South African Statist. J. (2015) 49, 121 — 138 121

THE PERFORMANCE OF SERIAL
CORRELATION PRELIMINARY TEST
ESTIMATORS UNDER ASYMMETRY LOSS

FUNCTIONS
S. N. Nakale !
Department of Statistics, Faculty of Natural and Agricultural Sciences, University of Pretoria,
Pretoria, South Africa.
e-mail: sammynakale @ gmail.com
J. Kleyn
Department of Statistics, Faculty of Natural and Agricultural Sciences, University of Pretoria,
Pretoria, South Africa.
M. Arashi
Department of Statistics, Faculty of Natural and Agricultural Sciences, University of Pretoria,
Pretoria, South Africa.
Department of Statistics, School of Mathematical Sciences, University of Shahrood, Shahrood,
Iran.
A. Bekker
Department of Statistics, Faculty of Natural and Agricultural Sciences, University of Pretoria,

Pretoria, South Africa.

Key words: Serial correlation, preliminary test estimation, LINEX loss, BLINEX loss, risk func-
tion.
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1. Introduction

The classical linear regression model assumption of no serial correlation in the error terms is often
not plausible in time series regression models. Cochrane and Orcutt (1949), in particular, found that
error terms in most economic models are positively correlated. Under the uncertainty of the validity
of this assumption, serial correlation test procedures such as the Durbin and Watson (1950, 1951,
1971) is used to test for the significance of the serial correlation in the error terms. If the hypothesis
of no serial correlation is accepted, then the regression coefficients are estimated by the ordinary
least squares (OLS), otherwise a feasible generalised least squares (FGLS) estimator that corrects
for serial correlation is considered. This estimation strategy is what is referred to in the literature as
the serial correlation preliminary test (pretest) estimation.

The sampling performance of the serial correlation pretest estimator relative to its component
estimators, OLS and FGLS, have been well investigated in the literature (see Morey, 1975; Judge
and Bock, 1978; Fomby and Guilkey, 1978; King and Giles, 1984; Folmer, 1988, etc.). Comparisons
of the estimators’ performances in these studies are based on risks under the symmetric squared error
(SE) loss function. Monte Carlo results from these studies are in agreement that there are significant
risk gains by considering the pretest estimator, compared to the OLS estimator for serial correlation
coefficient (p) approximately greater than 0.3. Moreover, the pretest estimator compares favorably
to the FGLS estimator for small values of p, and performs just as well for medium and larger values
of p.

However, in some estimation problems under- and overestimation estimation of the regression
coefficients do not have the same consequences as implied by the use of the symmetric loss functions.
In economic models, for example, underestimation and overestimation of a regression coefficient are
more likely to have different consequences in terms of the appropriate policy tools to be applied and
the implications thereof. Therefore, as recognised by Varian (1975), Zellner (1986) and Wen and
Levy (2001), the symmetric loss functions such as the SE loss are inappropriately used in some
estimation problems. In this paper we consider the asymmetry loss functions, Linear-Exponential
(LINEX) as proposed by Varian (1975) and the Bounded Linear-Exponential (BLINEX) introduced
by Wen and Levy (2001). We derive the risks of the OLS, GLS, FGLS and pretest estimators under
the first order autoregressive error terms specification. The risk properties under asymmetry and the
effect of the loss asymmetry are evaluated numerically using Monte Carlo simulations.

The next section discusses the model, estimators and the test procedure under consideration.
Section 3 presents the risk derivations, the numerical evaluations of the risk function and discussions
follow in Section 4. An application is considered in Section 5, and we conclude in Section 6.

2. The estimation problem

Consider the classical linear regression model

y=XB+u 1)

where y is a T x 1 vector of observations on a dependent variable, X is a T X k nonstochastic design
matrix of full column rank k, B is a k x 1 vector of unknown regression coefficients and wisa T x 1
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vector of the error terms. We are concerned with estimating the regression coefficients when the
error terms are (as frequently assumed in applied econometric modelling) generated by a stationary
first order autoregressive process

Up = Pus—1 + e, (e1,€2,.er) ~N(0,5;1),0 < p < 1.

