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Problem of Serial Correlation-I1

This is Module 25 of Econometric Modelling. In 24, we have started discussing the problem of
serial correlation. And there we defined a serial correlation, what kind of problem it poses to
OLS estimation methods. And in this module 25 also we continue with the problem of serial
correlation. We have already discussed one test for detecting serial correlation that is the DW

statistic or DW test, Durbin-Watson test.

The test is designed to detect serial correlation only of first order. Now, we will discuss a few
features or problems with the DW test and after that we will discuss alternative testing procedure
and how to deal with autocorrelation or serial correlation that if there is, if the errors are serially

correlated then how can we still obtain efficient OLS estimation or estimators.

(Refer Slide Time: 01:29)

A
Conditions for DW Test to be Valid

* There are three conditions that need to be fulfilled for the DW
test to be valid:

1. There must be a constant term in the regression (/(MLOF

2. The regressors must be non-stochastic or sLﬂct_Iyw ¥y)

3. There must be no lags of the dependent variable in the
regression.

* If the third condition is not fulfilled, then the second condition is
also not fulfilled in the presence of autocorrelation.

* Tosee why, consideran AR(1) model v, =fy,_,+y,
errer vt
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So, first of all, we discuss the conditions that are required for DW test to be valid. So, there are

three conditions that need to be valid for the DW test. There must be a constant term in the



regression. So, we cannot run a regression without a constant term. Second thing is that the

regressors must be non-stochastic or strictly exogenous.

So, this actually refers to one of the CLRM a, where we assume that an alternative is to consider
that the expected value of u and x must be 0, that is the covariance between the error terms and
the independent variables as 0, strict exogenity means, they are not only contemporaneously not

correlated, they are not correlated altogether.

So, 1 and j, uj, and xi are equal to O for all i and j. So, this is strict exogenity. Along with that,
alternatively, we can assume non-stochastic which is non-stochastic independent variables
alternatively which can be said that the independent variables are fixed in repeated samples.

There must be no lags of the dependent variable present in the regression.

So, that is the third condition that is required for the validity of the DW test. Now, note that if the
third condition is not fulfilled then the second condition is also not fulfilled in the presence of

autocorrelation. To see why, consider an AR (1) model yt equals beta yt minus 1 plus ut.

(Refer Slide Time: 03:23)

- A
Conditions for DW Test to be Valid

/ / -
* Similarly, ky,_/l=ﬁyt_2+u,\_{ el \jg.[ 4 )=0

* We can use OLS when cov (y,_,, u) = 0. But y,_, is not a strictly
exogenous regressor since cov(y,_,, U,_,) # 0. Therefore, hoth the
second and third requirements are not fulfilled.

* |f the conditions are not fulfilled, the DW test statistic would be
biased towards@ suggesting that in some instances the null
hypothesis of no autocorrelation would not be rejected when it
should be. o
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Conditions for DW Test to be Valid

There are three conditions that need to be fulfilled for the DW
test to be valid:

1. There must be a constant term in the regression T/(M)/“/L
2. The regressors must be non-stochastic o strictly exagenous ¥

3. There must be no lags of the dependent variable in the
regression.

If the third condition is not fulfilled, then the second condition is
also not fulfilled in the presence of autocorrelation.

To see why, consider an AR(1) model ~ y, =(f3.yt_\1 u,
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Similarly, we can also have the same structure like yt minus 1 equals beta yt minus 2 plus ut
minus 1. We can use OLS when covariance between yt minus 1 and ut is equals to 0. But you can
see that yt minus 1 is not strictly exogenous, because covariance between yt minus 1 and ut
minus 1 is actually not equal to 0. yt minus 1 is explained by ut minus 1. So, it is quite possible

that yt minus 1 and ut are not correlated with each other. So, this is 0 (refer to slide time 03:23).

But since this is not equal to 0, then there is contemporaneous endogeneity or yt minus 1 is not
contemporaneously exogenous, and as a result of which we do not have strict exogenity.
Therefore, both the second and the third requirements are not fulfilled when we have one lagged
dependent variable term in the regression. So, we must not have one lagged dependent in the

equation regression in order to have a valid DW statistic result.

