kmax = max; x;. Suppose that the latent factor dynamics are updated at the highest sampling

frequency based on the linear transition

ft,s+1|nmax = A@ft,s\nmax + Rgut,s+1|nmax7 (146)

’t S‘K/ l"t 9|Hr‘e::7 ° ’ T,Sprrll/‘fmax

with Ag given in (1.45) for the special case where Aée) = Oy for £ > 2, p = Kmax and

AP = 4 P
max { p, |1 (4)[}

with parameters p € (0,1), A € M, and with A\;(A) denoting the largest eigenvalue of A. In
the simplified scenario of first-order autoregressive dynamics, we parameterize Rg € My to be
positive definite and diagonal and w; 4 1|x,,., are a sequence of IID k-dimensional standard Gaussian
variables.

Notice that Kalman filtering formulas yield the first moment

.ft,s|nmax =E {ft,s\n’yl,mnmaxa cee ayt,s\nmax]

recursively online, see for example Appendix 1.G.1 for details in the general time-inhomogeneous

case. Due to the linearity in (1.46), for any h € N,

~ B  hF
ft,s+h\nmax =E [ft,s+h\nmax |y1,0|nmax’ ey yt,s|mmax} - AHft,s|nmaX‘

Furthermore, from the linearity of the aggregation scheme, we obtain the forecasts for any s, h € N,

l ~
E {yt(,erhMl ’y1,0|ma v )yt,s|m} = Agg@(l) (ft,(s—i—h)qlmmax) ) (147)

where ¢; = Kmax/ki (c.f. Section 1.3.1) and Aggyq) is the aggregation scheme for frequency I. We
observe that there is a single latent factor process that describes the observations at all frequencies,
in contrast, for instance, to hierarchical Hidden Markov Models (HMM) (Hihi and Bengio, 1995)
where the latent variables evolve a priori at different time-scales. This time evolution of states is
similar to the SMFESN models also developed in this paper.

It is possible to write the following mixed-frequency DFM model in Example 1.G.4 as a general
time-inhomogeneous state-space system (1.41)-(1.42) by suitably parameterizing the time depen-

dencies in the aggregation matrices. We provide more details on implementing our mixed frequency
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DFM in Appendix 1.G.1 below. The standard Kalman filtering recursions utilized therein for pa-
rameter estimation have a cubic complexity in the dimension d or n of the Markovian factor process
f or the observation process y, respectively, at every time step. The marginal log-likelihood is op-
timized based on stochastic gradient methods with adaptive step sizes (Kingma and Ba, 2014) and

is generally not a concave function of the parameter values.!!

Example 1.G.4 (Quarterly-Monthly-Daily DEFM Model). We consider ng4) time series that result
from averaging daily time series over 6 days, yieling 12 observations per quarter that are denoted
as y(®9) . Furthermore, we consider N (m) monthly y™ as well as n(q) quarterly time series y @, We
let Kmax = 72/6 = 12 and update the k-dimensional latent factor process every 6 days in sync with
y (69,
The latent factors are assumed to have the VAR(1) dynamics,

We aggregate 6 days to significantly decrease the computational cost of the factor model.
12

o
Vi sp1)12 = Al )Ut,suz + Rug o112,

for any s,t e N, A ¢ Mgk R € My and IID k-dimensional standard Gaussian variables u; g12.
The averaged daily data is described by

W = H v+ 50l

for any s,t € N, g6 ¢ and)’k, S(6d) ¢ M
(6d)
t,s12°

neq) and IID ngq)-dimensional standard Gaussian

variables w The monthly data in the stock aggregation scheme is modeled as

% = 5w+ Sl

(m)

with g® € M, », S® € My, Ll

Alternatively, an Almon aggregation scheme yields the model

and IID ny-dimensional standard Gaussian variables w

3
yt(?;)\?’ = 8™ "™, 0) © vy (1-py12 + S(m)w§2)|37
=0

(m)

t,s|3
R
(™, 1) = (@(w(m)l,f),...,@(w(m)k,ﬁ)) € RF. The symbol ® stands for the Hadamard or

componentwise matrix product.

with g® ¢ Mn(m>7k, Sm) ¢ Mn(m), IID n(y)-dimensional standard Gaussian variables w and

The quarterly components can be analogously described as
ygq) = B(q)’Ut,O\lQ + S(q)wgq)

for a stock aggregation scheme, while the Almon scheme writes as

11
y @ = 5@ S @@, 0) @ vy g+ S @V
=0

1VWe compute gradients of the marginal log-likelihood using a Kalman filter implementation for a time-
inhomogeneous linear Gaussian state space model in TensorFlow Probability (Dillon et al., 2017).

12Because of the AR(1) dynamics, we do not write it in the companion form of the latent factor. However, unless
one uses the stock aggregation scheme, one still needs to keep track of the past factor values for modeling monthly
or quarterly observables.
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with 8@ e Mn(q),ka Sm Mn@, IID n(q)-dimensional standard Gaussian variables wgm)

B(p@, ) = (g(w(q)hg), . ,@(w(q),wg))T € Rk,

and

1.G.1 Mixed-frequency DFM Implementation

This section gives additional details on implementing non-homogeneous dynamic factor models,
such as the mixed frequency model introduced in the main text. We notice that the conditioning

notation in this section should not be confused with our temporal notation in Definition 1.1.1.

Kalman filtering and computational complexity. The sufficient statistics of the posterior
distribution of the latent factor fi|yo.; can be updated recursively by the Kalman filter updates in

the linear Gaussian setting. First, propagate the prior

Jiv10.06 = Ao Sy

S S T T
Lir)te = AoXir1tode + St+1,05:410-
Compute the innovation covariance
Tii10=Ara> Al +RoRy
t+1,0 = 4+154¢410t,00 441 019

and the Kalman gain

S T el
Kiv1,0 = Zerae00i11,001 11 0-

Then, update the statistics with the new information .41,

Jev1je41.0 = Frrre0 — K10 (yt+1 - At+1,0ft+1|t,9)

Yirtjir1,0 = (I — Kir1,0M41,0) Sey1pt,0-

Notice that the inverse of the log-determinant of the innovation matrices I'; g are required
for computing the Kalman gains and the marginal log-likelihood, respectively, which yield a cubic
computational complexity in the dimension of the observation process. Alternatively, one can apply
matrix inversion or determinant lemmas to obtain a computational complexity that is cubic in the
dimension of the Markovian factor process f;. For an alternative approach in high-dimensions that
imposes a dynamic factor structure after a projection of the observations onto a low-dimensional
space, see Jungbacker and Koopman (2015), and Brauning and Koopman (2014) for a collapsed
mixed-frequency DFM.

Model selection. The model parameters 8 are learned to jointly maximize the log-likelihood of
the observed data for all frequencies. This is in contrast to the parameter estimation approach for
MIDAS, which minimizes the MSE of low-frequency predictions conditional on observing the high-
frequency series. We remark that a different log-likelihood weighting for the different frequencies
in DFMs has been suggested in Blasques et al. (2016), but requires cross-validation to optimize
such weightings. Nevertheless, the introduced DFM contains several hyperparameters that need to

be chosen, such as the latent state space dimension k or the order p of the latent Markov process.
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One possibility is to select such hyperparameters by evaluating the low-frequency predictions on
a validation set. Approaches for choosing the dimensions of the latent factor process have been
under-explored in the mixed-frequency setting, but see Bai and Ng (2007), Hallin and Liska (2007)
for possible criteria in general dynamic factor models. In our implementation, we choose p = 1,
as this allows for a differentiable model parametrization with stationary factor dynamics. We set
k =5 for the small dataset and k = 10 for the medium dataset.

Parameter estimation and forecasting. Based on the results from the Kalman filtering
recursions, the model parameters @ are learned by maximizing the marginal log-likelihood us-
ing ¢,(0) = —logpe(yot) = —Zé:o log pe(Ys|yo:s—1) where pg(ys|yo.s—1) is Gaussian with mean
Aso j?s| s—1,9 and covariance I' 9. Gradients of £;(6) can be computed using algorithmic differentia-
tion.

For fixed 8 € © and h € N, let

h
Pesnlt,o(Yern|Yor) = /gt+h,e(yt+h|ft+h) 11 Peveo(Frvel Frve—1)dfrremopeo(Filyo)d S
=1
be the h-step predictive distribution of the data, while 7, g(fi|yo.t) is the filtering distribution of
the latent state fi|yo.;. The mean of fiy pie9(-|Yo:t) i Yeinjto = Eo [Ytrn|yos]. For some t,7 > 0,
let us write ft+7\t,9 = Eo[fi+r|yo:| and Zyy 10 = Covelfirr — ft+r|t,0|y0;t] for the mean and
covariance of the latent process, respectively. For linear Gaussian dynamics, Kalman filtering
allows for computing the filtered mean ft‘w and covariance matrices itltﬂ analytically.

For fixed 6, the 7-step ahead prediction function Hfg(yo:t) = Ysirit0 = Atire ft+r|t,9 is lin-
ear due to the Kalman filtering recursion. For s < ¢, consider also the prediction H;E(y():t) =
Eo (yo.s
the marginal likelihood of data yg.s only. This setting allows to implement different parameter

y[Yt1r|yo:t] that is based on the sample yo.r, but where 8*(yo.s) = arg ming £5(0) maximizes

estimation setups from Section 1.C.1. For instance, the fixed parameter setup corresponds to fixing
s, which yields a fixed training set yo.s to estimate 6. In the expanding window setup, both s and

t are expanded, while a rolling window setting updates the dataset yo.s by rolling over the data.

1.H High-Frequency Forecasts

To better understand how the use of high-frequency data impacts forecasting, as an additional
empirical experiment we investigate high-frequency (HF) forecasts of all models in the Small-MD
dataset. We restrict our analysis to this dataset because the computational burden to construct
HF forecasts can be high: when using daily data and using our suggested 24 days-per-month
interpolation, one quarter amounts to 72 daily frequency observations, which means HF forecasts
can involve thousands of data points, and for DFM and M-MFESN models this setup can be quite
computationally onerous.

Constructing HF forecasts with MIDAS is trivial once the aggregation weights have been es-
timated, even though a practical implementation requires care in constructing the appropriate
lag matrices. Recall for Section 1.F that the MIDAS equation with L regressors (z(l) )t,s with

t,s|K;
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D eR e [L] for all t € Z and s € {0,...,x; — 1} can be written as

t,s|K;

yt—a0+zazyt z+26lzgp0lv t—k|n+€t
=1 k=0

For clarity, we suppress the dynamic autoregressive component, as it has the same frequency as the
target. Now assume that we include n () monthly and ng) daily frequency regressors in the model
that are sampled r(y) = 3 and r(q) = 72 times per quarter and hence Kmax = 72. Therefore we can

partition the regression above in the following way

7 (m)
)
yt—a0+zazyt z"‘Z/BlZSoala t—k:|3+ Z /BIZQOOh k‘72+€t
=1 k=0 = n<m)+1 k=0
with L = T (m) + n(q)-
Assuming parameter estimates ap,q,...,q, and {(BZ,OAI)}ZLZ , are available, the HF forecast
Uit1,5)72 is given by
T (m) ( )
yt+1s|72—a0+zazyt z+ZﬂlZ@ 01: tL5/24J k\3+ Z BZZSO 0l7 ts k|72
l 1 k 0 l n(m)+1 k 0

For DFMs, high-frequency forecasts can be constructed using (1.46) and (1.47) to iterate factors
forward in time and then aggregate them according to estimated loadings or a weighting scheme.

Multi-frequency ESN models are also able to yield high-frequency forecasts in a straightforward
manner. For simplicity, let us consider the case as in Example 1.3.1 of an aligned S-MFESN model
that has been fit to a quarterly target with monthly and daily input data. The reservoir is run in
high-frequency, kmax steps per quarter, according to state equation

(m,4)
t,s|72

(m,d)
t,s—1|72

(m,d)

2@ _ + (1 - a)o Az, + =+ 0).

Suppose a coefficient matrix W has been estimated. Then, as states between low-frequency periods

t and t+1 are collected, we can immediately construct the high-frequency one-step-ahead forecasts
~ T
Yt4-1,s72 = w ,ES|7;

For M-MFESN models HF forecasts require slightly more care. For example, when dealing with
the multi-reservoir MFESN model of Example 1.3.2, we must repeat the most recent monthly state

at daily frequency correctly.

1.I Robustness Analysis

1.I.1 MIDAS

As we discuss briefly in the main text, parameter optimization is a principal problem in imple-
menting any MIDAS model. Even though explicit formulas exist for both gradient and Hessian of
the MIDAS loss objective when an Almon weighting scheme is used (see Kostrov (2021)), there is
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no known guarantee that the loss itself is convex or even locally convex. In practice, for a given
starting point (or point set) a numerical optimizer might only converge to a local minimum.

We observe this in practice, and we explore its effects on the robustness of MIDAS forecasts.
We report summary results for our simulations in Figure 1.20. Our proposal is, given a MIDAS
model specification and a set of starting points for evaluating the loss, to run an optimizer (for
example, L-BFGS-B with explicit gradient) and select the smallest local minimum. By repeating
this procedure multiple times, we collect a set of MIDAS parameters and study both the variation
between the parameter vectors and the implied one-step ahead forecasts.

To be precise, our procedure is as follows:
1. For a total of B repetitions:

(a) Choose M initialization points for the optimizer. We draw 64 points inside the hypercube
of edge length 0.025 using a low-discrepancy Sobol sequence. The choice of a down-
scaled hypercube as a domain comes from the empirical fact that the Almon exponential
scheme may produce extremely large values even for relatively small coefficients. A
straightforward way to see this is to notice that given any arbitrary small value for #; and
6> in (1.38), for lag index k sufficiently large weight exp(61k + 62k?) will overflow at any
given numerical precision. This means that one should adjust the MIDAS optimization

domain based on the number of lags in the model.
(b) For each initialization point, run the optimizer of choice.

(¢) Among the resulting M (local) loss minimizers, select and store the one with the lowest

loss value.
2. With the resulting B stored minimizer:

e Construct a low-dimensional projection of the high-dimensional minima to see their
relative location in the parameter space and to compare their gradient and loss values,
see Figure 1.20 (a)-(b).

¢ Use each minimizer to produce MIDAS one-step ahead forecasts and plot quantile fre-

quency plots of the forecast variation due to initialization; see Figure 1.20 (c).

Figure 1.20 shows that the best minimizers among initial Sobol sets are clustered together. To
construct this 2D projection of the high-dimensional Almon coefficient space (including autore-
gressive lags and intercept), we use the well-known t-SNE procedure developed in van der Maaten
(2009), which is an unsupervised dimensionality reduction algorithm capable of preserving the la-
tent high-dimensional structure. This approach naturally implies that the Euclidean distances in
the plot are suggestive of “clustering" rather than the actual latent distance between points. In
Figures 1.20 (a)-(b), we see that the L-BFGS-B optimizer with explicit gradient achieves good
convergence in terms of gradient norm and also that the resulting cluster of minimizers has close
loss values. However, one can see that there is no single loss minimum: Figure 1.20 instead suggests
that the local structure of the MIDAS loss function is very uneven, and therefore many distinct

local minima can be achieved even when choosing a large number of initialization values for the
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optimizer. This means that the “multi-start" strategy suggested in Kostrov (2021) to alleviate
issues in MIDAS model estimation is insufficient.

The effects of non-negligible variation in parameter values on forecasts appear to be significant.
Looking at Figure 1.20 (c), we can see wide frequency bands for the one-step ahead forecasts
constructed using the Small-MD dataset and fixed parameter values. In particular, the Financial
Crisis period seems to induce larger deviations in forecasts, consistent with the intuition that data

with larger variation causes stronger model sensitivity when making forecasts.

1.1.2 MFESN

Since ESN models, and thus MFESN models, require random sampling of parameter matrices,
the size of which is often large, there is inherent variability in any ESN model forecast. In theory,
because all MFESN state parameters (;1, C , 5 ) are drawn independently of each other, one could try
to decompose the variance of any MFESN into the share due to parameter sampling and the share
due to data sampling. Unfortunately, in practice, such decomposition is hard to derive. Cross-
validation of ridge penalties and rolling and expanding window estimation are non-trivial data-
dependent operations that complicate inference. In this work, we limit ourselves to numerically
evaluating the effect of reservoir coefficient sampling on MFESN forecast variance.

Our approach is straightforward: given an MFESN model specification, c.f. Table 1.1, and
a forecasting setup (fixed parameters, expanding or rolling window), we resample the reservoir
state matrix parameters, perform cross-validation and possibly train-test sample windowing, and
finally construct pointwise forecasts. Once a sufficiently large set of resampling forecasts has been
computed, we plot frequency intervals in Figures 1.22 and 1.24. From Figure 1.22, we can see
that the single-reservoir MFESN model with reservoir size 30 produces forecasts with a meaningful
amount of variability induced by parameter resampling. Forecasts exhibit more variation when
using an expanding or rolling window estimation strategy, even though the overall forecasts align
with the GDP realizations. A similar discussion to that of MIDAS applies here: forecast sensitivity
increases with underlying data variation, exacerbated in periods of systemic economic crisis.

Figure 1.24 suggests that larger MFESN models produce significantly more stable forecasts
regarding model resampling. Note that the M-MFESN model [A] has a monthly frequency reservoir
that is approximately 3 times the size of the S-SMFESN model [A]. This stability is preserved even
in expanding or rolling window settings, even though a slightly higher variation is apparent at
the height of the 2008 Financial Crisis. We hypothesize that this reduction in variance due to
model parameter sampling is due to the concentration of measure phenomena that prevail in high-
dimensional spaces. Figure 1.24 suggests that larger MFESN models produce significantly more
stable forecasts regarding model resampling. Note that the M-MFESN model [A] has a monthly
frequency reservoir that is approximately 3 times the size of the SSMFESN model [A]. This stability
is preserved even in expanding or rolling window settings, even though a slightly higher variation is
apparent at the height of the 2008 Financial Crisis. We hypothesize that this reduction in variance
due to model parameter sampling is due to the concentration of measure phenomena that prevail

in high-dimensional spaces.
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Figure 1.14: 1-Step-ahead GDP Forecasting — Modified Diebold-Mariano — Small-MD Dataset

(a) Fixed 2007

(b) Fixed 2011
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Figure 1.15: p-values of the pairwise Modified Diebold-Mariano tests between models of Table 1.3.
Tests are one-sided and carried out row-wise: the null hypothesis for row ¢ and column j reads as
“the ith-row model forecasts more accurately than the jth-column model”. Rejections at the 10%
level are highlighted in red.



1.J. ADDITIONAL FIGURES 63

Figure 1.16: 1-Step-ahead GDP Forecasting — Modified Diebold-Mariano — Medium-MD Dataset

(a) Fixed 2007 (b) Fixed 2011
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Figure 1.17: p-values of pairwise Modified Diebold-Mariano tests between models of Table 1.3.
Tests are one-sided and carried out row-wise: the null hypothesis for row ¢ and column j reads as
“the ith-row model forecasts more accurately than the jth-column model”. Rejections at the 10%
level are highlighted in red.
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Figure 1.18: 1-Step-ahead High-Frequency GDP Forecasting — 2007 Sample — Small-MD Dataset
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Note: Forecasts for the 2007 sample are presented up to Q4 2013 to better display the high-frequency
behavior of models during the Financial Crisis period.
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Figure 1.19: 1-Step-ahead High-Frequency GDP Forecasting — 2011 Sample — Small-MD Dataset
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Figure 1.20: MIDAS Robustness Plots — 2007 Sample — Small-MD Dataset
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Figure 1.21: MIDAS Robustness Plots — 2007 Sample — Small-MD Dataset
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Figure 1.22: ESN Robustness Plots — 2007 Sample — Small-MD Dataset
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Figure 1.23: ESN Robustness Plots — 2007 Sample — Small-MD Dataset
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Figure 1.24: ESN Robustness Plots — 2007 Sample — Small-MD Dataset
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Figure 1.25: ESN Robustness Plots — 2007 Sample — Small-MD Dataset
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Figure 1.26: 1-Step-ahead GDP Forecasting, Fixed Parameters - Small-MD Dataset
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Figure 1.27: 1-Step-ahead GDP Forecasting, Expanding Window - Small-MD Dataset
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Figure 1.28: 1-Step-ahead GDP Forecasting, Rolling Window - Small-MD Dataset
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Chapter 2

Ridge Regularized Estimation of VAR

Models for Inference

2.1 Introduction

While the idea of using ridge regression for vector autoregressive model estimation dates back to
Hamilton (1994b), there seems to be no complete analysis of its properties and asymptotic theory in
the literature. This paper fills this gap by analyzing the geometric and distributional properties of
ridge in a VAR estimation framework, discussing its comparison to well-known Bayesian approaches
and deriving the validity of cross-validation as a selection procedure for the ridge penalty.

First, I show that the shrinkage induced by the ridge estimator, while intuitive in the setting of
an isotropic penalty, produces complex effects when estimating a VAR model with a more flexible
penalization scheme. This implies that the benefits of the bias-variance trade-off (Hastie, 2020)
may be hard to gauge a priori. I provide a tractable example where ridge can yield estimates that
have higher autoregressive dependence than the least squares solution. To better understand how
different ridge penalization strategies can be designed, I also make a comparison with Bayesian
VAR estimators commonly used in macroeconometric practice.

Second, I generalize the analysis of Fu and Knight (2000) and prove the consistency and asymp-
totic normality of the ridge estimator, a result that seems to be missing in the literature. For
standard inference, the ridge penalty should either be negligible in the limit or its centering con-
verge in probability to the true parameter vector. In both these cases, there is no asymptotic bias
and no reduction in variance. Alternatively, in settings where a researcher is willing to assume
that a subset of the VAR parameters features small coefficients, one can achieve an asymptotic
reduction of variance by correctly tuning the ridge penalty matrix. I further derive the properties
of cross-validation, which is a popular approach in practical applications to tune penalized estima-
tors (Hastie et al., 2009, Bergmeir et al., 2018b). More specifically, I show that cross-validation is
able to select penalties that are asymptotically valid for inference. In passing, I also prove that,
in an autoregressive setup, the time dependence of regressors has an exponentially small effect on
in-sample prediction error evaluation.

Lastly, I use Monte Carlo simulations to study the performance of the different ridge approaches
discussed, focusing on impulse response inference. I consider two exercises: one is based on a three-
variable VARMA (1,1) data generating process from Kilian and Kim (2011); the other is a VAR(5)
model estimated in levels from a set of seven macroeconomic series, following Giannone et al.

(2015). The finding is that ridge can lead to improvements over unregularized methods in impulse
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response confidence interval length, while Bayesian estimators show the best overall performance

due to the underlying flexibility of their priors.

RELATED LITERATURE. This paper does not discuss the high-dimensional setting, where the
number of regressors grows together with the sample size. Some important work has been done in
this direction already. Dobriban and Wager (2018) derive an explicit expression for the predictive
risk of ridge regression assuming a high-dimensional random effects model. Other works in this
vein are Liu and Dobriban (2020), Patil et al. (2021) and Hastie et al. (2022b), which are mostly
focused on penalty selection by cross-validation, as well as structural features of ridge. Generally
speaking, the complexity of analyzing ridge regression in high dimensions is a challenge to precisely
understanding its practical implications. As I show below, in the context of finite-dimensional
VARs, asymptotic inference demands that the ridge penalty becomes asymptotically negligible at
appropriate rates. Thus, a challenge is understanding in what way high-dimensional time series
problems would benefit from the use of ridge. This question is beyond the scope of this paper.

In the time series forecasting literature, ridge regression is commonly used for prediction. I pro-
vide a partial list of contributions in this direction. Inoue and Kilian (2008) use ridge regularization
for forecasting U.S. consumer price inflation and argue that it compares favorably with bagging
techniques; De Mol et al. (2008) use a Bayesian VAR with posterior mean equivalent to a ridge
regression in forecasting; Ghosh et al. (2019) again study the Bayesian ridge, this time however in
the high-dimensional context; Goulet Coulombe et al. (2022), Fuleky (2020a), Babii et al. (2021),
and Medeiros et al. (2021) compare LASSO, ridge and other machine learning techniques for fore-
casting with large economic datasets. Fuleky (2020a) gives a textbook treatment of penalized time
series estimation, including ridge, but does not discuss inference. The ridge penalty is considered
within a more general mixed ¢;-f2 penalization setting in Smeekes and Wijler (2018), who study
the performance and robustness of penalized estimates for constructing forecasts.

Regarding inference, Li et al. (2023) provided a general exploration of shrinkage procedures in
the context of structural impulse response estimation. Very recently, Cavaliere et al. (2022) sug-
gested a methodology for inference on ridge-type estimators that relies on bootstrapping. Finally,
shrinkage of autoregressive models to constrained sub-models was discussed by Hansen (2016b) in
a more general setting.

Finally, various estimation problems can either be cast as or augmented with ridge-type regres-
sions. Goulet Coulombe (2023) shows that the estimation of VARs with time-varying parameters
can be written as ridge regression. Plagborg-Mgller (2016) and Barnichon and Brownlees (2019)

both use ridge to derive smoothed local projection impulse response functions.

OUTLINE. Section 2.2 provides a discussion of the ridge penalty and the ridge VAR estimator. In
Section 2.3 I deal with the properties of ridge-induced shrinkage in the autoregressive coeflicients.
I discuss the connections between frequentist and Bayesian ridge for VAR models within Section
2.4. Section 2.5 develops the asymptotic theory and inference result in the case where there is no
asymptotic shrinkage. This includes studying the property of cross-validation under dependence.
Section 2.6 provides inference and CV results in a setting where some shrinkage of a subset of

parameters is possible. Section 2.7 presents Monte Carlo simulations focused on impulse response
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estimation. Section 2.8 concludes. Finally, the appendices contain more detailed derivations, as

well as all proofs, additional tables and further information on simulations.

NOTATION. Define R to be the set of strictly positive real numbers. Vectors v € RV and matrices
A € RVXM are always denoted with lower and upper-case letters, respectively. Throughout, I will
use Ij; to represent the identity matrix of dimension M. For any vector v € RM, ||v| is the
Euclidean norm. For any matrix A € R¥*M || A|| is the spectral norm unless stated otherwise;
4l
vec(-) is the vectorization operator and ® is the Kronecker product (Liitkepohl, 2005). If a vector

ik = Max; ; |a;;| is the maximal entry norm; [|Al|, = (tr{A’A})~1/2 is the Frobenius norm;
represents a vectorized matrix, then it will be written in bold, that is, for A € R¥*M T write
vec(A) = a € RVM | Let A = diag{A1,..., Ag2,}, Ai > 0 for all i = 1,...,K?p. To give the
partial ordering of diagonal positive semi-definite penalization matrices, let A = diag{Al,j}]K:Qf
and A2 = diag{)\zj};—ff). I write A1 < A2 if )\171‘ < )\271‘ for all 1 = 1, . ,K2p; A1 =< AQ if )\171' < )\271'

for all + and 3 j € 1,..., K?p such that A1,j < Agj. Symbols B and % are used to indicate

convergence in probability and convergence in distribution, respectively.

2.2 Ridge Regularized VAR Estimation

Let y: = (yat, - - -, yxe) be a K-dimensional vector autoregressive process with lag length p > 1 and
parametrization

yr = ve + Aryeo1 + Asypo + .o+ Apyip + Uy, (2.1)
where u; = (uyy, ..., ukt)" is additive noise such that u; are identically, independently distributed

with E[u;] = 0 and Var[u;] = ¥, and 14 is a deterministic trend. For simplicity, in the remainder
I shall assume that vy = 0 so that y; has no trend component — equivalently, y; is a de-trended
series.

For a given sample size T define Y = (yi,...,yr) € REXT 2 = Yt Y15 Yi—py1) €
REP 7 = (20,...,20-1) € REPXT B = (Ay,...,Ay) € REXEP U = (uy,...,ur) € REXT and
vectorized counterparts y = vec(Y), 8 = vec(B) and u = vec(U). Accordingly, Y = BZ 4+ U and
y=(Z'®Ig)B + u, where 3, = I ® X,,. Importantly, throughout this work, I will assume that
the cross-sectional dimension K remains fixed.

Ridge regularization is a modification of the least squares objective by the addition of a term
dependent on the Euclidean norm of the coefficient vector. The isotropic Ridge-regularized Least

Squares (RLS) estimator is therefore defined as

A

BN = argmin 8 [y — (2 © LB + MBI

where A > 0 is the scalar regularization parameter or regularizer. When X |[|8]|? is replaced with
quadratic form B’AB for a positive definite matrix A the above is often termed Tikhonov regular-
ization. To avoid confusion, I shall also refer to it as “ridge”, since in what follows A will always
be assumed diagonal. As A does not, in general, penalize all coefficients equally, it can be used to

construct an anisotropic ridge estimator. By solving the normal equations (see Appendix 2.A.1),
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the RLS estimator with positive semi-definite regularization matrix A € RX *PxK®p is shown to be

z7'

pr) = (2 oncvn) 22K,

T

When a centering vector By # 0 is included in penalty (8 — Bo)’A(B — Bo), the RLS estimator

becomes

T

In the context of multivariate estimation, one has to make a further distinction between two

BE(A, By) = (Z:f/ ®IK+A>_1 <(Z®1K)y +ABO). (2.2)

related types of ridge estimators. I let BR(A, Bo) be the de-vectorized coefficient estimator obtained
from reshaping BR(A, Bo) to a K x Kp matrix. But one can also consider the matriz RLS estimator
éR

mat

(Akp, Bo) given by
2 —1
B (Akp, Bo) =T (Y + BoAip) Z' (T 22" + Ary)

where Ak, = diag{\1,...,A\kp} and By is a centering matrix. The distinction is important be-
cause the vectorized and matrix RLS estimators in general need not coincide. As discussed in
Supplementary Appendix 2.A.2, ER(A, Bo) allows for more general penalty structures compared to
BE (A, Bo). 1, therefore, focus on the former rather than the latter.

Remark 2.2.1. Equation (2.2) implies that BR(A, Bo) and, therefore, 3R(A) provide simultaneous
estimation of all the coefficients in 8. However, by analogy with ordinary least squares VAR
estimation, one may also consider an equation-by-equation ridge regression (ebe-RLS) scheme. For
kE=1,...,K, let yp = (Z' ® Ix)B) + ui be the autoregressive equation for the kth series of y;.
Then, we can define the kth equation RLS estimator to be

BI(A, Bo) = <ZTZ/ @ I ‘|‘Ak>_1 (<Z®1{K)yk +A50k> ;

where 0 < Ay and By are the kth equation regularizer and centering, respectively. Notice that the
ebe-RLS approach allows, by construction, to penalize the estimates for one component differently
than for another, and the two can be independently chosen. This provides a higher degree of freedom
than the one afforded by, for example, the anisotropic lag-adapted scheme proposed in Section 2.3.2
or the Bayesian schemes of Section 2.4. However, implementing ebe-RLS in applications inherently
implies that data-driven tuning of Ay will be significantly more computationally intensive — with
costs growing linearly in K. Due to this higher complexity, in both theoretical derivation and

simulations below, I will focus on studying the properties of the simultaneous RLS estimator.

