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Abstract

We propose a rate optimal specification test for instrumental variable regression
models based on the nearest neighbor observation with respect to instruments. The
proposed test has uniform power against a set of non-smooth alternatives. The
optimal minimax rate is n~/4 for any dimension of instruments, where n is sample
size. This rate coincides with the fastest possible rate achievable by any tests under
the local alternative setting when the alternative is constructed by a non-smooth
function and/or the dimension of the instrument is large. Since such local alternative
belongs to the set of alternatives considered in this study, our test is preferable
in a large dimension setting. In the simulation and empirical applications with a
large dimension of instruments, we observe that the test works well and the power
approaches one reasonably fast as the sample size increase.

Keywords: instrumental variable model; specification test; minimax approach; k-
nearest neighbor method

JEL Classification: C12; C14

1 Introduction

The instrumental variable (IV) model is one of the most important tools in a variety of
fields of applied economics, and a large number of analytical techniques for it has been
developed in econometrics. Another growing field is the literature on specification tests
for IV regression models, which is based on and an extension of earlier development
of tests for regression models. The earlier development seems to place much emphasis
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on the power of tests, because it is an important statistical feature that is a good
measure to compare properties of tests. Thus, it is natural that most existing tests are
constructed so that they perform well in terms of power, especially, when the dimension
of exogenous variables (instruments) is small. In economics, however, the number of
instruments could be large because instruments often consist of cross-terms between
exogenous variables in the model and instruments from outside of the model, or they
include lags of exogenous variables. A well-known example is the return of education
investigated in Angrist and Krueger (1991), in which quarter of birth and the cross-
terms with all exogenous variables in the model give a total of 240 IVs. In a large
dimension setting like this, asymptotic behavior, such as size and power performance of
tests, has not been investigated sufficiently. Existing tests might not have good power
performance, and the high computational burden can even make these tests inapplicable
in praxis.

This study fills this gap in the literature by proposing a specification test that is
powerful in the sense that it is rate optimal even when the dimension of instruments
is large. In general, the fastest possible rate of a local alternative against which a test
can show non-trivial power depends on smoothness of the alternative and dimension of
instruments. By contrast, this study shows a set of alternatives against which no tests
have non-trivial uniform power when it approaches the null at a rate, say o(p,), that is
independent of the dimension of instruments. The rate is p, = n~ /4, where n is sample
size. This is the fastest rate achievable by any tests under the local alternative setting
when the alternative is constructed by a non-smooth function and/or the dimension of
the instrument is large. The rate optimality of the proposed test indicates that the test
has uniform power against the set of alternatives and is the most powerful under the
large dimension setting.

The proposed test is constructed based on the nearest neighbor method. It can be
interpreted as a K-nearest neighbor test with uniform K-nearest neighbor weights and
fixed K = 1. The rate optimality of the simple fixed neighbor test may be surprising,
because increasing the number of neighbors is likely to improve the power of the test.
Intuitively, our test captures high frequency misspecification well when it appears at the
nearest neighbor points. Since the set of alternatives we consider includes non-smooth
ones, the simple nearest neighbor test performs quite well.

An important implication of our results is that power performance of K-nearest
neighbor tests does not always improve as the number of neighbors K increases. This
finding contradicts the results that a K-nearest neighbor test performs better against
Pitman local alternatives when K grows with sample size. Indeed, Jun and Pinkse
(2009) show that K-nearest neighbor tests detect such alternatives approaching the null
at a rate of (nK)~/*, while our minimax result shows the set of functions against which
the fastest achievable rate is n~/4. The existing results also indicate that the nearest
neighbor tests for IV regression models can detect Pitman local alternatives converging
to the null at a rate equal to n=/4. Thus, our results complement the existing result by
figuring out the detectable set of alternatives while keeping uniform power.

In the minimax approach, the alternative hypothesis is a set of functions belong-



ing to a smoothness class. The set of alternatives is separated from the null model
by L2-distance but the distance approaches zero at a specific rate. The literature on
optimal minimax rates is developed in to test the presence of a signal in the Gaussian
white noise model. Ermakov (1991), Y. I. Ingster (1993), and Lepski and Tsybakov
(2000) show the optimal minimax rates against alternatives within a Holder class, while
Spokoiny (1996) and Lepski and Spokoiny (1999) do so against alternatives within a
Besov class. Y. I. Ingster and Sapatinas (2009) extend these results to test a multivari-
ate non-parametric regression model with Gaussian noise against alternatives within an
ellipsoid in the Hilbert space with respect to the tensor product Fourier basis. Another
line of literature, such as Abramovich, Feis, Italia, and Theofanis (2009), shows the opti-
mal minimax rate of testing for the additivity assumption of a response function against
alternatives within a Besov class.

In econometrics, optimal minimax rates are established in testing for regression func-
tion. Guerre and Lavergne (2002) provide the optimal minimax rates of specification
testing for a non-linear parametric regression model against alternatives within a Holder
class. For now, let us denote the dimension of regressor by [ and smoothness index of
a Holder class by s. Then, the optimal minimax rates of Guerre and Lavergne (2002)
are n=23/(+45) if s > [/4 and p, = n~/*if s < I/4. Using this result, Horowitz and
Spokoiny (2001) show that their test for parametric regression models achieves the op-
timal rate in their adaptive framework when s > max(2,1/4). Another rate optimal test
is K -nearest neighbor tests proposed by H. Li, Li, and Liu (2016) when s > [/4. Their
specification test for regression function without endogeneity is based on the K-nearest
neighbor estimator for the residual of the regression function, and is the most related
to our test in its construction. Their test is no longer rate optimal when the number of
neighbors K is fixed. This study extends the literature by considering the different set
of alternatives and expanding the model to linear and non-linear IV regression models.!
Unlike existing works, this study analyzes optimal minimax rates against alternatives
within a cone set of a Holder class with some normalization. To the best of our knowl-
edge, this is the first study that investigates the optimal minimax rate against the set
of alternatives defined in this class.

Technically, deriving optimal minimax rates against alternatives within a cone set
of a Holder class is not obvious. To find the lower bounds for optimal minimax rates,
it is necessary to find an example of a function that is difficult to detect (even by op-
timal Bayesian test) but still belongs to the set of alternatives. Guerre and Lavergne
(2002) construct an example of a function within their Holder class by using an idea
from a Fourier series. However, this function does not belong to our alternatives. Since
orthogonality seems to play an important role in constructing an example of such func-
tions within our alternatives, we make use of wavelets instead of a Fourier series. Since
wavelet methods are known to have good properties and are a useful technical tool in the

! Allowing models to be linear and non-linear generates some difficulties by producing asymptotic
results compared to non-linear models only. This is because boundedness of derivatives of the parametric
function is incompatible with allowing models to be linear. Without boundedness of derivatives, some
bothersome steps are required to show the asymptotic features of testing, which requires calculating the
upper or lower bounds of some statistics that include derivatives.



general Besov function classes (see, e.g., Daubechies, 1988, Meyer, 1992, and Y. Ingster
& Suslina, 2003), rate optimal specification testing against alternatives within a Besov
class also use the wavelet techniques (see, Spokoiny, 1996 and Lepski & Spokoiny, 1999).

The rest of the paper proceeds as follows. Section 2 reviews specification tests for IV
models. Section 3 describes our testing framework and test statistic. Section 4 derives
asymptotic normality of our test statistic under the null hypothesis. The main results,
including the optimal minimax rate of the specification test for IV models and rate
optimality, are shown in Section 5. Section 6 presents the Monte Carlo experiments.
Section 7 applies our test to the return to education of Angrist and Krueger (1991) and
Engel curve specifications. Section 8 concludes. The proofs of the primary results are
in the Appendix.

2 Literature Review

The review of literature is focused on specification tests for IV models. Such tests were
first developed by Donald, Imbens, and Newey (2003) and Tripathi and Kitamura (2003)
as general tests of conditional moment restrictions in which conditional mean regressions
are a special case. For example, Tripathi and Kitamura (2003) propose a smoothed
empirical likelihood ratio-based test that detects Pitman linear local alternatives that
converge to the null at rates slower than the parametric rate. Holzmann (2008) extends
the specification test for the conditional mean regression proposed by Ait-Sahalia, Bickel,
and Stoker (2001) to the IV setting. His test is based on the weighted distance between
the smoothed parametric estimator and non-parametric kernel estimator of the IV model.
This test can detect the Pitman linear local alternatives approaching the null at rate
n~Y2p=t4 where h is bandwidth and [ is the dimension of the conditioning variables.
Horowitz’s (2006) test takes a form resembling the integrated conditional moment test
developed by Bierens (1982, 1990), and Bierens and Ploberger (1997) and includes the
non-parametric kernel density estimator as weighting. His test detects Pitman linear
local alternatives approaching the null at the rate n~'/2, making it the best specification
test for IV models in terms of power performance. Gorgens and Wiirtz (2012) propose
a test based on a sequence of Lagrange multiplier (LM) statistics. Because the LM
statistic requires no estimation under the alternative, their test statistic involves no non-
parametric estimation. However, the number of LM statistics to be calculated extends
to infinity as the sample size increases. Our proposed test entails no kernel smoothing
and no integration while maintaining consistency against all departures from the null
hypothesis. Accordingly, it is easily implemented, requires less calculation time, and has
no bandwidth choices. The test statistic can be obtained via straightforward calculation
that requires only parametric model estimation under the null hypothesis and locating
the neighbors nearest to each observation.



3 Framework and Test Statistic
Let {Y;, X;}" ; be a random sample from (Y, X) € R x Rl>. The model is as follows:
Y = 9(Xi, 0) + u;, (1)

where ¢g(X;,0) is a known function up to parameters § € ©, © is a compact subset of
Rl and u; is an error term. Endogeneity of regressors often appears in many economic
models, which complicates the estimation of parameters by violating the moment con-
dition, which is essential for basic econometric estimation strategies, such as ordinary
least squares methods.

In this study, we denote E(Y|Z) as IV regression, where Z; € R! is a vector of a
random sample that consists of exogenous variables in X and exogenous variables from
outside the model, so that conditional moment restriction E(u;|Z;) = 0 holds. The
conditional moment restriction is equivalent to saying that a value of 6 € © exists such
that E(Y;|Z;) = E[g(Xi,0)|Z;] for all i. Therefore, we refer to E[g(X;,0)|Z;] as the IV
regression model. The IV regression model or conditional moment restrictions are often
derived by economic theory. However, since economic models often aim to capture a
simple and specific aspect of complex economic events, conditional moment restrictions
derived by economic theory may not be satisfied in reality. Under this circumstance of
model misspecification, estimation results obtained by using observed data may induce
misleading interpretation.

Thus, we test the specification of the IV regression model. The null and alternative
hypotheses are

HO : E(uZ’ZZ) = 07

respectively, where A(-) is an unknown function. Since the null hypothesis implies that
the parametric specification of the I'V regression is correct, testing the null directly tests
the fit of the parametric model to the true IV regression. The testing framework we
consider can be interpreted as an extension of the specification test for the regression
model by allowing the conditioning variable to contain variables from outside the model,
which is not considered in the regression framework. Note that we aim to test the
specification of IV regression rather than the functional form of g(-, 6).

Our test statistic makes use of the feature of the nearest neighbor observations. Let
the subscript ¢* denote the nearest neighbor observation of i in the sense that observation
1" satisfies

1Z: — 221l < 1Zi - 2| for all j 4, 2)

where || - || is the Euclidean norm. Then, Y;+ and X;« are the concomitant statistic to
Z;+, that is, Y;» and X;» are the observations of individual ¢*, which satisfies (2). We also
define u;» = Y+ — g(X;+,0). To propose the test statistic, we first assume that a nearest
neighbor is uniquely assigned to each observation. However, the unique assignment
assumption is not essential to construct the test. When ties exist, we can slightly modify



the test statistic, and the modified test has the same asymptotic properties with the test
without ties. How to modify the test in the case of ties is discussed in Remark 1.