If the conditions are not fulfilled, the DW test statistic would be biased towards 2. That is, in
some instances the null hypothesis of no autocorrelation would not be rejected when it should be
actually. If you remember, we had this diagram where around 2 used to be the area of
non-rejection of the null hypothesis. So, the bias is towards 2 implies that it would be difficult

for us to reject the null hypothesis, while it should be.



(Refer Slide Time: 05:14)
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Problems with the DW Test

* The DW test tests for the presence of autocorrelation only in the
consecutive error. Therefore, the test will not be valid if correl (u,
u,_,) = 0 but correl (u, 0.

* Further, the approximation defined in equation (2) of Module 24
will deteriorate as the difference between the two time indices

increases. Zuz,% Iu&
* Consequently, the critical values should also be modified for these
cases.

* Therefore, a joint test is desirable to examine the relationship
between u, and several of its lagged values at the same time.
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The DW tests for the presence of autocorrelation only in the consecutive error, which I have
already just mentioned that, if it tests for only autocorrelation only in the first lag, the current one
and the previous one. Therefore, the test will not be valid if the correlation between ut and ut

minus 1 is equal to 0, but ut is correlated with ut minus 2 that is the error with two lags.

Further, the approximation is defined in equation 2 of module 24. So, the approximation that, if
you remember, was like summation ut square was approximately equal to summation ut minus 1
squared. This approximation deteriorates as the difference between the two-time indices increase.
So, this is approximately equal, but if I consider t minus 2, t minus 3, so the time periods are

increasing and this approximation becomes gradually invalid or deteriorate.

Consequently, the critical values should also be modified for these cases. Therefore, a joint test is
desirable to examine the relationship between ut and several of its lagged values at the same
time. So, we should consider an alternative test that would be able to consider multiple

autocorrelations between one current period and several alternative lags.



(Refer Slide Time: 06:53)

The Breusch-Godfrey Test

+ The model of the erroynderthis test is
v v ~
Up = PrUg—y + Potley + -+ pylly_y + €, € N(0, 7)
—_— = ———
* The null and the alternative hypotheses are
. H05P1ipai:@_=0’i*jd Ho iRy # o # 0 #0
* When X, (the set of independent variables) is not strictly exogenous, the steps

involved are, Y
1. Regressy, on X, and collect the residuals &, t=1,2,..,T. j . )’/g g@
L A

<
2. Regressii,ontl,_, ...,ﬂt_p and’M "
3. And perform%TFtest of the joint significance of the parameters mentioned in
the null hypothesis. Alternatively, an LM test can also be conducted as (T-p)R ~
xf, where the RZ is obtained from the regression of step 2.

INPTEL ONLINE
O ITROCIKEE CERTIFICATION COURSE

So, that kind of test is The Breusch-Godfrey test. The model of the errors under this test is
actually p lag sequence, suppose it is a p lag sequence where ut equals rho 1 ut minus 1 rho 2 ut
minus 2 and so on up to plus tho p ut minus p and we also have an error term et which is

normally distributed with mean 0 and constant variance sigma e square.

The null and the alternative hypothesis are, we are actually going for joint significance of all
these parameters. So, rho 1 equals to rho 2 equals to rho p and so on all equals 0. And similarly,
we have then alternative hypothesis which is rho 1 is not equal to rho 2 not equal to rho 3, and so
on up to rho p not equal to 0. When Xt, the set of independent variables, is not strictly

exogenous, the steps involved are; first of all regress yt on Xt and collect the residuals.

So, this is my original model (refer to slide time 06:53). If the original model is yt equals Xt beta
plus ut then first we regress yt on Xt and collect ut, then regress ut hat that is the residual
obtained from this regression is denoted by ut hat, we regress ut hat on ut hat ut minus 1 hat to up
to ut minus p hat. Since we cannot see the population errors, this is actually replaced with their

sample counterparts. And along with that, we also include Xt.