Remark 2.2.2. Further regarding ebe-RLS, another way to approach estimation is through the
recursive form of the VAR model. Let ¥, = P"'DP~V, where P~! is an unitriangular matrix and

D a diagonal matrix, so that we may write
Y =GZ-PY + D '*E,

where G = PB, P = P — Ik and noise term E has identity covariance matrix. Estimation can now

be performed in ebe-RLS fashion, and matrices P, B and D are recovered (Hausman, 1983). Notice,
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however, that in this framework the ordering of variables plays a role, since it also determines the
decomposition of ¥,. Indeed, even if a penalization scheme is fixed, permuting the entries may
yield different penalized estimates for P, B and D, so that both slope and covariance parameter
estimates are different, implying (structural) IRF estimates will also differ. However, note that
this issue is somewhat mirrored in a recursive shock identification approach: after estimation, iu
is Cholesky decomposed to identify the shocks’ rotation, and the ordering of variables is key and

must be economically justified.

2.3 Shrinkage

In this section, I discuss both the isotropic ridge penalty, i.e. the “standard” ridge approach, and
an anisotropic penalty that is better adapted to the VAR setting. An important result is that,
even in simple setups with only two variables, the shrinkage induced by ridge can either increase
or reduce bias, as well as the stability of autoregressive estimates.

Throughout this section, I consider fized design matrices and the focus will be on the geometric

properties of ridge.

2.3.1 Isotropic Penalty

The most common way to perform a ridge regression is through isotropic regularization, that is,
A = A for some scalar A > 0. Isotropic ridge has been extensively studied, see for example the
comprehensive review of Hastie (2020). With regard to shrinkage, an isotropic ridge penalty can

be readily studied.

Proposition 2.3.1. Let Z € RM*T Y € RT for T > M be regression matrices. For A\ > A > 0
and isotropic RLS estimator BR(N) := (T~1ZZ' + X)) Y (T~1ZY) it holds

<

|37 0n)

RO -

Proof. Using the full singular-value decomposition (SVD), decompose T~1/2Z = UDV' ¢ RM*T
where U is M x M orthogonal, D is M x T diagonal and V is T' x T orthogonal. Write

BE() = (T712Z' + AIpy) N(T ' 2Y)
= (UDV'VDU' + XoIp) ' UDV!(T7V/?Y)
= U(D? + \Ipy) ' DV/(T712Y)
= U(D? + AoIas) " (D? + M) (D? + M) "' DV/(T1/2Y)
= [U(D? 4+ XeLar)TH(D? + Au)U'| BE(N).

Since D? = diag{ajz jj‘il, the term within brackets is Udiag{(ajz + )\)/(Jj2 + o) j]\/il U’. Moreover,

because the spectral norm is unitary invariant and A; > Ao, it follows that

|U@? + xeu) (D + AL = [[diag{(0? + 2) /(0% + A)HL || < 1.
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Finally, by the sub-multiplicative property it holds

370

] < HU(D2 + ML) " HD? + MU

[ <

RO
as claimed. ]

Proposition 2.3.1 and its proof expose the main ingredients of ridge regression. From the SVD
of T=Y2Z used above, it is clear that ridge regularization acts uniformly along the orthogonal
directions that are the columns of V. The improvement in the conditioning of the inverse comes
from all diagonal factors [(D? + AeIpr)"1D]; = aj/(crjz- + Xe) being well-defined, even when o; = 0
(as is the case in systems with collinear regressors).

However, directly applying isotropic ridge to vector autoregressive models is not necessarily
the most effective estimation approach. Stable VAR models show decay in the absolute size of
coefficients over lags. Thus, it is reasonable to choose a more general ridge penalty that can

accommodate lag decay.

2.3.2 Lag-Adapted Penalty

I now consider a different form for A that is of interest when applying ridge specifically to a VAR
model. Define family F® of lag-adapted ridge penalty matrices as

FP = {diag{\i,..., \p} @ T2 | N €Ry, i =1,...,p},

where each )\; intuitively implies a different penalty for the elements of each coefficient matrix
A, i=1,...,p.0 The family F ®) allows imposing a ridge penalty that is coherent with the lag
dimension of an autoregressive model. It is parametrized by p distinct penalty factors, meaning

that the penalization is anisotropic.

Proposition 2.3.2. Let Z € REPXT o ¢ RET for T > Kp be multivariate VAR regression
matrices. Given subset S C {1,...,p} of cardinality s = |S|, for A®) € F®) define BR(A@))[S] as
the vector of sK? coefficient estimates located at indexes 1+ K2(j — 1),...,K?j for j € S. Let
S¢={1,...,p} \'S be the complement of S.

(a) If \1 > Aa, then HBR()\lszp)[u]H < HBR()\QIKQP)[M]H for anyU C {1,...,K?p}. The inequal-
ity is strict when Ay > Ag.

(b) Let ,BA[%? be the least squares estimator of the autoregressive model with only the lags indexed

by S included and zeros as coefficients for the lags indexed by S¢. Similarly, let Ag be the

Note that with a lag-adapted penalty it is also possible to directly use the matrix ridge estimator since the penalty
for 8% is given by diag{A1,...,A\p} ® Ix2 = (diag{\1,..., p} ® Ix) ® Ik, see Supplementary Appendix 2.A.2.
Importantly, this kind of structure is minimal in terms of modeling the relative size of coefficients within each
coefficient matrix A;. If economic theory or intuition provides information about the effects of one specific variable
and lag on another — say, the contemporaneous effect of the first series on the second series is zero — more structure
can be integrated into the ridge penalty matrix. This would mean, however, that different ridge estimator forms are
not equivalent.



2.3. SHRINKAGE 81

subset of diagonal elements in AP) penalizing the lags in S. Then

lim  B7(AW) = B,
AEQ%O

(p)
A[gc]—mo

where A[(g? — 0 and A[(g)c] — o0 are to be intended as the element-wise convergence.

Proposition 2.3.2 shows that the limiting geometry of a lag-adapted ridge estimator is thus
identical to that of a least squares regression run on the subset specified by S. By controlling the
size of coefficients {A1,...,\p} it is therefore possible to obtain pseudo-model-selection. However,
in the next section, I show that anisotropic penalization produces complex effects on the model’s

coefficient estimates.

2.3.3 Illustration of Anisotropic Penalization

In this section, I aim to illustrate the effects of a lag-adapted ridge penalty on VAR coefficients
estimates using a particular example. This further helps motivate and contextualize the results of
the simulation exercises provided in Section 2.7. More generally, before moving on to the discussion
of more sophisticated forms of ridge regression, it is important to gain some intuition regrading the
properties of anisotropic penalization, which I highlight with the help of a simple bivariate VAR(2)
model.

Note that, since ridge operates along principal components, there is no immediate relationship
between a specific subset of the estimated coefficients and a given diagonal block of A®). With
regard to autoregressive modeling, three effects are of interest: the shrinkage of coefficient matrices
A; relative to the choice of );; the entity of the bias introduced by shrinkage, and the impact of
shrinkage on the persistence of the estimated model.

In order to showcase these effects, I consider the VAR(2) model

yr = A1yr—1 + Aoyr—o +ug,  ug ~iid. N(0,%,),

0.8 0.1 0.1 -0.2 03 0
Ay = , A= ;o My = :
-0.1 0.7 —-0.1 0.1 0 5
A single sample of length T = 200 is drawn, demeaned and used to estimate coefficients A; and
Ay. The VAR(2) model is fitted using the lag-adapted ridge estimator BF(A®)), where A2 =

diag{A1, A2} ® I5. Note that BE(A®)) can be partitioned into estimates AZ(A®)) and AR(A®) for

the respective parameter matrices.

where

SHRINKAGE. To illustrate shrinkage, I consider the restricted case of A; € [1072,10%] and Ay = 0.
The ridge estimator is computed for varying Ay over a logarithmically spaced grid. Figure 2.1a
shows that HER(A(Q))HF ~ ELS“F for A\ =~ 0, but as the penalty increases HA{%(A@))HF decreases

while HA?(A(Q)) HF grows. The resulting behavior of HER(AQ))HF is non-monotonic in A1, although

indeed HéR(A@))HF < “ELS"F in the limit Ay — oo. This effect is due to the model selection
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Figure 2.1: Shrinkage of coefficients estimate in Frobenius norm (a); bias induced by shrinkage
(b); change in stability of estimated VAR model at different levels of penalization, measured by
the absolute value of the largest companion form eigenvalue (c).

properties of lag-adapted ridge, and the resulting omitted variable bias. Therefore, in practice, it

is not generally true that anisotropic ridge induces monotonic shrinkage of estimates.

Bias. Since ridge bias is hard to study theoretically, I use a simulation with the same setup of
Figure 2.1a, this time with A1, Ay € [1072,10%]. The grid is logarithmic with 150 points. Figure
2.1b presents a level plot of the sup-norm ridge bias HBR(A@)) — BHOO given multiple combinations
of A1 and X\o. While there can be gains compared to the least squares estimator BLS, they are
modest. Moreover, level curves of the bias surface show that gains concentrate in a very thin
region of the parameter space. Consequently, one may imagine that, in practice, any (data-driven)
ridge penalty selection criterion is unlikely to yield bias improvement over least squares. Yet, in
large VAR models with many lags, the reduction in variance of the ridge estimator often yields
improvements over un-regularized procedures (Li et al., 2023). However, the bias-variance trade-off

in ridge is not a free-lunch when performing inference. Pratt (1961) showed that it is not possible
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to produce a test (equivalently, a CI procedure) which is valid uniformly over the parameter space

and yields meaningfully smaller confidence intervals than any other valid method.

STABILITY. To study the stability of ridge VAR estimates, I reuse the results of the bias simulation
above. Let A be the companion matrix of [A;, As], and AR the companion matrix of estimates
[AR(A®@), AB(A®)]. For all combinations (A1, X2), I compute the largest eigenvalue w;(AF) of
AR Note that if |w(A)| < 1, then the estimated VAR(2) is stable (Liitkepohl, 2005). Figure 2.1c
presents the level sets for the surface of maximal eigenvalue moduli, and for comparison |w1(BLS )|

2 While along the main diagonal there is a clear decrease in \wl(AR)] as

is shown at the origin.
isotropic penalization increases, when \; is large and A2 < 1 (or vice versa) the maximal eigenvalue
increases instead. Therefore, an estimate of a VAR model obtained with anisotropic ridge may be

closer to unit root than the least squares estimate.

2.4 Bayesian and Frequentist Ridge

So far, I have discussed standard ridge penalization schemes. In this section, I study the posterior
mean of Bayesian VAR (BVAR) priors commonly applied in the macroeconometrics literature.
I show that such posteriors are in fact specific GLS formulations of the ridge estimator. This
comparison highlights that ridge can be seen as a way to embed prior knowledge into the least

squares estimation procedure by means of centering and rescaling coefficient estimates.

2.4.1 Litterman-Minnesota Priors

In Bayesian time series modeling, the so-called Minnesota or Litterman prior has found great
success (Litterman, 1986). For stationary processes which one believes to have reasonably small
dependence, a zero-mean normal prior can be put on the VAR parameters, with non-zero prior
variance. Assuming that the covariance matrix of errors ¥, is known, the Litterman-Minnesota

has posterior mean

_ -1
BISu= V5" +(zz 05" (Zez My, (23)

where Vg = 0 is the prior covariance matrix of 8 (Liitkepohl, 2005). It is common to let V4 be
diagonal, and often the entries follow a simple pattern which depends on lag, individual components
variances, and prior hyperparameters. For example, Banbura et al. (2010) suggest the following

structure for the diagonal

)\2
Vi jk = 7’)\2 O'JQ- (24)
0— —= if § £k,
2 o2 J#
where v; ji, is the prior variance for coefficients (A;);i for i = 1,...,p and j,k = 1,..., K. Here,

o; is the j-th diagonal element of 3, 6 € (0, 1) specifies beliefs on the explanatory importance of
own lags relative to other variables’ lags, while A € [0, oo] controls the overall tightness of the prior.

The extreme \ = 0 yields a degenerate prior centered at 8 = 0, while A\ = oo reduces the posterior

21f A® — 0, then by continuity of eigenvalues it follows that |wi(A®)| — |wi(AF5)|, see Supplementary Ap-
pendix 2.A.3.
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mean to the OLS estimate BLS . Factor 1/i2, which explicitly shrinks variance at higher lags, was
originally introduced by De Mol et al. (2008), who formally developed the idea that coefficients at
deeper lags should be coupled with more penalizing priors. Note that, in (2.4), assuming 032- = a,%
for all j,k = 1,..., K and setting 6 = 1, produces a V4 that has a lag-adapted structure with
quadratic lag decay.?

Equation (2.3) more generally demonstrates that the Minnesota posterior mean is equivalent
to a ridge procedure. It is important to notice that, while with least squares the OLS and GLS
estimators of VAR coefficients coincide, this is not the case with ridge regression. Regularizing a

GLS regression will yield
A -1
BRELS(A) = A+ (2205 N)]  (ZosMy (2.5)

instead of BR, which is equivalent to (2.3) under an appropriate choice of A. While I develop the
asymptotic results for BR assuming a centering parameter éo # 0 in general, I do not directly
study the properties ﬁRGLS . The generalization to GLS ridge employing the least squares error
covariance estimator ZA?%S should follow from straightforward arguments. In Section 2.7, I focus on

BRGLS

providing evidence on the application in terms of its pointwise impulse response estimation

mean—squared error.

Remark 2.4.1. In principle, ridge penalties can be designed to implement shrinkage towards
nonstationary or long memory priors, too. Very recently, for example, Bauwens et al. (2023) have
suggested a ridge type strategy to estimate a one-lag long memory model: their penalization scheme
follows naturally from the assumption that an observed AR(1) series originates from an infinite-
dimensional VAR(1) with an appropriate off-diagonal structure. One may also think of applying a
unit-root-centered matrix RLS estimator BE  (Ax,, B(T)), where B] := (Ix, 0k, . ..,0x) € REXEP,
This is, in fact, exactly the centering of the Litterman-Minnesota prior (Banbura et al., 2010).
Notice, however, that this type of prior imposes very strict assumptions on the form of the unit-
root — namely, each component is unaffected by any of the others.? Finally, shrinkage to subspaces

associated with a factor model specification has also been explored (Huber and Koop, 2023).

2.4.2 Hierarchical Priors

Recent research on Bayesian vector autoregressions exploit more sophisticated priors compared to
the Litterman-Minnesota design. Giannone et al. (2015) develop an advanced BVAR model by
setting up hierarchical priors which entail not only model parameters, but also hyperparameters.

They impose

Sy ~ TW(T,d),

3Banbura et al. (2010) also assume 0 = 1 in their BVAR estimation. They wish to relax the Litterman-Minnesota
assumption that ¥, is a fixed, diagonal matrix and implement estimation directly by augmenting their data with
appropriately constructed dummy variables (Kadiyala and Karlsson, 1997). This approach, however, is selected
primarily for computation reasons due to the size of their Bayesian model.

4While stationarity of autoregressive estimates can be easily enforced using the Yule-Walker estimator (Brockwell
and Davis, 1991), exact unit-root behavior is inherently hard to encode via penalization due to the complex geometry
of the stationary region, see the discussion by Heaps (2023).
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BISu ~ N (BAZ.2Q),

for hyperparameters 3, 2, ¥ and d, where IW is the Inverse-Wishart distribution. Here, too, scalar
A € [0, 00] controls prior tightness. Let B be the matrix form of the VAR coefficient prior mean,

so that vec(B) = B. The resulting (conditional) posterior mean B is given by
_ -1
B|Su = |0 +22]| |2y +(Q)7'B]. (2.6)

Observe that equation (2.6) is effectively equivalent to a centered ridge estimator, c.f. (2.2).

The introduction of a hierarchical prior leaves space to add informative hyperpriors on the model
hyperparameters, allowing for a more flexible fit. Indeed, removing the zero centering constraint
from the prior on 8 can improve estimation. It is often the case that economic time series show a
high degree of correlation and temporal dependence, therefore imposing 8 = 0 as in the Minnesota
prior is inadequate. In fact, Giannone et al. (2015) show that their approach yields substantial
improvements in forecasting exercises, even when hyperparameter priors are relatively flat and

uninformative.

2.5 Standard Inference

In this section, I state the main asymptotic results for the RLS estimator BR(A, Bo) with general
regularization matrix A. I shall allow A and non-zero centering coefficient By to be, under ap-
propriate assumptions, random variables dependent on sample size T. In particular, 8y may be a
consistent estimator of 3.

I will impose the following assumptions.

ASSUMPTIONS
A. {u;}L; is a sequence of i.i.d. random variables with E[u;] = 0, covariance E[uzu}] = 3,
non-singular positive definite and E |u; ujittmiun:| < 00, 4, j,m,n=1,..., K.

B. There exists p > 1 such that det(Ix — >7_; A4;2") # 0 for all complex z, |z| < p.

C. There exist 0 < m < m < oo such that m < wg (') < wi(T') < m, where I' = E[z:2}] is
the autocovariance matrix of z; and wi(T"), wi (") are its largest and smallest eigenvalues,

respectively.

Assumption A is standard and allows proving the main asymptotic results with well-known
theoretical devices. Assuming u; is white noise or assuming y; respects strong mixing conditions
(Davidson, 1994) would require more careful consideration in asymptotic arguments but is otherwise
a simple generalization, although more involved in terms of notation, see e.g. Boubacar Mainassara
and Francq (2011). Assumption B guarantees that y; has no unit roots and is stable. Of course,
many setups of interest do not satisfy this assumption, the most significant ones being unit roots,
cointegrated VARs, and local-to-unity settings. Incorrect identification of unit roots does not
invalidate the use of LS or ML estimators (Phillips, 1988, Park and Phillips, 1988, 1989, Sims
et al., 1990), however inference is significantly impacted as a result (Pesavento and Rossi, 2006,

Mikusheva, 2007, 2012). Assumption C is standard in the literature regarding penalized estimation



86 CHAPTER 2. RIDGE REGRESSION FOR TIME SERIES

and does not imply significant additional constraints on the process y, c.f. Assumption A. It is
sufficient to ensure that for large enough 7' the plug-in sample autocovariance estimator is invertible
even under vanishing A.

Before stating the main theorems, let

r=1"122,
U=Y - B*Z,
R_r-lur,

be the regression covariance matrix, regression residuals and sample innovation covariance estima-

tor, respectively.

Theorem 2.5.1. Let Assumptions A-C hold and define BR(A, Bo) be the centered RLS estimator
as in (2.2). If VTA Lt Ay and Bg £ By where Ag is a positive semi-definite diagonal matriz and

go is a constant vector, then

P
— T,

=

(a)
(b) BR(A, Bo) & B,

M
S

(c) B 5 3,
VT (A"(A. Bo) — B) 5 N (1 Ao(B, — A).T @ 1),

Theorem 2.5.1 considers the most general case, and, as previously mentioned, gives the asymp-
totic distribution of BR under rather weak conditions for the regularizer A. The resulting normal
limit distribution is clearly dependent on the unknown model parameters 8, complicating inference.

However, it is possible — under strengthened assumptions for A or By — for BR to have a zero-

mean Gaussian limit distribution.
Theorem 2.5.2. In the setting of Theorem 2.5.1, results (a)-(c) hold and (d) simplifies to
(d) VT (BR(A, Bo) = B) SN (0.T ' @ %,)
if either
(i) A=op (T*l/Q),
(i) A =Op (T—1/2) and By — B = o,(1).
The following corollary is immediate.

Corollary 2.5.3. Let Bo be a consistent and asymptotically normal estimator of B. Then, under
condition (i) or (ii) of Theorem 2.5.2 results (a)-(d") hold.
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2.5.1 Joint Inference

To handle smooth transformations of VAR coefficients, such as impulse responses (Liitkepohl, 1990),

I also derive a standard joint limit result for both A% and the variance estimator flff

Theorem 2.5.4. Let 6% = vec(2E) and o = vec(Z,). Under the assumptions of Theorem 2.5.1,

u

o (TR )
6 — o 0 ’ 0 Q)

Under assumption (1) or (2) of Theorem 2.5.2,
3h — r'ey, 0
ﬁ[{*R ﬂ]i/\f@,l ° ,
o
where Q = E[vec(usuy) vec(upuy)'| — oo’

This result is key as it allows, under the stated assumptions on the penalizer, to construct valid
asymptotic confidence intervals and, specifically, perform impulse response inference, as done in
the simulations of Section 2.7 using the Delta Method (Liitkepohl, 2005).

2.5.2 Cross-validation

In practice, the choice of ridge penalty is often data-driven, and cross-validation is a very popular
approach to select A. I now turn to the properties of CV as applied to the RLS estimator BR(A).
For simplicity, assume that y; is an AR(p) process, that is, K = 1. In this setting,

pr = (22 ) 2,

where A = diag{\1,...,\,}. Following Patil et al. (2021), the prediction error of ridge estimator
BR(A) given penalty A is

Err (ﬁR(A)) =Eyz [(y] - E’BR(A))2 |Z, y} )

where y and z are random variables from an independent copy of y;. In particular, z is the vector

of p lags of . Moreover, the error curve for A is given by
err(A) := Err (BR(A)> .
The prediction error is crucial because it allows to determine the oracle optimal penalization,

A* := argmin err(A).

gmin err(A)
Clearly, err(A) is unavailable in practice and A* must be substituted with a feasible alternative.
Cross-validation proposes to construct a collection of paired, non-overlapping subsets of the sample
data such that the first subset of the pair (estimation set) is used to estimate the model, while the
second (validation set) is used to provide an empirical estimate of the prediction error. The CV

penalty is then selected to minimize the total error over validation sets. A very popular approach to
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build cross-validation subsets is k-fold CV, wherein the sample is split into & blocks, so-called folds,
of sequential observations (possibly after shuffling the data). Each fold determines a validation set,
and is paired with its complement, which gives the estimation set. For more details, see e.g. Hastie
et al. (2009).
Again with the intent of keeping complexity low — as this work is not focused on cross-validation
— I will make the additional simplifying assumption that CV is implemented with two folds and
one pair. Specifically, the first fold is the estimation set, where Z and y are constructed and
BR(A) is estimated. The second fold is the validation set and yields Z , Yy, where A= RPxT
and y € ]R:F. To account for dependence, a buffer of m observations between validation and
estimation folds is introduced. The last observation of 1; in the estimation set is y7, while the first
observation in the validation set is y; := yr4+m+1, that is, the total number of available observations
is T+m+T+2p+1. This is a stylized version of the CV setup of Burman et al. (1994) — also called
m-block or non-dependent cross-validation in Bergmeir et al. (2018b) — and is effectively equivalent
to an out-of-sample (OOS) validation scheme. Thus, the 2-fold m-buffered CV error curve is
1 T N 2
ov2m(A) = = 3 (3 - ZBR(W)) (2.7)

s=1

N

Theorem 2.5.5. Under Assumptions A-C, for every A in the cone of diagonal positive definite

penalty matrices with diagonal entries in (Amin, 00), Amin > 0, it holds that
cv2,(A) —err(A) 230

as T, T — oo. Furthermore, the convergence is uniform in A over compact subsets of penalty

matrices.

In the current setup, the joint limit 7,7 — oo should be thought as T/T — v € (0, 1), where
aspect ratio v determines the balance of the cross-validation split.

A

Remark 2.5.1. Under Assumption C, wg(I') > 0 for T large. Therefore, the bounds derived in
the proof of Theorem 2.5.5 are finite even if A = 0. In fact, it is easily seen that the behavior
of err(A) and cv2,,(A) is consistent at the endpoints A = 0 and A — oo, see Patil et al. (2021).
Observe that

cv2(A) = X, and err(A) —» X,

as A — 0, while
cv2(A) =T and err(A) - T

as A — oo, as needed.

Theorem 2.5.5 thus shows that cv2,,(A) gives an asymptotically valid way to evaluate the
prediction error curve, and thus tune A, over any compact set of diagonal positive semi-definite
penalization matrices. Moreover, in Theorem C.2.1, Supplementary Appendix 2.C.2, I show that
the impact of dependence due to the VAR data generating process is exponentially small for m
sufficiently large. This property of cv2,,(A) is desirable because it lets one choose m small also in

applications with moderate sample sizes, and it theoretically justifies the prescription of Burman
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et al. (1994).

2.5.3 Asymptotically Valid CV

So far, I have shown that a simple 2-fold CV — or, equivalently, out-of-sample validation — correctly
estimates the predictive error of the ridge estimator, even under dependence. I turn now to the
question of selecting an asymptotically valid penalty, that is, a A such that condition (1) of Theorem
2.5.2 is fulfilled. This enables inference, since one is in a setting where the bias is asymptotically
negligible.

The idea is to scale the ridge penalty used at the estimation step of CV by a factor v/T, so that
the validated penalty converges to zero at an appropriate rate as both T and T grow. In other
words, an over-smoothed ridge regression turns out to be key when studying cross-validation. To

derive this result, first let

BE(A) == (ZTZ/ +\/TA>_1Z;/

be the over-smoothed ridge estimator.

Theorem 2.5.6. Under Assumptions A-C, let Iy be the compact set of diagonal positive semidef-
inite penalization matrices A such that |A|,.. < A < oco. It holds

max

Ay = arg [1{21111 Err (B?(A)) = 0,(T1/%).
Remark 2.5.2. The previous theorem is stated in terms of the oracle predictive error Err (B? (/NX)) ,
which equals the 2-fold CV error curve up to a factor of order Op(T~1/2). Therefore, assuming that
the CV aspect ratio 7 is strictly between zero and one, the result of Theorem 2.5.6 also directly

generalizes to an empirically cross-validated penalty.

2.6 Inference with Shrinkage

Fu and Knight (2000) have argued that results such as Theorems 2.5.1 and 2.5.2 portray penalized
estimators in a somewhat unfair light, because they result in asymptotic distributions showing no
bias-variance trade-off. Indeed, they show that ridge shrinkage yields estimates with asymptotic
variance no different from that of least squares. Of course, in finite samples shrinkage has an effect
on '"'® %, since i? is used in place of 35 to estimate the error term variance matrix. To better
understand the value of ridge penalization in practice, one should therefore consider the situation
where shrinkage is not asymptotically negligible for at least a subset of coefficients. A motivating
example would be that of a VAR(co) model derived by inverting a stable VARMA (p, ¢) process:
for 4 sufficiently large, coefficient matrices A; decay exponentially to zero.> One should thus be
able to exploit such structural information about the autoregressive coefficients to asymptotically
improve on the bias-variance trade-off. Following this intuition and the discussion of lag-adapted

penalty matrices in Section 2.3.2, I shall now consider the empirically relevant regression setup

SThis result follows from a straightforward generalization of Lemma 2.C.1 in Supplementary Appendix 2.C. The
choice of norm to measure such decay is not fundamental, as they are equivalent given that dimension K is fixed.
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where one assumes that a subset of VAR coefficients are small (with respect to sample size), but
not necessarily zero. Thus, to have inference reflect this type of shrinkage, an asymptotic framework
with non-negligible penalization of higher-order lag coefficients is in fact more appropriate than that
of Theorem 2.5.1.6

Formally, assume that for some 0 < n < p one can partition the VAR coefficients as 8 =
(81, B%), where B1 € RE*(P=1) and By € RE*" | and assume that By = T-(1/24) b, for § > 0 and
by € RE’" is fixed. Such ordered partitioning of B is without loss of generality.” In this setup,
it is clearly desirable to penalize 87 and B9 differently when constructing the ridge penalty. Let
A = diag{(L}, L})'} ® Ix where L; € sz(p_n) and Lo € Ri@". Assume that

L1 = OP(Tfl/Z) and Lo £> fg
for a fixed vector Ly € ]Rfo”. In particular, letting Ay = diag{L1} and Ay = diag{Ls},

]@IK—P>A®IK where A:[O 0],1&2}0. (2.8)

A:Al 0
0 A

2

One can now develop an asymptotic result which shows non-negligible shrinkage in the limit distri-
bution of the ridge estimator. For simplicity of exposition, here I will assume that ridge centering

Bo is chosen to be zero.
Theorem 2.6.1. In the setting of Theorem 2.5.1, assume that, for 0 <n < p,
(i) B = (B, B5) where By € RE*(—n) gng By =T~ /24) by for § >0, by € RE?n fized.
(i) A = diag{(L}, L)'} where Ly € Rf%)_n) and Lo € Ri@”.
(iii) Ly = OP(T*1/2) and Lo LY Lo as T — .
(iv) By = 0.
Let T =T + A where A = 0 is given by (2.8). Then, results (a)-(c) hold and
(") VT (BR(A, Bo) - B) SN (0,75 TS @3,

It is easy to see that indeed the term Fil Ffil in Theorem 2.6.1 is weakly smaller than I'~!

in the positive-definite sense. Note that
IO 2T = T+A)7'T XTI +A)
= Ig2,— T+A)7'A =2 Iy +T7'A
= 0= (T+A) 1+ HA

The last inequality is true by definition of A. Shrinkage gains are concentrated at the components

that have non-zero asymptotic shrinkage, i.e. those penalized by Lo.

5Such an approach to inference also follows De Mol et al. (2008), who argue for explicit lag penalization within
BVAR priors on similar theoretical grounds. In the context of maximum-likelihood estimation, the use of appropriate
and plausible model restrictions to improve efficiency by shrinkage, rather than perform hypothesis testing, has also
been discussed by Hansen (2016a).

"The dimensions of 81 and B2 are chosen to be multiples of K? to better conform to the lag-adapted setting.
This choice is also without loss of generality and simplifies exposition.
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Remark 2.6.1. A key point in the application of Theorem 2.6.1 is identification of 81 and (5.
In practice, one may then proceed in two ways. As discussed in Section 2.4, one can see the
ridge approach as a frequentist “counterpart” to implementing a Bayesian prior. Therefore, the
researcher may split 8 into subsets of small and large parameters based on economic intuition,
domain knowledge or preliminary information. Alternatively, in the following section, I show that

cross-validation is able to automatically tune A appropriately.

Finally, it is immediate to generalize the argument of Theorem 2.6.1 to the case where 3 is not
split into subsets based on the relative size of coefficients, but rather a non-zero, partially consistent

centering sequence B is used.

Corollary 2.6.2. Consider the setup of Theorem 2.6.1, where now assumptions (i) and (iv) are

replaced by
(i') B = (B}, B5) where B € RE*@=n) gnd By € RE*™ are fized.

(iv') Bo = (Bh1, Bha)' where Bo1 € RE*(P=7) s such that Bo1 # B1, and Bo2 = B2 + 7~ (1/2+0)p, for
§>0, by € RE™ figed.

Then, results (a)-(c) and (d") still hold.

2.6.1 Cross-validation with Partitioned Coefficients

One can use the same approach applied to derive Theorem 2.5.6 to show that cross-validating the

RLS estimator with Err(ﬁf‘(A)) is also asymptotically valid under partitioning.

Corollary 2.6.3. Consider the setup of Theorem 2.6.1 and assume that the assumptions of Theo-
rem 2.5.6 are met. It holds

Aig O 3
e

op(Tfl/Q) 0
ANET)

0 op(1)

Moreover, any Ag ¢ such that 0 < Ag ¢ = A is asymptotically valid.

In theory, one would like to be able to quantify the gains obtained in the asymptotic shrinkage
setup of Theorem 2.6.1 compared to the standard setting of Theorems 2.5.1 and 2.5.2, particularly
when using cross-validation. Unfortunately, it is in general hard to study the cross-validation error
loss even in setups without dependence. Stephenson et al. (2021), in fact, show that the ridge
leave-one-out CV loss is not generally convex. This suggests that studying the behavior of CV

when penalizing with a diagonal anisotropic A can be a very complex task in a finite sample setup.