Let 6 be any +/n-consistent estimator of # under the null hypothesis, such as gen-
eralized method of moments (GMM) estimator of #.2 Let i; = Y; — g(Xi,é) be the
parametric estimator for u;. Then, our test statistic is

1 n
T == — /\'/\'*’ 3
n ﬂ\/ﬁizluzul ()

where i2 = n7 130, Zj <i ijﬁ?ﬂ? appears for the standardization. The weighting
term W ; is defined as W;; = K;; + K;;, where K; ; = 1(||Z; — Z;|| < ||Zi — Zi+|])
for ¢ # j and K;; = 0 for 7 = j. A motivation of the test comes from the difference
between non-parametric and parametric variance estimators with bias correction. To

observe this, we rewrite the test statistic as follows:

~ n n
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where 62 = ﬁ S (42 + 42.) is the estimator for the variance of error term in the

parametric model (1) under the null hypothesis and 63 = 5> | (V; — Y;+)? is the
non-parametric difference-based estimator for the variance of Y — E(Y'|Z), denoted as
o2, The final two terms added to the variance estimators are bias-correction terms for
the non-parametric difference-based estimator.

n
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where 5= 3" | (u; — u;=)? can be shown to converge to the true variance o when the

model is true.? Therefore, our test measures the difference between the variance estima-
tor under the null hypothesis from its true value that is estimated non-parametrically
with bias correction.

To obtain the test statistic, researchers need only estimate the parameters under the
null hypothesis and assign nearest neighbor observations for each observation according

2A detailed discussion on this point is given in Sections 4 and 5 under the null and alternative
hypotheses, respectively.

3See, for example, the proof of Theorem 1 of Yatchew (1988). The difference-based estimator is
first provided by Von Neumann, Kent, Bellinson, and Hart (1941) and developed by Gasser, Sroka,
and Jennen-Steinmetz (1986), P. Hall, Kay, and Titterinton (1990), and Munk, Bissantz, Wagner, and
Freitag (2005), among others.



to the assignment rule (2). In contrast to existing specifications testing for IV regression
models, such as the integrated conditional moment-type test of Horowitz (2006) and the
kernel-based smoothing type test of Holzmann (2008), our test does not include non-
parametric estimation of, for example, density and regression functions. Thus, our test
is simple, easily implementable, requires less calculation time than alternative tests do,
and needs no bandwidth choices, as non-parametric kernel estimation does.

Our test resembles Yatchew’s (1988) specification test for regression models with-
out endogeneity. Like us, he shows consistency of the non-parametric difference-based
variance estimator and provides a specification test that consists of the difference be-
tween the non-parametric (difference-based) and parametric variance estimator. He also
shows conditions of ordering rules for choosing neighbors in which ordering rule (2) can
be replaced while keeping the asymptotic power results of testing. The primary dif-
ference between the test provided in this study and Yatchew’s (1988) is that our test
can be applied to IV models that allow conditioning variables from outside the model,
which standard regression setting does not allow. In addition, there are some notable
differences that distinguish our test from his. First, we use nearest observations with
respect to instruments, not covariates. Applying an ordering rule to covariates X; leads
the difference-based estimator to be consistent because, the two bias terms vanish as the
sample size increases (by assuming g(x, -) is Lipschitz continuous with respect to ). Not
surprisingly, however, the rate of convergence depends on the dimension of covariates,
which makes 6% non-/n-consistent when the dimension is greater than 3. Since our
test does not include the bias terms, no trade-off exists between the rate of convergence
and the dimension. Second, we do not split the sample in two. To establish the joint
distribution of the non-parametric and parametric variance estimators, it is necessary to
estimate their covariance, which may be difficult. To circumvent this problem, Yatchew
(1988) divide the sample in two to make the non-parametric and parametric variance
estimators independent. However, doing so reduces the power of the test. We do not di-
vide the sample because the standardization term /1% in our test statistic can be obtained
easily.

Remark 1. When ties exist, we can modify the test as follows

. 1 n
Iye = > e, (4)
ﬂ“e\/Z?:l > Kij =

where (4t¢)? = (38, P K )7ty Zj<i W2 a7a5. The modified test (4) is pro-
portional to the original test (3), that is, 7%¢ = O(1)T},, because Y i, >z Kij = O(n).
Thus, the asymptotic properties such as size and power of the modified test are the same

with those of T;,.

Remark 2. The proposed test can be interpreted as the sample analogue of Efu; F(u;|Z;)]
with u; replaced by 4; and conditional expectation replaced by its K-nearest neighbor
estimates with uniform K-nearest neighbor weights and fixed k = 1. Thus, it is possible
to consider a K-nearest neighbor version of testing instead of using just the nearest



neighbor. Indeed, H. Li et al. (2016) provide a K-nearest neighbor specification test for
the regression function and show that the proposed test is rate optimal. Interestingly,
however, we show later that tests using just a single neighbor, such as ours, are also
rate optimal against alternatives within a certain smoothness functional class. In other
words, tests that utilize K-nearest neighbors with an appropriate K do not improve
power performance against such alternatives.

Remark 3. The proposed test investigates the parametric specification of IV regression
model E[g(X,0)|Z]. In special cases, however, the null hypothesis implies correct speci-
fication of g(X, 0). For example, under the completeness restriction, our test becomes a
direct test for the functional form of g(-). The completeness restriction is satisfied, for
example, when the conditional distribution of X given Z belongs to exponential families
(see Newey & Powell, 2003). For other sufficient conditions, see, for example Hu and Shiu
(2017). The correct specification of g(-) may be implied under some shape restrictions
on it. For example, under the monotonicity restriction, Theorem 1 in Chetverikov and
Wilhelm (2017) implies that testing the null may imply testing the specification of g(-)
to some extent. Chetverikov and Wilhelm (2017) argues that monotonicity conditions
are plausible in the estimation of Engel curves for normal goods. We test specifications
of Engel curves in Section 7.

4 Asymptotic Distribution under the null hypothesis

Let m(Z;) = E(Yi|Z;) denote the true IV regression, and w; = Y; — m(Z;) its error.
Variance of w; conditioned on Z; is denoted by 02(z) = E(w?|Z; = 2). Under the
null hypothesis, conditional variance of parametric error E(u?|Z;) is equivalent to o (z).
Now, we list all the regularity conditions that are used in the derivation of the asymptotic
distribution of our test statistic under the null hypothesis.

Assumption 1. {Y;, X;, Z;}? | are a random sample on (Y, X, Z) € R x Rz x R! where
ly and | are finite. For all i, M < oo ezists such that E (|w;|P|Z;) < M, for p = 8.

Assumption 2. For all x, g(x,0) is twice continuously differentiable with respect to
6 € ©, where © is a compact subset of Rl=.

Assumption 3. E[supycg || 59(X;,0)[%] < oo.
Assumption 4. E[supyceo H%g(Xi,G)HQ] < 0.

Assumption 5. For each z and 6 € ©, E{[%Q(X, 0))2|Z} is bounded from above.

Assumption 6. Under the null hypothesis, we have an \/n-consistent estimator 0, =0
of 6y, where 0y satisfies E(Y;|Z;) = E[g(X;, 60)|Zi].

The higher moment restrictions in Assumption 1 are required to guarantee the consis-
tency of i with respect to the asymptotic variance of the non-standardized test statistic,
which is shown in Lemma 3 in the Appendix. This corresponds to, for example, the



finite fourth moments condition for the estimation of asymptotic variance of GMM es-
timators. In our setting, it is also possible to reduce the finite eighth moment of error
term in Assumption 1 to its finite fourth moment. However, to keep the consistency
of i, we need a stronger dominance condition, that is, E[supgeg ||%g(Xi,9)H4] < 00
instead of Assumption 3. A detailed discussion is given in the proof of Proposition 1 in
the Appendix.

Assumptions 2-5 are all imposed on the family of parametric function g(x,8), 6 € ©.
Dominance conditions 3 and 4 together with Assumption 2 guarantee uniform conver-
gence of 3% | H%g(Xi,H)H2 and 23" H%g(?@@)“% The dominance condition
for the first derivative is a standard assumption that is also required, for example, for
the asymptotic normality of GMM estimators. In addition, dominance conditions 3 and
4 imply boundedness of expectations of the first and second derivatives of g(-). These
assumptions differ from Guerre and Lavergne (2002), who assume boundedness of the
first and second derivatives of parametric functions and focus on testing the specification
of non-linear parametric regression models.

Assumption 6 requires y/n-consistent estimators. Under the null hypothesis, such
estimators can be obtained by, for example, local Cressie—-Read minimum distance es-
timators proposed by Smith (2007), which include smoothed empirical log-likelihood
estimators (Kitamura, Tripathi, & Ahn, 2004), local exponential tilting (ET) estimators
(see, Kitamura & Stutzer, 1997; Imbens, Spady, & Johnson, 1998 for ET estimators),
and local continuous updating estimators. Estimators that use the continuum of mo-
ment restrictions, such as estimators proposed by Dominguez and Lobato (2004) and
Carrasco and Florens (2000), are also \/n-consistent.

v/n-consistent estimators using unconditional moment restrictions, such as GMM,
two-stage least squares (2SLS), and IV methods, can be also employed, as long as no
identification issues arise. As Dominguez and Lobato (2004) show, estimation procedures
based on unconditional moment restrictions may result in inconsistency, especially for
non-linear models, when a finite number of unconditional moment restrictions is selected
from infinite restrictions implied by conditional moment restrictions. Thus, in this case,
we should be aware that parameter identification is guaranteed.

The following proposition shows that our test statistic converges to the standard
normal distribution under the null hypothesis.*

Proposition 1. Suppose Assumptions 1, 2, 8, 4, 5, and 6 hold. Then, under the null
hypothesis,

T, % N(0,1).

The test is asymptotically one-sided because departures from the null appear with
positive values when the distance between Z; and its nearest neighbor Z;« approaches 0 as
the sample size grows.® To observe this, recall that the test detects the misspecification

“Not that the asymptotic normality of our test in Proposition 1 does not rely on the continuity of
instruments.

5Sufficient conditions are given in Assumption 7 about the density of instruments and the subsequent
discussion about the assumption.



when E[h(Z;)h(Z;+)] # 0. Roughly, E[h(Z;)h(Zi+)] =~ E[h(Z;)?] when Z; lies close to
Z;+ and h(-) is continuous. Thus, the departure from the null is asymptotically positive
and the test is asymptotically one-sided, implying that we reject the null when the
test statistic lies above the (1 — a)) quantile of the normal distribution, where « is a
significance level.

Remark 4. Proposition 1 is an extension of Theorem 3.1 of H. Li et al. (2016), which
shows asymptotic normality of the K-nearest neighbor test for the regression function, to
the case of IV regression testing. Since H. Li et al. (2016) consider testing F(u;|X;) = 0,
neighbors in H. Li et al.’s (2016) test are chosen by using covariates X;. By contrast,
neighbors in our test are chosen by using instruments Z;, which include variables not
only from the model but also from the outside of the model, which makes the derivation
of asymptotic distribution somewhat involved. For example, to show the asymptotic
normality, H. Li et al. (2016) directly employ Lemma B6 of Jun and Pinkse (2012). In
our setting, however, the lemma is applicable only partially without imposing additional
restrictions on parametric function.® Thus, we require some rearrangements to show the
asymptotic normality.

Remark 5. Using the second or more distant nearest neighbor observations instead of
the first nearest does not change the limiting behavior of the test statistic. The asymp-
totic distribution of the test statistic under the null hypothesis is derived independently
of how far the neighboring observations are located. This can be intuitively understood
when we consider the basic idea of the test, namely, E(uu+) = E[E(u;|Z;)E(uj|Z;)] =0
under the null hypothesis. Since this equation holds for any observation instead of ¢*
except ¢* = 4, it can be easily shown that the asymptotic distributions of ji7;, and of
ﬁ >oi Gty for any j # i are identical. A more detailed discussion is given in the
Appendix.

5 Asymptotic Property under the Alternative Hypothesis

We examine the asymptotic power property of our test by the minimax approach of
Y. I. Ingster (1993), in which the alternative hypothesis is a set of functions belonging to a
smoothness class. The set of alternatives is separated from the null model by L2-distance
but the distance approaches 0 at a specific rate. A test is called rate optimal when it
has prescribed minimax power uniformly against a set of alternatives that approaches
the null hypothesis at a rate faster than any other tests can detect. This rate is then
called the optimal minimax rate.”

The local power property described in the minimax approach differs from that in
more standard approaches, such as Pitman or singular local alternatives. In the Pitman
approach, the distance between the true and parametric functions shrinks toward zero

%Precisely, we need to assume E[|| 5,257 9(Xs,0)||*| Zi] < oo for all § € ©, which we do not assume to
show Proposition 1.