Now, here since Xt is not a strict exogenous that is why Xt is also incorporated into this

framework. And perform an F-test of the joint significance of the parameters mentioned in the



null hypothesis. Alternatively, an LM test can also be conducted as T minus p R square where it
is distributed as chi-square distribution with p degrees of freedom. And this R square is obtained
from the regression in step 2, that is from this regression this R square is obtained. So, this is

actually an auxiliary R square.

(Refer Slide Time: 09:15)
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- Features of Breusch-Godfrey Test -~ . v o o)

* |The LM statistic has (T - p) instead of T because,| |77 "5 [0 s A
the first p observations will lost from the sample i mroe 3ooces 11oiss 17eion 7228
order to incorporate the p lagged values into the 1ecar s 1000 1129 3060

. 1997-98  3.077166 B.787029 10.20672 11.27835
regression. 1998.99 1042235 3.077166 8787029 10.20672
1999-00 4341249 10.42235 3.077166 8.787029

2000-01  -0.32733 4.341249 10.42235 3.077166

* The table in the side can be used t0 eStiMAte @ Juvoe i carss saior 10smme
model such as Yy = byt byYeoy +DoYiog + mios sesmr simems 1ams o
1 200405 2.682724 3.692727 3.184983 1.30295

er__ T %LM ) 200506 3752244 2.682724 3.602727 3.184983

- 2006-07 7.37032 3.752244 2.682724 3.692727
* Note that though we have data from 1990-91 to 207cs 7w 737032 37maais 208272
2019-20, while running the regression we will have Jeie Yo to T 1
to consider from 1993-94 because for y,_s the data zoim1s asreim s samman 1100

2013-14 1098149 9.516138 8004271 9.477841

begins from 1993-94. 201415 6453852 1098149 9516138 004271

2015-16 4.282 65453852 1098149 9516138
2016:17  4.106149 4,282 6453852 1098149

+ Therefore, if we are considering 3 1ags, then we Will Jois 7 icomr s azes oscamer

2018:19 _ 2.004521 2.160402 4.106149 4.282

be able to utilize (T - 3) observations only. o520 7741012 2004521 2160402 4106149
@ o (o

Now, we talk about certain features of the Breusch—Godfrey test. The first thing is that the LM

statistic has T minus p instead of T observations, that is we multiplied it by T minus p and not T,
because the first p observations will be lost from the sample in order to incorporate the p lagged

values into the regression. So, this is what is explained using the table (refer to slide time 09:15).

The table can be used to estimate a model such as yt equals b naught plus bl yt minus 1 plus b2
yt minus 2 b3 yt minus 3 plus ut. So, we are considering basically three lags of the dependent
variable. Now, this is just an example that why we are going to lose three observations here or in
case it is a ARP series then there are p lagged values then why we are going to lose p

observations. This example has actually nothing to do with autocorrelation as such.

Note that though we have data from 1990-91 to 2019-20, while running the regression we will
have to consider data from 1993 onwards. This is because for the variables yt minus 3 the data

begins from 1993-94. And that is why for the other variable also these observations cannot be



used (refer to slide time 09:15. Now, what we are doing that has already been shown to you
earlier that this actually shifts down by one column. So, yt minus 1, the entire series up to this

much shifts one row down, and similarly, yt minus 2 it shifts two rows down and things like that.

(Refer Slide Time: 11:08)

I
Features of Breusch-Godfrey Test

* The test is more general than the DW test, and can be applied in a wider
variety of circumstances since it does not impose the DW restrictions on
the format of the first stage regression.

* As with any joint test, the error at time t has to be significantly related
only to one of its previous p values in the sample for the null of no
autocorrelation to be rejected.

* One potential difficulty with Breusch--Godfrey, however, is in determining
an appropriate value of p, the number of lags of the residuals, to use in
computing the test. There is no obvious answer to this, so it is typical to
experiment with a range of values, and also to use the frequency of the
data to decide.
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The second feature is that the test is more general than the DW test and can be applied in a wider
variety of circumstances since it does not impose the DW restrictions on the format of the
first-stage regression. As with any joint test, the error at time t has to be significantly related only
to one of its previous p values in the sample for the null have no autocorrelation to be rejected,
which basically implies that we really do not need to have all the rows equal to be 0 in order to

not reject the null hypothesis.