2.7 Simulations

To study the performance of ridge-regularized estimators, I now perform simulation exercises fo-
cused on impulse response functions (IRFs). Throughout the experiments I will consider structural

impulse responses, and I assume that identification can be obtained in a recursive way (Kilian and
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Table 2.1: List of Estimation Methods

Type Name Description

Frequentist LS Least squares estimator
RIDGE Ridge estimator, CV penalty
RIDGE-GLS GLS ridge estimator, CV penalty
RIDGE-AS  Ridge estimator with asymptotic shrinkage, CV penalty
LP Local projections with Newey-West covariance estimate

Bayesian BVAR-CV  Litterman-Minnesota Bayesian VAR, CV tightness prior
H-BVAR Hierarchical Bayesian VAR of Giannone et al. (2015)

Liitkepohl, 2017a), which is a widely used approach for structural shock identification in macroe-
conometrics.

I consider two setups:

1. The three-variable VARMA (1,1) design of Kilian and Kim (2011), representing a small-scale

macro model. I term this setup “A”.

2. A VAR(5) model in levels, using the model specification of Giannone et al. (2015) with the
dataset of Hansen (2016b) consisting of K = 7 variables in levels.® I term this setup “B”. For
the ease of exposition, in the discussion I will tabulate results only for three variables — real
GDP, investment and federal funds rate — but complete tables can be found in Supplementary
Appendix 2.D.5.

The specification of Kilian and Kim (2011) has already been extensively used in the literature as a
benchmark to gauge the basic properties of inference methods. On the other hand, the estimation
task of Giannone et al. (2015) involves more variables and a higher degree of persistence. This
setting is useful to evaluate the effects of ridge shrinkage when applied to realistic macroeconomic

questions. It is also a suitable test bench to compare Bayesian methods with frequentist ridge.

EsTiMATORS. For frequentist methods, I include both ﬁR and ,BRGLS ridge estimators as well
as the local projection estimator of Jorda (2005). For Bayesian methods, I implement both the
Minnesota prior approach of Banibura et al. (2010) with stationary prior and the hierarchical prior
BVAR of Giannone et al. (2015).% The full list of method I consider is given in Table 2.1. To make
methods comparable, I have extended the ridge estimators to include an intercept in the regression.
A precise discussion regarding the tuning of penalties and hyperparameters of all methods can be

found in Appendix 2.D.

8The dataset is supplied by the author at https://users.ssc.wisc.edu/~bhansen/progs/var.html. While the
data provided by Hansen (2016b) includes releases until 2016, I do not include more recent quarterly data since this
is a simulation exercise. Moreover, due to the effects of the COVID-19 global pandemic, an extended sample would
likely only add data released until Q4 2019 due to overwhelming concerns of a break point.

9To estimate hierarchical prior BVARs I rely on the original MATLAB implementation provided by Giannone
et al. (2015) on the authors’ website at http://faculty.wcas.northwestern.edu/gep575/GLPreplicationWeb.zip.


https://users.ssc.wisc.edu/~bhansen/progs/var.html
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2.7.1 Pointwise MSE

The first two simulation designs explore the MSE performance of ridge-type estimators versus
alternatives. Let 0, (h) be the horizon h structural IRF for variable k given a unit shock from

variable m. To compute the MSE for each k, define

K
. 2
MSE;(h) := Y E [(Hkm(h) — O (h)) } ,
m=1
which is the total MSE for the kth variable over all possible structural shocks. In simulations, I use
B replications to estimate the expectation. All MSEs are normalized by the mean squared error of

the least squares estimator.

SETUP A. A time series of length T" = 200 is generated a number B = 10000 of times for
replication. All VAR estimators are computed using p = 10 lags, while LPs include ¢ = 10
regression lags. Table 2.2 shows relative MSEs for this design. It is important to notice that, in
this situation, GLS ridge has remarkably low performance at horizon h = 1 compared to other
methods. The primary issue is that ¥, features strong correlation between components, and thus
the diagonal lag-adapted structure does not shrink along the appropriate directions. This is much
less prominent as the horizon increases due to the fact that impulse responses eventually decay
to zero, since the underlying VARMA DGP is stationary. While there is no clear ranking, the
MSE of the baseline ridge VAR estimator is in between those of the BVAR and hierarchical BVAR
approaches. The degrading quality of local projection estimates are mainly due to the smaller
samples available in regressions at each increasing horizon (Kilian and Kim, 2011). This behavior
is one of the prime reasons behind the development of LP shrinkage estimators, like that proposed
in Plagborg-Mgller (2016) or the SLP estimator of Barnichon and Brownlees (2019).

SETUP B. Using the data of Hansen (2016b), I estimate and simulate a stationary but highly
persistent VAR(5) model using the same sample size and number of replications as Setup A. For
all methods, p = 5 lags are used, so that VAR estimators are correctly specified. The results can
be found in Table 2.3. In this setup, unlike in the previous experiment, one can clearly notice that
impulse responses computed via cross-validated ridge show increasing MSE as horizon h grows.
There are two main reasons behind this behavior. First, the chosen setup features a very persistent
data generating process, as the largest root of the underlying VAR model is 0.9945. This means
that the true IRFs revert to zero only over long horizons, while lag-adapted ridge estimates yields
models with lower persistence and thus flatter impulse responses. Secondly, the dataset from
Hansen (2016b) is not normalized, and the included series have markedly heterogenous variances.
Since GLS ridge shrinks along covariance-rotated data, shrinkage is adjusted according to each
series variance, unlike that baseline ridge estimator ﬁR. The MSE for the Fed Fund Rate impulse
responses shows that the pointwise difference between baseline and GLS ridge can be severe for long
horizon IRFs when the DGP is highly persistent. On short horizons, Bayesian estimators perform
on par or better than baseline least squares estimates, while at longer horizons differences are less
stark. It is, however, clear that the hierarchical prior BVAR of Giannone et al. (2015) shows the
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Table 2.2: MSE Relative to OLS — Setup A

Variable Method h=1 h=4 h=8 h=12 h=16 h=20 h=24

RIDGE 0.97 0.74 0.64 0.64 0.65 0.63 0.60

Investment RIDGE-GLS 5.16 0.89 0.55 0.47 0.44 0.41 0.38
Growth LP 1.00 1.05 1.13 1.52 2.15 3.20 4.87
BVAR-CV 1.55 0.84 0.70 0.70 0.71 0.70 0.66

H-BVAR 1.80 0.66 0.53 0.52 0.54 0.53 0.50

RIDGE 0.93 0.78 0.69 0.68 0.67 0.64 0.59

Deflator RIDGE-GLS  2.43 0.83 0.59 0.52 0.48 0.44 0.40
LP 1.00 1.05 1.13 1.44 1.99 2.90 4.47

BVAR-CV 1.03 0.89 0.74 0.73 0.73 0.70 0.66

H-BVAR 1.01 0.70 0.58 0.56 0.55 0.53 0.50

RIDGE 0.94 0.76 0.66 0.66 0.66 0.64 0.60

Paper Rate RIDGE-GLS 1.80 0.87 0.59 0.52 0.47 0.43 0.39
LP 1.00 1.05 1.13 1.46 1.99 2.86 4.31

BVAR-CV 0.87 0.87 0.74 0.73 0.73 0.71 0.66

H-BVAR 0.81 0.69 0.57 0.55 0.56 0.54 0.51

Table 2.3: MSE Relative to OLS — Setup B

Variable Method h=1 h=4 h=8 h=12 h=16 h=20 h=24

RIDGE 1.11 1.08 1.16 1.06 0.90 0.89 0.94

RIDGE-GLS  1.16 1.00 0.99 1.00 0.93 0.93 0.95

Real GDP LP 1.00 1.14 1.37 1.52 1.72 1.98 2.24
BVAR-CV 0.90 0.87 1.04 1.01 0.92 0.92 0.98

H-BVAR 0.83 0.62 0.78 0.73 0.62 0.62 0.68

RIDGE 1.49 1.27 1.17 0.99 0.70 0.73 1.61

RIDGE-GLS 1.34 1.14 1.02 1.02 0.86 0.82 0.86

Investment LP 1.00 1.15 1.40 1.63 2.03 2.76 3.59
BVAR-CV 1.51 1.01 0.97 0.97 0.93 1.08 1.24

H-BVAR 1.06 0.68 0.69 0.66 0.63 0.87 1.14

RIDGE 2.17 1.21 0.96 0.93 1.03 4.00 53.18

RIDGE-GLS 1.21 1.04 0.90 0.93 0.90 0.88 0.91

Fed Funds LP 1.00 1.18 1.51 1.71 1.97 2.44 2.99
Rate BVAR-CV 0.92 0.94 0.91 0.90 0.86 0.87 0.92
H-BVAR 0.75 0.77 1.32 1.38 1.25 1.15 1.20

overall best results. As in the previous setup, local projections show degrading performance at

larger horizons.

Remark 2.7.1. The comparison between methods in both Setup A and Setup B is largely consis-
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Table 2.4: Impulse Response Inference — Setup A — CI Coverage

Variable Method h=1 h=4 h=8 h=12 h=16 h=20 h=24

LS 0.88 0.88 0.87 0.88 0.91 0.93 0.94

RIDGE 0.90 0.92 0.94 0.93 0.94 0.95 0.95

Investment RIDGE-AS  0.90 0.92 0.88 0.88 0.88 0.89 0.89
Growth LP 0.88 0.97 0.99 0.99 0.99 0.99 0.99
BVAR-CV  0.77 0.88 0.88 0.90 0.92 0.94 0.96

H-BVAR 0.72 0.89 0.89 0.92 0.93 0.95 0.96

LS 0.88 0.87 0.86 0.88 0.91 0.92 0.94

RIDGE 0.91 0.92 0.93 0.92 0.93 0.94 0.95

Deflator RIDGE-AS 0.91 0.91 0.88 0.88 0.87 0.87 0.88
LP 0.88 0.97 0.99 0.99 0.99 0.99 1.00

BVAR-CV  0.80 0.86 0.88 0.91 0.93 0.94 0.96

H-BVAR 0.84 0.88 0.90 0.92 0.94 0.95 0.97

LS 0.87 0.86 0.86 0.88 0.90 0.92 0.94

RIDGE 0.90 0.91 0.93 0.93 0.93 0.94 0.95

Paper Rate RIDGE-AS  0.89 0.90 0.89 0.88 0.88 0.88 0.88
LP 0.87 0.97 0.99 0.99 0.99 0.99 0.99

BVAR-CV  0.82 0.84 0.87 0.90 0.92 0.93 0.95

H-BVAR 0.88 0.88 0.90 0.92 0.93 0.95 0.96

tent with the findings of Li et al. (2023), who make extensive computational simulations by sim-
ulating from synthetic DGPs. They provide a comprehensive treatment of the question of which
model — VAR or LP — is best suited for IRF inference in a given scenario in terms of bias-variance
trade-off. They show that a key balance of bias versus variance exists between LP and VAR esti-
mates of impulse responses: LPs tend to have low bias, due to their flexibility, but they also feature
large variance at higher horizons. Their results allow one to better understand the trade-offs at
play in Table 2.2 and Table 2.3. In particular, it is clear that ridge shrinkage is beneficial at short
horizons only if the penalization scheme is well-adapted to the DGP at hand. Otherwise, as is the
case for RIDGE and RIDGE-GLS methods, the induced bias can be such that ridge MSEs surpass
that of OLS estimates. One also finds that the medium and long horizons MSE gains over LPs are
more pronounced in cases of moderate dependence, but in the case of the Federal Funds Rate IRFs

in Setup B zero-centered RIDGE estimates thoroughly mistake long-term behavior.

2.7.2 Confidence Intervals

I now try and evaluate whether ridge shrinkage has a negative impact on inference. There have
also been recent contributions directly aimed at studying shrinkage effects. Using the same simu-
lation setups as in the previous section, I investigate coverage and size properties of pointwise Cls
constructed using the methods in Table 2.1. All confidence intervals are constructed with nominal

90% level coverage.
R

In this set of simulations, I swap GLS ridge for the asymptotic shrinkage ridge estimator, Bas,

see Section 2.6, since the latter allows for a partially non-negligible penalization in the limit. To
R

25, one needs to choose a partition of 8 which identifies asymptotically negligible

implement B
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Table 2.5: Impulse Response Inference — Setup A — CI Length

Variable Method h=1 h=4 h=8 h=12 h=16 h=20 h=24

LS 2.99 5.11 5.78 5.35 4.79 4.17 3.56

RIDGE 3.13 5.20 5.82 5.17 4.48 3.78 3.09

Investment RIDGE-AS 3.11 5.15 4.84 4.33 3.70 3.06 2.48
Growth LP 2.99 7.50 10.97 12.89 13.99 14.55 14.70
BVAR-CV  2.84 4.48 4.70 4.38 3.99 3.56 3.11

H-BVAR 2.71 4.20 4.50 4.29 3.96 3.56 3.13

LS 1.19 1.92 2.23 2.14 1.94 1.71 1.46

RIDGE 1.24 1.97 2.25 2.09 1.84 1.54 1.26

Deflator RIDGE-AS 1.24 1.95 1.95 1.78 1.52 1.25 1.01
LP 1.19 3.03 4.56 5.42 5.90 6.14 6.21

BVAR-CV  1.03 1.69 1.87 1.80 1.67 1.50 1.31

H-BVAR 1.01 1.64 1.83 1.79 1.67 1.51 1.33

LS 0.97 1.42 1.64 1.57 1.44 1.27 1.09

RIDGE 1.01 1.44 1.65 1.53 1.36 1.16 0.95

Paper Rate RIDGE-AS 1.01 1.43 1.42 1.31 1.13 0.94 0.77
LP 0.97 2.19 3.28 3.90 4.26 4.43 4.48

BVAR-CV  0.84 1.22 1.35 1.30 1.21 1.09 0.96

H-BVAR 0.85 1.21 1.34 1.31 1.22 1.10 0.97

coefficient. To do this, I split 8 by lag and penalize all coefficients with lag orders greater than a
given threshold p, such that 1 < p < p. In setup A, I choose p = 6, while in setup B I set p = 3.
In Bayesian methods, including the cross-validated Minnesota BVAR, I construct high-probability
intervals by drawing from the posterior. Comparison between frequentist Cls and Bayesian posterior
densities is not generally valid, because they are not analogous concepts. Therefore, the discussion

below is intended to highlight differences in structure between ridge approaches.

SETUP A. Simulations with the DGP of Kilian and Kim (2011), presented in Tables 2.4 and
2.5, highlight some of the advantages of applying ridge when performing inference. Focusing on
estimator BR, it is clear that CI coverage is in fact higher than the intervals obtained by least
squares estimation in all situations. At impact, ridge Cls are larger than the LS baseline, but they
shrink as horizons increase. Thus, is IRFs revert relatively quickly to zero, ridge can effectively
reduce length while preserving coverage. As discussed in Section 2.3, these gains are inherently
local to the DGP — shrinkage to zero at deep lags embodies correct prior knowledge of a weakly
persistent process. For Bayesian estimators, one can note that quantile intervals at small horizons

tend to be shorter compared to least squares and ridge methods.

SETUP B. The effects of ridge shrinkage on a DGP with high persistence are much more severe,
as shown in Tables 2.6 and 2.7. Focusing on frequentist ridge, one can observe that close to impact
(h = 1) ridge has similar or even higher coverage than other methods for real GDP'® However, as

the IRF horizon grows, shrinkage often leads to severe undercoverage, with asymptotic shrinkage

10This also is the case with consumption and compensation, see also Tables 9 and 10 in Supplementary Ap-
pendix 2.D.5.
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Table 2.6: Impulse Response Inference — Setup B: CI Coverage

Variable Method h=1 h=4 h=8 h=12 h=16 h=20 h=24
LS 0.87 0.81 0.75 0.72 0.71 0.72 0.73
RIDGE 0.90 0.79 0.66 0.62 0.65 0.68 0.68
Real GDP RIDGE-AS 0.89 0.72 0.61 0.58 0.61 0.65 0.65
LP 0.87 0.93 0.94 0.94 0.93 0.93 0.91
BVAR-CV  0.70 0.71 0.63 0.64 0.71 0.75 0.76
H-BVAR 0.84 0.86 0.76 0.76 0.83 0.88 0.88
LS 0.87 0.82 0.76 0.73 0.75 0.82 0.87
RIDGE 0.85 0.79 0.65 0.62 0.73 0.80 0.81
Investment RIDGE-AS 0.82 0.69 0.59 0.57 0.68 0.77 0.77
LP 0.87 0.94 0.94 0.95 0.94 0.94 0.94
BVAR-CV  0.70 0.73 0.67 0.71 0.77 0.81 0.83
H-BVAR 0.80 0.86 0.81 0.82 0.87 0.88 0.88
LS 0.85 0.83 0.80 0.78 0.77 0.79 0.80
RIDGE 0.79 0.77 0.74 0.68 0.68 0.72 0.72
Fed Funds RIDGE-AS 0.78 0.66 0.68 0.64 0.64 0.68 0.69
Rate LP 0.85 0.94 0.96 0.96 0.95 0.94 0.93
BVAR-CV  0.76 0.72 0.76 0.77 0.77 0.81 0.83
H-BVAR 0.87 0.86 0.74 0.73 0.78 0.84 0.87

Table 2.7: Impulse Response Inference — Setup B: CI Length (rescaled x100)

Variable Method h=1 h=4 h=8 h=12 h=16 h=20 h=24
LS 0.71 1.56 2.07 2.31 2.32 2.24 2.15
RIDGE 0.79 1.56 1.85 1.95 1.92 1.85 1.77
Real GDP RIDGE-AS 0.74 1.31 1.65 1.76 1.75 1.70 1.64
LP 0.71 2.42 4.21 5.40 5.90 5.91 5.70
BVAR-CV  0.53 1.23 1.74 2.00 2.10 2.13 2.15
H-BVAR 0.58 1.36 1.87 2.16 2.32 2.44 2.55
LS 3.38 6.65 7.89 7.89 7.31 6.69 6.18
RIDGE 3.79 6.81 6.93 6.46 5.79 5.19 4.73
Investment RIDGE-AS  3.59 5.57 6.11 5.77 5.21 4.72 4.34
LP 3.37  10.16 16.00 18.85 19.06 18.22 17.23
BVAR-CV  2.64 5.26 6.59 6.91 6.78 6.57 6.38
H-BVAR 2.89 5.74 7.08 7.54 7.63 7.60 7.58
LS 0.25 0.39 0.43 0.43 0.41 0.38 0.35
RIDGE 0.29 0.39 0.37 0.36 0.33 0.30 0.29
Fed Funds RIDGE-AS 0.27 0.31 0.33 0.32 0.30 0.28 0.27
Rate LP 0.25 0.59 0.88 1.01 1.05 1.03 0.98
BVAR-CV  0.21 0.31 0.36 0.37 0.36 0.35 0.34
H-BVAR 0.23 0.36 0.42 0.44 0.45 0.45 0.46
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estimator ﬂAfS giving the worst results. In comparison, Bayesian methods are much more reliable at
all horizons, although the only estimator that can consistently improve upon the benchmark least
squares VAR ClIs is the hierarchical prior BVAR of Giannone et al. (2015). The reason behind this
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is simple enough: the implementation of the Minnesota-prior BVAR I have used here has a white
noise prior on all variables, which in this case is far from the truth. Indeed, Banbura et al. (2010)
implement the same BVAR by tuning the prior to a random walk for very persistent variables in
their applications. In this sense, the cross-validated BVAR considered — which is assumed centered
at zero — is really the flip-side of ridge estimators. Therefore, the addition of a prior on the mean
of the autoregressive parameters as done by Giannone et al. (2015) is a key element to perform
shrinkage in high persistence setups in a way that does not systematically undermine asymptotic

inference on impulse responses.

2.8 Conclusion

In this paper, I have studied ridge regression and its application to vector autoregressive model
estimation in detail. This appears to be the first work that provides a thorough analysis of ridge
penalization in the context of time series data, including geometric as well as asymptotic properties.
I have also derived results on the validity of cross-validation as a method to select the penalty
intensity in practice, and I have shown that CV produces asymptotically valid penalization rates.
Finally, I have compared both frequentist and Bayesian ridge formulation in simulations aimed at
quantifying the applicability of ridge for impulse response inference.

The key takeaway of this work is that ridge penalization is a useful approach to VAR estimation
as long as the chosen penalty structure is well-adapted to the model’s structure. Bayesian ridge
posteriors are especially flexible, with hierarchical priors also allowing shrinkage towards non-zero
coefficient vectors. However, it is important to note that the Bayesian approach also permits the
researcher to specify uninformative priors, so that the influence of the priors’ hyperparameters
is less pronounced. This is not the case in frequentist ridge, c.f. including an explicit non-zero
centering vector. However, prior knowledge or a pre-estimation procedure may be available to the
researcher, so that ridge can be effectively implemented without the need to implement a BVAR.

To conclude, there are still avenues of research regarding ridge which would be interesting to
develop. First and foremost, the high-dimensional setup, for which, however, it seems non-trivial to
find a domain of applicability, as discussed in the introduction. Secondly, a more in-depth analysis
of cross-validation, especially in the multivariate case, would be extremely valuable. Moreover,
both the latter and former topics should be jointly addressed in the context of mild cross-sectional
dimension growth, i.e. K — oo such that K/T — p € (0,1), which is comparable to factor model

setups.
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Appendix

2.A Basic Ridge Properties

2.A.1 LS and RLS Estimators.

Liitkepohl (2005), Chapter 3, shows that the multivariate least squares and GLS estimator of

parameter vector 8 is given by
B=(2'2)"Z®Ix)y

as the minimizer of S(8) = T~ tr[(Y —BZ)'Y,(Y — BZ)]. The multivariate Ridge-regularized Least

Squares (RLS) estimator considered in this paper is defined to be the minimizer of the regularized

problem,
SE(B;A) = _ltr[(Y — BZ)’(Y — BZ)] + tr[B'AB]

The first partial derivative,

(Z®Ik)y
T

8% (B; A) _ (ZZ’ L oAB,

op T

yields the normal equations (T 122’ ® Iy + A)B = T~ (Z @ Ix)y. The Hessian 02S%(B)/0?8 =
20T~1Z7Z' ® I + A)B is positive definite when A > 0, thus indeed the minimum is achieved by

®IK>/6_2

L (Zelk)y

BR(A) = -

A VA
( ®IK+A)

Identical derivations prove that re-centering the ridge penalty at By € R *p produces the estimator

BR(A, By) = (Zf © Ix + A>_1 (W +A0).

2.A.2 Structure of the Regularization Matrix

The vectorized RLS estimator BR(A) has maximal flexibility in terms of the regularization structure
that matrix A = diag{\11,...,A\xp} (K2p x K?p) imposes. Since 8 contains all the coefficients of
(A1,...,Ap) it is indeed possible to individually penalize each lag of each series differently. In fact,
by relaxing the assumption that A be a diagonal matrix, even more general penalization structures
are possible, although I do not consider them in this paper.

An interesting special case arises if the RLS estimator is instead written in its matrix form!!,

. Yz (27 -1
mat(AKp) T ( + AKP)

T T

where here it is of note that Ax, > 0 has size (Kp x Kp). The regularization structure imposed is

"For details in the least squares case, see again Liitkepohl (2005), Chapter 3. The derivations for the ridge
estimator are identical.
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different in general than that in ﬁR(A): Ak, induces column-wise ridge regularization, which pe-
nalizes coefficient estimates uniformly over each of the Kp columns of B. The associated vectorized
estimator then simplifies:

z7'

B (Akyp) = <<T + AKp) ® IK)_l (Z®1Ik)y

A A

On the other hand, the devectorized RLS estimator is given by

BR(Agy) = reshape(8R(A), K, Kp)

that is, B is simply a restructuring of the vectorized estimator into a matrix with identical
dimensions to B. Importantly then, éR(Asz) is equivalent to B (Ag,) if Ag2, = Agp ® I
Because BR(Asz) and BF(A K2p) allow for the most generality in penalization structure, I will
consider them to be the reference RLS estimators, so the dimension subscript to A will be dropped

unless explicitly required.

2.A.3 Autocovariance and Asymptotic Conditioning

The conditioning of the autocovariance ¥, = E[y.y;] is an important measure for the role that the
regularization in the RLS estimator should be playing. This in turn depends on the eigenvalues
of 21/ with respect to those of 3,. Hoerl and Kennard (1970) showed in the linear regression
setting that, when the sample covariance matrix deviates significantly from the identity matrix,
its small eigenvalues excessively inflate the variance of least squares estimates, even though the
regression problem itself is well-posed. This fragility is inherently a byproduct of finite sampling,
and partially due to numerical procedures. Nowadays, numerical precision is virtually not a concern
anymore, as robust linear algebra procedures are implicitly implemented in most scientific languages
and toolboxes. Yet estimation issues tied to small or unfavorable data samples remain extremely
relevant from both theoretical and practical viewpoints.

In the spirit of ridge as a regularization procedure, the following Lemma establishes convergence

in probability of the ordered eigenvalues of the sample autocovariance matrix.

Lemma 2.A.1. If f]y =71 ZtT:_ll YrYy L Yy where I' € REXE 45 positive definite, then
&\ P
Wy (Zy) = wj(Xy)
where w;j(A) is the j largest eigenvalue of A.

Proof. First, recall that for all matrices A € RE*¥ | the determinant det(A) is clearly a continuous
mapping!?. Furthermore, for any polynomial g(z) = 2™ + a12" ' + ... + an, a; € C factored as
g(z) = (z —w1) -+ (2 —wy), w; € C, where the ordering of roots wj; is arbitrary, it holds that for
any € > 0 there exists § > 0 such that for every polynomial h(z) = 2™ + b1z" ! + ... + b, with

|a; — b;| < 6 decomposed as ¢g(z) = (z —wW1) - (2 — Wy), |w; —Wi| <€ i=1,...,n, see Whitney

"?This follows from det(4;;) = _sign(s) Hf(:l Ac(iy,; for permutation ¢ over {1,..., K}
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(1972), Appendix V.4. This in particular implies that the roots of the characteristic polynomial of
matrix A are continuous functions of its coefficients.

Let giy(z) =28 4a125 7+ tak = (=) - (2—dk) and o5, (2) = 2K +b1 2K T4 b =
(2 —w1) - (2 —wk) be the (real) characteristic polynomials of 3, and ¥, respectively. Because of

the continuity arguments above, for every € > 0 there exist §;, do > 0 such that

P(|&; — wi| > €) < P(|la; — bi| > 61)
<P([Sy - 3y|| > 62)
for i € {1,...,K}. Since by assumption f]y L ¥y, the RHS of the above converges to zero as
T — oo, thus d)igwi. ]

2.B Proofs

2.B.1 Shrinkage

Proof of Proposition 2.3.2

Proof. Notice that, by introducing A, := diag{\1,..., Ay}, any lag-adapted regularization matrix
can be written as A®) = Ap @ I2 = (A, ®Ig)® Ik, so that

BR<A§p>) =[(ZZ'+ Ap; @ Ix) ® IK]‘1 (Z®1Ik)y
= [(Zz' +Ai®IK)'® IK} (Z @ Ix)y

by the properties of Kronecker product. It is now possible to derive the statements of the proposition

as follows:
(a) The result regarding isotropic regularizer A®) = \I K2y is trivial given Proposition 2.3.1.

(b) Without loss of generality due to the ordering of lags in Z, one may write the Gram matrix
Z 7' in a block fashion,
77+ A, = l(ZZ/NS} + A D ]
D’ (ZZ/)[Sc] —+ A[Sc]

where (ZZ')s] is the sub-matrix containing all the components not indexed by subset S,
and the subscript has been dropped from A, for ease of notation.

Define Ajg) = (ZZ')1s) + Ais), Bise] = (Z2')(se] + Ajse) and A = (Bge) — D’AED). The

matrix block-inversion formula yields
-1 17y A-17/4=1 A-1pA-1
A[S} + A[S]DA D A[S] A[S]DA

~ATID A A~

(ZZ/ + Ap)_l =

If Aig) — 0 and Ayge) — oo, then Ay — (Z22')(s), Bise) — 0o. Therefore A=l — 0, since
for Ajse) sufficiently large HB[T’Slc}D/A[TSﬁDH < 1 and thus the Sherman-Morrison-Woodbury
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formula implies

135l
1 - |BgyDrag D|

H(B[ s — D'AZLD)” H

8] — 0.

The above results finally yield

(22 +A) ' Z @ Ix|y — 0 (Z®Ix)y =Bl

(ZZ') ) 0]
0

as required.

2.B.2 Ridge Asymptotic Theory
Proof of Theorem 2.5.1

Proof. (a) Assumptions A-B imply directly that ' is a consistent estimator for I': in particular,

y; is a stationary, stable and ergodic VAR process.

(b) Rewriting ,BR(A,ﬂO) yields

B, Bo) = (ZTZ/®IK+A>_1 r 1<Z®IK)((Z/®IK),3+’U;)+A,30}
:( )1 (Zf/(gh() _|_(Z®TIK)U+ABO}
:< )1 _(Zf/®IK+A)IB+(Z®Z{K)u+A(ﬂO_B)}
= ( >1A(ﬁ0—,3)+(ZTZ/®[K+A>1(Z®TIK)U

I study the last two terms of the last equality separately. The first term is o,(1),

((ZTZ,> ® Ig +A)_1A(50 -B)= ((Zf/> ® Ig +op(1)>_lop(1)(g0 -850

since (B — Bo) = (B —B,) + (B, — Bo) = (B — B,) + 0p(1). Considering the matrix sequence

¢r=[171(22"),174],

which under Assumptions B and D.(ii) converges in probability to [I',0], by the continuous

mapping theorem (Davidson, 1994) the second term gives

Z7 e P
T ® Ig + op(1) T(Z@IK)U ST E[(Z®Ik)ul=0
under Assumption A.

(¢) The residuals U can be written as

U=Y-BfZ=Bz+U-BfZ=U+(B-B%z
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Thus
uo _uv’ N4 A~ R/ p (ZU A .
=" +(B-B )( L )(B—B Y +(B-B )( L )+< - )(B—B ) (2.9)

From (a) one finds that vec(B) — vec(BR) = 8 — B = 0,(1), so (B — BY) 5 0, while
A VAA £ E[ZZ'] and T~Y(ZU") 5 E[ZU’] = 0: the terms involving these quantities then
vanish asymptotically. Lastly, the first term of the sum gives

uut 18

P
T 7 z;utug = Eluguy] = 3,
=

for T'— oo under Assumptions A and B.

(d) With the same expansion used in (b),
L
VT

where Qr = (T71Z2Z" + A) Er. Following the arguments above, the first term in the sum

converges in probability,

V(A B0) — 8) = @7 (VTA) (B - B) + Q7' (=(Z & Tioyu)

Q7' (VTA) (B, = B+0,(1)) 5T A0(8 - B,)

The second term has normal limiting distribution,

Qr' <\/1T(Z ® IK)u> 4 NO, T @ %,)

see Liitkepohl (2005), Proposition 3.1. By Slutky’s theorem claim (d) follows.

Proof of Theorem 2.5.2

Proof. (1) Since condition (i) implies that v7TA 5 0, results (a)-(c) are unchanged, while (d)

now involves the limit
Q7' (\/TA) (Bo—B) = Qr' -op(1) - (ﬁo -B+ OP(l)) 50
yielding (d).

(2) Assuming By Lt B simplifies the terms in the proof of Theorem 2.5.1 since now B— 8y = op(1).

The weaker rate imposed on A does not influence results (a)-(c). Moreover,
Q' (VTA) - (B0~ B) = Q7' - Op(1) -0p(1) 50

so that (d’) follows.

Proof of Theorem 2.5.4
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Proof. T make a straightforward adaptation of the proof found in Hamilton (1994b), Proposition
11.2. Define 3% = T~1(UU’), which is expanded to

W1
S = (Y = BZ)(Y - BZ)

_ 1 AR AR AR AR !