"A formal definition of the optimal minimax rate is given in Definition 1 of Guerre and Lavergne
(2002).
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at a specific rate, which, in our notation, is m(Z;) — E[g(X;, 0)|Zi] = v,d(Z;), where d(-)
is a square-integrable continuous function and a deterministic sequence =y, approaches
zero as the sample size increase. In the singular local alternatives approach, the distance
is expressed as a sequence of continuous functions that approach zero. For example, the
singular local alternative in our notation is m(Z;) — E[g(X;, 0)|Z;] = rndn(Z;), where 7,
is a deterministic sequence and | d.(z)%dz approaches zero as the sample size increases.
In contrast to these approaches, the minimax approach captures the distance as a set
of functions and evaluates the behavior of a test uniformly against such alternatives.
The set of alternatives we consider includes functions that can be treated as Pitman or
singular local alternatives approaching the null hypothesis at rate p,, as long as they
satisfy our smoothness condition.

Now, we define the smoothness class. Let My . be a class of map defined on a
compact set 2 such that

k

Dfm(z) — DPm
ML,s,k =qm: Z sup sup ||D5m(x)H + sup sup H ( ) - (y)”
=0 |Bl=j 2€Q 18l=j =.y€Q |z =yl

<L

= )

for some smoothness index s € [0, 1], a non-negative integer k, and a positive constant L.
DPm(z) indicates |B|-times partial derivatives of m(-), and |3| is the number of partial
derivatives. This class reduces to the Holder class of functions when smoothness index is
restricted within (0, 1]. A large body of literature, such as Ermakov (1991), Y. I. Ingster
(1993), Lepski and Tsybakov (2000), and Guerre and Lavergne (2002), investigate the
optimal minimax rate of testing against alternatives defined in the Hélder class.

The index s and k represent smoothness of functions belonging to the class My, g .
To observe the relationship between the smoothness of functions and the index, let us
compare the functions in classes My ;,  and My g, i, where s; > so. When we focus on
the local variation of functions, say ||z —y|| < 1, it is obvious that ||z —y|| < ||z —y||** <
|z —y||*>. This indicates that functions belonging to M, , j, are allowed to have locally
greater variation than those in My, 5, . Thus, My g, . includes functions that are locally
less smooth than that in My, g, r, such that My g . € My, . This result indicates
that, given a positive constant L, a class with smaller smoothness index s contains locally
less smooth functions.

Guerre and Lavergne (2002) investigate the optimal minimax rate for testing specifi-
cations of the regression function against alternatives defined in the Holder class. Their
result is that the optimal minimax rate for non-parametric specification testing in non-
linear regression models is n=2%/(+45) for s > 1/4, and n~'/* for s < 1/4, assuming s is
known a priori. In the adaptive framework, where s is set to be an unknown nuisance
parameter, Horowitz and Spokoiny (2001) propose a uniformly consistent test that uses
kernel smoothing to detect the alternative approaching the null hypothesis at the fastest
rate n~2%/(+45) (log log n)*/+4%) when s > max(2,1/4).

Our local alternative is defined on a cone set consisting of normalized functions in
smoothness class My, ¢ :

M= {anf<) : f() € ML,SJC?E[.]C(’)Q] = 17an 7é O7an < CL} ,
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where a,, is any scalar valued sequence that is bounded from above by a constant a. Let
09(Z) =m(Z)— E[g(X, 0)|Z] be the difference between the true and parametric models.
The set of alternatives is

H,1: M(pp) = {(59(2) eM: éggE [59(2)2] > pi} ,

The minimax approach finds the fastest rate at which p,, approaches 0 while assuring
the test uniformly detects alternatives in M(p,). To the best of our knowledge, this is
the first study that investigates the optimal minimax rate against the set of alternatives
defined in this class.

The next proposition shows a lower bound p,, for the optimal minimax rate against
which no specification tests for IV models demonstrate non-trivial power.

Proposition 2 (Lower Bound). Suppose {Y;, X;, Z;}' | are an independent and iden-
tically distributed sample on (Y,X,Z) € R x Rls x R, where I, and | are finite. Let
pn = n" Y4 If each w; = Y; — m(Z;) is N(0,1) conditionally upon Z; and Z; is uni-
formly distributed, for any test t, with sups,(zycp, P(tn > 20) < a+o(1),

sup  P(tn <za) >1—a+o(l), whenever p,=o(pn),
d6(Z)EM(pn)

where zo indicate the o level critical value of test t,.

Proposition 2 is proved by replacing the minimax problem with a Bayesian problem.
This is a standard argument to show the lower bound of the optimal minimax rate (see,
e.g., Y. I. Ingster, 1993, Spokoiny, 1996, Lepski & Spokoiny, 1999, Lepski & Tsybakov,
2000, Guerre & Lavergne, 2002, Abramovich et al., 2009, and Y. I. Ingster & Sapatinas,
2009).

Remark 6. Proposition 2 shows the lower bound of specification tests for IV models.
No test has non-trivial uniform power against the set of alternatives M(p,,) when it
approaches the null at a rate faster than n~/4. This result differs from that of Guerre
and Lavergne (2002), in which the lower bounds depend on the smoothness of alternatives
and the dimension of conditioning variables. The difference mainly arises because the
set of alternatives we consider is constructed based on My, ., which includes the Hoder
class employed in existing works.®

Finding a lower bound requires an example function that is difficult to detect (even
by the optimal Bayesian test) but still belongs to the set of alternatives. In the proof
of Proposition 2 given in the Appendix, we construct the example function f, .(Z;) by

8The lower bounds under the IV model setting against the set of alternatives that is the same as
that in Guerre and Lavergne (2002) can be proved when following the proof of Theorem 2 in Guerre and
Lavergne (2002), and the results are exactly the same as those derived under their regression setting.
Thus, the lower bound does not change, even though the model is extended to an IV regression model. By
contrast, the set of alternatives in this study consists of a cone of functions belonging to the smoothness
class My s i, which includes the smoothness class used in Guerre and Lavergne (2002).
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wavelet series, which form like a local alternative function that shrinks toward the null
at the rate of p,. The example function has a tuning parameter ¢, which represents
the resolution level of wavelets that determines the frequency of the example function.
Roughly, a small ¢ constructs a low frequency function that is detected easily by a test,
while a large ¢ makes it difficult for tests to detect the example function. We obtain the
following corollary.

Corollary 1. Let p, = n~2/(4+e?) jf| < 2/\/c and pp, = n~Y* if 1 > 2/\/c. Suppose the
setting of Proposition 2 holds. No test has non-trivial power against the local alternative
Pnfn.c(Zi) (defined in the proof of Proposition 2), whenever p, = o(py).

Remark 7. Since the dimension of the instruments [ is restricted by ¢, a tradeoff
exists between the achievable testing power and the dimension of instruments. When
an alternative function is smooth so that it can be well approximated by wavelets with
low resolution level (¢ small), tests can exhibit local power at the rate n=2/ (4+el?) for
moderately small [ that satisfies | < 2/y/c. By contrast, when [ is large, no tests achieve
the rate faster than the minimax rate of n=/4 even against smooth alternatives.

In the following part, we investigate the minimax rate of our test under H,, ;. The
following assumptions are imposed.

Assumption 7. The density of Z, denoted as f(-) : R! — R, has compact support
(without loss of generality [0,1]"), satisfies 0 < f < fz2) £ f < oo forany z € [0, 1],
and is continuous on [0,1]".

Assumption 8. For each 6 € ©, E[g(X,0)8Z] < co.
Assumption 9. For each 0 € ©, E[g(X,0)|Z] € Mg, s, for some constant Ly < L.

Assumption 10. For each m(-) € M(14q)1,5 %, @ unique pseudo-true value for 6 exists
such that

07, = axgmin B{[m(Z) — o(X, 0)) 2V ME{[m(Z) - 9(X,0))2},

where M is a symmetric and positive definite | X I weight matriz. Letting 607, = 6%,
Vil — 0%) = Op(1) uniformly with respect to m(-) € M 1a)L.5 k-

As in Assumption 7, we focus on the case in which Z is continuous when investigating
the power property under the alternative, although the continuity is not the essential
assumption. The source of testing power comes from the distance between the true and
the parametric models, that is, 6(Z;)0(Zix) ~ §(Z;)? + (Z; — Z+)06(Z;)/0Z; under the
alternative. Since the sign of the second term is unknown, our test exhibits better power
property when the second term is zero. The continuity of Z is one of the sufficient
conditions to make Z;» approach Z; as sample size increases (see, e.g., Lemma 14.1 of
Q. Li & Racine, 2007). Thus, continuity of Z in Assumption 7 is not necessary and can
be replaced with other assumptions that ensure Z;« is close to Z;. For example, the power
property in Proposition 3 below also holds when we assume that f(-) is discrete instead
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of continuous as long as the number of realization points of Z with positive probability
is not large relative to the sample size. In IV regression models, the compactness of the
instruments in Assumption 7 is not restrictive at all because it can be achieved by an
appropriate monotone transformation.

Assumptions 8 and 9 restrict the parametric model of interest. Similar assumptions
are used in existing works, such as Guerre and Lavergne (2002) and H. Li et al. (2016),
to show the minimax power of testing. Assumption 9 is used to replace arguments of
the minimax approach with respect to the uniformity in dp(Z) with uniformity in m(Z2).
Under the local alternative that d9(Z) € M, a sequence a,, bounded by a exists and
satisfies m(Z) — E[g(X,0)|Z] € Ma,Lsk C MarLsk, implying m(Z;) € M(iia)r,6k
under Assumption 9. Assumption 8 along with the boundedness of the error term in
Assumption 1 guarantees E(u;”|Z;) < oo for p = 8, which is required for the consistency
of {1 under the alternative hypothesis. Similar to the consistency of ji under the null, it
is possible to reduce the finite eighth moment of the error term in Assumption 8 to its
finite fourth moment.

Assumption 10 ensures the existence of the pseudo-true values and guarantees its
estimator 6 to be y/n-consistent uniformly in m(Z) € M(14a)1,5,%- Uniform consistency
is essential for developing the minimax approach, because the approach finds the local
power of a test while maintaining a test can detect alternatives, in which the IV function
m(-) belongs to the smoothness class, uniformly. For further discussion, see Guerre and
Lavergne (2002), who give an example of an ordinary least squares estimator for a simple
univariate regression model that satisfies uniform consistency.

The weighting matrix M is arbitrary but researchers should choose carefully. As
A. R. Hall and Inoue (2003) suggest, the probability limit and the limiting distribution
of the GMM estimator depend on the limit of the weighting matrix and the limiting
distribution of the elements of the weighting matrix, respectively, when both parame-
ter over-identification and non-local misspecification are present. Although asymptotic
behavior of GMM estimators under our alternative hypothesis is not trivial, we leave
it for future work, as it exceeds the scope of this study. To circumvent the problem of
asymptotic behavior of GMM estimators, we regard M as an identity matrix throughout
this study.

Proposition 3 shows that our test has non-trivial uniform power against the alter-
natives in H, 1 that approach the null hypothesis at the rate kn~1/4 for a constant .
Together with the the lower bound, this result indicates that our test is rate optimal
and the optimal minimax rate for the specification tests for IV models is n~1/4.

Proposition 3. Suppose Assumptions 1, 2, 8, 4, 5, 7, 8, 9, and 10 hold. Let p,, = n=1/4,
For any prescribed bound 8 € (0,1 — «), a constant k exists such that

sup P(T, < zq) < B+ 0(1).
09(Z)EM(Kpn)

Remark 8. The power property against Pitman local alternatives is established by Jun
and Pinkse (2009). Their results imply that K-nearest neighbor tests for IV regression
models can detect Pitman local alternatives converging to the null at a rate equal to
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n~1/4 when the number of neighbors is constant. Proposition 3 complements their
results by showing a set of alternatives approaching the null at a rate equal to n=1/4,
against which K-nearest neighbor tests with a fixed number of neighbors have non-trivial
uniform power.