Even if one of the rows is not equal to 0, we will not reject the null hypothesis. One potential
difficulty with Breusch—Godfrey, however, is in determining an appropriate value of p that is the
number of lags of the residuals to use in computing the test. There is no obvious answer to this.
So, it is typical to experiment with that range of values and also to use the frequency of the data

to decide how many lags to be included.

For example, if we are using monthly data, then we can go for 12 lags in order to see that how

the months are correlated, whether there has been any autocorrelation between the months or so.



If we using quarterly data, then of course at least four lags to be included and so on. These, [ am
talking about the minimum number of lags to be included. So, this is one potential difficulty with

Breusch—Godfrey test that how many lags to be included.



(Refer Slide Time: 12:51)
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Dealing with Autocorrelation

* |f the form of the autocorrelation is known, it would be possible to use a
GLS procedure. One approach, which was once fairly popular, is known as
the Cochrane-Orcutt procedure. Such methods work by assuming a
particular form for the structure of the autocorrelation, usually a first order
autoregressive process.

* Suppose the model specification is as follows,
Ve = Bo+ Bi®ye + B + g (1)
Where u; = pup_q + ¢,
» If this model holds at time t, it is assumed to also hold for time t - 1, such

that Ye-1 = Pot 1 X1p-1 + Paxae-1 + U1 (2)
L e Sl
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Now, we come to the question of how to deal with autocorrelation. So, if autocorrelation is
detected, how do you problem this or how do you solve the problem because we know that
autocorrelation or the presence of autocorrelation renders the OLS estimates inefficient. They are

no more the best estimators. So, we should go for some corrections.

In this context, if you remember, the way we incorporated corrections or transformations in the
original series or we call them either generalized least squares or GLS or feasible GLS that is
FGLS similar procedure would be also followed here. So, if the form of the autocorrelation is
known, it would be possible to use a GLS procedure. One approach which was once fairly

popular is known as a Cochrane—Orcutt procedure or transformation.

Such methods work by assuming a particular form of the structure of the autocorrelation, usually
a first-order autoregressive process. Now, suppose the model specification is as follows (refer to
slide time 12:51; equation 1). So, it is the original model, which has two independent variables.
This is x1 reference to the first independent variable, x2 reference to the second independent

variable and all of them have t observations.

Now, this ut is a first-order auto-correlated series, ut equals rho ut minus 1 plus et. If this model

holds at time t, it is assumed to also hold for time t minus 1 such that we have yt minus 1 equals



to this thing where we are replacing xt with x1 t minus 1 and x2 with x2 t minus 1, ut with ut

minus 1.

(Refer Slide Time: 14:42)

Dealing with Autocorrelation
* Multiplying equatian (2) by p and subtracting it fim equation (1) we get,
Yo~ PYi-1 __<ﬂ0 Pﬁo>ﬁ1 X = PPy Xuer + BaXag = pBaXp-a i - pupy
= ')
o y=pyeg=(1- P)ﬁq*ﬁ(’ﬁt P Xye-1) + Bo(Xor = Py 1)@ (3b]

¢ Thisis called the Cochrane- Orcutttransformatlon

The steps involved in Cochrane-Orcutt procedure are, Mé' ({ U
Estimate equation (i) using OLS and obtain the residualskﬁt.
Run the regression i, = pil,—, + e and obtairf p.

w N

—_—
Run the GLS in equation (3b). The residuals from this regression fulfil the
assumption of sphericality.
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A
Dealing with Autocorrelation

* |f the form of the autocorrelation is known, it would be possible to use a

GLS procedure. One approach, which was once fairly popular, is known as

the Cochrane-Orcutt procedure. Such methods work by assuming a

particular form for the structure of the autocorrelation, usually a first order
autoregressive process.