_T<Y—B Z+(B"-B)Z) (Y - B"Z+ (B" - B)Z)

~ ~ Z7 .
=t (BR - B) <T> (B® - B)'+
1 ~ ~ ~ ~
+ ((v = BR2)z/(B" - BY + (B" - B)Z(Y - B"z)')

Contrary to the least squares estimator, cross-terms do not cancel out since for A > 0 the residuals

(Y — BEz ) are not in the orthogonal space of Z. From the consistency results of Theorem 2.5.1,

3" - ) (22) (3" - By = 0,0) (22 ) 0s) B 0
" Vi@t - ) (Z2) 7 -y = 0,0) (22 ) o) 5 0
Further,

VT H(Y ~ BRz)7'(BR — B)’] = (UTZ/> VT(BR - B)Y 5o

since again vTB" is asymptotically normal, and T-Y(UZ') = T-Y(UZ') 4+ (B—BR).T-Y(22') =
T-YUZ") + op(1) 5 E[UZ'] = 0. The same holds for the remaining transpose term, too.

It is thus proven that /T'(3* — 3F) T 0, meaning vVT(3% — £,) 5 VT (SR —5,) so that
the two terms may be exchanged in computing the joint asymptotic distribution. Theorem 2.5.1

accordingly yields

l B -8 ] 5 Q7 (VTA) (80— B) + Q' Jré
vee(SH) — vece(2y,) ﬁn

u
where € = (Z @ Ix)u and n = vec(UU’ — X,,). As in Hamilton (1994b), Proof of Proposition 11.2,
(&¢',m) is a martingale difference sequence, thus the claim
Irtes, 0
0 Q

3R _ 1A —
ﬁ[ ﬁo B 1 g/\/([ 0(@0 /3)]’
(Xu)
as T — oo follows. When the strengthened assumptions (1) or (2) of Theorem 2.5.2 are used

vec(S8) — vec 0

instead, the non-zero limiting mean vanishes
Qr' - A-VT(By—B) 50

proving that the joint asymptotic distribution is mean-zero Gaussian.

Finally, to compute the explicit expression of the asymptotic variance €2, one must take care
and note that u; is not assumed to be normally distributed, contrary to the remainder of the proof

in Hamilton (1994b), pp. 342-343. A correct expression for i.i.d. non-Gaussian u; can be found in
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Remark 2.1, Briiggemann et al. (2016), yielding
Q = Var[vec(utug)] = E[Vec(utug) VeC(Utug)/] o 0_0_/

where o = vec(X,,). O

Proof of Theorem 2.6.1

Proof. The stated results reduce to studying the behavior of two components used in the proof of
Theorem 2.5.1 and Theorem 2.5.2, under the additional simplification of By = 0.

(a) Identical to result (a) in Theorem 2.5.1.
(b) Consistency follows immediately by the fact that A 8 Zo.
(c) Follows from (c), Theorem 2.5.1 and (b) above.
(d”) The bias term in the expression of vT(8% — B) is driven by
VTA; - op(1) -
VTAR = [\/TAQ.Tl(I/ﬂ;ﬂS)bJ - [AS(T)QJ >0
meaning there is no asymptotic bias. On the other hand,
((T‘lZZ’> @ I + A)_l Br+0)'elg.
Setting (I' +A) = ' vields the claim since there are no further simplifications in the asymp-

totic variance formula, cf. proof of (d), Theorem 2.5.1.

O]

Proof of Corollary 2.6.2

Proof. For (a)-(c), it is again the case that Theorem 2.5.1 and Theorem 2.5.2 provide the needed
results without need of adaptation. To prove that (d”) still holds, one just needs to notice that

the asymptotic bias now involves the term

VTA; - (B — ﬂm)] _ lOP(l) (81— ﬁol)]

\/TA(,@—ﬂO): L/TAy(ﬂQ—ﬁOZ) —Asy - T %y

since, by assumption, have that By — Bz = —T~(1/2t9b,. Thus, as before, vVTA (8 — Bo) Lo O

2.C Cross-validation

Later in this section, the following lemma will be useful.

Lemma 2.C.1. Let y; a stationary and stable mean-zero AR(p) process with companion form
matriz A € RP*P. Then, the associated MA(co) coefficients, {Uk}ken,, decay exponentially for k
sufficiently large, that is,

[9k| = O(exp(—Ca k))
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for some constant Cy > 0.

Proof. Recall from e.g. Liitkepohl (2005) that if A is the companion matrix of the AR(p) model,
then ¥), = 1A/, where ¢ := (1,0,...,0)" € RP. Note that |[¢|| = 1 by construction and that the
spectral radius of A is less than one under the assumption of stability. Let A = VDV ™! be the
Jordan canonical form of the companion matrix and w; the dominant eigenvalue: stability thus

implies that |w;| < 1. Now observe that, supposing D has [ < p diagonal blocks, for & > 0

1]
it |, (o et
= WV — v =WV v/ ,
|wi| w1
2
L 1 -
where [1] is the dominant Jordan block, while Dy, ..., D; are the non-dominant blocks. Then,
letting k£ — oo, one gets
1]
’LAkL/ 0
T n ) vl =Cp
jwi| »
0
for some constant Cp < oo, as for £ € {2,...,1} one can see that D¥/wl — 0. Since for complex
w1 it holds ‘w’f‘ = |w1|¥, by letting Cy = — log(Jw:|) the proof is complete. O
2.C.1 Two-fold CV
Proof of Theorem 2.5.5
Proof. Write cv2,,(A) as
~ . ~, A !/ ~, A
v2u () =T (g - ZBRW)) (35— Z'B7(1))
~ -~ A / ~
=Tt a+ 7' (8- BW)] a+ 2 (8- BRW)]

T a+
A 4 A A r(Zu\ | '
~ AR (24 - BRN)) +2(B-B"N)) | = |+ —=.
(8 ﬂ())( )(ﬂ W) +2(8-8"W) (= )+ =
By a strong LLN for weakly dependent processes (see, for example, Rio 2017), it holds that
T-1Z27" &5 7, T-'Za %% 0 and T '@/'a % %,. Since, by a similar decomposition, it holds
that
N /! N
err(A) = (8- B(A)) T (8- BR(A)) + %,
where I' = E[z;2}] is positive definite, almost sure convergence is proven.
To prove uniform convergence over compact subsets, I follow the proof of Patil et al. (2021),
Theorem 4.1, which relies on verifying the conditions of the Arzela-Ascoli theorem. That is, one

must prove that function cv2,,(A) as well as its first derivatives are bounded over compact sets. As
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the Arzela-Ascoli theorem readily generalizes to Euclidean spaces of arbitrary (fixed) dimension, I

will directly consider the matrix derivative when checking boundedness.

Assume that A € Z, where 7 is a compact set of positive semidefinite penalization matrices A
such that ||Al|, . < 0o and A = Apiml. Note B — BE(A) = (I'+ A)'AB — (I + A) YT Zu)
where D =T7122". Using this decomposition, one gets first

max

2

lerr(A)| < Xy + T, HB - BR(A)HQ

2

< [+ 07+ 2

e [ W P TN

~

T Winax (M) |83 + C2, + 2C0 Winax (A) [| B8],
o “ 2 (wmin(r) + wmin(A))Q

where the last line follows from applying Weil’s eigenvalue inequalities (Bhatia, 1997) to (I' +A)~*
and the fact that 77! Zu <% 0 by a strong LLN, so that there exists a constant C.,, > 0 bounding
|T~*Zul|, for T large enough.

Additionally, the matrix derivative of 8 — BR(A) with respect to A is

0(8 — B"(A))

A =T+AN)B-—T+MN2A8- T +ANHT"'Zu),

so that, by using similar argument as the one used above, one gets

a.s. 2 2
oA o gy [ 201615+ 2
oA (wmin(r) + Wmin(A))2 (wmin(r) + wmin(A))g
+wmaX(A)2 1813 + C2, + 2C-u wimax(A) 1Bl

(@Wmin (T) + wmin (A))4
The almost sure bound in the last display is also clearly finite for any A € 7, as required.

One can easily bound cv2,,(A) and its first derivative as err(A), with only addition of an
extra term depending on (8 — BF(A))(T~'Zw). This means that err(A) — cv2,(A) forms an
equicontinuous family of functions with respect to A over any 7). Therefore, Arzela-Ascoli yields
uniform convergence of a subsequence, and since the difference converges to zero pointwise, too,

the entire sequence converges uniformly. O

2.C.2 Cross-validation under Dependence

The result of Theorem 2.5.5 may be only partially informative in practice, as it does not give
information on how dependence, in terms of the buffer block of size m, impacts cv2,,(A). Indeed,
due to averaging, the effects of time dependence between the estimation and evaluation folds are
washed out in the limit 7' — oo even when m is fixed. Therefore, Theorem 2.5.5 is not useful in

finite samples, where one would preferably set m to be as small as possible.

To address dependence, in the same setup as above, consider an alternative predictive error
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measure, the m-dependence prediction error,

A A 2
Errp, (6R(A)) = EyT+m+lva+m+1 (yT+m+1 - zél’-i—m—i—l IBR(A)) ‘Z, y:| )

and the associated error curve, err,,(A) := Err,, (BR(A)). The empirical counterpart to this
quantity is given by cv2,,(A) for T = 1. The next theorem shows that in the case of a purely
autoregressive data generating process, the error one commits by choosing a finite buffer size is

exponentially small for sufficiently large m.

Theorem 2.C.2. Under Assumptions A-C, for every A in the cone of diagonal positive definite

penalty matrices with diagonal entries in (Amin, 00), for m — oo it holds that
ert,, (A) — err(A) = O(exp(—Cgm))

where Cg is a constant that does not depend on A.

Proof. In line with the definition of cv2,,(A), I set 1 = Y74m+1, 2 = 27+m+1 and U1 = Yrym+1 —
24 ms1B- With the same approach as in the proof of Theorem 2.5.5, here one finds

N I ~
e (A) = (B - BR(A)) E [2:151]2,9] (B - B7(A))
A !/
+2(B- W) E[Ba| 2,y] +E [ Z,y],
where I have removed the subscript from expectation E to make notation clearer. Since uq is

independent of Z1, the cross term reduces to zero, while E [ﬁﬂZ, y| = X, . Thus, it is the first term

in the last display that is effected by dependence.

To see this, let Z;; for 1 < i < p be the ith entry of Z;. Then, using the MA(co) decomposition

of ys, i.e. ye = D p=g Peur—g, ONE can write

m—i e}
Zil = Tmal—i = Y QT tmal—i—t T Y, OeUTime1—it
=0 (=M+1—i
m—1 o0
=D drurimar—i—t+ Y Ot l-itsUT—s
=0 s=0
=n; + G-

Note that n; is independent of (;, and (; is belongs with the o-algebra generated by Z and y.

Therefore,

E[z:21|Z,y] = E [(ni + ) (i + 6)'| 2, y]
= Fﬂ + ClC{a

as E [:(}|Z,y] =E [n:|Z,y] ¢, = 0.
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Now, I prove that I’y — I', and (;¢/ — 0 at an exponential rate. First, let

Z;X;O (b?n—l-l—l-s Zgio ¢m+l+s¢m+l+s—1

- Yoo Pmtlts—1Pm+1+s S Pt
6=

00 2
s=p Ym+1+s

and observe that

||F7] - FzHQ S Eup ||H¢|| § CeXp(—Cn m)a

max

since I';, = ¥, ® Hy, lag order p is fixed and the maximal entry of Hy decays exponentially for m

sufficiently large following Lemma 2.C.1. Secondly, much in the same vein

e’} 2
Gl = ¢l < p (z ¢m+l_i+suT_s> < Cexp(—Cem).

s=0

The proof concludes by setting Cg = max(C,), C¢). O

Remark 2.C.1. Theorem 2.C.2 is reassuring because it suggests that, in practice, if the AR(p)
model is correctly specified, one may keep m small and still get a valid prediction error estimate
in sense of Theorem 2.5.5. In simulations, I set m = 0, which is a common simplification to
more effectively exploit the entire sample and does not, as discussed above, effect consistency
(Bergmeir et al., 2018b). Moreover, note that Theorem 2.C.2 intuitively gives a worst-case rate:
the dependence of between z; and data in the estimation set gets milder, on average, as T grows.

Thus, if CV aspect ratio f/ T is balanced, dependence only plays a negligible role.

2.C.3 Asymptotically Valid CV

Proof of Theorem 2.5.6

Proof. First, recall that

sp = (22 +vi) 2

_5_ (Zﬁ +\/TA>_1 (VIA) B + (ZTZ/+\/:FA)_IZT“.

It also holds Err (,BA?(A)) = (ﬂ — ﬁ?(A))/F (,3 — B?(A)) + X,. Now, notice that
(17'22' +VTA) ' =0p(1) and (7722 +VTA) ' (VTA) = 0p(1),
since A € 7). It follows

Err (B?(A)) =p (ﬁA) (ZZ/

=+ \/TA>_1 r (ZTZ/ + \/TA)_l (\/TA) B+, +O0p(VT).

One can now consider a sequence A= O,(T ~1/2) of regularizers in Zy. By taking the limit, one
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gets that

lim Err (B¢ (A)) = 8- 0p(1) - (D + 0p(1)) ' T (T + 0,(1)) ™" Op(1) - B+ 2,

T—o0
5 AR
>3, = Th_r)rgo Err (5. (0)) ,

meaning that A can not be optimal asymptotically, since the least squares solution at A = 0
achieves a lower predictive error. Additionally, any sequence with lower convergence order is also

asymptotically invalid. Therefore, by contradiction, it must hold that Ay = op(T_l/ 2). O

Proof of Corollary 2.6.3

Proof. The first results follows directly from Theorem 2.5.6. Further, the fact that Ag ¢ = Op(1)
is trivial because it is assumed that A € 7).

To prove the second part of the theorem, one can simply notice that, given the assumption on
the coefficients 8 in Theorem 2.6.1,

(Zf + ﬁA>_1 (ﬁA) 8= (ZTZ + x/:FA) - [giﬁ_&ij 2o,

where A was partitioned into two diagonal blocks, A1 and As, as done previously. Block A; must
be Op(T~1/?) following the proof of Theorem 2.5.6. Finally, the fact that T—%by — 0 as T — oo

means that, in the limit, a nonzero As does not yield a sub-optimal cross-validation loss value. [

2.D DMonte Carlo Simulations

2.D.1 Cross-validation Details

To select the ridge penalty, I implement the lag-adapted structure and choose the relevant A;’s using
block non-dependent cross-validation (Burman et al., 1994, Bergmeir et al., 2018b). I constraint
the optimization domain of \; to be [0, 102], without discretization. An issue with cross-validation
regards the GLS ridge estimator: the matrices involved can quickly become prohibitively large due
to Kronecker products, making CV optimization impractical. To avoid this, I set the penalty for
lag-adapted BRGLS (A) to be the same as that obtained for BR via CV, which means the regularizer
is tuned sub-optimally. Nonetheless, an identical choice of A for both methods can help shed light
on the difference in structure between the two estimators.

In contrast to Banbura et al. (2010), I do not tune the shrinkage parameter of the Minnesota
BVAR using a mean squared forecasting error (MSFE) criterion: instead, I again use block CV.
Since a Minnesota prior can be easily implemented with the use of augmented regression matrices,
cross-validation can be much more efficiently implemented than for BRGLS . The resulting choice of
prior tightness A\? is reasonable because CV, too, estimates the (one step ahead) forecasting risk.
Since in this context only the mean of the posterior is used to compute pointwise impulse responses,
one can even directly interpret the cross-validated Minnesota BVAR estimator as a refinement of
GLS ridge.
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(a) Average penalty selected by lag. (b) Distribution of 10-fold CV penalties.

Figure 2.2: Comparison of penalty selection methods in Setup A, 1000 replications.

2.D.2 Penalty Selection in Simulations

In the simulations of Section 2.7, an interesting aspect to study is how data-driven penalty selection
methods behave. Both average and individual behavior are important, because the former generally
gives intuition for the kind of regularization structure that is selected for the model, while the latter

is relevant for empirical modeling where estimation can be done only on one sample.

I use Setup A from the Monte Carlo experiments (with 1000 replications) and instead just focus
on the behavior of a number of penalty validation techniques. The rational behind the choice is
straightforward: Setup A involves models with more lags. Figure 2.2a shows the mean selected
penalty parameter \; for i € {1,...,10}. The methods I compare are: out-of-sample validation
(O0S) with a split of 80% of sample for estimation and 20% for testing; block cross-validation
with 5 (CV 5) or 10 (CV 10) folds; block non-dependent cross validation with 10 folds (BND CV
10). The differences between 5 and 10-fold block CV methods are small, and both largely agree
with BND cross-validation apart at lag 2. In contrast, out-of-sample validation appears to select

on average much higher penalties at early lags and slightly lower ones at higher lags.

Regarding the distribution of selected A; over all replications, one can notice from Figure 2.2b
that there is indeed important variation in the individual penalty choices. The evidence is for the
specific case of 10-fold block CV, but it appears as a common pattern with other techniques, too.
The implications of such variability in lag-adapted penalties are hard to gauge because in any given
sample it is not possible to say whether the choice of {\;} is good or bad outside of speculation. A
guiding principle might be to compare CV with any "hyperpriors" one might have on A itself — like
in Bayesian paradigm — but then parameteric penalty matrices like the one used with the Minnesota
prior should be preferred. Indeed, the question of whether a more robust but still general method

other than cross—validation can be applied to the time series context is highly relevant.
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2.D.3 Penalty Selection with Many Lags

The minimization problem involved in OOS and CV penalty selection in its most general form
suffers from the curse of dimensionality. This is somehow mitigated when using a lag-adapted
regularizer since the loss with A’ depends only on p non-negative parameters, rather then K?2p
with non-block-diagonal A. But whenever p is chosen large (e.g. p > 20) the problem resurfaces.

I suggest a basic shortcut to make computation easier. Such simplification stems from the
following observation. If one is willing to believe the assumptions of Section 2.6, then, because
deep lag coefficients are small, after the first few lags penalization can be equally strong on all
remaining lags with negligible additional bias. The shortcut, then, is to estimate only {A1,..., A}
for r < p, then extrapolate and use {A1,..., A\r—1, A, ..., A\p}, where A, is repeated p — r times,
as lag-adapted penalty parameters. The idea is supported by the results in Figure 2.2a. However,
this strategy is not generally appropriate, because it could be that even at relatively deep lags
some coefficients are large, while on the other hand the early coefficients are small. Therefore, in
applications where the ridge penalty needs to be estimated only once or a handful of times I would

suggest to avoid this shortcut altogether.

2.D.4 Numerical Optimization

For a VAR(p) and a lag-adapted A’, a collection {\y,...,\,} must be chosen. To implement OS
and CV for the ridge estimators, I rely on MATLAB optimization routines, in both cases using the
optimization function patternsearch from the MATLAB Optimization Toolbox. The domain of
optimization is chosen to be the hypercube [0,10%]P, where T is the sample size. The choice of a
bounded domain is asymptotically valid, cf. Theorem 2.5.6 and Corollary 2.6.3.

In applications, since the CV loss needs not be convex (Stephenson et al., 2021), it appro-
priate to employ advanced optimization routines, e.g. genetic or pattern-based optimizers like
patternsearch, if possible. When one only requires to estimate the VAR model once, then the
selection of A is a one-time cost. The gains of better optimization solutions therefore are often

superior to the higher computational costs one incurs in when using more sophisticated routines.
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2.D.5 Additional Tables

Table 2.8: MSE Relative to OLS — Setup B

113

Variable Method h=1 h=4 h=8 h=12 h=16 h=20 h=24
RIDGE 1.11 1.08 1.16 1.06 0.90 0.89 0.94
RIDGE-GLS 1.16 1.00 0.99 1.00 0.93 0.93 0.95
Real GDP LP 1.00 1.14 1.37 1.52 1.72 1.98 2.24
BVAR-CV 0.90 0.87 1.04 1.01 0.92 0.92 0.98
H-BVAR 0.83 0.62 0.78 0.73 0.62 0.62 0.68
RIDGE 2.25 2.10 1.81 1.54 1.39 1.47 3.37
RIDGE-GLS 1.17 1.09 1.10 1.10 1.08 1.05 1.04
GDP Deflator LP 1.00 1.13 1.25 1.33 1.40 1.47 1.54
BVAR-CV 1.06 1.03 1.00 0.95 0.92 0.92 0.93
H-BVAR 0.81 0.91 1.10 1.11 1.04 0.98 0.94
RIDGE 0.99 1.29 1.31 1.08 0.96 1.05 2.31
RIDGE-GLS 0.94 0.96 1.04 0.99 0.95 0.96 0.99
Consumption LP 1.00 1.13 1.32 1.44 1.63 1.83 2.03
BVAR-CV 1.04 1.07 1.15 1.00 0.92 0.94 0.99
H-BVAR 0.94 0.83 0.98 0.83 0.78 0.83 0.91
RIDGE 1.49 1.27 1.17 0.99 0.70 0.73 1.61
RIDGE-GLS 1.34 1.14 1.02 1.02 0.86 0.82 0.86
Investment LP 1.00 1.15 1.40 1.63 2.03 2.76 3.59
BVAR-CV 1.51 1.01 0.97 0.97 0.93 1.08 1.24
H-BVAR 1.06 0.68 0.69 0.66 0.63 0.87 1.14
RIDGE 1.22 1.24 1.18 1.03 0.77 0.76 1.27
RIDGE-GLS 1.07 1.05 1.01 1.03 0.90 0.85 0.90
Hours LP 1.00 1.14 1.33 1.53 1.81 2.35 2.92
BVAR-CV 0.89 0.88 1.03 1.02 0.91 0.95 1.05
H-BVAR 0.77 0.71 0.97 0.96 0.81 0.85 0.98
RIDGE 0.85 0.99 0.85 0.94 1.13 1.40 4.70
RIDGE-GLS 0.93 0.97 0.89 0.94 1.04 1.04 1.00
Compensation LP 1.00 1.18 1.52 1.78 1.90 1.93 1.99
BVAR-CV 1.07 0.92 0.94 0.93 0.99 1.01 0.98
H-BVAR 0.86 0.80 1.12 1.31 1.35 1.27 1.22
RIDGE 2.17 1.21 0.96 0.93 1.03 4.00 53.18
RIDGE-GLS 1.21 1.04 0.90 0.93 0.90 0.88 0.91
Fed Funds LP 1.00 1.18 1.51 1.71 1.97 2.44 2.99
Rate BVAR-CV 0.92 0.94 0.91 0.90 0.86 0.87 0.92
H-BVAR 0.75 0.77 1.32 1.38 1.25 1.15 1.20
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Table 2.9: Impulse Response Inference — Setup B: CI Coverage

Variable Method h=1 h=4 h=8 h=12 h=16 h=20 h=24

LS 0.87 0.81 0.75 0.72 0.71 0.72 0.73

RIDGE 0.90 0.79 0.66 0.62 0.65 0.68 0.68

Real GDP RIDGE-AS  0.89 0.72 0.61 0.58 0.61 0.65 0.65
LP 0.87 0.93 0.94 0.94 0.93 0.93 0.91

BVAR-CV  0.70 0.71 0.63 0.64 0.71 0.75 0.76

H-BVAR 0.84 0.86 0.76 0.76 0.83 0.88 0.88

LS 0.86 0.83 0.80 0.76 0.73 0.72 0.70

RIDGE 0.85 0.76 0.66 0.62 0.61 0.60 0.58

GDP Deflator RIDGE-AS  0.83 0.70 0.61 0.58 0.57 0.57 0.55
LP 0.86 0.93 0.94 0.94 0.93 0.91 0.89

BVAR-CV  0.76 0.72 0.70 0.72 0.72 0.71 0.70

H-BVAR 0.84 0.83 0.79 0.78 0.78 0.78 0.77

LS 0.87 0.80 0.75 0.72 0.70 0.70 0.70

RIDGE 0.90 0.74 0.60 0.60 0.64 0.66 0.65

Consumption RIDGE-AS  0.89 0.67 0.55 0.55 0.60 0.62 0.62
LP 0.86 0.93 0.94 0.94 0.94 0.92 0.90

BVAR-CV  0.73 0.66 0.60 0.63 0.70 0.73 0.74

H-BVAR 0.84 0.79 0.70 0.74 0.79 0.82 0.84

LS 0.87 0.82 0.76 0.73 0.75 0.82 0.87

RIDGE 0.85 0.79 0.65 0.62 0.73 0.80 0.81

Investment RIDGE-AS  0.82 0.69 0.59 0.57 0.68 0.77 0.77
LP 0.87 0.94 0.94 0.95 0.94 0.94 0.94

BVAR-CV  0.70 0.73 0.67 0.71 0.77 0.81 0.83

H-BVAR 0.80 0.86 0.81 0.82 0.87 0.88 0.88

LS 0.86 0.81 0.76 0.74 0.74 0.79 0.81

RIDGE 0.88 0.80 0.68 0.64 0.70 0.72 0.66

Hours RIDGE-AS  0.87 0.74 0.62 0.59 0.65 0.67 0.62
LP 0.86 0.93 0.94 0.94 0.94 0.94 0.93

BVAR-CV  0.73 0.72 0.64 0.66 0.74 0.78 0.77
H-BVAR 0.88 0.86 0.73 0.72 0.80 0.85 0.86

LS 0.86 0.82  0.76 0.75 0.72 0.68 0.67

RIDGE 093 082 0.75 0.72 0.66 0.60 0.58

Compensation RIDGE-AS 0.91 0.71 0.69 0.67 0.61 0.56 0.55
LP 0.86  0.93  0.95 0.95 0.94 0.92 0.90

BVAR-CV  0.78  0.71 0.69 0.71 0.69 0.67 0.69

H-BVAR 0.85 0.83  0.80 0.81 0.82 0.82 0.83

LS 0.85 0.83 0.80 0.78 0.77 0.79 0.80

RIDGE 0.79 0.77 0.74 0.68 0.68 0.72 0.72

Fed Funds RIDGE-AS  0.78 0.66 0.68 0.64 0.64 0.68 0.69
Rate LP 0.85 0.94 0.96 0.96 0.95 0.94 0.93
BVAR-CV  0.76 0.72 0.76 0.77 0.77 0.81 0.83

H-BVAR 0.87 0.86 0.74 0.73 0.78 0.84 0.87
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Table 2.10: Impulse Response Inference — Setup B: CI Length (rescaled x100)

Variable Method h=1 h=4 h=8 h=12 h=16 h=20 h=24

LS 0.71 1.56 2.07 2.31 2.32 2.24 2.15

RIDGE 0.79 1.56 1.85 1.95 1.92 1.85 1.77

Real GDP RIDGE-AS 0.74 1.31 1.65 1.76 1.75 1.70 1.64
LP 0.71 2.42 4.21 5.40 5.90 5.91 5.70

BVAR-CV  0.53 1.23 1.74 2.00 2.10 2.13 2.15

H-BVAR 0.58 1.36 1.87 2.16 2.32 2.44 2.55

LS 0.26 0.74 1.47 2.14 2.69 3.12 3.46

RIDGE 0.32 0.81 1.41 1.96 2.43 2.82 3.13

GDP Deflator RIDGE-AS  0.31 0.71 1.28 1.79 2.23 2.59 2.88
LP 0.26 1.09 2.68 4.39 5.95 7.23 8.13

BVAR-CV  0.21 0.61 1.26 1.88 2.43 291 3.32

H-BVAR 0.23 0.71 1.42 2.09 2.71 3.27 3.80

LS 0.63 1.35 1.97 2.29 2.34 2.30 2.24

RIDGE 0.71 1.35 1.74 1.93 1.96 1.93 1.88

Consumption RIDGE-AS  0.67 1.15 1.57 1.75 1.79 1.77 1.74
LP 0.63 2.04 3.92 5.27 5.89 6.00 5.88

BVAR-CV  0.49 1.09 1.65 1.97 2.12 2.20 2.24

H-BVAR 0.53 1.21 1.79 2.16 2.41 2.60 2.77

LS 3.38 6.65 7.89 7.89 7.31 6.69 6.18

RIDGE 3.79 6.81 6.93 6.46 5.79 5.19 4.73

Investment RIDGE-AS  3.59 5.57 6.11 D.77 5.21 4.72 4.34
LP 3.37 10.16 16.00 18.85 19.06 18.22 17.23

BVAR-CV  2.64 5.26 6.59 6.91 6.78 6.57 6.38

H-BVAR 2.89 5.74 7.08 7.54 7.63 7.60 7.58

LS 0.70 1.64 2.27 2.42 2.29 2.11 1.99

RIDGE 0.82 1.73 2.10 2.06 1.86 1.66 1.52

Hours RIDGE-AS  0.79 1.49 1.87 1.85 1.68 1.51 1.40
LP 0.70 2.49 4.52 5.62 5.83 5.57 5.26

BVAR-CV  0.57 1.30 1.90 2.07 2.03 1.94 1.88
H-BVAR 0.62 1.49 2.15 2.35 2.38 2.37 2.37

LS 0.86 1.17 1.18 1.18 1.21 1.24 1.25

RIDGE 0.97 1.21 1.07 1.05 1.06 1.06 1.06

Compensation RIDGE-AS  0.93 0.95 0.95 0.96 0.97 0.98 0.98
LP 0.86 1.80 2.53 2.87 3.11 3.26 3.32

BVAR-CV  0.69 094 1.00 1.05 1.11 1.18 1.23

H-BVAR 0.78 1.10 1.26 1.40 1.54 1.67 1.78

LS 0.25 0.39 0.43 0.43 0.41 0.38 0.35

RIDGE 0.29 0.39 0.37 0.36 0.33 0.30 0.29

Fed Funds RIDGE-AS  0.27 0.31 0.33 0.32 0.30 0.28 0.27
Rate LP 0.25 0.59 0.88 1.01 1.05 1.03 0.98
BVAR-CV  0.21 0.31 0.36 0.37 0.36 0.35 0.34

H-BVAR 0.23 0.36 0.42 0.44 0.45 0.45 0.46
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Chapter 3

Impulse Response Analysis of Structural

Nonlinear Time Series Models

3.1 Introduction

This paper presents a semi-nonparametric method to study the structural dynamic effects of un-

predictable shocks in a class of nonlinear time series models.

Linear models are the foundation of economic structural time series modeling. The nature
of linear models makes them especially tractable and apt at describing fundamental interactions
and processes. For example, large classes of macroeconomic models in modern New Keynesian
theory can be reduced to linear VARMA form via linearization techniques. This often justifies the
application of the linear time series toolbox from a theoretical point of view. Concurrently, the work
of Sims (1980) on VARSs reinvigorated the strain of macroeconometric literature that seeks to study
dynamic economic relationships. Brockwell and Davis (1991), Hamilton (1994b) and Liitkepohl
(2005) provide detailed overviews of linear time series modeling and its developments. When the
objects of interest are solely dynamic effects, the local projection (LP) approach of Jorda (2005) has
also gained popularity as an alternative thanks to its flexibility and ease of implementation. LPs
do not directly impose a linear model on the conditional distribution of the time series, but rather
consist of linear lag regressions. Throughout this paper, the key dynamic effect under discussion
will be the impulse response function (IRF), which is the common inference object of both linear
VARMA and LP analyses.