Remark 9. Propositions 2 and 3 along with Corollary 1 imply that power performance
of K-nearest neighbor tests does not always improve as the number of neighbors K
increases. This finding contradicts the results that a K-nearest neighbor test performs
better against Pitman local alternatives when K grows with sample size. Jun and
Pinkse (2009) show K-nearest neighbor tests detect such alternatives approaching the
null at a rate of (nK )*1/ 4. Increasing power property, however, does not apply against a
wider class of alternatives such as ours, because Pitman local alternatives focus only on
certain departures from the null.” Indeed, Proposition 2 and Corollary 1 expose the set of
alternatives against which our single nearest neighbor test achieves the fastest possible
rate. Since rate optimality of our test holds even for large [, there are no tests that
perform better in terms of power when the dimension of instruments is large. Therefore,
K-nearest neighbor tests with fixed K neighbors such as ours complement other tests,
because they have computational advantage in the large dimension setting.

6 Monte Carlo Experiments

6.1 Size and Power against Non-smooth Alternative

We conduct Monte Carlo studies to investigate the size and power performance of T,
under finite samples. We test the null hypothesis that

g(x) = 0 + 012 + Oawy + O3wo (5)

The data-generating processes (DGP) are

z;=® (pvl,i +(1- p2)1/2v2,z‘) )
zi = ®(v1,),
u; = 0.2P (’17’0271‘ +(1- 772)1/2113,1') ;
yi = 14+ a; +wi; +wo; + Bh(wi ) + i,

where ®(-) denotes the standard normal distribution function. We have five random
variables v ;, v24, V34, w14, and wa ;. The first three variables are driven randomly from
N(0,1) and the remaining two are random samples from U|0, 7.

In this experiment, x; is endogenous, which is instrumented by z;. The endogeneity
accrues via vy, and correlation between x; and u; depends on parameters p and 7. The
exogeneity of the instruments is guaranteed because wu; does not depend on v; that
generates instruments. Correlation between instruments and the endogenous variable

9For features of Pitman local alternatives compared to others, see, Fan and Li (2000)
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can be gauged by parameter p. The DGPs for z, z, and u are adapted from Horowitz
(2006).

The outcome y consists of endogenous variable x, two exogenous variables w;; and
wa 4, and a function h(-) that generates misspecification under alternatives (when § # 0).
To introduce non-smooth alternatives, h(-) is set to be a Haar wavelet function. In
particular, h(zx) =1 if x € (1,1.5), h(z) = -1 if x € (1.5,2), and h(z) = 0, otherwise as
illustrated in Figure 1.

The form of the DGP for the outcome resembles the local alternatives considered in
the proof of Proposition 2, where we have fixed parameter § instead of p,, which shrinks
as sample size increases. The size of the test can be investigated by testing the null
hypothesis (5) under 8 = 0, while the power can be examined by letting 8 be non-zero.
According to the results of Propositions 2 and 3, our test has power uniformly as long

as f = O(n~1/%).

Deviation from the null
Haar wavelet function

1.0

0.5

Y under the alternative

-0.5

-1.0

Y under the null

Figure 2: Deviation from the null. Notes:

Figure 1: Haar wavelet function. Data are generated by DGP1 and 8 = 0.1.

We consider three sets of DGPs, called DGP 1, DGP 2, and DGP 3. In each set of
DGPs, different parameter values for p and 7 are assigned: DGP 1: p = 0.8, n = 0.1;
DGP 2: p=0.8, n =0.5; DGP 3: p =0.7, n = 0.1. Figure 2 illustrates the outcome y
under the alternative. The deviations from the 45-degree line show the distance between
the null and alternative models.

Table 1 shows the finite sample size performance of our test. Sample sizes are chosen
to be n = {100, 250, 500, 1000, 5000} and the results are based on M = 1,000 simulation
runs. The test tends to under-reject the null hypothesis in most cases for all significance
levels, indicating that the test is conservative. However, the estimated sizes get closer
to their nominal sizes for all DGPs as sample size increases.

Figure 3 displays the power functions of the test statistic depending on . For each
value of 8 = {0.01,0.02,---,0.20}, we conduct M = 1,000 simulation runs to obtain
fractions for rejecting the null hypothesis. The first row of this figure shows the power
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Table 1: Monte Carlo results for size.

GDP1 GDP2 GDP3
n 1% 5% 10% 20% 1% 5% 10% 20% 1% 5% 10% 20%

100  0.007 0.032 0.070 0.135 0.001 0.027 0.062 0.131 0.007 0.031 0.072  0.140
250 0.009 0.029 0.066 0.142 0.001 0.029 0.068 0.146 0.009 0.028 0.067 0.141
500 0.007 0.042 0.081 0.177 0.008 0.035 0.071 0.159 0.006 0.043 0.083 0.173
1000 0.012 0.046 0.094 0.175 0.008 0.054 0.092 0.175 0.012 0.047 0.094 0.174
5000 0.008 0.045 0.089 0.192 0.013 0.048 0.088 0.188 0.008 0.045 0.090 0.192

Note: Since the test is one-sided, the null is rejected when the test statistic is larger than 1.64.

functions when z; and two exogenous variables in the model are used as instruments (total
of three instruments). Recall that the value for 5 determines how far an alternative is
apart from the null model. Figure 3 clearly illustrates the increasing power performance
as B becomes large. In particular, the fractions of rejection become exactly 1 for all
DGPs when g is larger than 0.06, 0.08, and 0.13 for n = 1000, n = 500, and n = 250,
respectively. Figure 3 shows increasing power performance as sample size grows. These
results coincide with those given in Propositions 2 and 3, indicating that our test is
powerful when [ is not too small relative to the sample size.

6.2 Power under Many IVs

An interesting set-up for the simulation study is an IV model with many instruments.
In addition to the DGPs described above, we generate instruments as follows:

Zij = V15 + v, forj=1,...,1,

where vy ; ; is driven randomly from N (0, O'JQ-), and 0'j2 is driven randomly from U0, 0.1].

The second row of Figure 3 illustrates the power functions against non-smooth al-
ternatives when [ = 10, that is, the model has a total of 12 instruments, including 2
exogenous variables in the model. For small sample size with n = 100 and n = 250, the
slopes of power functions are gentler compared to the previous simulation results, with
only 3 instruments shown in the first row of Figure 3. In particular, the rejection prob-
abilities are around 0.2 for § = 20 for all DGPs when n = 100, while they are around
0.8 in the previous simulation results. However, the power performance increases as the
sample size grows. In particular, the fractions of rejection become exactly 1 for all DGP
when S is larger than 0.08 and 0.14 for n = 1000 and n = 500, respectively. A similar
tendency is captured for power functions when the model has a total of 27 instruments,
including 2 exogenous variables (the third row of Figure 3). Overall, power declines
as the dimension of instruments increases. Rejection probabilities of around 0.10 are
achieved for 8 = 20 for all DGPs when n = 100. The fractions of rejection, however,
increase as the sample size grows and the fractions become exactly 1 for all DGPs when
B is larger than 0.09 for n = 1000. It is rather surprising that the test rejects the null
hypotheses of correct model specification with the high probabilities, even the model
includes 27 instruments.
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This section applies our test to the models for return to schooling and specification
of Engel curves. The empirical application for return to schooling highlights attractive
feature of our test when model include many I'Vs. The appropriate specification of Engel
curves depends on the source of endogeneity and assumptions set on it. Since the source
is unobserved, researchers need to test the specification of the model. As discussed in
Remark 3, monotonicity condition may hold for Engel curves, indicating that the null
hypothesis implies correct specification of g(-). In the following application, we use the
modified test statistic (4) when ties exist.

7.1 Return to Schooling

A motivating empirical example to apply our test to is return to schooling investigated by
Angrist and Krueger (1991). The sample is the 1980 US census and consists of 329,509
men born between 1930 and 1939. Angrist and Krueger (1991) estimate the following
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IV regression model:
wage = Beducation + o/ X + error,

where wage is the log of weekly wage, education is the year of education, and X is a
vector of exogenous variables, such as 9 year-of-birth (YOB) dummies and 50 state-of-
birth (SOB) dummies. The vector of instruments Z for endogenous education includes
the quarter of birth (QOB) dummies, exogenous variables X, all cross-terms of QOB
and X, and a constant. We use a total of 240 instruments, namely, 3 QOB dummies,
9 YOB dummies, 50 SOB dummies, 27 QOB times YOB interactions, 150 QOB times
SOB interactions, and a constant. The estimation results are given in the second column
of Table VII of Angrist and Krueger (1991). The P-value for Sargan’s statistic is 0.800
(the test value is 163 with 179 degrees of freedom), indicating that the test does not
reject the null of true model specification. The value of our test is —0.29, thereby not
rejecting the null hypothesis. This result amplifies the fact that our test is acceptable in
terms of computational cost and well applicable even when the numbers of instruments
and sample size are quite large.

7.2 Specification of Engel curves

Next, we apply our test to models for Engel curves (or consumer expansion paths).
Engel curves represent the relationship between the shares of expenditure on specific
commodities and total expenditure. Since the shape of the curve determines the elastic-
ity of commodities toward total expenditure and displays whether the good is an inferior,
normal, or luxury good, empirical analyses of Engel curves are important in understand-
ing, for example, consumer responses to policy reform. However, endogeneity arises from
simultaneity and measurement errors in expenditure data, which makes the estimation
of Engel curves cumbersome.

The baseline model is the Working—Leser specification of Engel curves, a structural
model originating in consumer theory. Expenditure shares of a commodity have linear
relationships to the log of total expenditure in the Working—Leser specification, which is
shown to have micro foundations (Muellbauer, 1976, Deaton & Muellbauer, 1980, and
Jorgenson, Lau, & Stoker, 1982). Let y; ; be the expenditure on good j by individual i,
X; = Zj y;,; be total expenditures, and W be a vector of exogenous variables. Then,
the Working—Leser specification of Engel curves is

Yi,j
Xi

= agj + o ;Wi + Bjlog Xi + €4, (6)

where € is unobserved regression error and «q, a1 and 8 are unknown parameters to be
estimated.

There are at least two plausible ways in which ordinary least squares estimation
can fail to obtain consistent parameter estimates. First, total expenditure seems to be
simultaneously determined with expenditure for each good. Second, expenditure data
may be measured with errors. Since both simultaneity and measurement error can cause
correlation between the error term and total expenditure, X is likely to be endogenous
in equation (6).
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While endogeneity driven by simultaneity can be addressed by employing the con-
ventional IV approach, it fails to obtain consistent parameter estimates when non-linear
measurement errors exist. Measurement errors are non-linear in Engel curves, because
error-ridden expenditure appears on both sides of equation (6). The only exception in
which the IV approach leads to consistent parameter estimates is when errors are multi-
plicative and identical to all goods. To observe this case, let y; ; be the real expenditure
for good j and X; = > ; Yig» and assume multiplicative measurement errors y; j = ¥; Vi,
where v; is a mean zero random variable independent of ¢; ; and instruments. By sum-
ming up over all goods and taking the logarithm, we obtain log X; = log X; + log v;.
Moreover, errors on the left-hand side of equation (6) disappear when errors do not
depend on the type of good so that y; ;/X;; = @Lj/f(i. However, homogeneous mea-
surement errors are not realistic in many cases, and thus, it is more plausible to allow
non-linear measurement errors to appear in Engel curves.

We focus on three estimation strategies for Engel curves. They are IV, Lewbel’s
(1996), and Battistin and De Nadai’s (2015) approaches. Lewbel (1996) proposes an es-
timation procedure when measurement error is the only source of endogeneity. Recently,
Battistin and De Nadai (2015) show an identification strategy when both simultaneity
and measurement error are present. Although all of the IV, Lewbel (1996), and Battistin
and De Nadai (2015) approaches aim to estimate the same parameter (3;, different as-
sumptions about the source of endogeneity lead to some differences in the specification
of Engel curves.

Let Z; be a vector of IVs that includes exogenous variables Wj ;. In the IV approach,
it is assumed that

Yi,j
E ( i

The parameters are identified through a 2SLS regression of y/X on constant W and
log X, where log X is instrumented by Z.

When additive measurement errors are assumed such that y; ; = 9 ; —&—Xivj, equation
(6) turns out to be

Zz‘) =aop,; t+ O/l,jWi:j + BjE(lOg XZ‘Zz)

Yig  Gig/Xi+v;  aoj+al Wi+ Bilog Xi + e + v 7)
X, 4 B % ’

where V =1+ Zj vj.