Under this assumption, it can be shown (see, for example, Gujarati, 2003) that

u~N(0,629)
where
1 P p? pT-1
1 pz : P p”i
- P 1 P’
= o L |
pT-1 pl=2 pr=3 1

(TXT).

It is well known that under serial correlation, the OLS estimator does not have optimal statistical
properties. For example, for positive serially correlated error terms, the most likely situation with
economic time series, Judge, Griffiths, Hill, Lutkepohl and Lee (1985) have shown that the variances
of the OLS regression coefficients are biased downward. There are a number of FGLS estimator that
have been proposed to correct for first order autoregressive error terms. The most commonly used are
the Cochrane and Orcutt (1949), the Prais and Winsten (1954), Durbin’s (1960) and the Maximum
Likelihood (ML) estimator of Beach and Mackinnon (1978). The Cochrane-Orcutt, Prais-Winsten
and Durbin estimators differ in the estimate of p used and the transformation method applied. Monte
Carlo evidence from Rao and Griliches (1969) and Judge and Bock (1978), among others, suggest
that FGLS estimators are relatively more efficient than the OLS estimator for | p |> 0.3.

However, in empirical work the value of p is unknown, that is, it is not known whether the level of
serial correlation is significant or not. Therefore, it is necessary to perform a preliminary test for
serial correlation by testing the hypotheses

Hy:p=0 Hy:p>0.

The Durbin-Watson (1950; 1951; 1971) is the commonly used test procedure for serial correlation.
The test statistic, d, is given by

2 R —~
d=— ut:(yt_xtﬁOLS) t=1,2,....T. 2)
T
X i
=1
If dy is the critical value for a specified level of significance, for d > dy Hy is not rejected and

if d < dy Hy is rejected. The preliminary test estimation strategy is to use the OLS estimator if
we cannot reject the null hypothesis and to use a FGLS estimator if the null hypothesis is rejected.
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Hence, the serial correlation pretest estimator is defined as

BPTE :IA(d)BOLS+(1 _IA(d))BFGLS 3)

where
1 if Hy is accepted

Ia(d) =
4(d) { 0 otherwise.

The Durbin and the ML estimators are the most preferable FGLS estimators (see, King and Giles,
1984; Folmer, 1988). Consequently, we consider only these two estimators for the FGLS component
of the pretest estimator. Fomby and Guilkey (1978) suggested that an optimal level of significance
for the pretest should be about 50%.

As noted by Simons (1988), in the context of serial correlation preliminary test estimation, the
usual hypothesis of linear restrictions in the general preliminary test estimation is replaced by the
hypothesis of no serial correlation which then implies that the OLS estimator is now the restricted
estimator whereas the FGLS estimator is the unrestricted estimator. For a discussion on the general
preliminary test estimation and other related topics see Judge and Bock (1978), Saleh and Kibria
(1993, 2011), Saleh (2006), Arashi, Tabatabaey and Hassanzadeh (2009) and Arashi (2009, 2012),
among others.

3. Risk derivations

In any estimation problem, it is important to choose an appropriate loss function by taking the prac-
tical implications into consideration. Even though the symmetric SE loss function is the most fre-
quently used in the literature, this is inappropriate in applications where the consequences of over-
estimation may be more serious than underestimation, or vice versa. Varian (1975) proposed the
asymmetric LINEX loss function which has exponential losses on one side of zero and linear losses
on the other. The LINEX loss is however unbounded. Wen and Levy (2001), on the other hand,
introduced the BLINEX loss function which is asymmetric and bounded, and thus more useful in
practical applications where it is required to have an upper bound on the loss. In this section we
present the risk derivations of the OLS, GLS, FGLS and pretest estimators under the asymmetric
LINEX and BLINEX loss functions. For the BLINEX loss, however, the nature of the loss function
makes it difficult to derive the exact expressions of the risks, hence we only present approximated
risk functions.