Nonlinear methods seek to flexibly study the dependence structure between variables of interest
by accommodating a potentially complex model structure. In recent years, research in nonlinear
and asymmetric effects has grown, partly due to the increasing availability of data, making it
feasible to estimate more elaborate models (Fuleky, 2020b). From a macroeconomic perspective,
one can imagine at least three broad categories of nonlinearities that may be important to study.
Sign-dependence of impulse responses is a potential key factor in the evaluation of monetary policy,
as the specific effects of an interest rate change might be mitigated if the central bank implements a
rate drop rather than a rate hike, while some others might be enhanced (Debortoli et al., 2020). If
impulse responses are size-sensitive, large shocks and small shocks can have vastly different economic
impacts, meaning that the policymaker must account for nonlinear scaling in the intensity of an
intervention (Tenreyro and Thwaites, 2016). Finally, if the researcher’s objective lies in studying
exogenous changes impacting a variable that is nonlinear by definition, such as volatility indexes,

any valid structural model should account for this feature.
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The main contribution of this work is the development of an approach that allows estimating
structural IRFs which can account for general nonlinear effects. This goal entails solving two related
issues: first, structural identification of shocks, so that it is possible to give a valid economic
interpretation to impulse responses; second, estimation of nonlinear functions in the setting of
dependent data. In a linear setup, identification and estimation can be considered as distinct
problems, but when working with nonlinear models these questions become intertwined. Without
specific assumptions, nonlinear model classes are much too vast in terms of complexity: there are
too many channels for any variable to affect any other. Disentangling such channels thus becomes
impossible, and one cannot structurally interpret IRFs and dynamic effects such as multipliers. This
problem can be solved by being more precise about the classes of models one is willing to entertain.
I consider the structural nonlinear framework originally proposed by Gongalves et al. (2021), which
involves selecting one variable to identify the structural shocks of interest, X;, and treating it
separately from all other series, a vector Y;, included in the model. By imposing a few additional
assumptions on the dependence structure of innovations, one is able to include general nonlinear
effects of X; and its lags onto Y;. By further allowing the lags of Y; to influence Xj, this setup
permits nonlinear dynamics to propagate to all variables over time. The significant upside of this
paradigm is that structural identification is built-in, instead of being treated as a separate step. The
latter path is most often taken in the literature by implementing the generalized impulse response
function (GIRF) proposed by Koop et al. (1996). Kilian and Liitkepohl (2017b) have, however,
highlighted that common linear identification strategies such as long-term and sign restrictions are
generally impossible to impose in general nonlinear models, since closed-form expressions are not
available but in a handful of special cases.

A weakness of the framework in Gongalves et al. (2021) is that it requires choosing a specific
functional form for the nonlinear components of the model, such as the negative-censoring map or a
cubic map. These are used to tease out the sign and size effects of shocks.! Yet, correct prior knowl-
edge of such terms is often unreasonable, especially in multivariate, multi-lag models. The natural
way to avoid selecting a parametric nonlinear specification is to resort to semi-nonparametric tech-
niques. Nonparametric time series methods have a long history in econometrics (Hérdle et al.,
1997), but until recently not much progress has been made in applying them to studying dynamic
effects. Impulse response functions are objects that depend on the global properties of the model
and, to be more precise, defining an IRF requires iterating shock perturbations over time. In a
nonlinear model, the perturbation depends on the variables’ state, so that one must consider the
shock’s effects across possible states. That is, different features of the nonlinear model such as level,
slope, curvature must be evaluated over a range of values. Therefore, in this setting, an econome-
trician must provide error guarantees that are uniform over the variables’ domain. In this work,
I combine the uniform inference framework of Chen and Christensen (2015) with the structural
nonlinear time series scheme discussed above. The general idea is to resort to semi-nonparametric
series estimation and work in a physical dependence setup (Wu, 2005). On the one hand, T argue
that physical dependence is a natural way of imposing assumptions that lead to estimable models,

being more transparent than standard mixing conditions. On the other hand, the series approach

!The negative-censoring map applied to variable a is a — max(a, 0).
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makes it easy to estimate models with linear and nonlinear components of the type considered in
this paper. It also provides well-developed theoretical results to study uncertainty. Under appropri-
ate regularity assumptions, I show that a two-step semi-nonparametric series estimation procedure
is able to consistently recover the structural model in a uniform sense. This result encompasses the
generated regressors’ problem, which arises in the second step due to the structural identification
strategy. Lastly, I prove that the nonlinear impulse response function estimates obtained are them-
selves asymptotically consistent and, thanks to an iterative algorithm, straightforward to compute
in practice.

To validate the proposed methodology, I provide simulation evidence. The first set of results
shows that, with realistic sample sizes, the efficiency costs of the semi-nonparametric procedure are
small compared to correctly-specified parametric estimates. A second set of simulations demon-
strates that whenever the nonlinear parametric model is mildly misspecified the large-sample bias
is large, while for semi-nonparametric estimates it is negligible. Finally, I study how the IRFs
computed with the new method compare with the ones from two previous empirical exercises. In a
small, quarterly model of the US macroeconomy, I find that the parametric nonlinear and nonlinear
appear to underestimate by intensity the GDP responses by 13% and 16%, respectively, after a
large exogenous monetary policy shock. Moreover, sieve responses achieve maximum impact a year
before their linear counterparts. Then, I evaluate the effects of interest rate uncertainty on US out-
put, prices, and unemployment following Istrefi and Mouabbi (2018). In this exercise, the impact
on industrial production of a one-deviation increase in uncertainty is approximately 54% stronger
according to semi-nonparametric IRFs than the comparable linear specification. These findings
suggest that structural impulse responses predicated on linear specifications might be appreciably

underestimating shock effects.

RELATED LITERATURE. Nonlinear models for dependent data have been extensively developed
with the aim of analyzing diverse types of series, see e.g. the monographs of Tong (1990), Fan
and Yao (2003), Gao (2007), Tsay and Chen (2018). Terdsvirta et al. (2010) provide a thorough
discussion of nonlinear economic time series modeling, but, by only presenting the generalized IRF
(GIRF) approach proposed by Koop et al. (1996), Potter (2000) and Gourieroux and Jasiak (2005),
they do not explicitly address structural analysis.

Parametric nonlinear specifications are common prescriptions, for example, in time-varying
models (Auerbach and Gorodnichenko, 2012, Caggiano et al., 2015) and state-depend models
(Ramey and Zubairy, 2018). They have been and are commonly used in time-homogeneous mod-
els. Kilian and Vega (2011) provide a structural analysis of the effects of GDP on oil price shocks
and, in contrast to previous literature, find that asymmetries play a negligible role: they do this by
including a negative-censoring transformation of the structural variable and testing for significance.
Caggiano et al. (2017), Pellegrino (2021) and Caggiano et al. (2021) use interacted VAR models
to estimate effects of uncertainty and monetary policy shocks. From a finance perspective, Forni
et al. (2023a,b) study the economic effects of financial shocks. Their generalized VMA specification,
which is based on that of Debortoli et al. (2020), sets that innovations be transformed with the

quadratic map.? Gambetti et al. (2022) study news shocks asymmetries by imposing that news

2T will discuss how their nonlinear model setup compares to the one I consider below.
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changes enter their autoregressive model with a pre-specified threshold function.

Extension of nonparametric methods to nonlinear time series have already been discussed in
the recent literature. For example, Kanazawa (2020) proposed to use radial basis function neural
networks to estimate a nonlinear time series model of the US macroeconomy. This work focuses
on estimating the GIRF of Koop et al. (1996), with its structural limitations: productivity is
assumed to be a fully exogenous variable. Gourieroux and Lee (2023) provide a framework for
nonparametric kernel estimation and inference of IRFs via local projections. Yet, they primarily
work in the one-dimensional case and only mention economic identification in multivariate setups
from the perspective of linear VARs. The work possibly closest to the present paper seems to be
that of Lanne and Nyberg (2023), who develop a nearest-neighbor approach to impulse responses
estimation that builds on the local projection idea and the GIRF concept. These papers, save for
Gourieroux and Lee (2023), do not fully develop an asymptotic theory for their estimators, which

makes it hard to judge the econometric assumptions under which they are applicable.

OUTLINE. The remainder of this paper is organized as follows. Section 3.2 provides the general
framework for the structural model. Section 3.3 describes the two-step semi-nonparametric esti-
mation strategy, provides a thorough treatment of physical dependence assumptions and reports
the key uniform consistency guarantees. Section 3.4 is devoted to the discussion of nonlinear im-
pulse response function computation, validity and consistency. In Section 3.5, I report simulation
results that show the performance of the proposed method, while in Section 3.6 I discuss empirical
applications. Finally, Section 3.7 concludes. All proofs and additional technical results, as well as

secondary plots, can be found in Appendices 3.A and 3.B, respectively.

NOTATION. A (vector) random variable will be denoted in capital or Greek letters, e.g. Y; or ¢,
while its realization will be in lowercase Latin letters, that is y;. For a process {Y;}icz, we write
Yis = (Y, Yig1, ..., Ys1,Ys), as well as Yoy = (..., Yi—92,Y;1,Y;) for the left-infinite history and
Yie = (Y4, Y41, Yo, .. .) for its right-infinite history. The same notation is also used for random
variable realizations. For a matrix A € R9¢ where d > 1, ||A| is the spectral norm, ||A||s is the
supremum norm and [|A||, for 0 < r < oo is the r-operator norm. For a random vector or matrix,

I will use || - ||z~ to denote the associated L" norm.

3.2 Model Framework

In this section, I introduce the nonlinear time series model that will be considered throughout the
paper. This model setup will be a generalization of the one developed in Gongalves et al. (2021) by
letting the form of nonlinear components to remain unspecified until estimation. The idea behind
the partial structural identification scheme is simple: if Z; is the full vector of time series of interest,
one must choose one series, call it X, as the structural variable, and add specific assumption on
its dynamic effects on the remaining series, vector Y;. The central goal will be the estimation of

the impulse responses of Y; due to a shock in Xj.
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3.2.1 A Simple Nonlinear Monetary Policy Model

To begin with, it is useful to present a basic modeling setup with a straightforward economic
interpretation, which may also serve as a concrete empirical example for the setting I will develop.
To this end, I consider first a simple nonlinear monetary policy (MP) model which, however,
captures all of the key ingredients of the general framework discussed in the next subsection.

Consider the following hypothetical model of US macroeconomic time series:

X = pXi_1 + e,
FFR; = a1 FFRy 1 + 19Xy 1 + Bl + ey,
GDP; = a1 GDPy_1 + aoFFR;_1 + G(X;) + Biers + eant,

where X} is a structural monetary policy variable (for example, a credibility exogenous sequence of
autocorrelated MP shocks), FFR; is the Federal Funds Rate and GDP; is the US Gross Domestic
Product. Moreover, €1; and eg := (€214, €22¢)" are reciprocally independent sequences of shocks.
Coefficients a1, ais, a1 and age induce a linear autoregressive structure for the endogenous
variables FFR; and GDP;, while 4§ and 33 determine the structural effects of €;; on FFR and GDP.
Moreover, notice that the (sufficiently smooth) nonlinear function G : R — R implies that shocks €14
not only effect GDP contemporaneously in a linear fashion, but also nonlinearly through the level
of X;. To first aid conceptualization, one could think of setting G to be a known transformation
which can tease out a specific effect of interest. For example, G(X;) = max(0, X;) to incorporate
an asymmetry which depends on the sign of X;.? Yet, a choice of G that is made a priori is hard
to justify in general, and so the objective is rather to estimate G jointly with all other parameters.
This will be the core issue at hand in the remainder of this paper.

To formally and effectively analyze this simple MP model and discuss its estimation, I separate

the linear, nonlinear and structural parts. In vector form,

Xy P 0 0 X 0 1 0 0| | e
FFRt = |12 O11 0 FFRt_l + 0 + 5& 1 0 €21t
GDPt 0 a921 (99 GDPt,1 G(Xt) Bg 0 1 €929t

Now, by setting Y; := (FFR;, GDP;) and Z; := (X, FFR;, GDP,) = (X;,Y/)’, we obtain the
equation
Zy = AZia + Gi(X)) + Byl

where A; is a matix function of (p, a1, a12, ag1, 2), BO_1 is a matrix function of (A3, 33) and
G1(X¢) = (0,0,G(Xy))’. Throughout this paper, I will call the form in the above display the semi-
reduced form, for reasons that will be made clear when presenting the general model. Finally, a

key insight is that one can, with a mild abuse of notation, write G; too in a “functional matrix”

3See also the wider class of threshold autoregressive models (TAR) discussed by Fan and Yao (2003) and Terésvirta
et al. (2010).
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form, that is

0 0
Gi1(Xy) = 0 X =10 Xy =G X,
G(Xy) G

Below, this will formalism will prove very useful in terms of streamlining notation.

3.2.2 General Model

Let Z; := (X, Y/) where X; € X CRand Y; € Y C R%¥ and let d = 1 + dy be the dimension of

Z;. 1 assume that the structural nonlinear data generating process has the form
BoZ; = b+ B(L)thl + F(L)Xt + €, (31)

where b = (b1, b)) € R? and ¢; = (e1, €)' € £ C R? are partitioned accordingly. Moreover, I assume
that model (3.1) imposes a linear dependence of observables on Y; and its lags, while series X; can
enter nonlinearly. That is, B(L) = By + BoL + ...+ B,LP~! and F(L) = Fy + AL + ...+ F,LP
are linear and functional lag polynomials, respectively.*

Matrices (Fo,...,F)) are functional in the sense that their entries consist of real univariate
functions, and the product between F'(L) and X; is to be interpreted as functional evaluation, c.f.

the example discussed above. That is,

fo1(Xe) f1,1(Xe—1) Tpa(Xi—p)
FL)Xo=| & |+ =+ |4+ |

Jo.a(Xt) fra(Xe-1) Foa(Xi—p)

where {f;;} € Afor j =0,...,p, 1 =1,...,d, and A is a sufficiently regular function class.> The
modeling choice to remain within the autoregressive time series class with additive lag structure
has two core advantages. First, it yields a straightforward generalization to classical linear models
(Litkepohl, 2005, Kilian and Liitkepohl, 2017b). Second, it keeps semi-nonparametric estimation of
nonlinear components feasible. Additivity in variables and lags means that the curse of dimension-
ality involved with multivariate nonparametric estimation is effectively mitigated (Fan and Yao,
2003).
Let the lag polynomials be given by

Bi1(L) Blg(L)] F(L)—l 0 ]

L) = [le(L) B (L) Fy (L)

This structural formulation means that the model equation for X; is restricted to be linear in all

regressors. It also implies that X; does not depend contemporaneously on itself. Note that as long

“This is a minor abuse of notation compared to e.g. Liitkepohl (2005). The choice to use a matrix notation is
due to the ease and clarity of writing a (multivariate) additive nonlinear model such as (3.1) in a manner consistent
with standard linear VAR models. In cases where a real matrix A € R4*? is multiplied with a conformable functional
matrix F, I simply assume the natural product of a scalar times a function, e.g. A;;Fge, where Fj, is a function,
returning a new real function.

5To fix ideas, one may think of A?(M), the Holder function class of smoothness ¢ > 0 and domain M C R. We
shall make more precise assumptions regarding A in Section 3.3 when discussing model estimation.
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as Bia(L) # 0, X still depends upon nonlinear functions of its own lags, which enter via lags of
Y;. Next, I impose that By € R *dy hag the form

1 0
BO = [ ] ’
—Bp12 Bopo

where By 22 is non-singular and normalized to have unit diagonal. The structural model is thus
given by
Xi =01+ Bi2(L)Yi—1 + B (L) Xy—1 + eus,
By Y: = by + Boa(L)Yi—1 + Bo1(L)Xi—1 + Bo12Xt + Fo1 (L) Xy + €2;.

Moreover, it follows that By ! exists and has form

1 0
By! = :
B2 B
The constraints on By yield a structural identification assumption and require that X; be pre-

determined with respect to Y; (Gongalves et al., 2021). By introducing
p:=By'h, A(L):=By'B(L) and G(L):= B,'F(L),

one thus obtains

X =+ A1a(L)Ys1 + A (L) Xe—1 + €ty

(3.2)
Y = pig + Aga(L)Yi_1 4 Ag1 (L) X1 + Go1 (L) Xy + Bateys + B?ea,

or, equivalently,

Zy = p+ A(L)Yio1 + G(L) Xt + uy, (3.3)

where u; = [u1g, ug)’, u1y = €1 and ug; := B3ley + B32eg. Given the structure of Bal, one can see
that Ajo(L) = Bi2(L), A11(L) = B11(L) and G11(L) = 0. Importantly, one must also notice that
A12(L) and Go1(L) = B2%F(L) might now be not properly identified without further assumptions.
Since Ag1(L) is not necessarily zero, linear effects of lags of X; on Y; can enter by means of both
lag polynomials. To resolve this issue, I therefore assume that the functional polynomial Go;(L)

contains, at lags greater than zero, only nonlinear components.%

Example 3.2.1. (Bivariate Model with Exogenous Shocks). To give a concrete example of (3.2),
assume that one wants to model the effects of monetary policy shocks on U.S. GDP growth following
Romer and Romer (2004). Then, let

X = e,

Y; = po + AsYi 1 + G(Xy) + B ey + eor,

where X, are the policy shocks, which are assumed to be i.i.d., while Y; is a macroeconomic

SWhen using a semi-nonparametric estimation strategy with B-splines, this will be feasible to implement numer-
ically. When using wavelets, this also is a natural approach. In practice, however, some care must be taken to avoid
constructing collinear regression matrices.
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variable whose responses the researcher is interested in, e.g. GDP growth or PCE inflation. This
setup is very minimal, and I assume here, for the sake of simplicity, that endogeneity of €5, does
not pose a problem. Then, the term G(X;) + B3le1: = G(e1r) + B3lerr =: H(e1t) fully captures any
contemporaneous effect of monetary policy shocks on Y;. When G(e14) = 0, H(€1;) and the model
are linear. If G(e1;) = Bomax(0, e1;) for some [y # 0, function H is piece-wise linear: contractionary
and expansionary shocks have, in general, different effects on Y;, but shocks with the same sign
have proportional impact. As a final example, if G(e1;) = Boe, then H(eys) is a third-degree
polynomial, so that both sign and size of monetary policy shocks are fundamental determinants of
Y;’s impulse response function. In principle, to correctly quantify the repercussions of a specific
monetary intervention a researcher must model all of these effects, unless they have a strong prior
belief that either or both can be safely ignored. More complex nonlinear and asymmetric relations
are also possible. A more robust strategy - as proposed in the present work - is to avoid choosing
G (or H) as part of the model’s specification, but rather to empirically estimate it jointly with all

other coefficients.

Remark 3.2.1. (Constrained Models). The general approach of leaving F(L) unconstrained is
appealing when no precise economic intuition or information is available. However, there might be
cases where the functional form of the nonlinear component is either partially known, or can be

restricted. A simple restriction is that of a uniform functional over lags,
F(L)y=F+FL+FL*+...+ FLP.

This is a constraint effectively imposed by e.g. Gongalves et al. (2021), Kilian and Vega (2011)
and other references. They do this by fully specifying F', but nonparametric constraints may be

desired, e.g. monotonicity. Constrained estimation of F'(L) is addressed in Remark 3.3.2 below.

The system of equations in (3.2) provides the so-called pseudo-reduced form model. By design,
one does not need to identify the model fully, meaning that fewer assumptions on Z; and ¢, are
needed to estimate the structural effects of €1; on Y;. This comes at the cost of not being able
to simultaneously study structural effects with respect to eo;. An associated problem is that,
in general, Ga1(L)X; is correlated with innovation ug; through Bglelt. The main challenge to
structural shock identification of ej; thus lies in the fact that if B3' # 0 and G21(0) # 0, there
is endogeneity in the equations for Y; since X; depends linearly on ej;. Gongalves et al. (2021)
address the issue by proposing a two-step estimation procedure wherein one explicitly controls for
€1 by using regression residuals €. In Section 3.3 below, I show that this approach also allows for

consistent semi-nonparametric estimation of structural impulse responses.

Remark 3.2.2. (Identification Schemes). Forni et al. (2023a,b) provide an alternative nonlinear
structural identification framework to that of Gongalves et al. (2021). Their approach was originally
introduced in Debortoli et al. (2020) and is based on the VMA form of the time series. Using the

current notation, suppose that the structural representation of Z; is given by
Zy = b+ Q(L)F(e1r) + B(L)ey

where €; are independent structural shocks with zero mean and identity covariance, while €14 iden-
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tifies, e.g., financial innovations and shocks. Q(L) and B(L) are both linear lag polynomials and
F' is a nonlinear function to be specified by the researcher. Imposing some additional assumptions,

the reduced-form assumed by Forni et al. (2023a) is
Zy =i+ A(L)Zt + Q()F(élt) + Boey, (3.4)

where F(z) = z? in their baseline specification. Forni et al. (2023b) use an analogous model,
while Debortoli et al. (2020) also consider more general setups where Q) is replaced by a general
lag polynomial D(L). These kinds of structural assumptions are similar but not identical to the
ones imposed in Gongalves et al. (2021) and this paper. For (3.4) to overlap with (3.2), one must
assume that X; is exogenous and independently distributed, so that its level does not affect the
mapping of ey, through F. That is, (3.4) requires that only the shocks have nonlinear effects, not
the structural variable itself. The upside of this approach is that one can directly and explicitly
model asymmetry in the innovation process. The drawbacks are that, without a clear identification
of a structural variable, one must fully identify Bg. Moreover, function F' remains to be specified
a priori. Note, however, that if innovation sequence €1; is observable, a generalization of the semi-
nonparametric estimation results of this paper to the framework of Debortoli et al. (2020) would

be straightforward.
I now state some preliminary assumptions for the model.

Assumption 1. {ey;}+cz and {e9 }+cz are mutually independent time series such that

cul iid (g |7 70
€2t 10 %,
where Yo is a diagonal positive definite matrix.
Assumption 2. {Z;}cy is strictly stationary, ergodic and such that sup, E[|Z;|] < oc.

Assumption 3. The roots of equation det(I; — A(L)L) = 0 are outside the complex unit circle.

Assumption 1 follows Gongalves et al. (2021). Assumption 2 is a high-level assumption on the
properties of process {Z; }+cz and is common in the analysis of structural time series. Assumption 3
ensures that it is possible to invert lag polynomial (I — A(L)L) in order to define impulse responses,
as done below. However, Assumption 2 and 3 will not be sufficient to make sure that (3.2) is
estimable from data, and in Section 3.3 additional constraints on A(L) and G(L) will be required in
order to apply semi-nonparametric estimation. Moreover, Assumption 2 is not easily interpretable:
functional lag polynomial G(L) makes it impossible to reduce semi-structural equations (3.2) to an
explicit infinite moving average form.

I will resolve both the former (sufficiency) and latter (interpretability) issue by using the non-
linear dynamic model framework outlined by Potscher and Prucha (1997). It will allow introducing
regularity assumptions on the dependence of Z; which enable the derivation of consistency of im-

pulse response estimates.
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3.2.3 Structural Nonlinear Impulse Responses

Starting from pseudo-reduced equations (3.2), by letting W(L) = (I; — A(L)L)~! one can further
derive that

where
251
M2

= V(1)

], O(L) := ¥(L)By', and T(L):=¥(L) [G;(L)].

To formally define impulse responses, it is useful to partition the polynomial ©(L) according to

(L) = [0.4(L) ©s(L)],

where 0.1 (L) represents the first column of matrices in ©(L), and 0.5(L) the remaining dy columns.

Given impulse 0 € R at time ¢, define the shocked innovation process as €15(0) = €5 for s # t
and €;(0) = € + 0, as well as the shocked structural variable as X (6) = X; for s < ¢ and
Xs(0) = Xs(Zi—1,€64 4+ 0, €141 - .., €5) for s > t. Further, let

Ziyp i=n+ @.1(L)61t+h + @.2(L)€2t+h + F(L)Xt,
Zt+h((5) =n-+ ®A1(L)61t+h(5) + @.2(L)€2t+h + P(L)Xt(é),

be the time-t baseline and shocked series, respectively. The unconditional impulse response is given
by
IRF/r(0) = E[Zi3n(5) — Zian] - (3.6)

The difference between shock and baseline is clearly

Zeon(8) = Zevn = On16 + T(L)X,(8) — T(L)X,
= 04,10 + Lo X4 (0) =ToXpyn) + ... + (FpXi(6) — TnXy) ,

therefore the unconditional IRF reduces to
IRF,(6) = O,10 + E[ToXi44(6) —ToXygn] + ... + E[T X (6) — T Xy]. (3.7)

Notice that, in (3.7), while one can linearly separate expectations in the impulse response for-
mula, terms E [I'jX;4;(6) — I';Xy4,] for 0 < j < h cannot be meaningfully simplified. Coefficients
I'; are functional, therefore it is not possible to collect them across X;4;(d) and X¢;. Moreover,
these expectations involve nonlinear functions of lags of X; and cannot be computed explicitly. To
address this issue, Section 3.4 provides an iterative procedure that makes computation of nonlinear

impulse responses in (3.7) straightforward.

Remark 3.2.3. (Local Projection Approaches). As mentioned in the introduction, in recent years
there has been growing interest in nonlinear IRF estimation procedures, and, accordingly, ways to
generalize the LP framework. Jorda (2005) already suggested that nonlinear impulse responses can,
in principle, be directly estimated with local projections via the so-called flexible local projection

approach. The flexible LP method relies on the Volterra expansion of time series to account for
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nonlinearities. There are multiple issues with this method. First, Jorda (2005) does not directly
state how the validity of Volterra series implies the autoregressive form used in the LP regression.
Second, the flexible LP proposal is fundamentally equivalent to adding polynomial factors to the
linear regression specification. Thus, it is effectively a semi-nonparametric method, yet Jorda (2005)
does not provide a theoretical analysis from this viewpoint. Moreover, no criterion or empirical
rule-of-thumb for selecting the truncation order of the Volterra expansion are suggested, which
becomes a key issue in practice. Due to these concerns, application of flexible LPs seems hard to
justify from an econometric perspective.” Lanne and Nyberg (2023) propose to nonparametrically
recover the conditional mean function with a nearest-neighbor (k-NN) regression estimator. Their
method is very flexible, but requires appropriately choosing the neighborhood size k and a distance
measure for histories of realizations, and the authors do not theoretically address these issues.
Very recently, Gourieroux and Lee (2023) have considered nonlinear IRF estimation with kernel-
based methods by means of a novel conditional quantile representation of the process. They prove
kernel LP estimators based on such representation are consistent, and that the direct estimator is
asymptotically normal. The theory is developed only for the univariate case, with an autoregressive

structure of lag order one, limiting the applicability of their procedure.

3.3 Estimation
Pseudo-reduced form model (3.2) can be compactly rewritten as

Xy = Wi + e,

) (3.8)
Y = I, Wa + ugy,
where

I = A A Al e LA ! R1trd

1:=1\"M, 1,11, ) p,11; 1,129 y “lp 12 € )

!
II; := {772 Gio1 - Gpo1 A2 - Ap2 Bél] ,

/
Zt—l t—p = Xt—17 ceey Xt—p7 }/t/—17 RN }/:‘,/—p) € de:

(
Wi = (1. Zg_lzt_p)' € R,
(

/
d
War = (1, X1, Zi_14mps e11) € BR3P

Additionally, let W, = (Why,...,Wi,) and Wy = (Way, ..., Wa,)" be the design matrices for X;

and Y;, respectively.

Two-step Estimation Procedure. Since Wy, is an infeasible vector of regressors, to estimate
II5 one can use I//[\/gt = (1, Xy, Zé_u_p,glt)/ , which now contains generated regressors in the form
of residual €1;. This approach is an adaptation of the two-step procedure put forth by Gongalves

et al. (2021), where I allow for semi-nonparametric estimation:

"Moreover, the complexity of estimating Volterra kernels grows exponentially with the kernel order, and thus
more sophisticated approaches have been proposed to make estimation feasible, see e.g. Sirotko-Sibirskaya et al.
(2020) and Movahedifar and Dickhaus (2023).
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1. Regress X; onto Wy, to get estimate f[l and compute residuals €1; = X; — ﬁ’l Wit

2. Fit Y; using I//[\/gt to get estimate ﬁg. Since G121, ..,Gp21 contain functional parameters, a

semi-nonparametric estimation method is required.
3. Compute coefficients in ©(L) and I'(L) from II; and IIy.

4. Consider the two paths with time ¢ shocks €; 4§ versus €;: to construct the unconditional IRF,
average over histories as well as future shocks by using the algorithm detailed in Proposition
3.4.1 or Proposition 3.4.2.

Gongalves et al. (2021) only allow for pre-determined nonlinear transforms of X;. The core
contribution of this paper is allowing G121,...,Gp21 to be estimated in a nonparametric way.
I focus on series estimation in order to build on the extensive theory available in the setting of
dependent data (Chen, 2013, Chen and Christensen, 2015). This further adds to the framework
of Gongalves et al. (2021), as their regularity assumptions are stated only as preconditions for a

uniform LLN to hold and are not easy to interpret.

Remark 3.3.1. (Alternative Estimation Approaches). One does not need to limit estimation
of the nonlinear functional parameters Gp21,...,Gp21 to series-type estimators. The literature
on nonparametric regression is mature, and thus kernel (Tsybakov, 2009), nearest-neighbor (Li
and Racine, 2009), partitioning (Cattaneo et al., 2020) and deep neural network (Farrell et al.,
2021) estimators are all potentially valid alternatives. For example, Huang et al. (2014) use kernel
regression to perform density estimation and regression under physical dependence. However,
thanks to both availability of uniform inference results (see also Belloni et al. 2015b) and ease of
implementation, series methods stand out as a choice for semi-nonparametric time series estimation

and nonlinear impulse response computation.

In the reminder of this section, I first introduce the semi-nonparametric series estimation strat-
egy in detail. Then, I outline the core assumptions of the sieve setup. Special focus is put on the
dependence structure of the data: rather than directly assuming S-mixing as in Chen and Chris-
tensen (2015), I shall consider physical dependence assumptions (Wu, 2005). to provide transparent
conditions on the model itself that, if satisfied, ensure consistency. I prove that the proposed two-
step semi-nonparametric procedure is uniformly consistent under physical dependence assumptions.
These assumptions can be imposed directly on the model, and, as such, may be empirically checked,
if necessary. The uniform asymptotic guarantees are first stated for the infeasible estimator involv-

ing true innovations €14 and later extended to encompass feasible estimator Il,.

3.3.1 Semi-nonparametric Series Estimation

Starting from (3.8), one can introduce the ith-row coefficient matrices

G'=[Gi1 - Gpail;,
AP =[A1p - Apal;,
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and B3l accordingly. Consider now the regression problem for each individual component of Y7,
Yy = G@ZIXt:t—p + A?ZY;f—lzt—p + B(2)i1€1t + 24,

where Xy—p = (X¢,...,X¢—p) and i = 1,...,dy. For simplicity of notation, I suppress intercept
n2i, but this is without loss of generality. Since G?! consists of 1+ p functional coefficients and A2

can be segmented into p row vectors of length dy, it is possible to rewrite the above as
P p
Yie =Y 951 (Xe—j) + DAY+ Bilew + ugar. (3.9)
Jj=0 J=1

I will use m; = [G?! A? B2l to identify the vector of coefficients in the equation for the ith

component of ¥;. From (3.9), II5 can be decomposed in dy rows of coefficients, i.e.