Under the assumption that v; is a mean zero random variable independent of X;, W;,
€5, and instruments Z;, E(X;|Z;) # 0, and E(e; j|Z;) = 0 and the fact that X; = XV,
it holds that E(X;|Z;) = E(X;V|Z:) = E(Xi|Z)E(V) = E(Xi|Z), E(W;;X:|Z:) =
E(W; ;jX;|Z;), and E(X;log X;|Z;) = E[X;V(log X; + logV)|Z;] = E[X;log X;|Z] +
E(X;|Z;)E(V1og V|Z;). Thus, multiplying either side of equation (7) by X; and taking
conditional expectations with respect to Z; yields

E (il Zi) = 60 B(Xil Zi) + o jE(WijXi| Zi) + B E(X;1og Xil Z;) + E(Xiei | Zi), (8)
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where &g j = ap,j — B;E(V1ogV|Z;). In Lewbel’s (1996) approach, it is assumed that
E(e; ;| X;) = 0, so that the fourth term of equation (8) is zero. The parameters are
identified through a 2SLS regression of y on X, WX, and X log X without a constant
and Z as instruments.

To address the violation of E(X;e; ;|Z;) being zero assumed in Lewbel (1996), Battistin
and De Nadai (2015) use a control function approach. Let 7; be the residual term from
the regression of log X; on the set of instruments Z; and #; be the residual using log X;
instead of log X;. The authors set a parametric assumption that E(eij|Zi, i) = pithi,

Since E[X;n;|Z;] = E[X:ni|Z;] + cov(V,log V') by using n; = 7; + logV — E(log V),
we obtain

E (yij| Zi) = a0 E(Xil Zi) + oy JE(W; i X Z;) + B E(Xilog Xi| Zi) + piE(Ximi 5

Zi),

where ag; = ag; — BjE(V1ogV|Z;) — picov(V,log V). By replacing n with its fitted
values 1), parameters, including p;, are identified through a 2SLS regression of y on X,
WX, Xlog X, and X7 without a constant and Z as instruments.

In summary, each of IV, Lewbel’s (1996), and Battistin and De Nadai’s (2015) ap-
proaches has its own econometric specification for Engel curves. They are represented
in the following moment restrictions:

B(|Z) =0, B(e]2) =0, wma B(|Z) -0 ®
where

fzI',\J/‘ = yij/Xi — a0 — & ;Wi j — Bjlog X;
€' = Ui — G0 Xi — 4 ;Wi X — B X;log X,
ey = yij — a0 Xi — oy Wi Xi — B Xilog Xi — piXifi 5.

When ¢; ; is exogenous to both X; and Z;, all moment restrictions in (9) hold. Consider
that the source of endogeneity is only the simultaneous determination (or omitted vari-
ables). Then, moment restriction of the IV approach holds, while that of Battistin and
De Nadai’s (2015) approach holds only if the parametric specification for E(e; ;| Z;, ;)
is correct. The moment restriction of Lewbel’s (1996) approach may not hold, since
E(e; ;| X;) = E(e; ;| X;) # 0. By contrast, when endogeneity arises only from the mea-
surement error of the form discussed above, moment restrictions of Lewbel’s (1996) and
Battistin and De Nadai’s (2015) approaches hold, while those of the IV approach fail.
When both simultaneity and measurement errors are present, only the moment restric-
tions of Battistin and De Nadai’s (2015) approach hold under the correct parametric
assumption for E(e; j|Z;, ;).

However, in the empirical analysis, we are unaware of the source of endogeneity,
indicating that testing the model specifications (9) enables us to investigate the fitness
of each model. We apply these models to two data sets, and test the model specifications
by employing our test.
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7.2.1 Example 1: Italian Household Survey

This section adapts the application given in Battistin and De Nadai (2015) to test the
Engel curve specifications of IV, Lewbel’s (1996), and Battistin and De Nadai’s (2015)
approaches. The data are the 2010 wave of the Bank of Italy’s Survey on Households’
Income and Wealth (SHIW).

Battistin and De Nadai (2015) focuses on Engel curves for food, the linearity of which
is supported by substantial empirical evidence, and runs separate regressions depending
on the number of children in the household (couples without children, couples with one
child, and couples with more than one child). Exogenous variables are the household
regional variation represented by macro area dummies (North, Center, and South) and
instruments for the total expenditure are the average of male logged wages across areas.
The detailed explanation for data sets and estimation results is given in Battistin and
De Nadai (2015).

Table 2: Test for Engel curve specification. SHIW 2010 data

v Lewbel (1996) BN (2015)
No children 0414  (0.339)  5.161  (0.000) 2230  (0.013)
One child 2.765  (0.003)  3.801  (0.000)  4.929  (0.000)

More than one child ~ 3.193  (0.001)  5.612  (0.000) 5595  (0.000)

Note: Presented are the test statistics 75, in equation (3). Sample size for groups “No children,” “One
child,” and “More than one child” are 345, 709, and 1257, respectively. P-values are given in parentheses.
BN (2015) denotes Battistin and De Nadai (2015).

Table 2 presents the test statistics for each model specification and household group.
The null hypothesis is that the specification of the model is true. We test each model
specification (IV, Lewbel’s 1996, and Battistin and De Nadai’s 2015 model) in three
populations, that is, households without children, those with one child, and those with
more than one child. Since the test is one-sided, the null hypothesis is rejected when
the P-value (in parentheses) is smaller than the significance level. For households with-
out children (the first row), the test rejects only Lewbel’s (1996) specification at the
1% significance level. Recall that Lewbel’s (1996) approach is appropriate when the
measurement error is the only source of endogeneity. This result coincides with the
suggestion of Battistin and De Nadai (2015) that total expenditure endogeneity caused
by simultaneity might be a more serious problem than measurement error, at least in
these data. For households with one child and more than one child (the second and third
rows, respectively), all model specifications are rejected even at the 1% significance level.
Overall, our results suggest that a model should be chosen carefully, because the source
of endogeneity and thus, model specifications may depend on the population of interest.

7.2.2 Example 2: Japanese Household Survey

We use data from the 2004 wave of the National Survey of Family Income and Expen-
diture (NSFIE). Every 5 years since 1959, the NSFIE gathers detailed information on
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household consumption and income in Japan. We focus on households formed by couples
with and without children, where the household head was 25 to 60 years old in 2004.
Furthermore, we select a subsample of households whose disposable income lies between
the 25th and 75th percentiles of income distribution of all households, resulting in a
sample of 10,037 households.

Table 3: Descriptive statistics.

No children One child More than one child
Variable Mean Std. dev. Mean Std. dev. Mean Std. dev.
Log expenditure 12.50 0.43 12.50 0.40 12.54 0.35
Log income 12.81 0.17 12.79 0.17 12.81 0.16
Food share 0.22 0.09 0.23 0.08 0.26 0.08
Lisure share 0.09 0.07 0.09 0.07 0.10 0.06
Sample size 1,936 2,716 5,385

Note: The data source is the NSFIE.

We focus on Engel curves for food and leisure, and run separate regressions depending
on the number of children in the household (couples without children, couples with one
child, and couples with more than one child). Total expenditure represents average
monthly living expenditure, which does not include non-living expenditure, such as taxes
and social insurance. Exogenous variables are an urban—rural indicator, which is 1 for
households in one of three metropolitan areas (Tokyo, Chukyo, or Kinki) in Japan, and
gender rate, which is defined as the number of male household members divided by the
number of all household members. Instruments for the total expenditure are disposable
income, which is salary or wage from which non-living expenditure, such as taxes and
social insurance premiums, is deducted. Table 3 documents the means and standard
deviations of key variables for couples with no children, one child, and more than one
child, where the sample sizes are 1,936, 2,716, and 5, 385, respectively.

Let X, W, and Z be total expenditure, a vector of exogenous variables (urban-rural
indicator and gender rate), and disposable income, respectively. In the IV approach, the
parameters in Engel curves are identified through a 2SLS regression of outcomes (food
share and leisure share) on W, log X with a constant, where log X is instrumented by Z.
Lewbel’s (1996) approach identifies parameters through a 2SLS regression of outcomes
(log food and leisure expenditure) on X, WX, and X log X without a constant, where all
covariates are instrumented by Z, log Z, Zlog Z, and their interactions with W without
a constant in the first stage (for a total of 9 instruments). The first stage in Battistin
and De Nadai’s (2015) approach obtains 7, which is the residual term of regression log X
on Z, log Z, Zlog Z, and their interactions with W without a constant. Parameters are
identified through a 2SLS regression of outcomes (log food and leisure expenditure) on
X, WX, Xlog X, and X7 without a constant, where all covariates are instrumented by
Z,logZ, Zlog Z, and their interactions with W without a constant in the first stage
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(for a total of 9 instruments).

Table 4: Estimation results for Engel curve. NSFIE 2004 data

IV Lewbel (1996) BN (2015)
Results for food share
No children —0.084*** (0.013) —0.083*** (0.013) —0.075*** (0.028)
One child —0.020* (0.012) —0.030** (0.014) —0.032*** (0.013)

More children ~ —0.039***  (0.008)  —0.052***  (0.008)  —0.050***  (0.008)

Results for leisure share

No children 0.027*  (0.013)  0.008 (0.019)  0.003 (0.020)
One child 0.037**  (0.010)  0.020 (0.014)  0.008 (0.021)
More children  0.032**  (0.007)  0.017**  (0.008)  0.021 (0.013)

Note: Presented are the estimation results for 8 in the Engel curve given in equation (6). Standard
errors are given in parentheses. The level of significance are shown by *** ** and * for 1%, 5%, and
10%, respectively. BN (2015) denotes Battistin and De Nadai (2015).

Table 4 displays estimates for 5 in equation (6), which is identified by IV, Lewbel’s
(1996), and Battistin and De Nadai’s (2015) approaches. The first and second panels
show results for food and leisure shares in total expenditure as outcomes, respectively,
where separate regressions are run for couples without children, couples with one child,
and couples with more than one child. The results suggest that estimates for 5 depend
on model identification.

Table 5: Test for Engel curve specification. NSFIE 2004 data

v Lewbel (1996) BN (2015)
Results for food share
No children 0.503 (0.307) 0.584 (0.280) 0.960 (0.169)
One child 1.208 (0.114) —-0.173 (0.569) —0.259 (0.602)

More than one child 0.072  (0.471) 0.885  (0.188) 2.199  (0.014)

Results for leisure share
No children 0.354 (0.362) 0.040 (0.484) —0.280 (0.610)
One child —0.381 (0.649) —0.176 (0.570) 3.593 (0.000)
More than one child 0.068 (0.473) 0.810 (0.188) —0.209 (0.583)

Note: Presented are the test statistics T}, in equation (3). P-values are given in parentheses. BN (2015)
denotes Battistin and De Nadai (2015).

Table 5 reports the test results. The first panel focuses on the Engel curve of food
share. For households without children and with one child, all models are not statisti-
cally different from the true model even at the 10% significance level. For households
with more than one child, the null is rejected for Battistin and De Nadai’s (2015) model
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at the 5% significance level, implying that additional assumptions in their approach,
such as parametric assumptions for E(e; j|Z;, 7;), may be inappropriate in this case. For
the Engel curve of leisure share given in the second panel, the null is not rejected for all
models even at the 10% significance level except Battistin and De Nadai’s (2015) model
for households with one child. Overall, similar to the results from SHIW in Example
1, these results indicate that the model should be chosen carefully, because appropri-
ate model specifications might depend on the population of interest. For NSFIE data,
both measurement error and simultaneity might be a serious problem that cause total
expenditure endogeneity, and the test results are likely to be sensitive to the additional
parametric restriction in Battistin and De Nadai’s (2015) model.

8 Conclusion

This study proposes a rate optimal specification test for IV regression models. Our
test is rate optimal against a set of alternatives M(p,) with p, = n~Y/4 where the
alternative consists of functions belonging to the cone set of the Holder class with some
normalization. This rate coincides with the fastest possible rate achievable by any tests
under the local alternative setting when the alternative is constructed by a non-smooth
function and/or the dimension of instrument is large. Since the non-smooth function
belongs to M(py), our test is preferable in a large dimension setting. Indeed, our
simulation results show that the rejection probability of our test against a misspecified
model with many instruments (I = 27) approaches one reasonably fast with the sample
size. Moreover, we observe that the test works well in the empirical application to the
return of education investigated in Angrist and Krueger (1991), even though their model
includes a total of 240 I'Vs.