3.1. Risk under LINEX loss

Suppose B is an estimator of the unknown parameter vector 8. The LINEX loss takes the form

ngNEX(B;B) :c[exp[a'(ﬁ—ﬁ)]—a/(B—ﬁ)—l] “

where a = (aj,...,a;) and a@; # 0 for i = 1,...,k and ¢ > 0. The properties of the LINEX loss are
discussed in Varian (1975). The parameter c is a scale parameter, and generally assumed to be equal
to unity. The asymmetry vector parameter a determines the shape of the loss function, with the signs
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of the a;’s reflecting the direction of asymmetry and their magnitudes the degree of asymmetry. The
LINEX loss is quite asymmetric for large values of ||a|| and almost symmetric for small values of
||la||. For simplicity, we will consider asymmetry vectors a where the values of the a;’s are the same.

3.1.1. Risk function of OLS estimator

The risk function of the OLS estimator, E oLs> under the LINEX loss is
ERLINEX(ﬂOLS;ﬁ) = E {C [CXP[a/(ﬁOLs_ﬁ)} _a/(ﬁOLS_ﬂ)_l} }

¢ [exp(-aB)M;  (a)—a'(B—B)—1]

_ . [exp<—a'ﬁ> exp(B'a+ Lalossa) - 1]

1
= ¢ [exp(za’EOLsa) - 1} (5)
where use is made of the fact that

_ / 1,
Mg (a)=exp {ﬁ atza z30Lsa] (6)

and Xpr5 = GKZ(X/X)fl.

3.1.2. Risk functions of GLS and FGLS estimators

For the GLS estimator, B cLs- the risk function under the LINEX loss is

Ruvex(BorsiB) = E|c[expla (Bors—B) o' (Bows—B)—1]|
= c|exp(-a'B)M5, (a)—a'(B—B)—1]

1
= ¢ |exp(—a'B)exp(B'a+ Ea’ZGLSa) - 1]

1
= C exp(ia'EcLSa) — 1:| (7)

B
tor, B L. is @ GLS-type estimator, it then follows directly from equation (7) that the risk function
of the FGLS estimator under the LINEX loss function is given by

where Mz  (a) =exp [B’a+3a'Es5a] and Egrs = 62(X'¢1X) 1. Now since the FGLS estima-
GLS

~ 1
Revex (Brors:B) = ¢ [exp(za/zFGLsa) - 1} ®)

where Lrgrs = 62(X ¢ 1X) 1.
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3.1.3. Risk function of the PTE

The following property of expected values is used in deriving the risk function of the pretest estima-
tor:

E[A] = E[E[A|B]], where A = X(BPTE;[}) and B = outcome of the hypothesis test. )

Making use of equation (9), the risk function of the pretest estimator, E prE» for a specified level of
significance, 7, is given by

Ruvex BorpiB) = E|c|expla’ (Bpre—B)l —a'(Bpre—B)—1]|
¢ [expla'(Bovs—B)) — & (Bows—B)—1| Ho| Pld > dy)
+E ¢ [explal (Brous—B)) ~ @ (Brows—B)—1| 1H ] Pld < dy)
= Runex Bors:B)(1 1)+ Ruwex (Brors:B)n. with = P(d < dy)

1 1
= ¢ {exp(za’EOLsa)(l -n) —&—exp(aa'EpGLSa)n - 1} using equations (5) and (8)

= E

—

3.2. Risk under BLINEX loss

It B is the estimator of the unknown parameter vector 8 then the BLINEX loss function is defined
as

Zsunex(B:B) = Linex (B E)
14+ AZnex (B;B) o
1
= % 1

 1+blexp(a’(B—PB))—a'(B—B)—1]

where a = (ay,...,a;) and a; # 0 for i =1,...,k, L > 0 and b = Ac > 0. The BLINEX loss is
bounded by 0 and % and the signs of the a;’s reflects the direction of asymmetry, with negative a;’s
penalising the negative errors more heavily and vise versa for positive values of the g;’s. On the other
hand, b is an asymmetry parameter and its magnitude determines the direction of asymmetry, with
smaller values representing relatively higher degree of asymmetry and larger values representing
relatively lower degree of asymmetry. See Wen and Levy (2001) for a more detailed discussion of
the properties of the BLINEX loss.