Yy T 1
= Wgt + Ut

Ydyt 2 Jdy

and one can treat each equation separately.
A semi-nonparametric series estimator for (3.9) is built on the idea that, if functions ggjl belong

to an appropriate functional space, one can construct a growing collection of sets of basis functions

— called a sieve — which, linearly combined, progressively approximate g?jl.

the infinite dimensional problem of estimating the functional coefficients in 7 ; to a linear regression

That is, one can reduce

problem. Although (3.9) features a sum of possibly nonlinear functions in {Xt,j}g-’zo, as well as
linear functions of {Y;_; }§:1 and ey, constructing a sieve is straightforward.

Assume that ggjl € A, where A is a sufficiently regular function class to be specified in the
following, and let By be a sieve for A. Let bix,...,bss be the collection of Kk > 1 sieve basis

functions from B, and define

b (x) == (bie(z),. .., ben(2)),
By = (0"(X1:1-p), - -, 0" (Xnn—p)) -

The sieve space for my; is B/l\ﬂ’ x RPdy where here R identifies the space of linear functions.
Since the nonparametric components of IIs are linearly separable in the lag dimension, I take B};rp
to be a direct product of sieve spaces.? Importantly, the same sieve can be used for all components
of Y;, as I assume the specification of the model does not change across i.

Let by 1k, ..., br kK be the sieve basis in B}Xﬂ’ x R1*P4Y which, for & > 1 and K = pr+(14+pdy),

is given by

bﬂ',lK(WQt) = blH(Xt)u

8See Chen (2007) for a comprehensive exposition of sieve estimation. Chen and Shen (1998) and Chen (2013)
also provide additional examples of partially linear semi-nonparametric models under dependence.

9Tt is not necessary to consider the more general case of tensor products of 1D sieve functions, as it would be
the case for a general (1 4 dy )-dimensional function G2'(X¢, X¢—1,. .., Xt—p). As previously discussed, the additive
structure avoids the curse of dimensionality which in nonlinear time series modeling if often a primary concern when
working with moderate sample sizes (Fan and Yao, 2003).
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bﬂ',(])li)K(WQt) = bl{/i(Xt—p)v
bﬂ,(pli+1)K(W2t) = Y;f—l,la

br,(k—1)k (Wat) = Yipay
br kix (Wat) = €1t
where k fixes the size of the nonparametric component of the sieve. Note that K, the overall size
of the sieve, grows linearly in x, which itself controls the effective dimension of the nonparametric

component of the sieve, by 14, ..., br xx. In all theoretical results, I will focus on the growth rate of

K rather than k, as asymptotically they differ at most by a constant multiplicative factor.

The regression equation for o ; is
/
Y, = 7T27Z‘W2 + uo;,

where Y; = (Yi1,...,Yn)" and ug; = (ug,...,u2n,). The estimation target is the conditional

expectation 7 ;(w) = E[Yj; | Wo, = w] under the assumption E[ug; | Wo;] = 0. By introducing
b (w) = (brar (W), br g (W),
Br o= (B (War), .., b (W)
the infeasible least squares series estimator %;l(w) is given by
m3,4(w) = b (w)'(ByBx) ™' Bk Y.
Similarly, consider the feasible series regression matrices
b (w) = (brar (W), br g (W),
B, = (bﬂK(Wzl)a e bWK(WQn))/ )
Thus, the feasible least squares series estimator is
fo.i(w) = bf (w)' (B Br) ' By Y.

Given that the semi-nonparametric estimation problem is the same across 4, to further stream-
line notation, where it does not lead to confusion I will let 75 be a generic coefficient vector belonging

to {ma;}t_,, as well as define 7y, Y and ug accordingly.

Remark 3.3.2. (Constrained Sieve Estimation). The idea of constrained estimation was only
briefly touched upon in Remark 3.2.1. In fully parametric nonlinear models, constraints are often
imposed out of necessity or simplicity. If, say, G121 is constituted only of the negative-censoring
map, it is unclear why G221 would be constituted instead of quadratic or cubic functions, for

example. That is, specific parametric assumptions can be either unreasonable or hard to justify in
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practice.!® Yet, constrained semi-nonparametric estimation might be desirable at times.

If the shape of the regression function is to be constrained to ensure e.g. non-negativity,
monotonicity or convexity, Chen (2007) gives examples of shape-preserving sieves, like cardinal
B-spline wavelets. Constraints on a generic sieve can also be imposed at estimation time. For
example, for simplicity suppose dy = 1 and p = 2, and that one wants to impose G121 = G221.

The constrained sieve estimator then solves

n
mﬁin Z (Yt — ﬂ'bff(VVQt))2 subject to  [Ix, —Ix, Oxx (14pdy )] B = 0.
t=p+1
Analysis of restricted or constrained estimators, however, is still a challenging problem in non-
parametric theory, c.f. Horowitz and Lee (2017), Freyberger and Reeves (2018), Chetverikov et al.
(2018). Misspecification in particular is complex to address. Accordingly, I will not be imposing any
specific restrictions on the nonlinear functions in Iy outside the ones necessary to derive uniform

asymptotic theory.

Spline Sieve. The B-spline sieve BSpl(x;, [0,1]%,r) of degree » > 1 over [0,1]% can be con-
structed using the Cox-de Boor recursion formula. Alternatively, an equivalent way of constructing
the spline sieve is as follows. For simplicity, let dy = 1 and let 0 < my < ... < mg_r—1 < 1 be a
set of knots. Then

K

/
spline (T) 1= (1, z,x?, ..., 2", max(x —my,0)", ..., max(z — me_,_1, 0)’”) .

The resulting spline sieve is piece-wise polynomial of degree r. Moreover, notice that in practice the
spline sieve already contains a linear and constant term, so care must be taken to avoid collinearity

(for example, by not including an additional intercept and linear term in X} in the series regression).

3.3.2 Distributional and Sieve Assumptions

To develop the asymptotic uniform consistency theory, I rely on the general theoretical framework
established by Chen and Christensen (2015). Basic distributional and sieve assumptions can be

carried over from their setup mostly unchanged.

Assumption 4. (i) {e}iez are such that e Lig (0,%), (ii) {e1t}tez and {€}rez are mutually

independent, (iii) ¢, € & for all t € Z where £ C R¥ is compact, convex and has nonempty

interior.

Assumption 5. (i) {Z;}1ez is a strictly stationary and ergodic time series, (ii) X; € X for all
t € Z where X C R is compact, convex and has nonempty interior, (iii) Y; € ) for all ¢t € Z where

Y C R% is compact, convex and has nonempty interior.

Assumptions 4(i)-(ii) are a repetition of Assumption 1. As Wy, depends only on X;.4—p, Yi—1.4—p,
and €14, Assumption 1 also implies that entries of ug, are independent of Wy, so that E[ug; | Wai] =

0.1! Assumption 5(i) also follows from Assumption 2. However, thanks to the results derived in

For more precise examples and a more in-depth discussion, see Section 2.1 of Chen (2013).
"' Moreover, for any given i, the sequence {ua;t }tez is i.i.d. over time index ¢.
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Section 3.3.3, below I will impose more primitive conditions on the model for Z; that allow to
recover 5(i). Assumption 4(iii) and Assumptions 5(ii)-(iii) imply that Xy, Y;, as well as ¢ are
bounded random variables. In (semi-)nonparametric estimation, imposing that X; be bounded
almost surely is a standard assumption. Since lags of Y; and innovations €; contribute linearly to
all components of Z;, it follows that they too must be bounded. Unbounded regressors are more
complex to handle when working in the nonparametric setting. Generalization from bounded to
unbounded domains under dependence has already been discussed by e.g. Fan and Yao (2003).
Chen and Christensen (2015) also allow for an expanding support by using weighted sieves. I leave
this extension for future work.

It is, however, important to highlight that bounded support assumptions are relatively uncom-
mon in time series econometrics. This is clear when considering the extensive literature available
on linear models such as, e.g., state-space, VARIMA and dynamic factor models (Hamilton, 1994a,
Liitkepohl, 2005, Kilian and Liitkepohl, 2017b, Stock and Watson, 2016). Avoiding Assumptions
4(iii) and 5(iii) can possibly be achieved with a change in the model’s equations — so that, for
example, lags of Y; only effect X; either via bounded functions or not at all — so I do not discuss
this approach here. In practice, Assumptions 4(ii) and 5(ii)-(iii) are not excessively restrictive, as
most credibly stationary economic series often have reasonable implicit (e.g. inflation) or explicit
bounds (e.g. employment rate).!2

Let Fy = o(...,€14—1,u2t—1, Yi—1, €1¢, u2t, Yz) be the natural filtration defined up to time t.

Thanks to Assumptions 4 and 5 the following moment requirements hold trivially.

Assumption 6. (i) E[u3,,|F;_1] is uniformly bounded for all ¢ € Z almost surely, (ii) E[Jug;|>T] <
oo for some § > 0, (iii) E[|Y;|?*9] is uniformly bounded for all ¢ € Z almost surely, and (iv)
E[Y?2|F;—1] < oo for any & > 0.

Now let Wo C R? be the domain of Wy, By assumption, W, is compact and convex and is
given by the direct product
Wy = XMHP x YP x &,

where &1 is the domain of structural innovations e; i.e. £ = &1 x &s.
Assumption 7. Define (x , = sup,ep, [|bX (w)|| and
e = [Panin (B[07 (Wae)byt (Wae) )] 712,

It holds:

(i) There exist wy,wz > 0 s.t. sUp,ep, [|VOE (w)|| S n@t K@2.
(i) There exist wy > 0, Wy > 0 s.t. Cxp S NTK2.
(iil) Amin (E[ 5 (Wae)bT (Wo;)']) > 0 for all K and n.

Assumption 7 provides mild regularity conditions on the families of sieves that can be used for

the series estimator. More generally, letting Ws be compact and rectangular makes Assumption 7

12This is not true, of course, when modeling extreme events like natural disasters, wars or financial crises. To
study these types of series, however, researchers often apply specialized models. Thinking in this direction, a future
development could be to extend the framework presented here to allow for innovations with unbounded support.
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hold for commonly used basis functions (Chen and Christensen, 2015).!3 In particular, Assumption
7(i) holds with w; = 0 since the domain is fixed over the sample size.
In the proofs, it is useful to consider the orthonormalized sieve basis. Let

B (w) = E [ b (War )b (War) | 05 (w),

™ ™

EW = (ETIF((Wm), NN ,Ef(WQn)>,

be the orthonormalized vector of basis functions and the orthonormalized regression matrix, re-

spectively.
Assumption 8. It holds that ||(B.B/n) — Ix| = op(1).

Assumption 8 is the key assumption imposed by Chen and Christensen (2015) to derive uniform
converges rates under dependence. They prove that if {Wa; }4c7 is strictly stationary and S-mixing —
with either geometric or algebraic decay, depending on the sieve family of interest — then Assumption
8 holds. Let (£2, Q,P) be the underlying probability space and define

1
B(A,B) == 5 Sup > [P(A;N By) — P(4;)P(B;)]
(i.§)€IxJ
where A, B are two o-algebras, {A4;}icr C A, {Bj}jcs C B and the supremum is taken over all
finite partitions of Q. The h-th S-mixing coefficient of process {Wo;}iez is defined as

B(h) = Slip/B (U( BE) W2t71> WQt)a ’ 0(W2t+ha WQt—i—h—i—la .- )) )

and Wy, is said to be geometric or exponential f-mixing if f(h) < 1 exp(—y2h) for some vy, > 0 and
~v9 > 0. The main issue with mixing assumptions is that they are, in general, hard to compute and
evaluate. Therefore, especially in nonlinear systems, assuming that S(h) decays exponentially over
h imposes very high-level assumptions on the model. There are, however, many setups in which it
is known that S-mixing holds under primitive assumptions (see Chen (2013) for examples).

In the next subsection, I will argue that using a different concept of dependence - one rooted
in a physical understanding of the underlying stochastic process - leads to imposing transparent

assumptions on the model’s structure.

3.3.3 Physical Dependence Conditions

Consider now a non-structural model of the form
Zt == G(Zt_l, Et). (310)

This is a generalization of semi-reduced model (3.3) where linear and nonlinear components are
absorbed into one functional term and By is the identity matrix.!* Indeed, note that models of
the form Zy = G(Z;_1,...,Z;—p, €) can be rewritten as (3.10) using a companion formulation. If

€; is stochastic, (3.10) defines a causal nonlinear stochastic process. More generally, it defines a

13See Chen (2007), Belloni et al. (2015b) for additional discussion and examples of sieve families.
Y41 this specific subsection, shock identification does not play a role and, as such, one can safely ignore By.
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nonlinear difference equation and an associated dynamical system driven by ¢;. Throughout this
subsection, I shall assume that Z, € Z C R as well as ¢, € £ C R4z,

Relying on the framework of Pétscher and Prucha (1997), I now introduce explicit conditions
that allow to control dependence in nonlinear models by using the toolbox of physical dependence
measures developed by Wu (2005, 2011). The aim is to use a dynamical system perspective to
address the question of imposing meaningful assumptions on nonlinear dynamic models. This
makes it possible to give more primitive conditions under which one can actually estimate (3.8) in

a semi-nonparametric way.

Stability. An important concept for dynamical system theory is that of stability. Stability turns
out to play a key role in constructing valid asymptotic theory, as it is well understood in linear
models. It is also fundamental in developing the approximation theory of nonlinear stochastic

systems.

Example 3.3.1. (Linear System). As a motivating example, first consider the linear system
Zy=BZ 1+ ¢

where we may assume that {e }1cz, € € R?z  is a sequence of i.i.d. innovations.!® It is well-known
that this system is stable if and only if the largest eigenvalue of B is strictly less than one in
absolute value (Liitkepohl, 2005). For a higher order linear system, Z; = B(L)Z;_1 + ¢ where
B(L) = By + BoL + ... + B,LP~L, stability holds if and only if [Apax(B)| < 1 where

B1 32 ... Bp

IdZ 0 .. 0
B = O IdZ

| 0 Ia, 0 |

is the companion matrix.

Extending the notion of stability from linear to nonlinear systems requires some care. Potscher
and Prucha (1997) derived generic conditions allowing to formally extend stability to nonlinear

models by first analyzing contractive systems.

Definition 3.3.1 (Contractive System). Let Z; € Z C R, ¢ € £ C R, where {Z;}1ez is
generated according to
Zt = G(Zt—la Gt)-

The system is contractive if for all (2,2') € Z x Z and (e,e') € E X &
1G(2,€) = G(2',€)|| < Czl|z = /|| + Celle — €|

holds with Lipschitz constants 0 < Cz <1 and 0 < C, < 0.

150ne could alternatively think of the case of a deterministic input, setting e; ~ P;(a¢) where P;(a:) is a Dirac
density on the deterministic sequence {a¢}iez.
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Sufficient conditions to establish contractivity are

sup {

oG, .
stack?Z, [6?Z( ,e)]

ZeZ e 5} <1 (3.11)

7

and

%
Oe

< 00, (3.12)

where the stacking operator stack?jl [- ] progressively stacks the rows, indexed by ¢, of its argument
(which can be changing with i) into a matrix. Values (z%,¢’) € Z x £ change with index i as the
above condition is derived using the mean value theorem, therefore it is necessary to consider a
different set of values for each component of Z;.

It is easy to see, as Potscher and Prucha (1997) point out, that contractivity is often a too
strong condition to be imposed. Indeed, even in the simple case of a scalar AR(2) model Z; =
b1 72y 1 + baZi_o + €, regardless of the values of by, by € R contractivity is violated. This is due
to the fact that in a linear AR(2) model studying contractivity reduces to checking ||B| < 1

16

instead of [Amax(B)| < 1, and the former is a stronger condition than the latter.'® One can

weaken contractivity — which must hold for G as a map from Z; 1 to Z; — to the idea of eventual
contractivity. That is, intuitively, one can impose conditions on the dependence of Z;,;, on Z, for

h > 1 sufficiently large. To do this formally, I first introduce the definition of system map iterates.

Definition 3.3.2 (System Map Iterates). Let Z;, € Z C R, ¢ € £ C R where {Z;}iez is

generated from a sequence {€ }1cz according to
Zy = G(Zi—1, ).
The h-order system map iterate is defined to be

G(h)(Zt, €t+1s €t42y- - - €t+h) = G(G(‘ e G(Zt, €t+1) e ,€t+h—1), €t+h)
= G(', €t+h) o G(‘, €t+h—1) AR G(Zm €t+1)7

where o signifies function composition and G0 (Z;) = Z;.

To shorten notation, in place of G(h)(Zt, €141, €442, - - -5 €¢1p) 1 shall use G(h)(Zt, €t4+1:t+h)- Ad-
ditionally, for 1 < j < h, the partial derivative

oG (")
8€j

for some fixed h* is to be intended with respect to €, the j-th entry of the input sequence. This
derivative does not dependent on the time index since by assumption G is time-invariant and so is
el

Taking again the linear autoregressive model as an example,

h—1

Zyn = G Zy, €i1aan) = BZi+ > Bierin—i
=0

16See Potscher and Prucha (1997), pp.68-69.
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since G(z,¢) = Biz + e. If By determines a stable system, then ||B}|| — 0 as h — oo since G
converges to zero, and therefore ||B}|| < Cz < 1 for h sufficiently large. It is thus possible to use

system map iterates to define stability for higher-order nonlinear systems.

Definition 3.3.3 (Stable System). Let Z; € Z C R, ¢, € £ C R, where {Z;}1ez is generated
according to the system

Zt = G(thl, Et).

The system is stable if there exists h* > 1 such that for all (z,2') € Z x Z and (e1,e2,...epx,
2h*
el ey, ... ep) EXE

IGH) (2, e10) — GPI (2 €h )|l < Collz — 2| + Cellerns — €l

holds with Lipschitz constants 0 < Cyz <1 and 0 < C, < 0.

It is important to remember that this definition encompasses systems with an arbitrary finite
autoregressive structure, i.e., Zy = G(Z;—pt1,...,Z1—1,€) for p > 1, thanks to the companion
formulation of the process. An explicit stability condition, similar to that discussed above for
contractivity, can be derived by means of the mean value theorem. Indeed, for a system to be
stable it is sufficient that, at iterate A*,

. logt . . h*
sup < || stack;?, 87(2:1,621:]1*) z'e Zelg € XEp <1 (3.13)
3 =1
sup 876(2761:h*) z€ Z,e1pr € X Ep <00, j=1,...,h". (3.14)
J i=1

Pétscher and Prucha (1997) have used conditions (3.11)-(3.12) and (3.13)-(3.14) as basis for
uniform laws of large numbers and central limit theorems for L"-approximable and near epoch

dependent processes.

Physical Dependence. Wu (2005) first proposed alternatives to mixing concepts by proposing
dependence measures rooted in a dynamical system view of a stochastic process. Much work has
been done to use such measures to derive approximation results and estimator properties, see for
example Wu et al. (2010), Wu (2011), Chen et al. (2016), and references within.

Definition 3.3.4. If for allt € Z, Z; has finite rth moment, where r > 1, the functional physical

dependence measure A, is defined as

Ay (h) = sgp H Ziyh — G(h)(Zg, €t41:t+h) ‘

LT
where || - |- = (B[||- |2DY", Z! is due to F| = (...,€,_y,€,) and {€,}icz is an independent copy of
{ethiez.

Chen et al. (2016), among others, show how one may replace the geometric S-mixing assumption

with a physical dependence assumption.'” They show that the key sufficient condition is for A,.(h)

17T adapt the definitions of Chen et al. (2016) to work with a system of the form Z; = G(Z;_1, €;).
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to decay sufficiently fast as h grows.

Definition 3.3.5 (Geometric Moment Contracting Process). {Z;}iez is geometric moment con-
tracting (GMC) in L™ norm if there exists a; > 0, ag > 0 and 7 € (0,1] such that

A, (h) < ajexp(—agh”).

GMC conditions can be considered more general than S-mixing, as they encompass well-known
counterexamples, e.g., the known counterexample provided by Z; = (Z;—1 + €)/2 for ¢ ii.d.
Bernoulli r.v.s (Chen et al., 2016). In the following proposition I prove that if contractivity or
stability conditions as defined by Pé&tscher and Prucha (1997) hold for G and {e;}ez is an i.i.d.

sequence, then process {Z;}icz is GMC under weak moment assumptions.

Proposition 3.3.6. Assume that {e;}icz, ¢ € € C R are ivi.d. and {Z;}iez is generated

according to
Zy = G(Zi-1, &),

where Z, € Z C R and G is a measurable function.

(a) If contractivity conditions (3.11)-(3.12) hold, sup,cz||€:]|- < 0o for r > 2 and |G(Z,€)|| < oo
for some (z,€) € Z x &, then {Z; }1ez is GMC with

A (k) < aexp(—h)
where v = —1og(Cz) and a = 2||Z||r < 0.

(b) If stability conditions (3.13)-(3.14) hold, sup,cz||€:||rr < oo for r > 2 and ||0G/0Z| < Mz <
00, then {Zi}iez is GMC with
Ay (k) < aexp(—vyn+ h)

where Y+ = —log(Cz)/h* and a = 2||Z|| L max{M}~"',1}/Cz < oo.

Proposition 3.3.6 is important in that it links the GMC property to transparent conditions on
the structure of the nonlinear model. It also immediately allows handling multivariate systems,
while previous work has focused on scalar systems (c.f. Wu (2011) and Chen et al. (2016)).

Finally, it is now possible to show that if {Ws;}+cz satisfies physical dependence assumptions,
then Assumption 8 is fulfilled, c.f. Lemma 2.2 in Chen and Christensen (2015) for S-mixing

assumptions.

Lemma 3.3.7. If Assumption 7(iii) holds and {Waoi ez is strictly stationary and GMC' then
one may choose an integer sequence q¢ = q(n) < n/2 with (n/q)" 'qKPA(q) = o(1) for p =
5/2—(r/242/r) + we and r > 2 such that

By Br/n) ~ I = Op (qK,nAK,n\/ qloffK) — op(1)

provided (i n Ak ny/(qlog K)/n = o(1).
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It can be seen that Lemma 3.3.7 holds by setting /K (log(n))?/n = o(1) and choosing ¢(n) =
v~ tlog(KPn"t1), where v is the GMC factor introduced in Proposition 3.3.6. Therefore, the rate is
the same as the one derived by Chen and Christensen (2015) for exponentially S-mixing regressors.
As shown in Proposition 3.3.6, system contractivity and stability conditions both imply geometric

moment contractivity, meaning that in place of Assumption 8 one may require the following.
Assumption 9. For r > 2 it holds either:
(i) {Zi}iez is GMC in L™ norm,

(ii) {Z;}iez is generated according to Zy = ®(Z;_1, ..., Zi—p; &) where sup,cz|le| - < oo and @

is either contractive according to Definition 3.3.1 or stable according to Definition 3.3.3.

It is straightforward to prove that if GMC conditions are imposed on {Z; }+cz, this implies that
{Way }tez is also GMC.!® Therefore, Lemma 3.3.7 applies and Assumption 8 as well as Assumption

5(i) are verified.

3.3.4 Uniform Convergence and Consistency

Since the key asymptotic condition of Chen and Christensen (2015) is upheld under GMC assump-
tions, their uniform convergence bound on the approximation error of the series estimator can be
applied. In order to do so, one must also impose some regularity conditions on ms.

Without loss of generality, let X = [0, 1] and let ||m2||c := sup,ecy|m2(w)| be the sup-norm of

the conditional mean function 7o (w).

Assumption 10. The unconditional density of X; is uniformly bounded away from zero and

infinity over X.

Assumption 11. For all 1 < i < dy and 0 < j < p, the restriction of gl-le to [0, 1] belongs to the
Holder class A*(]0,1]) of smoothness s > 1.

Assumptions 10 and 11 are standard in the nonparametric regression literature. One only needs
to restrict the complexity of functions g?jl since, for any ¢, the remainder of my; consists of linear
functions. More precisely, what is really needed is that the nonparametric components of the sieve

given by br 1k, ...,br kK are able to approximate g?jl well enough.

Assumption 12. Sieve B, belongs to BSpl(, [0, 1], r), the B-spline sieve of degree r over [0, 1]%v

or Wav(, [0,1]%,r), the wavelet sieve of regularity r over [0,1]%, with > max{s, 1}.

In the remainder of the paper, I will consider the cubic spline sieve (r = 3), but theoretical
results are stated in the more general setting. Moreover, d will be the effective dimension of the

joint estimation domain for G#1.

Theorem 3.3.8 (Chen and Christensen (2015)). Let Assumptions 4, 5, 6, 7, 9, 10, 11 and 12
hold. If
K = (n/log(n))"/ s+,

18 A formal argument can be found in Appendix 3.A.
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then
H%; - 7r2||oo =0Op ((’I’L/ ]og(n)_s/(25+d))

provided that § > 2/s (in Assumption 6) and d < 2s.

In Theorem 3.3.8 the sup-norm consistency rate generally depends on the dimension d and
thus, in principle, the curse of dimensionality slows down convergence compared to parametric
estimation. Fortunately, under the current strctural model assumptions, the nonlinear functional
components in my are linearly separable in the lag dimension, and thus one may take d = 1 as

effective dimension. This also means that condition d < 2s is trivially satisfied.

Two-step Consistency. The following theorem ensures that the two-step estimation procedure
produces consistent estimates. Since for impulse response functions one needs to study the iteration

of the entire structural model, this results is stated in terms of the full coefficient matrices.

Theorem 3.3.9. Let {Z;}iez be determined by structural model (3.1). Under Assumptions 1, 4, 5,
6,7 9,10, 11 and 12, let ﬁ1 and ﬁ2 be the least squares and semi-nonparametric series estimators

for 111 and Ils, respectively, based on the two-step procedure. Then,
[Ty — T [|oo = Op(n~'/?)

and

_ K _
iy — Tl < Op (cK,nAK,n ) 155 — T,

N

where 115 is the infeasible series estimator involving €.

Sup-norm bounds for |1} — I||s follow immediately from Lemma 2.3 and Lemma 2.4 in
Chen and Christensen (2015). In particular, choosing the optimal nonparametric rate K =
(n/log(n))# s+ for the infeasible estimator would yield

Hﬁ§ —Ihjoo = Op ((n/ log(n))*S/(Zerd))

as per Theorem 3.3.8. The condition for consistency in Theorem 3.3.9 reduces to

K3/2
NG

since for B-spline and wavelet sieves A, < 1 and (x, S VK. It simple to show that if for the

=o(1),

feasible estimator Il the same rate (n/log(n))%(25+4 is chosen for K, the consistency condition

in the above display is fulfilled assuming s > 1 and d = 1.

Remark 3.3.3. (Hyperparameter Selection). An important practical question when applying any
series or kernel-type methods is the selection of hyperparameters. For the former, this entails the
choice of the sieve’s size K. Although theory provides only asymptotic rates, a number of methods

can be used to select K, such as cross-validation, generalized cross-validation and Mallow’s criterion

9The rate for K may be optimized by balancing the uniform (infeasible) rate with the error due to residuals.
Since this paper is not concerned with finding the optimal rate, I do not perform this exercise here.
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(Li and Racine, 2009). In the case of piece-wise splines, once size is selected, knots can be chosen
to be the K uniform quantiles of the data. This ensures knots are not located in regions of the
domain with very few observations. In simulations and applications, for simplicity, I select sieve sizes
manually and locate knots approximately following empirical quantiles. In unreported numerical
experiments, I check that results are robust to moderate changes in the number and approximate

locations of spline knots.

3.4 Impulse Response Analysis

Once the model’s linear, functional and structural coefficient are consistently estimated, compu-
tation of nonlinear impulse responses must be addressed. As discussed in Section 3.2, nonlinear
IRFs are generally hard to lay hands on, since the functional MA (co) form of the process is highly
non-trivial. In this section, I will provide an explicit, iterative algorithm to compute responses that
is numerically straightforward and does not require the construction of moving average functional
coefficients. Moreover, since to derive uniform bounds it is assumed that the data has compact
support, I will introduce a novel yet familiar IRF definition, called the relaxed impulse response
function, which is compatible with boundedness. Lastly, I prove that semi-nonparametric IRF

estimates are consistent with respect to their population counterparts.

3.4.1 Computation

Recall from equation (3.7) in Section 3.2.2 that impulse responses involve two moving average
lag polynomials, ©(L) for the linear model component and I'(L) for the nonlinear component,
respectively. As a first step, one can derive a semi-explicit recursive algorithm for computing

IRF},(6) in a manner that does not involve simulations of the innovations process.

Proposition 3.4.1 (Gongalves et al. (2021), Proposition 3.1). Under Assumptions 1, 2 and 3, for
any h=0,1,..., H, let
Vi(6) = E[l'; X1+, (0)] — B[l X 5.

To compute

h
IRF4(8) = Op,18 + ) V;(9),
j=0

the following steps can be used:
(i) For j =0, set X¢(6) = Xt + 9 and Vp(0) = E[I'gX:(0)] — E[l'0 Xy

(i) For j=1,...,h, let

i
Xi1(6) = Xerj + 05100 + > (T X1 (8) = Tjnn X j 1)
k=1

= 7 (Xigj:59),

where 7y; are implicitly defined and depend on ©(L) and I'(L).
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(iii) For j =1,...,h, compute
V;i(0) = B[l (Xt 5 0)] — E[Ij Xy 5]

The proof of Proposition 3.4.1 is identical to that in Gongalves et al. (2021), with the only
variation being that in the current setup it is not possible to collect the nonlinear function across
Xiyj—k(0) and X¢qj—g. Computation of X;4;(d) in step (ii) involves recursive evaluations of non-
linear functions, which is why the algorithm is semi-explicit. For each horizon h, one needs to
evaluate h + 1 iterations of Xy(d). Importantly, however, this approach dispenses from the need to
simulate innovations {et+j}?;11 as the joint distribution of { X441, X¢yj—1,..., X} already con-
tains all relevant information. Gongalves et al. (2021) naturally argue that the algorithm outlined
in Proposition 3.4.1 is significantly more efficient than schemes involving Monte Carlo simulations
like e.g. the one used by Kilian and Vigfusson (2011).

However, {I'; }?:1 are combinations of real and functional matrices and closed-form derivation
is numerically impractical. Note that, by the definition of IRFs, the following explicit iterative

algorithm is also valid.

Proposition 3.4.2. In the same setup of Proposition 3.4.1, to compute IRF},(9) the following steps

can be used:

(i') For j =0, let X¢(0) = X+ and

1) 0 0
weao-[ ] o5 ]l ]
B§td G21,0X¢(0) Ga10Xy

(ii') For j=1,...,h, let

Xi15(0) = p1 + A12(L)Yiqj-1(0) + A11(L) Xyyj-1(9) + €144,
Y345 (0) = po + A2(L)Yirj—1(8) + Ho1 (L) X115(6) + B3 e1e45 + aits,

where Hay (L) := Ag1 (L)L + Go1(L) and ugey; := B¥eary;. Setting Ziy;(0) = (X¢(6), Y2 (5))'
it holds
IRF(8) = E[Z11,(0)] — E[Z44,].