Although the literature for estimation and inference of parameters in linear IV re-
gression models with many or many weak instruments is recently growing (see, e.g.,
Andrews & Stock, 2007, Newey & Windmeijer, 2009, Anatolyev & Gospodinov, 2011,
Lee & Okui, 2012, Chao, Hausman, Newey, Swanson, & Woutersen, 2014, and references
therein), specification testing and its rate optimality are not sufficiently investigated. A
possible extension of this study, on which we are currently working, is rate optimal
specification testing under many weak instruments.
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APPENDIX A

Proof of Proposition 1

Proof of Proposition 1. We define a indicator function K ; that takes 1 if the observation
Jj is the nearest neighbor of observation i. Formally, K; ; = 1(||Z; — Z;|| < ||Z; — Zi<||)
for ¢ # j and K;; = 0 for i = j. Without loss of generality, we assume that nearest
neighbors are uniquely determined.'® The frequencies that an observation is assigned to
be nearest neighbors are finite because of the boundedness of the kissing number. The
boundedness also holds when we use k-nearest neighbor for any fixed £ > 1 instead of the
first nearest neighbor. These features of the boundedness are crucial for the derivation
of asymptotic properties of our test statistic.
Under the null hypothesis, we have

A~

1 & 1 .
— Y it = —= Y [Yi— g(Xi,0)][Yir — g(Xi, 0)]
T ’

= = (X5 00) = 9(X0.0) + ula(Xie 00) = 9(X50.0) + ]
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~

— = D lo(Xsub0) 965 g 00) — 9(Xir )] A
=1

+ \/15 ;[Q(Xn 00) — g(Xi, O)]ui : As

7 > la(0Xe o)~ g(Xee Bl s

1 n
—— iUix. . A
+ \/ﬁ ;:1 Ui 4

It can be straightforwardly shown that A;, As, and Ag are o,(1). Under Assumptions
1, 2, 3, and 6, we have A; = op(1). Intuitively, it comes from the \/n-consistency of
6, smoothness and finite moment assumption imposed on g¢(-), and the boundedness of
the number of nearest neighbors, Z:; j K; ;j < o0o. We can apply Lemma B6 of Jun and
Pinkse (2012) to show the convergences of As and Ag in probability under Assumptions
1, 2, 4, 5, and 6. The results for A3 can be shown by replacing Assumption 5 with
Assumption 3 by dividing them into martingale difference sequences with vanishing
variances. We show it in the followings.

Lemma 1. Under Assumptions 1, 2, 3, 4, and 6, we have A3z = 0,(1).

10Nearest neighbors are uniquely determined when the density of Z is assumed to be continuous.
When Z is discrete, some observations may take exactly the same value and both of them could be
assigned to be the nearest neighbors of a observation. In this case, one can just arbitrary choose one of
them to determine unique neighbors.
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Proof. From the mean value theorem, we obtain

Ay = /0~ 00) - S 4 V0~ o) S+ VO — o)pa/(0 — o),
=1 =1

where \/n(0 — 60) = Op(1), 1, = 3 s Ki j559(X;, 00)ui, T1; = 2> Ki j559(X;, 00)ui,
o

and pin = 0= 301 30 K g 9(X5,0)],
Note that p, and 7z; are martingale dlfference sequences with respect to o-fields generated
by {Xl,Xg, cos Xiy 21, Zoy ooy Zn}y and { X, Xig, - o Xy Z1, Za, - . ., Zn }, Tespectively.
The variances of £ 3°7 | p,; and 1 >_j—1 I; can be straightforwardly shown to be O(1/n).
Thus

show p, = op(1) by using the bounded second moments for u; and % 9(X;,6p). O

Ui for a interior point 0 between 6 and 0.

;‘:1 K 2 0 and % Z?Zl 7i; 2 0 from the Chebyshev’s inequality. We can also

n

In Lemma 2, we apply martingale central limit theorem (C.L.T.) to Ay.

Lemma 2. Under Assumption 1, we have Ay 4 N(0,u?), where p? is asymptotic
variance of Ay.

Proof. Ay is represented as follows:

n 1—1
Ay = Z e = =3 S Wy = Y e
\/> \/> =2 j=1 =2
where W; ; = K; ;+ K ; and €,; = ZZ Lw;, juiuj. Let F, ; be a o-field generated by
{Y1,Y2,...,Y;, X1, Xo, ... ,Xi,Zl,Zg, . n} It is obvious that F,,; form a filtration,

that is, F, r C Fy k41 holds, and €, ; is a martingale difference with respect to F,, ;. We
employ C.L.T. to prove the asymptotic normality of " , €, ;. According to Theorem
35.12 of Billingsley (2012),

S eni 5 N(0,42),

=2
if .
2 = nh—>r€o E[ nz‘fnl 1] (Al)
=2
and .
i 2 | > =
Jim z; Ele2 ;1{|eni| > €}] = 0 for each e. (A.2)

Note that W; j, W j, =0 if ji # jo. Then, (A.1) can be shown as follows:

n n -1
= nlgr;o z; E(ei’i\}"n’i_l) = nlggo - Z; z; VV2 u o? < 00, (A.3)
i= =2 j
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because E(u?|F,i—1) = 02(Z;) < oo by Assumption 1 and Y7, I/V2 < co. We rewrite
the condition (A.2) as

ZE nzﬂ{|enl>e}]<nsupE[| il* ]l{]e,“|>e}] < E[|em|]

pot |€nil
By using the Hoélder’s inequality. the third absolute moment of €, ; is

3 . 4 B

Sw. s <l E!E ZW s 7
P i,j Uj N E 1,5 Uj )

M
EHGTLJ’?)] < (f)gE

for some constant M. The boundedness of E(u?|Z), Zl ! WZ4], and Z Zl#
implies Efle,:>] = O(n™3/2), and we obtain Y7 | Fle er Mleni > €}] = O( *1/2).
Therefore, equations (A.1) and (A.2) hold and we yield

1 n
7 Z wug % N(0, 1?).
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O

Lastly, we show 42 & 12, where p2 = n! S (4;4;+)%, by decomposing i into
vanishing terms and sum of martingale sequences in the following lemma.

Lemma 3. Under 1, 2, 3, 4, 5, and 6, we have [i* LN u? under the null hypothesis.

Proof. We show that /i converges to u? defined in equation (A.1) almost surely and p?
is equivalent to lim, o £ 37, EZ ! W2 2(Z;)0*(Z;). p* is represented as follows:

n

2 R 1 &
B2 == X+, 00) — g(Xiw, )] ulu + = W2, + B A4
4 nZ[g( ) U) g( ) )]’U,ZU + nzuzuz + b, ( )

i=1 i=1

where B includes terms that converges to zero in probability. The convergence can
be shown straightforwardly by using the \/n-consistency of parameter estimates in As-
sumption 6, uniform convergence of the first and the second derivative of g(z,6) with
respect to # € © under Assumptions 2, 3, and 4, and Assumptions 1 and 5 about the
boundedness.

The absolute value of the first term of equation (A.4) is

n n

2 N 2 0
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where § € © is an interior point between 6y and 6. We show that By and By are op(1).

First, By is represented as follows:
1 n a 2 1/2 1 n 1/2
Bi <2|vn@ —0)|| | —=Y | 5;9(Xi+,0 ! — ) ul
L < 2Vl — o) [Wﬁilea@g( ) u] (Wﬁzu> ,

where
LiE M ul ZZE 73"90) QE(u%l’Z.) = o(1)
n\/ﬁ =1 00 i=1 j#i 00 o ’

because E(u}|Z;), > iz Kij, and E[H%Q(Xj, 60)||?] are bounded by Assumption 1, the
boundedness of the kissing number, and Assumption 3, respectively. Furthermore,

njﬁzug*_ ZZKJU— 0B [0%(Z))] + 0p(1) = 0p(1).
i=1

=1 j#i

Thus, we yield By = 0,(1). Second, Bs is represented as follows:

971/2 Lo 1/2
] (Z>
i=1

Note that n2 Yoy ”%‘ g—ill> = 0p(1) by the uniform convergence under Assump-
tions 1, 2, 4, and 6. Furthermore,

nzzu ul = 2ZZK]u4u2§—ZZu =C +o0y(1),

=1 j#i =1 j#i

0g( X ,0)

<
By < Oy 0000’
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for some constant C' because E(-3 ZZ 1 Zﬁéz ) E(u4)E(u3) + o(1) is bounded

(2
and var( Yo Z#z ) 0( ), where we need Assumption 1 with p = 8 to show
the vanishing variance.! Therefore, we yield By = op(1).
We apply Theorem 2.17 of P. Hall and Heyde (1980) to show the probability limit
of the second term of equation (A.4). We have

n 1—1
DIEEES ) ML EERIIED SRR
=2 j=1
where v, ; = H W2 J is a martingale with respect to ;. According to Theo-

rem 2.17 of P. Hall and Heyde (1980), >~ Vi converges to limy, o0 > i o E(Vni| Fn,i-1)

"'We can also show Ba = 0,(1) without assuming the eighth moment of the error term in Assump-
tion 1. This can be done by showing the first and the second moment of the second term of equa-
tion (A.4) approaches to zero instead of showing the absolute value of the second term of equation
(A.4) approaches to zero. For the proof, however, we need stronger dominance condition, that is,
Elsupyee || Z59(Xi,0)]|*] < oo instead of Assumption 3.
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ni—1) < 0o. Note that the condition holds be-

almost surely if lim,, o0 > ;o E(

cause
n n i—1
. 2
lim E E(lvnil|Fni—1) < lim — g E E iuj‘fn,i_ﬂ < 00,
n—o00 n—oo N
=2 1=2 j=1

n,i—1) almost surely, which

by (A.3). Thus, Y ;" 5 vy; converges to limy, o0 2 ;o B
is equivalent to p? in (A.3) because

n t—1 1 n—1 n n—1
E(vn ;| F, Wiio W2 o?(Z)u? = :
I/n z| n,t— 1 E i.j U )’LLJ = 'Un,]
1=2 j=1 j=1li1=75+1 7=1
— 1 2 2
where v ; = 5 370 Wi o%(Z iJuj.

Let F, be a o-field generated by {Y;,Yit1, ... Yo, X5, Xjq1, .. .. Xn, 21, Zo, ..., 2y}
Then, v, ; is a reversed martingale with respect to Fn j- According to Theorem 2.17 of
P. Hall and Heyde (1980), >_7 ~ L v converges to limy, oo S0y E(vy | Fnjr1) almost

surely if limy, oo Y ie g E(\UWHFWH) < 00, which can be shown as folllows:

n n n

— 1
E E(lvn || Fnj+1) < o E E WiQ,jUQ(Zi)UQ(Zj) < 0.
i—2 =2 i—j+1

Therefore, we obtain

n—1
jz::lvn,j 22 1 7}1_{1;052 Z i)0%(Z;).

Jj=1li=j5+1

O

Remark 10. Lemma 3 shows that u converges to lim, e = >0 1 0%(Z;)0?(Z;+) in
probability. The probability limit of i does not change when we use the second or more
distant nearest neighbor observation instead of the first nearest. To avoid complexity,
we assume for now that the density of Z has compact support and is continuous and
02(z) is continuously differentiable with respect to Z. Then, there is an interior point z
between Z; and Z;+ such that

1< 1 = ‘ ' ' ‘,802(2)
- ;02(&)02(&»*) == ;(72(2,) [UZ(ZZ) + (Zi — Zi) -

Since E[||Z; — Z;, ||*] = O((k/n)*/") by Mack and Rosenblatt (1979), the second term
converges to zero in probability. Thus, i? is the consistent estimator of E{[0?(Z;)]?},
and it does not depend on the choice of the nearest observation. That is, using the
k—nearest for any fixed k instead of the first nearest observation does not alter the
limiting behavior of 2.

O]
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Proofs of Proposition 2 and Corollary 1

Proof of Proposition 2.

Let 1);.(2) = 29/20(272 — k) = 29/24)(272; — K1) ---(272 — &) for some j € Z and
k = (K1,...,K;)" be a k-times continuously differentiable orthonormal wavelet function
defined on [0,2p — 1]' for some integer p that satisfies |1);,(2)| < 279/2C for some
constant C. The orthonormality implies that E[v; .(Z)vj (Z)] = 1{j = j'}1{r = &'},
when random variable Z is assumed to be uniformly distributed, where 1{j = j'} is an
indicator function taking 1 if 7 = 7/ and zero otherwise.