* Suppose the model specification is as follows,
Ve = Bo+ Bi®ye + Baxa + g (1)
Whereut Py + e 2, N, 6o )
.
* |f this model holds at time t, it is assumed to also hold for time t - 1, such

that {9 Ve-1="Po¥Br X1e-1 HBsXae-1 + -1 ﬁ
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Now, multiplying equation 2, by rho and subtracting it from equation 1, what do we get? We are
multiplying equation 2 with rho, then we are subtracting it from equation 1, we will be getting yt
minus, tho yt minus 1 beta naught minus rho beta naught, beta 1 x1t, the original one, minus rho

beta 1 x1t minus 1 and so on. We call it equation 3 (refer to slide time 14:42). We rearrange the



terms and write them as 1 minus rho multiplied by beta naught, this is what it is, beta 1 comes

out and we have this thing.

Similarly, beta 2 multiplied by x2t minus x2t minus 1 and finally, et, et is equal to ut minus, rho
ut minus 1 which actually follows directly from the relation. You can see et is ut minus rho ut
minus 1 and ut, et is actually our white noise process or it follows a normal distribution with 0
mean and sigma square e, the variance. So, the moment we have et as the error term, then at least

my errors are not correlated, auto-correlated anymore and I can have efficient estimators.

This is called the Cochrane—Orcutt transformation. The steps involved in Cochrane—Orcutt
procedure are; first of all estimate equation 1, obtain the residuals ut hat, then we run the
regression of ut hat equals tho ut minus 1 hat plus et and obtain rho hat and run the GLS in
equation 3b or 3a. Residuals from this regression fulfill the assumptions of sphericality that is

there is no homoscedasticity and the errors are also not uncorrelated.

(Refer Slide Time: 16:44)
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Praise-Winster Transformation
* Since the GLS under Cochrane-Orcutt procedure yields spherical
error, the estimated parameters are more efficient than the OLS
estimators but not BLUE.

* |n Cochrane-Orcutt transformation one observation is thrown out. In
order to avoid that, we use Praise-Winster transformation.

* Under this transformation, the first observation is considered

}’Q= Bot By x@"‘ ﬂﬂ@;"’l@ (4)

T = ———
* where we know that V(ug) = =V(u) 9

* Tomake V(i;) ={a? we divide equation (4) by(y/ 1 — p?
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But there is one problem with this transformation. A problem is that since the GLS and a
Cochrane—Orcutt procedure yields a spherical error, the estimated parameters are more efficient
than the OLS estimators, but they are actually not BLUE indices. They are not the best linear

unbiased estimators. In Cochrane—Orcutt transformation one observation is thrown out.



In order to avoid that we use another transformation only for the first observation and that is
called the Praise-Winster transformation. Under this transformation, the first observation is
considered which is, again we consider this the first observation so that is why we have y1, x11,
and x21 that is corresponding to the first variable and the second variable the first observation,
similarly ul, where we know that variance of ul equals to variance of u2 equals to variance of ut

all equals to sigma e square divided by 1 minus rho square.

To make the variance of ul equals to sigma e square, that is it is actually a constant term and it is

also the minimum variance possible, we divide equation 4 by root over 1 minus rho square.

(Refer Slide Time: 18:04)

Praise-Winster Transformation

* And we obtain

© J1-pty, = ﬂo,v.li p+ Biy1- pPxy + 52\/1 - pay; + \/1 - ptuy

N

. Sothat Var i\/l - pZ% ) =|(1- pz)Vqr(ul‘) = (1%2)% @)

* Therefore, we apply different transformations for period 1 and period 2
onwards.

* The regressors for period 1 are, fyy/1— p?, /1= p2x;y,/1 - pixy

* And the regressors for period Z‘Er—e‘(T— p),_()Fp x“_;)—,(xﬂ -
P Qud Yo o o o

* The Cochrane-Orcutt and Praise-Winster transformations are FGLS.
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Then what happens. We have root over 1 minus rho square y1 into, equals to beta naught 1 minus
rho square beta 1, 1 minus rho square, x11 and so on (refer to slide time 18:04). So, that we have
a variance of 1 minus rho square, root over 1 minus rho squared ul equals 1 minus rho square,
this thing is coming out as a square, then the variance of ul, so this cancels out and we have

sigma e square. Therefore, we apply different transformations for period 1 and period 2 onwards.