3.2.1. Risk function of OLS estimator

The risk function of the OLS estimator, E oLs> under the BLINEX loss may be derived as
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1
1+b[exp<a'</§ﬁ>>a'</§mu>

Revivex (Bors: B) :E% -

=F

)

1
1— — =
1 —b[a'(B—B)—exp(a'(B —ﬁ))+1]>

and if we define

Z=bla'(Boys—B)—exp(a (Boys—B))+1]

then the risk function can be expressed as

H(-73))

[4[1=(14Z+2Z*+..)]] by applying Maclaurin series expansion
%[ (z )+E(Zz)+ ]

ReriNvex (B os:B) =E
E

(11)

We consider the expected values in equation (11) in turn. First if we take E(Z) then

EZ) = E|[b|aBos—B)—cxp@(Bors—B))+1]]
= b[aE|Bors—B)| ~E [exp(@(Boss—B))] +1]
— b[a'(B-B)-M; (@exp(—aB)+1]

1
= b [ exp(ia'ZOLSa) + 1] by using equation (6). (12)

Next we take E(Z?), then

EZ) = E{b@Bows—B)—expla'(Boss—B)+1)b(@ Bors—B) —expla’ (Bops—B)+1) |
= 0*{E[(Bors—B)'aa (Boys—B)+2E(a (Bops—B))+Elexp2a’ (Bous—B)]
—~2E[al (B o5~ B) expla’ (B ovs—B)])-2Elexplal (Boys—B)]]+1}
= »{ala2(X'X) a2/ (B~ B))+exp(—2a'B)M;  (2a)

~2E[a/ (Boys—B) explal (Bovs—B))|-2exp(—a'B)My  (a)+1}

where use is made of the fact that E[(B,s—B)(Bo.s—B)'] =62(X'X)~! and equation (6).
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Having defined Zors = 62(X’X)~! then it follows that

E(Z?) = bz{a'ZOLsa+ exp(—2a'B)exp(2a/B+22'Eo;5a)
~2E[a (B 5—B)expla’ (B ops—B)]|—2exp(—a'B) eXP(alﬂJr%a'ZOLsa) +1}
- bz{a’20L5a+ exp(2a'Lorsa)—2 exp(%a/ZOLsa)
~2E[a (Bops—B) expla’ (Bows—B))) +1}

(13)
and for the term 2E[a’ (B, s—B) exp[a’ (B ,.s—B)]], in equation (13) we take

((Bors—B) - Zors a)Zy s((Bows—B) *ZQLsa)
- ((AB ors—B )/—(Z%Sa)’)%is((ﬁ ors —B)—Zorsa)
(ﬁ OLS —3 ) OLS (ﬁ OLS ﬁ) (3 OLS ﬁ ) EOLSZOLSa
—(ZoLsa)Z OLS (Bows—B)+ (EOLSa) EOLSZOLSa
= (ﬁOLS ﬁ> OLS(ﬁOLS ﬁ) (Bom‘ﬁ) a—a (ﬁOLS ﬁ)+a Xorsa
= (3 ors—B)'EoLs (ﬁOLS -B)- 2B 0Lsa+2/5 a+a'’Zorsa.