The wavelet series v .(2) defined above can be constructed by using, for example,
Daubechies’s (1988) orthonormal wavelets.!? Let 1p(-) be Daubechies’s orthonormal
wavelet with support on [—p-+1, p| for some integer p > 1. The wavelet function becomes
Vjn(2) = 29/2p(2 21 — k1) -+ -9p(272 — ;). By defining an appropriate collection of
i for each j, the support of 9} ,(2) become [0,2p — 1]. Let K; denote the collection of
all possible distinct values for x such that K; = {k € Z! : s, = (p — 1) + c(2p — 1),c =
0,1,...,27 —1,. = 1,2,...,l}. Then, K; includes 27! elements for each j. Then dyadic
cubes, [, = Hizl((—p +1+k,)277, (K, +p)277], satisfy Uxex,; Ljx C [0,2p — 1], Since
Yp(272, — K,) is zero if 2, lies outside of ((—p+ 1+ K,)277, (k, +p)277], ¥} x(2) is zero if
z & I; . Thus, the support of 1; () with k € K; is [0,2p — 1]'. Any intersection of two
different cubes are always empty, i.e. I, NI;. = @ for any k,x" € K; (k # «’), which
implies v (2)1);  (2) = 0. Our wavelet function is orthonormal, because it is the tensor
product of Daubechies’s wavelets. Furthermore, Daubechies’s wavelets is known to be vp
times continuously differentiable, where v ~ 0.2. Thus, v .(-) can be constructed to be
k-times continuously differentiable by taking p large enough and satisfy |1} ,(2)| < 27 2c
for some constant C. This implies that we are able to construct 1;.(z) so that ¥(z)
belongs to My, sk for some constant Ly and any s € [0,1] and integer k > 0 by taking
p large enough.

Let By be a sequence with |Bi| = 1. We define for a positive constant A that

800 () = ma() = Elg(X,00)),  ma() = Elg(X,00)] + Aoa2792 Y~ Bathu()-
KEK;

Let the resolution revel of wavelets j depend on sample size so that it increase as sample
size grows. Specifically, j = oo for s+k=0and j = |- log(prll/(Sij))/ log(2) | otherwise,

where |z] is the floor functions such that |z| = max{z € Z|z < z}, implying 277 =

Lemma 4. 6, ¢,(Z;) belongs to the class of alternative M(p,,) when A > 1.

Proof. 1t is enough to show (i) &,.,(Z;) € M and (ii) E[6n,(Z:)?] > p2.

12Construction of a wavelet function with support [0,1] is also possible by using, for example, the
method proposed by Cohen, Daubechies, and Vial (1993).
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(i) Since 1, ,(2) is orthonormal and Z; includes 27! location shifts, we obtain

(i)

E[(Sn@o( )]_)‘2 2Jl ZBd}]H 12 :/\2 2jlz wjfi

KEK; KEK;
= P22 (A.5)

Then, it is enough to show that f,,(z) = 2791/2 ZEE]C], B1)j () belongs to My, s
for some L < oo, s € [0, 1], and k& > 0 uniformly in n.

For any z € I, we obtain
’Dkfn(z)‘ = 2792 3" B2 DRz — k)| = B2k (272 - i),
HE’CJ'

where W) (.) indicates k-times partial derivative of ¥(-). By using this and fact
that W(z) € My, s for some constant Ly, and any s € [0,1] and k£ > 0, we obtain
for any z,y € I/,

DWM@—Lﬂm@wzpﬂBfwwaa—mv—wwmw—mm

(272 — w') — W) (20y — )]
25|z —yll*

<Gz — g (A.6)

< 2] (s+k) ’\IJ

Iz = yll’

When z € I, and y € I, for K, # Ky,

D" fa(2) = DE ()| = [ 1B, 90 (272 — k) = B, w027y — )]

< ik

TR (272 — i) — R (274 — mz)‘ + 27F ‘\I/(k)(2jz — riy) — WK (25 — /iy)’
< 2Lz — g (A7)

Equations (A.6), and (A.7) imply f.(z) € sz(s+k)3Lw’s7k. Focusing on a wide
smoothness class with s + £ = 0 eliminates the dependency of the class with
sample size through j, so that f,(z) € My s for any L larger than 3L,. This
concludes the proof of 4, g,(Z;) € M.

It immediately holds from equation (A.5) that E[0,.0,(Z:)%] — p2 = p2[A\? — 1].
Thus, E[6,.6,(Zi)?] > p2 when A > 1.

O]

Remark 11. The fact that f,(z) € M 0,0 uniformly in n implies that 6, () is one of
the least smooth function that belongs to the set of alternative. Thus, the constructed
function 4, g, () represents an element in the alternative that is difficult to detect.
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In what follows we construct a Bayesian a priori measure by using the result of Lemma
4 and show even the optimal Bayesian test that has the smallest errors of testing does
not have non-trivial power. Replacing the minimax problem by a Bayesian problem
is standard arguments to show the lower bound of testing power (see, for example,
Y. L. Ingster, 1993; Spokoiny, 1996; Lepski & Spokoiny, 1999; Lepski & Tsybakov, 2000;
Guerre & Lavergne, 2002; Abramovich et al., 2009; Y. I. Ingster & Sapatinas, 2009). To
prove Proposition 2, it suffices to show that

sup  P(tn <za)+ sup P(tn > za) > 1+0(1). (A.8)
d6(Z)eM(pn) d6(Z)€Ho
To give a lower bound of the left hand side of (A.8), we consider a Bayesian a priori

measure over Hy and Hy, 1 by considering dy(-) as a random variable defined on HyUH,, ;.
First, let Iy be the priori distribution defined on Hy that has Dirac mass:

I[85, (-) = 0] = o{m(-) = Elg(X,60)| ]} = 1.

Second, let By be an i.i.d. Rademacher random variable independent of the observations
with P(B, = 1) = P(B, = —1) = 1/2. Let II,,; be the priori distribution defined on
Hyq:

ot |66y () = 0272 Y " bty | = [ P(Be=bs), bee{-1,1},

HG’CJ' HEICJ‘

where Lemma 4 guarantees II,,; to be an a priori measure over H, 1. Then, II,, =
ITy + 11,1 is an a priori Bayesian measure over Ho U H,, 1. This gives the lower bound

sup P(tp < z24)+ sup P(tnp > 24) > /P(tn < zo)dll, 1 + /P(tn > zq)d.
39(Z)eM(pn) 89(Z)€Ho

The right hand side of the above equation is the Bayes error of the test t, that is the
sum of type I and type II errors of testing. It is known that the optimal Bayesian test
based on the likelihood ratio has the smallest error, which we now introduce.

Let Y and Z be the set of observations Y and Z, respectively, where the joint
distribution of Y and Z (specifically, the conditional mean of Y given Z) is described
by m(-), which suggests that the relation between Y and Z depends on dy(-). Then, we
denote by ps(Y, Z) the joint density of J and Z. Average densities under the null and
alternative hypotheses are po(V, Z) = [ ps(Y, Z2)dIly and p,1(Y, Z) = [ps(Y, Z)dIL, 1,
respectively. Let L,, denotes the likelihood ratio of the optimal Bayesian test, which is

_ pn,l(yaz) _ fpg(y‘Z)dHnJ _ pn71(y|Z)
po(Y, 2) Jps(V|2)dlly — po(V|2)
By using the The Bayesian error of the optimal Bayes test (see, Theorem 13.3.1 of

Lehmann & Romano, 2005, p.528), Guerre and Lavergne (2002) show that (A.8) holds
if

[ En12)ay = Bo2212) 21, (A.9)
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where Ej is the expectation under pg.

By assumption, each w; is standard normal conditionally upon Z;, where w; = Y; —
m(Z;). We define w;o = Y; — E[g(X;,00)|Z;]. The conditional density of ) given Z
under Iy is normal with mean E[g(X;,6)|Z;]. Since we have n observations, w; = wjg
almost surely under Ilp, and w; o is measurable with respect to Ily given Z;,

1 — 1
po(Y|2) = (2m) "/ /eXp (-2 ;w%o) dlly = (2m) "% exp <_2 Zwﬁo) .

i=1
Since w; =Y; — m(Z;) =Y; — my(Z;) and 0g,(Z;) = 61,0,(Z;) almost surely under II; ,,
we yield

1 n
pna(YI2) = (27r>‘"/2/exp ( B Z [Ys —mn(Z ) dIT,,
Zpo(y|3)/exp (sz 00,00 (Z Z5n 00(Z. ) Il 1,

where Y7 wi00n,00(Zi) = Aon2 92 330 win Y ex, Brthin(Zi) and YOI, 0n0,(Z:)? =
Npp2 It STl [Z,@eicj anj,n(zi)] = N2 ST Y e, Yin(Zi)?. Thus,

Pn, l(y Z
Ln po(y Z) - /eXp (sz 1190 ) exp (_ Zén 00 > dHn,l
1 .
= exp —§A2pi2—ﬂl Z Z wj,n(Zz)2

i=1 KeK;

1 » n » n
11 3 [eXP (Apnz i/ ZWi,olbj,n(Zi)) + exp <—)\Pn2 /2 Zwi,0¢j,n(zi)>

wEK; i=1 i=1

Thus,

n
L2 =exp | —AZp2277 Z Z Vn(Zi)?

1=1 KeK;

1 iy n » n
H 1 [eXP <2>\pn2 /2 Zwi,0¢j,m(zi)> +2+exp <—2)\Pn2 /2 sz’,o%‘,n(zi)>

wEK; i=1 i=1

Conditionally on Z and under pg, {2>\pn2_jl/ Qwi,owjﬁ(Zi)}?:l is independent centered
Gaussian with conditional variance given by 4A%p2279%); .(Z;)?. Since Elexp(u)] =
exp(c?/2) for any random variable u that follows centered gaussian with variance o2,
we get

Eo(L}|2) = ] exp (—A%ZMZW(&)?)

KEK; i=1
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1 » n » n
X3 [exp <2A2p§2 it Z:z/;jﬁ(Zf) + 2+ exp <2A2p,%2 it ;zpm(ZN)
= [ cosh <A2p22 ﬂZm : )

KEK;

where cosh(-) is the hyperbolic cosine function. By using 1 < cosh(z) < exp(z?), we
obtain,?

n
1< Eo(L22) <exp | > [A%irﬂ > in(Zi)?
=1

HEIC]‘

Then, (A.9) holds if
2

> [VpiTﬂZm(ZZ)? 5 0. (A.10)
=1

HE’C]'

Then, to see (A.10), we consider the expectation of the right hand side positive random
variable:

Z E )\4pi2_2jl i i wj,H(Zi1)2¢j,H(Zi2)2

HE’C' 11=112=1

1=1 ke, i1=11i27#i1 KEK;
< )\4 42 jlz Z djj/{ ’L )\4 ( 1)2—2jl2jl
=1 KEK;
= Npin2=ilgil L\t ptp(n — 1)2720190
= Xpln + Xpln(n —1)279 (A.11)

where the last term is equal to O(piin) because &, g, (-) belongs to the set of alternative
uniformly in n when s+ k = 0, which implies j = co. Thus, the last term approaches to
zero because p, = o(p,) = o(n=/4). O

Proof of Corollary 1. Let us consider a situation in which the resolution revel of wavelets
is set to grow with sample size and depend on the dimension of instruments. Especially,
we set j = (|—cllog(pn)/log(2)] A 1) for some positive constant ¢, where |z] is the
floor functions such that |2] = max{z € Z|z < z}. Then, we have 277 = O(p%) for
sufficiently large n. Lemma 4 implies that 6, ,(Z;) belongs to M(p,) for any constant
c. Thus, for the uniform power in the optimal minimax approach, the lower bound

cosh(z) = 27 Hexp(x) +exp(—2)]. On the one hand Maclaurin expansion yields cosh(x) = 1422 /2! +
x*/414. ... On the other hand, Maclaurin expansion of exp(z?/2) yields exp(z?/2) = 1+a?/2!+22* /414
.. Therefore, we yield cosh(z) < exp(2?/2) < exp(z?).
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should be determined independently with c¢. In contrast, when we get rid of uniform
power and regard Ap,fn(z) as a sequence of a local alternative, the lower bound of
testing power can depend on it. In the local alternative setting, (A.11) turns out to be
O(pin) + O(pk 4+e1’12) Then, we consider the following two cases:

(i) I < 2/\ﬁ if pn = 0(jn) = o(n~2/ 4+ we have pin = o(n(~4+e*)/(4+e)) — (1)
and pite®n2 = o(1).