The regressors for period 1 are beta naught multiplied by 1 minus rho square, 1 minus rho square

multiplied by x11, and root over 1 minus rho square multiplied by x21 and the regressors for



period 2 to T are 1 minus rho x1t minus rho x1t minus 1, x2t minus rho x2t minus 1 and so on.

So, the Cochrane—Orcutt and Praise-Winster transformations are called feasible GLS or FGLS.



(Refer Slide Time: 19:18)

Common Factor Restrictions

* However, the Cochrane-Orcutt procedure and similar approaches require
a specific assumption to be made concerning the form of the model for
the autocorrelation.

* Consider equation (3a) WhICh can be rewritten as_

. Yt/ﬁo pBo + By xu‘(l)@xu-l 'VﬁIXZtTpB%xH- @H’t

(b
+ Consider an equation containing the same variables as in (5) is estimated

using OLS, such that
o\ ‘
* Ve=Yot Vi Xt V2 X +(ﬁ‘u “'@Qt-lﬂ’s}’t-ﬁ'et (6]~
N Y — =
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Dealing with Autocorrelation
¢+ Multiplying equatian (2) by p and subtracting it fim equation (1) we get,
)h:j’lt;g;(ﬁ Pﬁo>ﬂ1 Xag = PPy Xy-1 + BoXor = pByXoe-1 U — Py,
—7 ’—\——fsa]
Or Ye=pYe1=(1- P)ﬂq*ﬁﬁ(’ﬁz P X1e-1) + Ba(Xar = Pyt 1)“1{# 3b)

* This is called the Cochrane-Orcutt transformatlon

+ The stepsinvolved in Cochrane-Orcutt procedure are, ‘/Q;-' Q U )

1. Estimate equation (3&) using OLS and obtain the residuals, ;.

2. Runtheregression i, = pil,_; + ¢; and obtair f. —

3. RuntheGLSin equatidn (3br).7The residuals from this regression fulfil the
assumption of sphericality.
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However, the Cochrane—Orcutt procedure and similar approaches require a specific assumption
to be made concerning the form of the model for the autocorrelation. Consider equation 3a, this
was my equation 3a, which can also be written as yt equals the everything remains the same, but
only rho yt minus 1 has been shifted from the left-hand side to the right-hand side. So, it appears

here as plus rho yt minus 1.

Now, consider an equation containing the same variables as in 5, this is equation 5, is estimated

using OLS such that we have yt then we have gamma naught, gamma 1 x1t, gamma 2 x1t minus



1, gamma 3 x2t, gamma 4 x2t minus 1 and gamma 5 yt minus 1 plus et. So, if we are simply
running a regression on 1, x1t, x1t minus 1, x2t, x2t minus 1, yt minus 1 and et then what are the
equivalence we could draw between this equation 5 and equation 6 (refer to slide time 19:18;

first slide).

(Refer Slide Time: 20:42)
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Common Factor Restrictions

* Note that equation (6) is a restricted version of equation (5) where
the restrictions are,

* Similarly, y3y5
* These are known as the common factor restrictions.

* They should be tested before the Cochrane-Orcutt or similar
procedure is implemented. If the restrictions hold, Cochrane-Orcutt
can be validly applied. If not, however, Cochrane-Orcutt and similar
techniques would be inappropriate, and the appropriate step would
be to estimate an equation such as (6] directly using OLS.
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Common Factor Restrictions

* However, the Cochrane-Orcutt procedure and similar approaches require
a specific assumption to be made concerning the form of the model for
the autocorrelation.

+ Consider equation (3a) wh|ch can be rewritten as
y Yt/ﬁo pBo + B Xt '(@xlt I'VBIXZt'{pﬂ%xﬂ 1‘@@

* Consider an equation containing the same variables as in (5) is estimated
using OLS, such that

* 0= V0+&x1t+Yletl %N ¥, 2t1+)/s}’t1+€t (6}~
v / s —

v —
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Note that equation 6 is a restricted version of equation 5 where the restrictions are rho 1 tho 5 is
beta 1 rho. So, you can see that beta 1 rho, gamma 1, gamma 5 is beta 1 rho. So, beta 1 rho is

gamma 1 and gamma 5, because gamma 5 is rho and gamma 1 is beta 1. So, rho beta 1 is gamma



1 and gamma 5. Now, there is a negative sign. So, we can write gamma | gamma 5 equals to beta

1 rho which is actually equal to minus gamma 3.