Proposition 3.4.2 follows directly from the definition of the unconditional impulse response
(3.6) combined with explicit iteration of the semi-reduced form (3.2) and sidesteps the MA (o)
formulation in (3.7). Step (i’) is trivial in nature. Step (ii’) may not seem useful when compared

to (ii), since, in practice, innovations €14 and ug; are not available. However, let

o~

fi, A1y (L), Aya(L), Aoy(L), Hyi(L), 1§Sl

be estimates of the model’s coefficients derived, for example, from series estimator I and II,. In

sample, one can compute residuals €1; and Uy, and by definition it holds

Xi =i+ Ap(L)Y + A\II(L)Xt—l + €1,
Y = [io + x‘TzQ(L)YZ—l + ﬁ21(L)Xt + §§1€1t + Ugy.
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This means that one can readily construct the shocked sequence recursively as
)A(Hj((s) = i1 + ﬁu(L)ﬁsﬂq((s) + A\ll(L)XtJrjfl(&) + €144,
Yiij(8) = fiz + Asa(L) Yy j-1(6) + Hor (L) X145(6) + B3 €101 + Uaerj,

for j = 1,...,h where X’t(é) = X; 46, X, s = X;_, for all s > 1 and similarly for 17,5(5) To

evaluate a structural IRF, over a sample of size n one can compute

__ 1 "I
IRFA(8) = - 3 [Vers(8) = i),

o~
Il
i

which is still considerably less demanding than Monte Carlo simulations. Additionally, the advan-
tage in implementing steps (i’)-(ii’) over the procedure in Proposition 3.4.1 is that, when Hoy (L) is a
semi-nonparametric estimate, iterating model equations is numerically much more straightforward

than handling functional MA matrices {f] }?:1.

3.4.2 Nonlinear Responses with Relaxed Shocks

Following Proposition 3.4.1, the sample impulse response would be
— ~ h -
IRF(8) 1= ©5,,10 + >_ V;(0), (3.15)
j=0

where ‘
1 i ~
Vil0) = = > [0 (Xiei 0) = T Xy
=1

and é, I and 7; are plug-in estimates of the respective quantities based on ﬁl and Il,. However,
under Assumptions 4 and 5, the construction of impulse response (3.15) is improper. This can be

immediately seen by noticing that, at impact,
Xi(0) = 7j(X;6) = Xi + 0,

meaning that P(X;(0) ¢ X') > 0 since there is a translation of size ¢ in the support of X;. The
problem is rooted in the fact that the standard definition of IRF involves a translation of the
distribution of time ¢ structural innovations, which is incompatible with the assumptions imposed
in Section 3.3 to derive semi-nonparametric consistency.

There are multiple ways to address this issue. One option, which would require substantial
technical work, is to extend Theorem 3.3.9 to encompass regressors with unbounded or expanding
domains. A potential direction could be coupling the weighted sieves of Chen and Christensen
(2015) with appropriately defined shocks. Instead, I propose to take a more direct approach by
changing the type of structural shock one studies in a way consistent with bounded domains for all

variables.

Definition 3.4.3. A mean-shift structural shock €1¢(9) is a transformation of €1, such that

P(e14(0) € &) =1 and Eley(6)] = 0.
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9 1 1 2

Figure 3.1: Example of symmetric shock relaxation. Unperturbed (left, blue) versus shocked (right,
orange) densities of innovations €1;. The shock relaxation function (right, gray) and J together
determine the form of the relaxed shock used to compute the IRF.

A mean-shift shock is such that the distribution of time ¢ innovations is shifted to have mean
0, while retaining support £ almost surely. This definition is natural in that it makes evaluating
the effect of the MA(oc0) component of the unconditional IRF straightforward. With a mean-shift
shock, at impact it holds
Xi(0) = Xi + €14(0) — €xy,

yet €14(0) — €1y is not known unless the transformation for the mean-shock is itself known. Unfor-
tunately, the assumption that the mean of €1,(d) is exactly equal to 0 requires that the distribution
of €1; be known to properly choose a mean-shift transform. If instead one is willing to assume
only that E[e1,(d)] = ¢, it is possible to sidestep this requirement by introducing a shock relazation

function.

Definition 3.4.4 (Shock Relaxation Function). A shock relaxation function is a map p : & — [0, 1]
such that p(z) =0 for all z € R\ &1, p(z) > 0 for all z € & and there exists zo € & for which

p(z0) = 1.

In general, choosing a shock relaxation function without taking into account the shape of domain
&1 does not necessarily imply that the relaxed shocks will not push the structural variable out-of-

bounds. Therefore, I also introduce the notion of compatibility.
Definition 3.4.5 (Compatible Relaxation). Consider a shock 6 € R and let &1 = [a, b].

(i) If 6 > 0, p is said to be right-compatible with o if

p(z) < b|;Zf0r allze€ €.

(ii) If 6 <0, p is said to be left-compatible with § if

a—+z
4]

p(z) < forall z € £.

(iii) Given shock size |0| > 0, p is said to be compatible if it is both right- and left-compatible.
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By setting
€1¢(0) = exe + dp(enr)

where p is compatible with §, it follows that X;(d) = X;+dp(e1;) and |E[e14(0)]| = |0E[p(e1r)]| < |9
since E[p(e1¢)] € [0,1) by definition of p. If p is a bump function, a relaxed shock is a structural
shock that has been mitigated proportionally to the density of innovations at the edges of £ and the
squareness of p. For better intuition, Figure 3.1 provides a graphical rendition of shock relaxation

of a symmetric error distribution with a bump function.

Remark 3.4.1. The definition of compatible relaxation function is static, as it considers only the
impact effect of a shock. Nonetheless, the assumption that X; € X for all ¢t must also hold for
X:(9), the shocked structural variable. In theory, given 4, one can always either expand X or
strengthen p so that compatibility is enforced at all horizons 1 < h < H. For simulations, where
one has access to the data generating process, the choice of domains and relaxation functions can be
done transparently. In practice, some care is required. When working with empirical data, unless
one is willing to assume X; is wholly exogenous — as in Section 3.6.1 with monetary policy shocks
— or strictly autoregressive, some scenarios are more amenable to analysis with the framework
presented here than other. In Section 3.6.2, following Istrefi and Mouabbi (2018), I will let X; be a
non-negative uncertainty measure, so that negative shocks are harder to study without producing
sequences that contain negative uncertainty values. Thus, I will focus on positive, contractionary

shocks.

For a given X, transformation X; + dp(e1;) is not directly applicable since €;; is not observed.

In practice, therefore, I will consider
X{(&) = Xt + 5p(/€\1t)

For simplicity of notation, let &; := dp(e1¢). Similarly to Step (ii) of Proposition 3.4.1, given a path

Xiyj:¢ one finds

~ ~ j ~
Xiyj(08) = Xogj + ©j110: + Y (Tr1 Xugj—r(6) — To11 Xu4j—1)
k=1

= 75 (Xijit5 6¢),
The relaxed-shock impulse response is thus given by

IRF(8) = B[Z11(50) = Ziss) = On a0 E [pler)] + D B [Tk Xigj k(6) — TuXgj k] -
k=1

In what follows, I show that by replacing gt with gt = dp(€1¢) it is possible to consistently estimate
unconditional expectations involving Xt+j(5~t) as well as Xy ;, and thus IRF},(6), by averaging over

sample realizations.
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3.4.3 Relaxed Impulse Response Consistency

For a given § € R and compatible shock relaxation function p, vector V;(d) is the nonlinear com-
ponent of impulse responses. One can focus on a specific variable’s response by introducing, for
1<¢<d,

1

Vie(0) :== — > [Fj,f’Yj(XtJrj:t;gt) - Fj,ZXtJrj] ;
t=1

where Vj 4(6) is the horizon j nonlinear effect on the /th variable and I';, is the /th component of

functional vector I';. For the sake of notation I also define
V.0( Xt jits 0t) = T oy (Xeqjues 6¢) — Ty Xy
Let 0j0( Xyt gt) be its sample equivalent, so that

Vj0(Xigjus 0t) = 107 (Xewjies 00) — T o Xeg s

~ 1 "I R =
VM(‘S) = : Z Uj,z(XtJrg t; 5t)
n=Ji3
and .
IRF}(0) = Op.16n 1Y p(en) + > Vie(9)
t=1 j=0
for1 </¢<d.

Theorem 3.4.6. Let Irﬁl/:‘h,g(d) be a semi-nonparametric estimate for the horizon h relazed shock

IRF of variable £. Under the same assumptions as in Theorem 3.3.9
IRF, ¢(5) 5 IRF}(5)

for any fized integers 0 < h < oo and 1 < ¢ < d.

3.5 Simulations

This section is devoted to analyzing the empirical performance of the two-step semi-nonparametric
estimation strategy discussed above. I will consider the two simulation setups employed by Gongalves
et al. (2021), with focus on bias and MSE of the estimated relaxed shocked impulse response func-
tions. Additionally, I provide simulations under a modified design which highlight how in larger
samples the non-parametric sieve estimator consistently recovers impulse responses, while a least-
squares estimator constructed with a pre-specified nonlinear transform does not. In all simulations,

I use a B-spline sieve of order 1.

3.5.1 Benchmark Bivariate Design

The first simulation setup involves a bivariate DGP where the structural shock does not directly

affect other observables. This is a simple environment to check that indeed the two-step estimator
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recover the nonlinear component of the model and impulse responses are consistently estimated,
and that the MSE does not worsen excessively.
I consider three bivariate data generation processes. DGP 1 sets X; to be a fully exogenous

innovation process,

Xt = €1¢,
(3.16)
Y; = 0.5Y;-1 + 0.5X; + 0.3X;—1 — 0.4max(0, X;) + 0.3 max(0, X;—1) + €.
DGP 2 adds an autoregressive component to X;, but maintains exogeneity,
Xy =05X,_1 + ey,
t t—1 T €1t (3.17)
Y: = 0.5Y;_1 + 0.5X; + 0.3X;—1 — 0.4max(0, X;) + 0.3 max(0, X;—1) + €.
Finally, DGP 3 add an endogenous effect of Y;_1 on the structural variable by setting
Xy =05X1+0.2Y,_1 + €y,
(3.18)

Y; =05Y;_1+05X; +03X;_1—04 maX(O, Xt) +0.3 max(O, Xt—l) + €9¢.

Following Assumption 1, innovations are mutually independent. To accommodate Assumptions 4
and 5, both €1; and ey are drawn from a truncated standard Gaussian distribution over [—3, 3].2°
All DGPs are centered to have zero intercept in population.

I evaluate bias and MSE plots using 1000 Monte Carlo simulation. For a chosen horizon H, the
impact of a relaxed shock on €4 is evaluated on Y1 for h =1,..., H. To compute the population
IRF, I employ a direct simulation strategy that replicates the shock’s propagation through the
model and I use 10000 replications. To evaluate the estimated IRF, the two-step procedure is
implemented: a sample of length n is drawn, the linear least squares and the semi-nonparametric
series estimators of the model are used to estimate the model and the relaxed IRF is computed

following Proposition 3.4.2. For the sake of brevity, I discuss the case of § = 1 and I set the shock

)

over interval [—3,3] and zero everywhere else.?! Choices of § = —1 and § = 40.5 yield similar

relaxation function to be

p(z) = exp (1 +

‘z
3

results in simulations, so I do not discuss them here.

Figure 3.2 contains the results for sample size n = 240. This choice is motivated by considering
the average sample sizes found in most macroeconometric settings: it is equivalent to 20 years of
monthly data or 60 yearly of quarterly data (Gongalves et al., 2021). The benchmark method is
an OLS regression that relies on a priori knowledge of the underlying DGP specification. Given
the moderate sample size, to construct the cubic spline sieve estimator of the nonlinear component
of the model I use a single knot, located at 0. The simulations in Figure 3.2 show that while the

MSE is slighlty higher for the sieve model, the bias is comparable across methods. Note that for

20Let e;r ~ N(0,1) for i = 1,2, then the truncated Gaussian innovations used in simulation are set to be e;; =
min(max(—3, e;¢),3). The resulting r.v.s have a non-continuous density with two mass points at -3 and 3. However,
in practice, since these masses are negligible, for the moderate sample sizes used this choice does not create issues.
2Tt can be easily checked that this choice of p is compatible with shocks of size 0 < |§] < 1.
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Figure 3.2: Simulations results for DGPs 1-3.
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DGP 3, due to the dependence of the structural variable on non-structural series lags, the MSE
and bias increase significantly, and there is no meaningful difference in performance between the

two estimation approaches.

3.5.2 Structural Partial Identification Design

To showcase the validity of the proposed sieve estimator under the type of partial structural iden-
tification discussed in the paper, I again rely on the simulation design proposed by Gongalves et al.
(2021). All specifications are block-recursive, and require estimating the contemporaneous effects

of a structural shock on non-structural variables, unlike in the previous section.

The form of the DGPs is
BoZy = B1Zi—1 + Co f(Xy) + C1f(Xi—1) + €,

where in all variations of the model

1 0 0 0 0
By=1|-045 1 -03|, Co=|-02|, and Cy=|-0.1
—-0.05 0.1 1 0.08 0.2

I focus on the case f(x) = max(0,z), since this type of nonlinearity is simpler to study. DGP 4

treats X; as an exogenous shock by setting

0 0 0
By =015 0.17 -0.18};
—-0.08 0.03 0.6

DGP 5 add serial correlation to Xy,

-0.13 0 0
By =015 0.17 -0.18};
—-0.08 0.03 0.6

and DGP 6 includes dependence on Y;_1,

-0.13 0.05 -0.01
By=015 0.17 -0.18
—-0.08 0.03 0.6

For these data generating processes, I employ the same setup of simulations with DGPs 1-3, in-
cluding the number of replications as well as the type of relaxed shock. as well as the sieve grid.
Here too I evaluate MSE and bias of both the sieve and the correct specification OLS estimators
with as sample size of n = 240 observations. The results in Figure 3.3 show again that there
is little difference in terms of performance between the semi-nonparametric sieve approach and a

correctly-specified OLS regression.
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Figure 3.3: Simulations results for DGPs 4-6.
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Figure 3.4: Plot of nonlinear function ¢(z) used in DGP 7.

3.5.3 Model Misspecification

The previous sections report results that support the use of the sieve IRF estimator in a sample
of moderate size, since it performs comparably to a regression performed with a priori knowledge
of the underlying DGP. I now show that the semi-nonparametric approach is also robust to model
misspecification compared to simpler specifications involving fixed choices for nonlinear transfor-
mations.

To this end, I modify DGP 2 to use a smooth nonlinear transformation to define the effect of
structural variable X; on Y;. That is, there is no compounding of linear and nonlinear effects. The
autoregressive coefficient in the equation for X; is also increased to make the shock more persistent.

The new data generating process, DGP 2/, is, thus, given by

Xy =0.8X;_1 + ey,

(3.19)
Y; =05Y; 1+ Og(p(Xt) + 0.5(,0(Xt_1) + €9¢.

where ¢(x) := (z — 1)(0.5 + tanh(z — 1)/2), which is plotted in Figure 3.4.

To emphasize the difference in estimated IRFs, in this setup I focus on § = £2, which requires
adapting the choice of innovations and shock relaxation function. In simulations of DGP 2/, €14

and ey are both drawn from a truncated standard Gaussian distribution over [—5,5]. The shock

)

relaxation function of this setup is given by

p(z) = exp (1 + ‘5

over interval [—5, 5] and zero everywhere else. This form of p is adapted to choices of § such that
0 < |6| < 2. The sieve grid now consists of 4 equidistant knots within (—5,5). I use the same
numbers of replications as in the previous simulations. Finally, the regression design is identical to
that used for DGP 2 under correct specification.

The results obtained with sample size n = 2400 are collected in Figure 3.5. I choose this larger
sample size to clearly showcase the inconsistency of impulse responses under misspecification: as

it can be observed, the simple OLS estimator involving the negative-censoring transform produces
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IRF estimates with consistently worse MSE and bias than those of the sieve estimator at almost all
horizons. Similar results are also obtained for more moderate shocks § = £1, but the differences
are less pronounced. These simulations suggest that the semi-nonparametric sieve estimator can
produce substantially better IRF estimates in large samples than methods involving nonlinear
transformations selected a priori.

In this setup, it is also important to highlight the fact that the poor performance of OLS
IRF estimates does not come from ¢(z) being “complex”, and, thus, hard to approximate by
combinations of simple functions. In fact, if in DGP 2’ function ¢ is replaced by ¢(z) := p(z + 1),
the differences between sieve and OLS impulse response estimates become minimal in simulations,
with the bias of the latter decreasing by approximately an order of magnitude (see Figure 3.8 in
Appendix 3.B). This is simply due the fact that @(z) is well approximated by max(0,z) directly.
However, one then requires either prior knowledge or sheer luck when constructing the nonlinear
transforms of X; for an OLS regression. The proposed series estimator, instead, just requires an
appropriate choice of sieve. Many data-driven procedures to select sieves in applications have been

proposed, see for example the discussion in Kang (2021).

3.6 Empirical Applications

In this section, I showcase the practical utility of the proposed semi-nonparametric sieve estimator
by considering two applied exercises. First, I revisit the empirical analysis of Gongalves et al.
(2021), which is itself based on the work of Tenreyro and Thwaites (2016). This provides both
linear and nonlinear benchmarks for the monetary policy responses within a compact econometric
model. T find that, although the differences between approaches are mild, nonparametric IRFs
in fact provide counter-evidence to the conclusions reported by Gongalves et al. (2021). In the
second application, I compare the linear and nonlinear impulse responses that are produced by
uncertainty shocks in the setup studied by Istrefi and Mouabbi (2018). Here, sieve-estimated IRFs

show differences in shape, timing and intensity, chiefly when the sign of the shock changes.

3.6.1 Monetary Policy Shocks

The objective of the empirical analysis in Gongalves et al. (2021) is to analyze the effects of a
monetary policy shock on a model of the US macroeconomy. Structural identification is achieved
via a narrative approach, following the seminal work of Romer and Romer (2004).

The four-variable model is set up identically to the one of Gongalves et al. (2021), Section
7. Let Zy = (X¢, FFRy, GDPy, PCE;)’, where X; is the series of narrative U.S. monetary policy
shocks, FFRy is the federal funds rate, GDP; is log real GDP and PCE, is PCE inflation.?? As
a pre-processing step, GDP is transformed to log GDP and then linearly detrended. The data is
available quarterly and spans from 1969:Q1 to 2007:Q4. As in Tenreyro and Thwaites (2016), I

22Tn Gongalves et al. (2021) p. 122, it is mentioned that CPT inflation is included in the model, but both in the
replication package made available by one the authors (https://sites.google.com/site/lkilian2019/research
/code) from which I source the data, and Tenreyro and Thwaites (2016), PCE inflation is used instead. Moreover,
the authors say that both the FFR and PCE enter the model in first differences, yet in their code these variables are
kept in levels. I keep their original formulation to allow for a proper comparison between estimation methods.


https://sites.google.com/site/lkilian2019/research/code
https://sites.google.com/site/lkilian2019/research/code
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use a model with one lag, p = 1. Narrative shock X; is considered to be an i.i.d. sequence, i.e.
X = €14, therefore I assume no dependence on lagged variables when implementing pseudo-reduced

form (3.2). Like in Gongalves et al. (2021), I consider positive and negative shocks of size |§| = 1.

6 _1
. 1]

to be the shock relaxation functions. Figure 3.10 in Appendix 3.B provides a check for the validity

As such, I choose

z

p(z) = 1|2 < 4yexp [ 1+ U4

of p given the sample distribution of X;. Knots for sieve estimation are located at {—1,0,1}. The
model is block-recursive, and the structural formulation of Section 3.2.2 allows identifying the U.S.
monetary policy shocks without the need to impose additional assumptions on the remaining shocks.
Gongalves et al. (2021), following Tenreyro and Thwaites (2016), use two nonlinear transformations,
F(r) = max(0,z) and F(z) = 23, to try to gauge how negative versus positive and large versus
small shocks, respectively, affect the U.S. macroeconomy. For clarity, below I refer to this approach
as “parametric nonlinear method”. Since the authors find that the inclusion of a cubic term does not
meaningfully change impulse responses, I focus on comparing the IRFs estimated via sieve regression
with the ones obtained by setting F'(z) = max(0,z), as well as by not including nonlinear terms
(i.e. linear IRFs).

Figure 3.6 shows the estimated impulse response to both a positive and negative unforeseen
monetary policy shock. The impact on the federal funds rate is consistent across all three proce-
dures, but there are important differences in GDP and inflation responses. In case of an exogenous
monetary tightening change, the parametric nonlinear response for GDP, unlike in the case of lin-
ear and parametric nonlinear IRFs, is nearly zero at impact and has a monotonic decrease until
around 10 quarters ahead. The change is shape is meaningful, as the procedure of Gongalves et al.
(2021) still yields a small short-term upward jump in GDP when a monetary tightening shock
hits. Moreover, after the positive shock, the sieve GDP responses reaches its lowest value 4 and 2
quarters before the linear and parametric nonlinear responses, while its size is 13% and 16% larger,
respectively.?? Finally, the sieve PCE response is positive for a shorter interval, but looks to be
more persistent once it turns negative also 10 months after impact.

When the shock is expansionary, sieve IRFs show a pronounced asymmetry, even more than
that of parametric nonlinear responses. One can observe that semi-nonparametric federal funds
rate IRF is marginally mitigated compared to the alternative estimates. An important puzzle is
due to the clearly negative impact on GDP. Indeed, both types of nonlinear responses show a drop
in output in the first 5 quarters. Also note that the PCE inflation has a positive spike the first
couple of quarters after impact. Such a quick change seems unrealistic, as one does not expect
inflation to suddenly reverse sign, but, as Gongalves et al. (2021) also remark, the overall impact
on inflation of both shocks is small when compared to the change in federal funds rate.

This comparison between methods, and specifically the nature of nonparametric impulse re-
sponses, provides evidence that a small econometric model, such as the one studied by Tenreyro

and Thwaites (2016), may be inadequate to fully capture the dynamic effects of monetary policy

23The strength of this effect changes across different shocks sizes, as Figure 3.12 in Appendix 3.B proves. As
shocks sizes get smaller, nonlinear IRFs, both parametric and sieve, show decreasing negative effects.
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Figure 3.6: Effect of an unexpected U.S. monetary policy shock on federal funds rate, GDP and
inflation. Linear (gray, dashed), parametric nonlinear with F'(x) = max(0,z) (red, point-dashed)
and sieve (blue, solid) structural impulse responses. For § = +1, the lowest point of the GDP
response is marked with a dot.

shocks. In both setups, however, impulse response interpretation is only suggestive, as confidence
bands are missing and only pointwise IRFs are available. Whether the puzzles highlighted above
would persist after accounting for estimation uncertainty is an important research question that I

leave for future analysis.

3.6.2 Uncertainty Shocks

Uncertainty in interest rates appears to be a significant factor in recent economic history. Starting
with the fundamental changes brought forth by the unprecedented measures of unconventional
monetary policy after the 2007-2008 financial crisis, to the powerful economic stimuli during the
COVID-19 pandemic, and finally the subsequent interest rate tightening and inflation phenomenon
of 2022, central banks and institutional agents are often very concerned about uncertainty. Since
traditional central bank policymaking is heavily guided by the principle that the central bank can
and should influence expectations, controlling the (perceived) level of ambiguity in current and

future commitments is key.
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Istrefi and Mouabbi (2018) provide an analysis of the impact of unforeseen changes in the
level of subjective interest rate uncertainty on the macroeconomy. They derive a collection of new
indices based on short- and long-term profession forecasts. Their empirical study goes in depth
into studying the different components that play a role in transmitting uncertainty shocks, but
here I will focus on re-evaluating their structural impulse response estimates under the light of
potentially-missing nonlinear effects. For the sake of simplicity, my evaluation will focus only on
the 3-months-ahead uncertainty measure for short-term interest rate maturities (3M3M) and the
US economy.?*

Like in Istrefi and Mouabbi (2018), let Z; = (X;, IP;, CPI;, PPI;, RT:, UR;)" be a vector where
X; is the chosen uncertainty measure, IP; is the (log) industrial production index, CPI; is the CPI
inflation rate, PPI; is the producer price inflation rate, RT; is (log) retail sales and UR; is the

unemployment rate. The nonlinear model specification is given by
Zy=p+A1Z 1+ AsZy 1+ Fi(Xy1) + Fo(Xi—2) + DWy + uy,

where W; includes a linear time trend and oil price OIL;.?> The data has monthly frequency and
spans the period between May 1993 and July 2015.26 Note here that, following the identification
strategy of Gongalves et al. (2021), nonlinear functions F} and Fy are to be understood as not
effecting X;, which is the structural variable. The linear VAR specification of Istrefi and Mouabbi
(2018) is recovered by simply assuming F; = F, = 0 prior to estimation. Since they use recursive
identification and order the uncertainty measure first, this model too is block-recursive.

I consider a positive shock with intensity § = o1, where o, is the standard deviation of

structural innovations. In this empirical exercise, the relaxation function is given by

p(z) = ]I{\z\ < le} exp (1 + {‘41”8 — 1]1)

and I set {0.1,0.3} to be the cubic spline knots. As 3M3M is a non-negative measure of uncertainty,
some care must be taken to make sure that the shocked paths for X; do not reach negative values.
Figure 3.14 in Appendix 3.B shows that the relaxation function is compatible, and also that the
shocked nonlinear paths of X; with impulse § and ¢’ all do not cross below zero.

Figure 3.7 presents both the linear and nonlinear structural impulse responses obtained. Impor-
tantly, even though Istrefi and Mouabbi (2018) estimate a Bayesian VAR model and here I consider
a frequentist vector autoregressive benchmark, the shape of the IRFs is retained, c.f. the median
response in the top row of their Figure 4. When uncertainty increases, industrial production drops,
and the size and extent of this decrease is intensified in the nonlinear responses. In fact, the sieve

IP response reaches a value that is 54% lower than that of the respective linear IRF.?7 A similar

24Tstrefi and Mouabbi (2018) also provide comparisons with results obtained with the other uncertainty measures,
which they comment are all very similar to the ones obtained with 3M3M. Their paper additionally evaluates a
number of other highly developed countries.

2Inclusion of linear exogenous variables in the semi-nonparametric theoretical framework detail in Section 3.3 is
straightforward as long as one can assume that they are stationary and weakly dependent. The choice of using p = 2
is identical to that of the original authors, based on BIC.

251 reuse the original data employed by the authors, who kindly shared it upon request, but rescale retail sales
(RT:) so that the level on January 2000 equals 100.

2TFigure 3.15 in Appendix 3.B confirms that this difference is consistent over a range of shock sizes, too.
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Figure 3.7: Effect of an unexpected, one-standard-deviation uncertainty shock to US macroeco-
nomic variables. Linear (gray, dashed) and sieve (blue, solid) structural impulse responses. The
extreme points of the responses are marked with a dot.

behavior holds true for retail sales (38% lower) and unemployment (23% higher), proving that
this shock is more profoundly contractionary than suggested by the linear VAR model. Further,
CPI and PP inflation both show short-term fluctuations which strengthen the short- and medium-
term impact of the shock. CPI and PP nonlinear inflation responses are 76% and 41% stronger
than their linear counterpart, respectively. These differences suggest that linear IRFs might be
both under-estimating the short-term intensity and misrepresenting long-term persistence of in-
flation reactions. From another perspective, Nowzohour and Stracca (2020) presented evidence
that consumer consumption growth, credit growth and unemployment do not co-move with the
policy uncertainty index (EPU) of Baker et al. (2016), but are negatively correlated with financial
volatility. Given the strength of nonlinear IRFs, this discrepancy may also suggest that the 3M3M

uncertainty measure partially captures the financial channel, too.

The introduction of nonlinear terms in the structural VAR of Istrefi and Mouabbi (2018) thus
provides evidence that fundamental impulse response features might otherwise be missed. Indeed,
Figure 3.13 in Appendix 3.B - which plots regression functions of endogenous variables with respect
to Xy - proves that high and low uncertainty levels may have significantly different effects on
endogenous economic variables. In particular, at the second lag, tail effects appear to be milder,

while at low levels changes in uncertainty have more pronounced impact.
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3.7 Conclusion

This paper studies the application of semi-nonparametric series estimation to the problem of struc-
tural impulse response analysis for time series. After first discussing the partial identification model
setup, I have used the conditions of system contractivity and stability to derive physical measures
of the dependence for nonlinear systems. In turn, these allow to derive primitive conditions under
which series estimation can be employed and structural IRFs are consistently estimated. The sim-
ulation results prove that this approach is valid in moderate samples and has the added benefit of
being robust to misspecification of the nonlinear model components. Finally, two empirical appli-
cations showcase the utility in departing from both linear and parametric nonlinear specifications
when estimating structural responses.

There are many possible avenues for extending the results I have presented here. A key aspect
that T have not touched upon is inference in the form of confidence intervals: the theory of Chen
and Christensen (2015) does not encompass uniform inference, and, as such, additional results
have to be developed. Indeed, (uniform) confidence bands are necessary to properly quantify the
uncertainty of IRF estimates. Belloni et al. (2015b) give a uniform asymptotic inference theory,
but their derivations are limited to non-dependent data. Li and Liao (2020) and Cattaneo et al.
(2022) provide theoretical coupling results that could be exploited in order to handle time series
data. Chen and Christensen (2018) give a theory of uniform inference for panel IV setups, which
could possibly be generalized to handle nonlinear IRFs. In the spirit of Kang (2021), it would be
also important to derive inference results that are uniform in the selection of series terms, as, in
practice, a data-driven procedure for selecting K should be used. Studying other sieve spaces, such
as neural networks or shape-preserving sieves (Chen, 2007), would also be highly desirable. The
latter can be especially useful in contexts where economic knowledge suggests that the nonlinear
components of the model are e.g. strictly monotonic increasing or convex. Finally, sharpening of

convergence rates used in the main proofs is of independent interest.
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Appendix

Matrix Norms. Let
| Al := max {||Az]|, | [|=]|, < 1}

be the r-operator norm of matrix A € C%*%_ The following Theorem establishes the equivalence

between different operator norms as well as the compatibility constants.
Theorem 3..1 (Feng (2003)). Let 1 < p,q < oo. Then for all A € Ch>d2,
HAHP < )‘pvq(dl))‘qvp(dﬂHA”qv

where

1 if a > b,
Aap(d) = _
dV/e=1/b if g < b.

This norm inequality is sharp.

In particular, if p > ¢ then it holds

1

@y Al < 14l < ()AL,

3.A Proofs

3.A.1 GMC Conditions and Proposition 3.3.6

Lemma 3.A.1. Assume that {¢;}icz, ¢ € € C R are i.i.d., and {Z;}1ez is generated according
to

Zy = G(Zt—1, &),

where Z; € Z C R and G is a measurable function. If either

(a) Contractivity conditions (3.11)-(3.12) hold, sup,czllet|rr < oo and |G(Z,€)|| < oo for some
(z,6) € Zx&;

(b) Stability conditions (3.13)-(3.14) hold, sup,cz||ét||r < 00 and ||0G/0Z| < My < oo;

then
Sl:p”ZtHLr < oo w.p.l.

Proof.

(a) In a first step, we show that, given event w € Q, realization Z;(w) is unique with probability
one. To do this, introduce initial condition z, for £ > 1 such that z, € Z and ||2z| < oo.
Define

Zt(—f) (Ld) — G(ﬁ) (yo, €t—0+1:t (w))
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Further, let Zt/(fg) be the realization with initial condition z! # z, and innovation realizations
€¢—v+1:¢(w). Note that

1279 w) = 219 (w)|| < L llz0 = 2],

which goes to zero as £ — co. Therefore, if we set Z;(w) := limy_, Zt(_e) (w), Zt(w) is unique

with respect to the choice of zo w.p.1. A similar recursion shows that
(—0) /-1
- 14 k
|27 (w)|| < 5 Izl + X C5Cellerrk(@)II-
k=0

By norm equivalence, this implies

HZt(_Z)HLT < CY %, + g C5Ce ekl r
k=0

< CF ||zol, + (1 = C2) ™' Cesuplle| - < oo,
tezZ
and taking the limit £ — oo proves the claim.