(i) | > 2/\e if pn = o(pn) = o(n™Y/%), we have pin = o(1) and pit<’n
o(nt=e)/4) = o(1).

Proof of Proposition 3

Proof of Proposition 3. We first consider the asymptotic behavior of ji under H, ;.
Lemma 5. Let Assumptions 1, 2, 3, 4, 5, 8, 9, and 10 hold. Let

n 1—1

o= 2 *2 *2
ﬂ:nggogZZW U1 2:) B (057] Z5)
=2 j=1
where uf = Y; — g(X;,0%). Then, under Hy 1, i = i + 0op(1) and fi is bounded from
above uniformly in 59(Z) € M(kn=1/%).

Proof. Under the local alternative that dg(Z;) € M, there exists a sequence a,, < a that
satisfies m(Z;) — Flg9(X;,0)|Zi] € My, s C Mar,sk- Together with Assumption 9,
this implies m(Z;) € M(14q)r,5,%- Thus, we have the following relationship: {dp(Z) €
M(kn= YN} € {6(2) € M} = {m(Z) - Elg(X,0)|Z] € M} € {m(Z) - Elg(X,0)|Z] €
Marsk} C{m(Z) € M11q)L,s,1}- This implies that it suffices to show the boundedness
of i uniformly in m(Z2) € M(14a)L,s,k- Under the alternative, we can show

E(u;?|Z;) < oo, (A.12)

for p < 8 uniformly in m(Z) € M(14q)ps% Indeed, E(uf*|Z;) can be decomposed
into m(Z;)P, E(w|Z;), E[g(X,0)P|z], and cross products of them, where m(Z;)F is
bounded uniformly under the alternative, E (w!|Z;) is bounded by Assumption 1, and
Elg(X,0)P|z] is bounded by Assumption 8. Thus, i is bounded from above uniformly
in m(Z) € M@ya)L,s.k

Next, we show the limiting behavior of 12, which is represented as follows:

n

2
~2_ “2 . O* *2 * *2 *2
= > [9(Xie,0%) — g(Xie, 0)Juiuf. + — E u; (A.13)

=1

where D includes terms that converges to zero in probability. Equation (A.13) is a
version of equation (A.4) in Lemma ?? under the alternative, and differs from (A.4) in
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points that it has 0 instead of 0y and error term under the pseudo true value u; instead
of u;. Thus, the proof for Lemma 5 goes along with that for Lemma 77 except points
which asymptotic behavior of parameter estimates under the alternative affects.

The convergence of D can be shown straightforwardly by using the y/n-consistency of
parameter estimates in Assumption 10, uniform convergence of the first and the second
derivative of g(z, 8) with respect to # € © under Assumptions 1, 2, 3, 4, and 10, and the
boundedness in Assumptions 3 and 5. The boundedness for the conditional expectation
of error terms is now guaranteed by equation (A.12) under Assumptions 8 and 9.

The absolute value of the first term of equation (A.13) is

2 | & 2 |4 o)
= X s * X *2 * < Z _oxV 2 X o * >§<* *2
- ;m i 0") = g (Xie, O)]u?ufs | < = ;w 07) 550X 0 ulou]
2 = *lag(Xi*’e) A *\, % %2
+5Z(9 0") = o azé*(e 0% )uku
=1
=Dy + Do,

where 6* is an interior point between § and 6*. We show that D; and Dy are op(1).

First, D; is represented as follows:
9 1/2 . 1/2
ult —— ) wu? ,

. 1 &Ko .
Dy < 2[vn(0 - 07)|| [n 799X 07)

0
where
IBRS dg(X;-,0%) ||? u 99(X;, 6" )1 "
FE |||l —— ! E — 7 7 X Z; =o(1),
”\/ﬁ; [H o | " an;; gg || Blirlz)] =ell)

because E(u}*|Z;), > iz Kij, and E[H%g(Xj, 6*)||%] are bounded by (A.12), the bound-
edness of the kissing number, and Assumption 3. Furthermore,

nfz ui? nIZZKJ“*Q _1/2)E (“;2) + op(1) = 0p(1),

i=1 j#i

Thus, we yield D1 = o0,(1). Second, Ds is represented as follows:

2 1/2 1/2
*4 *2

Note that 2 Yoy H 8989, ]925* > = 0,(1) by the uniform convergence under Assump-
tions 1, 2, 4 and 10. Furthermore,

n2 Z *4 **2 n2 ZZK,]U*4U*2 n2 ZZU*4 *2 C+Op( )

i=1 j#i i=1 j#i

0g(X;+,0)

<
Dy < O T 0000

0=6*
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for some constant C because E(n™2 Y"1 D s u*4u*2) E(u;“l)E(u?)—i-o(l) is bounded
and var(n=231" D i U ut *2) o(1). Therefore, we yield D7 = o,(1).
We apply Theorem 2. 17 of P. Hall and Heyde (1980) to show the probability limit

of the second term of equation (A.13) . We have

n 1—1 n
S Y9 SUCCLERAIED LRt
=2 j=1 =2
where v, ; = 21_11 I/V2 *2 ;‘2 is a martingale with respect to F, ;. According to Theo-

rem 2.17 of P. Hall and Heyde (1980), > -7 Ui converges to limy o0 Y 1o E(Tnil Fni-1)
almost surely if lim,, o0 > ;o E(|7 ni—1) < 0o. Note that the condition holds be-

cause
n i—1
ZE |7l P i-1) ZZ (w®| Zi) uj? = O E(u®) + 0p(1).
=2 =2 j=1

Thus, Y " o Un; converges to limy, oo > o E(Vpni|Fni—1) almost surely. Now we con-
sider the limit of > 5 E(Up | Fni—1), which is represented as Z;l:_ll Un,j, where v, ; =
L ZZ" W, E( *2‘ Z) *2. Note that v, ; is a reversed martingale with respect to
Fnj Accordlng to T heorem 2.17 of P. Hall and Heyde (1980), >

hmnﬁoo S o E(Un |]:n7j+1) almost surely if limy, o0 Y 1o E(|Un ;
can be shown as folllows:

> Bl Fogen) = 230 3 WEE (] 2) B (17 2)) < oc

=2 222]-‘,—1

-1
=1 Up,; converges to

| Frj+1) < 00, which

Therefore, we obtain

ZUNJHJLH;OZEUNJ"FRJ'H —nhn;ogz Z *Z‘Z) ( ?Z}Zj)?

Jj=li=j5+1

and we yield i? = ji + o0p(1), where ji is bounded from above uniformly in §p(Z) €
M(kn=4). O

Next, we consider the asymptotic behavior of the test statistics under the alternative.
15, can be decomposed as follows:

,U, n Ujlix = Xue - g Xz*aé :T:; - C11 +C27
- i = 3 W= DIV =5 )

where T, = = Y0 [V — g(Xe, 6] [Yir — 9(Xiv,6)], €1 = = 0, 000 (20) (Ko, 6)
g(X;+,0%)], and Cy includes terms that consists of vanishing term g(Xy-, 0) — g(X;«, 6%)
times a random variable whose expectation conditioned on instruments is zero. It is
straightforward to show that Co = 0,(1) uniformly in 6p(Z) € M(kn~'/*). We show
that C; = Op(l)
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Lemma 6. Under Assumptions 1, 2, 4, 5, and 10, we have SUDs, (7)eM(rkn—1/1) C) =
Op(1).

Proof. Since /n(f — 6*) = Op(1) uniformly in m(Z) € M(lJra)Lsk from Assump-
tion 10, We have C; = 0,(1)(C} + C}), where C) = LS 6 (Z )809(X, «,0%) and
c] = nf Yo 00+ (Z >80809(Xi*’9)‘9:§*' It is obvious to show that C] = o,(1) by
using the Schwarz inequality, boundedness of E [|59* (Z1)|2] under H), ; and the uniform

convergence of the second moment of the second derivative under Assumptions 1, 2, 4,
and 10. Second, there is a constant ¢ > 0 such that

wm<2E{um*|Ew 9(X;.0°)
J#i

2]} <cpr20) <o

From the Markov’s inequality, P(sup||C}|| > ¢) < E(sup|ds(Z;)|) < co, which indicates
(1 is stochastically bounded. Therefore, we yield SUD§, (2)e M(kn—1/1) C) = 0,(1). O

There is a constant C' > 0 such that P(T), < z,) < P (T <z, + C) 4 o(1), where
2!, = fizq is bounded uniformly by Lemma 5. Further,

var(TY)

P(T; < 2+ C) =P (-[T; - E(T;)] = E(T;) — 2, — C) < (BT — o —

it E(Ty) — 2., — C > 0. It is then sufficient to show that s can be chosen so that
E(T}) -2, —C >0, (A.14)

var(T*)
{E(T7) -2 - C}

uniformly in dy(Z) € M(kn~"*). We cam decompose T as follows:

Z[m(zi) — 9(Xi, 0%) + wil[m(Z) — g(Xi=, 0%) + wix]

Z[m(z) 9(Xi,0)|[m(Zi=) — 9(X=, 0%)] + Ty,

where T consists of terms that satisfies F(T*) = 0. Then, we have

B(T}) = WZZK”&)* i)00-(Z;) | = VnE [69-(Zi)bo-(Zi-))] -

1=1 j#i

Since dp«(Z) € M under H, , there exist a positive constant L such that |dg~(Z;) —
0o« (Zi+)| < anL||Z; — Zi+||®. Thus, we obtain

VRE [89-(2:)09- (Zi2))| > VAE [89+(2)%) ~ VAElIS-(Z:) — 6(Zi0)| 6+ (Z0)]
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E[|60+(Zi) — 09+ (Zi)|})1/?
> /nE [6-(Z)*] {1 -
[ } E|6o-(Z:) "]/
> Vnk’p;, [1 - O(H_S/l)} ,
where the last equality holds because E|[ ] = O(n=*/!) under Assumption 7

(see, for example, Lemma 14.1 of Q. Li & Racine, 2007). For large enough n that satisfies
[1- O(n_s/l)] >0, E(T, ) is always positive by taking large x. Then, we obtain

E(TH -2, -C 1 |20 |+ C
|VnE [0+ (Z;)g+(Zi)] | — N {1 _ O(n—s/l)}'

Since p? = n~1/2, alarge value of k makes the last term in the above equation arbitrary
close to one. Therefore, (A.14) holds by taking x large enough.
To prove (A.15), we represent T," as follows:

ZZKJ 9(Xi, )Y — 9(X;,07)] = ana

1=1 j#i

where n; = 3., Kij[Y; — 9(Xi, 07)][Y; — 9(X;,0%)]. Let Z = {Z1,Z5,...,Z,}. From
the law of total variance, we obtain

var (T, fvar (Zm) = ZE [var (n;| Z)] + —var ZE (ni| 2)

where the last equality holds because n;’s are uncorrelated given Z, that is, n;’s are i.i.d
conditionally upon Z. Let 7; = E[g(X;, 0%)|Zi] — 9(X;, 0%) + w;. Then, it is obvious that
E(1:Z:) = 0 and E(72|Z;) < Elg(X:,0%)|Zi)* + Elg(X;,0%)?|Z;] + 0(Z;) is bounded
by Assumptions 1 and 8. By using these and boundedness of 69*(Z i), we can show
that E(n?|Z) :Z]#K,]E{ (00« (Z;) + 73] !Z}E{ [0+ (Z;) + 7] |Z} is bounded from
above by a constant A. Similarly, there is a constant A such that Loar[30 | E(n;]Z)] <
A?%. Thus, we yield var(T};) < A+ A% For large enough n that satisfies [1 — O(n_s/l)] >
0, we obtain

var(TY) < A+ A2
IVRE [86-(Z:)dg- (Z)]]” ~ |2 {1 — O(n—s/)}|*

Since this upper bound is bounded and decreasing in x, (A.15) holds uniformly in §y(Z) €
M(kn=4).

d
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APPENDIX B

Table B.1 shows Monte Carlo results for the power of the test. The results corresponding
to those illustrated in Figure 3.
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