See this is my gamma 3 which corresponds to the, corresponds to this x2t, sorry, this is actually
gamma 2, sorry, this is gamma 2. And similarly, gamma 2 gamma 3 is beta 2 rho and that equals
to gamma 4. So, this is fine gamma 4, and this equals to minus rho beta 2 which is gamma 5 and
gamma 3 (refer to slide time 20:42). So, these are known as the common factor restrictions,

where we are having basically certain restrictions on the parameter estimates.

They should be tested before the Cochrane—Orcutt or a similar procedure is implemented. If the
restrictions hold, Cochrane—Orcutt can be validly applied. If not, however, Cochrane—Orcutt and
similar techniques would be inappropriate and the appropriate step would be to estimate an
equation such as 6 directly using OLS. So, we should go for OLS estimation of this kind of

equation instead of applying Cochrane—Orcutt.

(Refer Slide Time: 22:37)

T
Correcting for Higher Order Serial Correlation

* Itis also possible to correct for higher orders of serial correlation. A
general treatment is given in Harvey (1990). Here, we illustrate the
approach for AR(2) serial correlation, i.e.

U= Pyl t pole—; T e (7)

* The stability conditions are more complicated now such as

'@P.Z_P <\1/, and’ p1+p2<1M l

* Forexample, if p; = 0.8 and p, = -0.3, the model is stable. But if p, =
0.7 and p, = 0.4, the model is unstable. :

¢+ Assuming that the stability conditions hold, the following
transformation would eliminate serial correlation.
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Now, how do we correct for higher-order serial correlations? It is also possible to correct for
higher-order serial correlation. A general treatment is given in Harvey published in 1990. Here
we illustrate the approach for AR(2) serial correlation for exposition, for simplicity of the

exposition. So, this is an AR(2).



The stability conditions are more complicated now, such as rho 1 should be less than minus 1,
rho 2 minus rho 1 is less than 1 and rho 1 plus rho 2 is also less than 1. For example, if rho 1
takes a value 0.8 and rho 2 takes a value minus 0.3 then you can see this condition is fulfilled and

rho 2 minus rho 1 is also fulfilled and rho 1 plus rho 2 will also be fulfilled.

But if tho 1 equals 0.7 and rho 2 equals 0.5, then the model becomes unstable because this
condition is not fulfilled, 0.7 plus 0.4 is now less than 1. Similarly, rho 2 is 0.4, this condition
will be fulfilled, only this condition is not being fulfilled. Assuming that the stability conditions

hold, the following transformation or eliminate serial correlation.

(Refer Slide Time: 24:01)
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* Suppose, the modelis,  y; = fg + f1x; + (8)
* Therefore, y,_;=fo+Pixe; +u; foranyi=1,2,..,T.
ired transformation is

P2t-2 =ﬁ0(1 —p1—p)t ﬁl\(xt = P1Xe-1 = PaXe-y) e
= Bo(T=11 = p2) + B¢ T,

* If we know p; and p,, we can easﬁy estimate this equation by OLS after
obtaining the transformed variables. Since, we rarely know p; and p,,
we have to estimate them.

* There
A
¢ Or ¥,

* Therefore, the steps involved in this FGLS procedure are,
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Suppose, this is my original model. Therefore, we have yt minus i equals beta naught plus beta 1
xt minus 1 plus ut minus 1 for any 1, 1 equals 1 to capital T. The required transformation is, we
simply subtract rtho 1 yt minus 1 and rho 2 yt minus 1. Now, remember we are considering AR(2)

processes and that is why up to 2 lag there are subtracted.

And also from the right-hand side similar subtractions are being made. And then rearranging
terms we have yt tilde, so we are calling this expression yt tilde, beta naught 1 minus rho 1 minus

tho 2, again we are calling this expression xt tilde, so we have beta 1 xt tilde plus et. The



moment we have et on the, as the error actually is, errors are spherical and as a result of which

Wwe ensure minimum variance estimators.