(b) Consider again distinct initial conditions z/ # z, and innovation realizations €_gy1.+(w),
yielding Zg(fg) (w) and Zt(fg) (w), respectively. We may use the contraction bound derived in
the proof of Proposition 3.3.6 (b) below, that is,

| 259w - 270w |, < Challza—

where Cy > 0 is a constant. With trivial adjustments, the uniqueness and limit arguments

used for (a) above apply here too.

Proof of Proposition 3.3.6.
(a) By assumption it holds that for all (z,2') € Z x Z and (e,¢’) € € x €
IG(2,€) = G(', )| < Czllz — 2'l| + Cclle — €|

holds, where 0 < C'z < 1 and 0 < C,. < oo. The equivalence of norms directly generalizes this
inequality to any r-norm for r > 2. We study ||Z;+n, — Z; |- where Z]_, is constructed with
a time-t perturbation of the history of Z; ;. Therefore, for any given ¢t and h < 1 it holds
that

H Zt+h - G(h)(Zéa €t+1:t+h) HT < CZ||G(h_1)(Zt, €t+1:t+h—1) - G(h_l)(zéa €t+1:t+h—1)\|r

h /
< Cz1|Z — Zi]»
since sequence €4 1..4+4 is common between Z; 1, and Zj 4+ Clearly then

H Zion — GM(Z) eri1aen) HT < 2||Z]| exp(—~h)
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for v = —log(Cz). Letting a = 2||Z||, and shifting time index ¢ backward by h, since
sup;|| Z¢||Lr < 0o w.p.1 from Lemma 3.A.1 the result for L" follows with 7 = 1.

(b) Proceed similar to (a), but notice that now we must handle cases of steps 1 < h < h*.
Consider iterate h* + 1, for which

H Zuvnis = GUDZ) i) Hr < |GG (Zp, er1)s evranin) — GMUG(Z  evn), evvaan)llr
< C%HG(Zta et-i-l) - G(Zt/7 et-‘rl)HT
< CyMz|Z — Zi)|»

by the mean value theorem. Here we may assume that Mz > 1 otherwise we would fall under
case (a), so that Mz < M2 < ... < Mg*fl. More generally,

» .
| Zesnir = GHZ cvrinin) || < OFY max{dy 71} Z - Z4)»

for j(h) := [h/h*]. Result (b) then follows by noting that j(h) > h/h*—1 and then proceeding

as in (a) to derive GMC coefficients.

Companion and Lagged Vectors. The assumption of GMC for a process translates naturally
to vectors that are composed of stacked lags of realizations. This, for example, is important in
the discussion of Section 3.3 when imposing Assumption 9, since one needs that series regressors
{Wai }tez be GMC.
Recall that Wy, = (X4, Xy—1,..., Xi—p, Yi—1,...,Yi—p, €11). Here we shall reorder this vector
slightly to be
Wor = (XnXt—l,YZ—l, s 7Xt—p,Yt—p7 €1t)~

For h >0and 1 <1 <h, let Zéﬂ- =Wz, ..., Z{_p; €tr1:045) be the a perturbed version of Z;,

where Z;,...,Z,_, are taken from an independent copy of {Z;};cz. Define

p

1 Y / / /
WQt - (Xta thlv }/tfla e 7Xt7p7 }/tfp’ 6115)-

Using Minkowski’s inequality

p
IWorin = Wanller < 1 Xern — Xiinllr + D 1 Zevn—j — Zisn—jller
j=1

P
< N Zsh—i — ZinjllLr
§=0
thus, since p > 0 is fixed finite,
p
supl[Wattn = Wargnller < 3 Ar(h—j) < (p+1) a1z exp(—azzh).
§=0

Above, a1z and agy are the GMC coefficients of {Z; }icz.
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3.A.2 Lemma 3.3.7 and Matrix Inequalities under Dependence

In order to prove Lemma 3.3.7, the idea is to modify the approach of Chen and Christensen (2015),
which relies on Berbee’s Lemma and an interlaced coupling, to handle variables with physical
dependence. Chen et al. (2016) provide an example on how to achieve this when working with self-

normalized sums. In what follows I modify their ideas to work with random dependent matrices.

First of all, I recall below a Bernstein-type inequality for independent random matrices of Tropp
(2012).

Theorem 3.A.2. Let {E;}!' be a finite sequence of independent random matrices with dimensions

di X dy. Assume E[Z;] =0 for each i and maxi<i<,||Zi|| < Ry, and define

gz ::max{ }

IP( 2z> < (dy + da) exp (22/2>

nqgs? + qR,z/3
The main exponential matrix inequality due to Chen and Christensen (2015), Theorem 4.2 is

n

=. =/
Z E |:‘—'Z,n‘—‘j,n:|

i=1

n

= =.
Z E {‘-’i,n“]ﬂl}

i=1

Y

Then for all z > 0,

n

Z’_‘
— .
—1

=1

as follows.

Theorem 3.A.3. Let {X;}icz where X; € X be a B-mizing sequence and let =;, = =,(X;) for
each i where Z,, : X — RI1xd2 pe ¢ sequence of measurable dy X do matriz-valued functions. Assume
that E[Z; ] = 0 and ||Z;|| < Ry, for each i and define

| E 1= 0Zall] } -

Let 1 < g < n/2 be an integer and let I¢ = q|n/q],...,n when q|n/q| < n and Is = O otherwise.
Then, for all z > 0,

‘|

where ||Ycr, Zinll := 0 whenever I, = 0.

52 .= max {IE [HEi,nE;’n

n

> 6z> < gﬁ(q) + P (

—_
— .
—i,n

i€le

> 2| 4 20 + do) —2/2
= LT G2/ &P ngS2 + qRnz/3 )’

n
—_

§ =
—i,n

i=1

To fully extend Theorem 3.A.3 to physical dependence, I will proceed in steps. First, I derive a
similar matrix inequality by directly assuming that random matrices Z; ,, have physical dependence

coefficient AZ(h). In the derivations I will use that

1

gy 14l < 4]z < (di)Y2 V") Al

for r > 2.

Theorem 3.A.4. Let {€;},cz be a sequence of i.i.d. variables and let {=; ,}i;,

Ei,n = GE( oy €i—1, 62‘)
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for each i, where =, : X — RU*%  pe o sequence of measurable di x dy matriz-valued functions.
Assume that E[=; ,] = 0 and ||Z;,| < Ry, for each i and define

52 = max {E [|ZinZ},|I] B 15,25l } -

Additionally assume that ||Z; n|| - < 0o forr > 2 and define the matriz physical dependence measure
AZ(h) as

r

AZ(h) := max HE — M
7"( ) 1<i<n 0 LR | )
—hx ._ M= .
where =75 = Gr (... €y 1,6 _py €imht1,- - -, €i-1,€i) for independent copy {E;}jez- Let1 < g <

n/2 be an integer and let Is = q|n/q],...,n when q|n/q] < n and I, = 0 otherwise. Then, for all
z >0,

]p<.

n
—

E =
=i,n

=1

—_
=
—,n

nr+1 A_
>6z) < ————— AF(q)+P
qT(dQ)T/2712:T (q) =

> 2 | +2(dy+da) /2
= 1T ¢2) exp ngS2 + qRyz/3 )’

| := 0 whenever Iy = 0.

where || Lier, Zin

Proof. To control dependence, we can adapt the interlacing block approach outlined by Chen et al.
(2016). To interlace the sum, split it into

n

S Ein= Y Ji+ > Wit > Ein,

i=1 JEK, j€Jo 1€le
where W; := Zgiq(j_l)_H Zin for j = 1,...,|n/q] are the blocks, I, := {q|n/q] +1,...,n} if
qln/q] <nand J. and J, are the subsets of even and odd numbers of {1,...,|n/q]}, respectively.
For simplicity define J = J, U J, as the set of block indices and let

Wi =E[W)|e, q(j —2) +1< €< qj].

Note that by construction {W]T}je J. are independent and also {W;}je J, are independent. Using
the triangle inequality we find

P ( ZEM > 62’) <P ( Z(W] — W;r) + Z W;r Z Ei,n > 62)
i=1 jeJ jeJ icl
gIP( S oWy - wh) 22) +]P( Sowi zz)
jeJ je€Je

+]P( ZW].T ZZ)—I—IP( > Ein Zz)
j€Jo i€le
=T+ IT+1IT+1V.

We keep term IV as is. As in the proof of Chen and Christensen (2015), terms I7 and 1] consist

of sums of independent matrices, where each VVJ-T satisfies ||W]TH < ¢qR, and

max {E ||[W] W] E W) W][]} < qS7.
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Then, using the exponential matrix inequality of Tropp (2012),

—22/2
P >z | < (di+d2)exp a5 T aRif3 )

The same holds for the sum over J,. Finally, we use the physical dependence measure AE to bound
I. Start with the union bound to find

d

where we have used that [n/q| < n/q. Since W and WJT differ only over a o-algebra that is ¢ steps

> W

J€Je

S (W —wh)

jeJ

> z) <P (Z HW] — W;H > z)
JjeJ
<ye(lm-wi=12)

in the past, by assumption
HWj - WJHU < ¢ A7 (9);

which implies, by means of the rth moment inequality,

il s =12 |y —wd] > 2 n =
]P (HWJ WJ H 2 n Z) S ]P ((d2) HW] Wj r 2 n Z) S q’"fl(dQ)r/zflzT AT (Q)
where (dy)/"~1/2 is the operator norm equivalence constant such that ||-|| > (d2)'/"~/2?|-||, (Feng,
2003). Therefore,
t n’r—i—l _
P Wj=Willzz| < <m0
JEG;]( J J) qr(d2)r/27lzr ( )
as claimed. n

Notice that the first term in the bound is weaker than that derived by Chen and Christensen
(2015). The B-mixing assumption and Berbee’s Lemma give strong control over the probability
P(> e, (W; — W]T)H > z). In contrast, assuming physical dependence means we have to explicitly
handle a moment condition. One might think of sharpening Theorem 3.A.4 by sidestepping the
rth moment inequality (c.f. avoiding Chebyshev’s inequality in concentration results), but I do not
explore this approach here.

The second step is to map the physical dependence of a generic vector time series {X;};cz to

matrix functions.

Proposition 3.A.5. Let {X;}icz where X; = G(...,€_1,€¢) € X for {€j}jez i.i.d. be a sequence

with finite rth moment, where r > 0, and functional physical dependence coefficients

Ay(h) = sup H Xirn — GM(X], €iv1ien) ‘

LT

for h > 1. Let Z;,, = E,(X;) for each i where =, : X — R X2 be ¢ sequence of measurable di x da

matriz-valued functions such that Z, = (v1,...,vq,) for vy € R4, If |2 |- < 00 and

Cz = sup||Vug(z)|| < Cz < o0,
zeX
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then matrices Z; 5, have physical dependence coefficients

r i,m

AE(h) = sup H Bin — 2N
i

where Eﬁ; = E (G (X, €4 1:041))-

=hx*

im» Tespectively,

Proof. To derive the bound, we use Z,(X;) and =, (X ") in place of = Ein and 2
where X/ = G (X

X, €it1:i+n). First we move from studying the operator r-norm (recall, r > 2)

to the Frobenius norm,

|Zn(X0) = En(X])|| < ()27 |20(X) = Za (x|
T

where as intermediate step we use the 2-norm. Let =, = (v1,...,vq,) for vy € R¥andlel,...,ds,
so that

da

IZnllp = | D llvell?

=1
where vy = (vg1, . .., v, ). Since vy : X — R% are vector functions, the mean value theorem gives
that

En(XZ) - En(Xih*)

do

: J S TC2 X — X2 < Vdy C= || X — X[
/=1

Combining results and moving from the vector r-norm to the 2-norm yields

H Xh*)

< ()" () 2 O 1 X = X
,
The claim involving the L™ norm follows immediately. O

The following Corollary, which specifically handles matrix functions defined as outer products

of vector functions, is immediate and covers the setups of series estimation.

Corollary 3.A.6. Under the conditions of Proposition 3.A.5, if
En(Xi) = &(Xi)én(Xi)' + Qn
where &, : X — R? is a vector function and Q, € R>*? is nonrandom matriz, then
AE(h) < d¥*UT Ce A(h),

where Cy¢ 1= supex||Vén(z)|| < oo.

Proof. Matrix @Q,, cancels out since it is nonrandom and appears in both =, (X;) and Z,(X}*).

Since E,(X;) is square, the ratio of row to column dimensions simplifies. O

The following Corollaries to Theorem 3.A.4 can now be derived in a straightforward manner.
Corollary 3.A.7. Under the conditions of Theorem 3.A.4 and Proposition 3.A.5, for all z >0

(s .

—_
— .
—%,n

i€le

qrz"

7"+1
> 62) (d ) 7(r/2+1/r)(d1)1/271/7"05 AT(Q) +P (
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+2(dy + dy) e /2
X .
17 G2/xp ngS2 + qRnz/3

where Ay(+) if the functional physical dependence coefficient of X;.

Corollary 3.A.8. Under the conditions of Theorem 3.A.4 and Proposition 3.A.5, if ¢ = q(n) is

chosen such that

nr—i—l

(d2)2—(r/2+1/r)(d1)1/2—1/rCE Ar(q) = o(1)

q7’

and Rp+\/qlog(di + d2) = o(Sp\/n) then
i=1

This result is almost identical to Corollary 4.2 in Chen and Christensen (2015), with the only
adaptation of using Theorem 3.A.4 as a starting point. Condition R,+/qlog(d; + d2) = o(Sp\/n)
is simple to verify by assuming, e.g., ¢ = o(n/log(n)) since log(d; + d2) < log(K) and K = o(n).

=0Op <S’n nglog(d; + dg)) .

Note that when dy = do = K, which is the case of interest in the series regression setup, the first

condition in Corollary 3.A.8 reduces to

K52 0/242/0) 02 A, (g) = o(1)

Y

which also agrees with the rate of Corollary 3.A.6. Assumption 7(i) and a compact domain further
allow to explicitly bound factor Cz by
Cz S K*2,

so that the required rate becomes

3
K? A (q) =o(1), where p:= i g T Wy,

Proof of Lemma 3.3.7. The proof follows from Corollary 3.A.8 by the same steps of the proof of

Lemma 2.2 in Chen and Christensen (2015). Simply take Z;,, = n=1((0)X (X;) ()5 (X;)' — Ix) and

™ m

note that R, <n~'(1+ (% ,Ai,,) and Sp <n72(1+ (i, A ) O

For Lemma 3.3.7 to hold under GMC assumptions a valid choice for g(n) is
q(n) =" log(KPn"*)

where 7 as in Proposition 3.3.6. This is due to

r+1
- K? exp(—vq)
< nrJrle

~ log(Kf’nT"‘l)’"
_ 1

o log(Kpnr-i-l)r

r+1
(2) s s”
q
(Kpnr+1)—1

=o(1).
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< VK, since

~

Note then that, if Ax, S 1 and (k.

~

~ ~ Y

qlog K Klog(Krnm+1)log(K) K log(n,tr+2)log(n) Klog(n)?
<K,n)\K,n n < < <

~Y
n n n

to satisfy Assumption 8 we may assume /K log(n)?/n = o(1) as in Remark 2.3 of Chen and

Christensen (2015) for the case of exponential -mixing regressors.

3.A.3 Theorem 3.3.9

Before delving into the proof of Theorem 3.3.9, note that we can decompose ﬁg —1IIs as
ﬁg — 1, = (ﬁz — ﬁ;) + (ﬁ; - ﬁQ) + (ﬁQ - HQ);

where II, is the projection of IIs onto the linear space spanned by the sieve. The last two terms can
be handled directly with the theory developed by Chen and Christensen (2015). Specifically, their
Lemma 2.3 controls the second term (variance term), while Lemma 2.4 handles the third term (bias
term). This means here we can focus on the first term, which is due to using generated regressors

€1¢ in the second step.

Since IIs can be decomposed in dy rows of semi-nonparametric coeflicients, i.e.,

m21
Y, = : Way + oy,

T2,dy

we further reduce to the scalar case. Let m9 be any row of Iy and, with a slight abuse of notation,

Y the vector of observations of the component of Y; of the same row, so that one may write

~ = = = = =

o) — T3(x) = by () (B, Bx) ™ (Br = Bx)'Y +bf («) |(ByBr)” — (ByBx)” | ByY

™

=I+1I

where b () = F;Q/ Qbf (z) is the orthonormalized sieve according to I'p o := E[bE (Wa)bE (Way )],
B, is the infeasible orthonormalized design matrix (involving €1;) and B, is feasible orthonormalized

design matrix (involving €1¢). In particular, note that

0 0 €1 —en
By = By + R,,, where R, := Do : e RVK
0 0 €y — €1n

which implies B, — B, =R, F§12/2 = R,.
~] ~

The next Lemma provides a bound for the difference (B, By /n) — (B Bx/n) that will be useful
in the proof of Theorem 3.3.7 below.
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Lemma 3.A.9. Under the setup of Theorem 8.8.8, it holds

|(ByBr/n) — (B, Be/n)|| = Op(JK /).

~] ~

Proof. Using the expansion B, By = B. By + (B.R, + R, By) + R, R,,, one immediately finds that

=~ = o~ o~ ~ o~ o~ o~
|(By B /n) = (ByBe/m)| < 2| By Ro/nl| + | R, R/

The second right-hand side factor satisfies || R), Ry,/n|| < M nl| Ry R /1. Moreover,

1 <N
HR;Rn/nH = H Z(Elt — €1t)2H
s

1 & ~ ~
- > (I = I W Wi, (T — 11
t=1

< [T — T [ Wiws /n|
= OP(n_l)a

since ||[W{Wi/n|| = Op(1). Under Assumption 12, )\%n/n = op(y/K/n) since B-splines and
wavelets satisfy Mg, < 1. Consequently, ||R.,R,/n|| = op(y/K/n).

~

Factor || B.R,/n|| is also straightforward, but depends on sieve dimension K,

HB/ Rp/n| < K (Way) (€11 — €xt)

1 .
g K (Way) Wi, (T — 1)

< HH1 - HlH 1 BEWa /n]

=Op(1/K/n),

since || B.Wi/n| = Op(v/K) as the column dimension of W, is fixed. The claim then follows by
noting Op (/K /n) is the dominating order of convergence. O

Proof of Theorem 3.3.9. Since ﬁl the least squares estimator of a linear equation, the rate of
convergence is the parametric rate n=/2. The first result is therefore immediate.

For the second step, we consider
Tz — oo, < [T — T03| , + |[TI5 — M|

and bound explicitly the first right-hand side term. For a given component of the regression

function,
o () — T ()| < [I] + [11].

We now control each term on the right side.

(1) It holds

1 < [ @) | (B Ba/n) || |(Bx — Be)'Y/n|
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< sup [BE @) | (B Be/m) || | (Bx — B) ¥/
rEW2
< Cinhin By Ba/m) | [[(Br — Br)'Y /).

Let A, denote the event on which HB Bw/n — Ik|| < 1/2, so that H(B Bﬂ/n) | <2on

A,,. Notice that since ||(B Bﬂ/n) (B! B, /n)|| = op(1) (Lemma 3.A.9) and, by assumption,
| B. By /n — Ix| = op(1), then P(AS) = o(1). On A, then

11 S Cnien || (Br — Br)'Y/nl| = Cenic, [|RLY /1))
From R},Y = Y7y bK (W) (€10 — e1)Y; = (Tl — I)' WY it follows that
|R,Y /nl| < [Ty — || |[W]Y/n]|

on A,, meaning
1] = Op (Crendicn/ V)
as |[W{Y/n|| = Op(1) and P(AS) = o(1).

(2) Again we proceed by uniformly bounding I according to

1] < Cadicn | (BoBr/n) ™ = (BLBe/n) || | BLY /).

The last factor has order |B.Y/n| = Op(v/K) since By is growing in row dimension with
K. For the middle term, introduce

= = ~ ~
Ap:=B,B;/n— B.B:/n

and event
By :={||(B,Bx/n)” Al < 1/2} 0 {||BBr/n — Ix| < 1/2} .

On B, we can apply the bound (Horn and Johnson, 2012)

=35 = \\(~/ ~7r/n)‘||2 IIABII =5 7
B_Br/n B B, /n S ||ByBx/n — BBy /n||.

Since ||B Bw/n—B’ Br/n| = Op(v/K/n) by Lemma 3.A.9, we get

K
I =0 WA K e
11 = 0 (G =)
on B,. Finally, using P((AN B)¢) < P(A°) + P(B°) we note that P(BS) = o(1) so that the

bound asymptotically holds irrespective of event B,.

Thus, we have shown that

[7a(z) — T3(x)| < Op <€Kn>‘Kn\/>> +Op (CK,n)\K,nf/(ﬁ)
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K
- n>\ n= —
Op (CK, K, \/ﬁ>
as clearly /n~ ! = o(K/\/n) and, as discussed in the proof of Lemma 3.A.9, )\%(n/n =op(/K/n).
This bound is uniform in = and holds for each of the (finite number of) components of IIy, therefore

the proof is complete. O

3.A.4 Theorem 3.4.6

Before proving impulse response consistency, I show that compositions of the model’s autoregressive
nonlinear maps are also consistently estimated at any fixed horizon. This means that the “functional
moving average" coefficient matrices I'; involved in Proposition 3.4.1 can be consistently estimated
with ﬁl and ﬁg.

Lemma 3.A.10. Under the assumptions of Theorem 3.3.9 and for any fixed integer j > 0 it holds
ITj = Tjlloo = 0p(1).

Proof. By definition, recall that T'(L) = W(L)G(L) where ¥ = (I; — A(L)L)~!. Since ¥(L) is an
MA(c0) lag polynomial, we have that

(L) = (Z \I’kLk> (Go+GiL+ ...+ GpLP),
k=0

where Wy = Iy, {U;}72, are purely real matrices and Gy is a functional vector that may also
contain linear components (i.e. allow linear functions of X;). This means that I'; is a convolution

of real and functional matrices,
min{j, p}

Li= Y U 4G
k=1

The linear coefficients of A(L) can be consistently estimated by I, and ﬁg, and thus plug-in
estimate \ffj is consistent for ¥; (Liitkepohl, 2005). Therefore,

R min{j,p} I
ITj = Tille < > H‘I’j—ka - \Ijj_kaHoo

min{j, p} R R R
< s | Gl + [T 6 - G
k=1
min{j, p}
< Op(l)CG,k + Op(l)op(l)
k=1
= Op 1)7

where Cg 1, is a constant and |G}, — Gilloo = op(1) as a direct consequence of Proposition 3.3.9. [

Note. Since we assume that the model respects either contractivity or stability conditions, the im-
pulse responses must decay (eventually) exponentially fast to zero. This means that by “stitching”

bounds appropriately, one should also be able to achieve convergence uniformly over h = 0,1,..., 0.
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Recall now that the sample estimate for the relaxed-shock impulse response is

— n h
IRF}, (8) = ©p.10n "> p(ere) + Y Viu(0)
=1

where

‘7]'75(5) 5t = — Z l: ]’Y] Xt_A,_J t,ét) ijt+j .

jtl

Therefore, the estimated horizon A impulse response of the ¢th variable is

h

Ifﬁh74(5) = éh7g15 n! Z p(glt) + Z
t=1 =0

1
jzvjé Xt+]t75t) .
t=1

Lemma 3.A.11. Under the assumptions of Theorem 3.4.6 , let x.0 = (xj,...,%0) € XI ande € &

be nonrandom quantities. Let & be the relazed shock determined by &, p and . Then
(i) sup, < |7;(25:030) — 7j(5:030)| = op(1)
(ii) Supmj:07€|@\j7£(xj;0;g) — vj0(%5:030) |= 0p(1) ,

for any fized integers j > 0 and £ € {1,...,d}.

Proof.

(i) From Proposition 3.4.1, we have that
j ~
j(5:0;6) = 2+ ©;110p(e) + Y (T2 1(8) — Tr12j-1),
k=1

thus
19j(25:0;0) — vj(25:0:0)] = [(fk,llxj—k(g) — fk,n%’-k) — (Fk,lle—k(g) - Fk,11$j—k)}

<

M- T~

‘fk,llxjfk(é) Lg1125-k( ‘—FZ‘Fk nj—k — Urnxj— k‘

I
—

k
This yields
sup [7;(xj:0;0) — v;(xj.0;6)| < 24 sup ’Fk,nlv - Fk,nﬂ?’ .

Zj5.0,€ TEX

Since j is finite and fixed and the uniform consistency bound of Lemma 3.A.10 holds, a fortiori

SUP,ex ’Fk,nz - Fk,nx’ =op(1).
(ii) Similarly to above,

[0 (5030) = vs.0(@5:0:0)| = | (T3 (@503 8) = Dy (w5:038)) — (s — T )|

< ITj¢ = Tjelloo + T

00|75 (2 5:056) — vj(2:056)|
+ |0y emj — Ty

< 2|56 = Tjelloo + Crja [75(5:056) — v (2505 0)],
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where we have used that v;j(x;.0;0) € X' to derive the first term in the second line. In the last

line, Cr ;; is a constant such that

min{j, p}
ITielloo < D 1¥)—kllool|Gillso < Crju-
k=1

The claim then follows thanks to Lemma 3.A.10 and (i).

O]

In what follows, define ’/L}\j7g(Xt+j;t; gt) to be a version of v;, that is constructed using coefficient

estimates from {ﬁl, ﬁg} but evaluated on the true innovations e;.

Proof of Theorem 3.4.6. If we introduce

n

Iﬁﬁh’g((s)* = éh,gl(s n~! Z p(elt) + Z

t=1 7=0

n=Ji4

1 -
. Z U0 (Xegjt: ) |
then clearly
\Ifﬁ?h,e(a) - Iﬁ?h,e@)\ < |IRFj() — Iﬁz,m\ + [TRF}, (6) — TRF},(9)]
=TI+

To control 11, we can observe

I1< 05000t pler) — @h,a(ﬂE[p(Eu)]’
=1
h 1 n—j _ _
D 1= 050(Xejuts 6¢) — Elvje(Xesjut; 6)]
=" I3
<é ‘éh,fl - @h,él‘ 'Y plew)| + 6 ‘@h,fl‘ Y plerr) — Elp(er)]
=1 =1
h 1 n—j _ _
+ Z — Z U.0(Xigjit; 0t) — Evj o (Xiq5u50)]
=o|" =
<9 ‘@h,fl - @h,ﬂ’ nt Zp(flt) +6 ‘@h,ﬁ’ nt Zp(éu) — E[p(ers)]
=1 =1

1

n—j " _
00 (X jits 0) — vj0(Xegjit; 0r)
n=Ji4

> " 00(Xir s 1) — Elvg o (Xer g 0)]] -
n=Ji3

h
+2
7=0
h 1 n—j
+2
7=0

The first two terms in the last bound are op(1) since ’@h’a — @h’a‘ = op(1), as discussed in Lemma

3.A.10, and n~' 2%, p(e1r) 2 E[p(ers)] by a WLLN. For the other terms in the last sum above,
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we similarly note that

1

ZUM Xitj: tvdt) — 070 (Xej: tv‘st) = op(1)
n—ji3

from Lemma 3.A.11, while thanks again to a WLLN it holds

1 ~
P > 0j0(Xewjit; 01) — E[vje(Xeqjua; 0)]| = op(1).
t=1
Since h is fixed finite, this implies that 11 = op(1).

Considering now I, we can write

n h n—j
I<é¢ ’9}1,[1‘ ' " p(er) — plew) Z Z 050 (X juts 5t) — 0j0(Xpqjuts Or)
t=1 7=0 t=1
=I+1".

Since by assumption p is a bump function, thus continuously differentiable over the range of ¢;, by
the mean value theorem

n

n~t Z p(€ir) — plerr)

t=1

Z|Pt €1 — €

for a sequence {p;}7; of evaluations of first-order derivative p’ at values & in the interval with

endpoint ¢ and €. One can use |p;| < C,y with a finite positive constant C,/, and by recalling that
€y — e = (II1 — ﬁl)’Wlt one thus gets

n

nt Zp(glt) — p(ewt)

t=1

1 -~ P
< Gy 2| M = YW < Gyl = Thllo & 3 Waello = op (1)
— t=1

This proves that term I’ is itself op(1). Finally, to control I”, we use that by construction estimator
Il, is composed of sufficiently regular functional elements i.e. B-spline estimates of order 1 or

greater. Thanks again to the mean value theorem

1 «— 1 N ~
P Zvje Xt+] t75t) Ug Z(Xt+gt,5t) < fj Z Ug@ Xt+J t75t) Uj,€<Xt+j:t55t)
t=1 t=1
1

<C CRN Z|€1t_€1t‘

for any fixed j and some C, o> 0. This holds since v, is uniformly continuous by construction.
Note that we have assumed that the nonlinear part of Iy belongs to a Holder class with smoothness
s > 1 (for simplicity, assume here that s is integer, otherwise a similar argument can be made).
Then, even though C;, Ry, depends on the sample, it is bounded above in probability for n sufficiently
large. Following the discussion of term I’, we deduce that the last line in the display above is 0,(1).

As h is finite and independent of n, it follows that also I” is of order op(1). O]
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3.B Additional Plots
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Figure 3.8: Simulation results for DGP 2’ when considering ¢ in place of ¢.
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Figure 3.9: Estimated nonlinear regression functions for the narrative U.S. monetary policy variable.
Contemporaneous (left side) and one-period lag (right side) effects are shown, linear and nonlinear
functions. For comparison, linear VAR coefficients (dark gray) and the identity map (light gray,
dashed) are shown as lines.
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Figure 3.10: Comparison of histograms and shock relaxation function for a positive (left) and
negative (right) shock in monetary policy. Original (blue) versus shocked (orange) distribution of
the sample realization of €1;. The dashed vertical line is the mean of the original distribution, while
the solid vertical line is the mean after the shock.
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those used in Figure 3.6. Note that linear and parametric nonlinear responses do not change.
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Figure 3.12: Relative changes in the GDP impulse responses function when the size of the shock is
reduced from that used in Figure 3.6. The standard deviation of X; = €14 is 01 ~ 0.5972. Linear
IRFs are re-scaled such that for all values of § the linear response at h = 0 is one in absolute value.
Nonlinear IRFs are re-scaled by d times the linear response scaling factor.
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Figure 3.13: Estimated nonlinear regression functions for the 3M3M subjective interest rate uncer-
tainty measure. One-period (left side) and two-period lag (right side) effects are shown, combining
linear and nonlinear functions. For comparison, linear VAR coefficients (dark gray) and the identity

map (light gray, dashed) are shown as lines.
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Figure 3.14: [Top] Histograms and shock relaxation function for a one-standard-deviation shock
in interest rate uncertainty. Original (blue) versus shocked (orange) distribution of the sample
realization of €1;. The dashed vertical line is the mean of the original distribution, while the solid
vertical line is the mean after the shock. [Bottom] Envelope (min-max) of shocked paths for

one-standard-deviation impulse response.
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Figure 3.15: Relative changes in the industrial production impulse responses function when the
size of the shock is reduced from that used in Figure 3.7. The standard deviation of = €1y is
0c1 ~ 0.0389. Linear IRFs are re-scaled such that for all values of J the linear response at h = 0 is
one in absolute value. Nonlinear IRFs are re-scaled by d times the linear response scaling factor.
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Figure 3.16: Relative changes in the CPI impulse responses function when the size of the shock is
reduced from that used in Figure 3.7. The standard deviation of = €4 is 0.1 ~ 0.0389. Linear
IRFs are re-scaled such that for all values of § the linear response at h = 0 is one in absolute value.
Nonlinear IRFs are re-scaled by d times the linear response scaling factor.
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