If we know rho 1 and rho 2, we can easily estimate the equation by OLS after obtaining the
transformed variables. Since we rarely know rho 1 and rho 2, we have to estimate them. So,

basically, we follow a very similar procedure. So, the steps involved in the FGLS procedure are;



(Refer Slide Time: 25:22)
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* Run aregression of the model in equation (8) and collect the
residuals 1i;.

* Then estimate the model in equation (7) to obtain p; and ;.

* Then we use p; and p; in place of p; and p, to obtain the
transformed variables. o

* This gives one version of the FGLS estimators.

* If we have multiple explanatory variables, then each of them can
be transformed in the same way, for t > 2.
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Correcting for Higher Order Serial Correlation

* Suppose, the modelis,  y, = S + fix; + 1, (8) L
« Therefore, y,_;=fy +piX,-i+u; foranyi=1,2,.,T.
* The required transformation is

. y[ :ﬁo(l_b\l_/ﬁz)'*'ﬁl«(xt_/blxt_l—ﬁ\zxt_z).l.et
-p,) + b5 te

¢ Or ¥ = Bo

* If we know p; and p,, we can easﬁy estimate this equation by OLS after
obtaining the transformed variables. Since, we rarely know p; and p,,
we have to estimate them.

* Therefore, the steps involved in this FGLS procedure are,
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Correcting for Higher Order Serial Correlation

* Itis also possible to correct for higher orders of serial correlation. A
general treatment is given in Harvey (1990). Here, we illustrate the
approach for AR(2) serial correlation, i.e.

C U= PU-r T Pl e (7)

+ The stability conditions are more complicated now such as

¢ p1>_1, '2—p <1/ and) p1+p2<1&/

* For example, if p, = 0.8 and p, = 0.3, the model is stable. But if pl
0.7 and p, = 0.4, the model is unstable.

*+ Assiming that the stability conditions hold, the following
transformation would eliminate serial correlation.
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First of all, run a regression of the model in equation 8, the original model, and collect the
residuals ut hat. Then estimate the model in equation 7 to obtain rho 1 hat and rho 2 hat. This
was my equation 7, an AR(2) model, from where we obtain rho 1 hat and rho 2 hat. Then we use
rho 1 hat and rho 2 hat in place of rho 1 and rho 2 obtained the transformed variables. So, for this

transformation instead of rho 1 and rho 2, we have rho 1 hat and rho 2 hat.

This gives a version of the SGA f GLS estimators. We, if we have multiple explanatory

variables, then each of them can be transformed in the same way for t greater than 2.

(Refer Slide Time: 26:12)
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+ The treatment of the first two observations are little tricky and we will not
derive them here.

* It can be shown that the dependent variable and each independent variable
including the intercept) should be transformed by

8 = () [(1=po)=pFl (1= po)}' P2y

1

'v/ 1, = (1= p}) "2z, = [py (1= p})2/(1 = o)l

* Where z, and z, denote either the independeritor an independent variable
att=1and t=2, respectively.

* Briefly, they eliminate the serial correlation between the first two
observations and make their error variances equal to g2,
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The treatment of the first two observations is a little tricky in this context and we will not derive
them here. It can be shown that the dependent variable and each independent variable including
the intercept should be transformed by this expression (refer to slide time 26:12). Following
these expressions, where z1 and z2 denote either the dependent or an independent variable at

time t equals 1 and time t equals 2.

So, for the two times we have two transformations, this reference to the transformation for the
first period, this reference to the transformation for the second period, they could be
corresponding to an independent variable or the dependent variable (refer to slide time 26:12).
Briefly, they eliminate the serial correlation between the first two observations and make their

error variances equal to sigma e square. So, we actually do not lose out on any observation.

For the first two observations, these transformations are considered. For the rest of the
observation, we consider these transformations. And then what we obtain is basically the most

efficient estimators.

(Refer Slide Time: 27:28)
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So, these are the references I have considered. And that is all I wanted to discuss on the problem

of serial correlation. Thank you.