Therefore

(Bows—B)'ZolsBors—B) = ((Bows ~B)—Zosa) Zols((Bors —B)~Zorsa)
+2B0Lsa 2B'a—a'Tyrsa

and

- % (BOLS_B >'>35£s (BOLS _ﬁ) + BIOLSa = % ((BOLS - ﬁ ) _):OLSa)/):(;zS ( (BOLS - ﬁ ) —):OLSa)
+ﬂ/a+%a’20Lsa
(14)
which then implies that
E[2a (B ors—B) exp(a’(Bors—B))]
— E[2a'B o sexp(a’ (Bors—B)) — 2a'B exp(a’ (B ors—B))]
= 2a"exp(—a'B)E[B orsexp(a’B ops)] — 2a'Bexp(—a'B)E[exp(a’B ors)]

—2a'exp(—aB) [ .. [ Bowsexp@Bou)fs, (Bous)dBoss—2a'Bexp(—aB)M;, (@)

oo

:2a,exp(_a/ﬁ){/"'/BOLSeXp(a/BOLS)(ZE)2k|20LS|21

—oo —oo0

eXP[—% B ors—B) ol B ors—B )]dB OLS } —2a'Bexp(—a'B)exp(B'a+ %aIZOLSa)
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= oo

:Za'exp(—a’B){/.../BOLS(Zﬂ)2k|)30LS|21

—oo  —oo

eXP[—% B ors—B) ol B ors—B) +a'B OLS]dE oLS } —2a'Bexp(B'a+ %aIZOLSa —a'B)
=2a’exp(—a'B)

2 —k =1 1 4 PN
{/ /BOLS(zTC) 2 [EoLs| 2 exp [— E(ﬁOLS_ﬁ ~Zorsa)’Zy)s(Bors — B —Eowsa)+

1 ~ 1
ﬁ’a_;_ia’zoma} dﬁOLS} —2a'B exp(ia’ZOLSa), from equation (14)

2a’exp(a’13){ [ [Bowsem ¥ ousl?

exp [* %((BOLS -B) *ZOLSa)/Zais((BOLS -B) *zOLSa)} dBOLS}
exp(ﬁ'a—i—%a'EOLsa) —2a'B exp(%a’EOLSa)
=2a’exp(—a'B) <exp([3’a+;a’EOLsa)E(EOLS)) —24a'B exp(%a’ZOLSa)
=2a' exp(%a’):OLSa) (B+ZoLsa)—2a'B CXP(%a/EOLSa)
=2a'p exp(%a’ZOLSa)—&—Za’EOLSa exp(%a’ZOLga) —2a'B exp(%a’zoma)

1
=2a'Torsaexp( Ea/ZOLSa)

(BOLS) dEOLS'

where use is made of the fact that E(EOLS) =[.. [ B\OLSfEOLS
Therefore, it follows from above and equation (13) that
1

E(Zz) = b {HIEOLSEPF exp(Za’ZOLsa) 72€Xp(§a/20LSa)

1
~2aEorsacxp(5a'Torsa) + 1 } (15)

Hence, from equations (12) and (15), the approximated risk function of the OLS estimator under the
BLINEX risk function is
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Rprivex (ﬁ ors:B)

_ _%[E(z)+E(Zz)+0(3)]

1 1 1
< — I [b(* exp( Ea’i‘.oLSa) + 1) + b2 (3120L53+ exp(2a'2‘.0LSa) -2 exp( Ea'ZOLSa)

1
—2a'%5a exp(ia’ Torsa)+1)]. (16)

3.2.2. Risk functions of GLS and FGLS estimators

It follows similarly to the approach used in deriving the OLS risk, that the approximated GLS risk
under the BLINEX loss is given by

RpLINEX (B crs:B)

_ —%[E(Z)+E(Z2)+0(3)]

1 1 1
<=7 [b(—exp( Ea’EcLSa) +1) 4 b*(a'Zgrsa+exp(2a’Tersa) —2exp( ialchsa)

1
— Za/ZGLSaexp(Ea’ZGLSa) + 1)] (17)

and from equation (17) the approximated risk expression for the FGLS estimator under BLINEX is
given by

Rprivex (Brors: B)
1 1 1
<= [b(— exp(Ea’ZFcha) + 1)+ b*(a'Ergrsa+exp(2a’Ergrsa)—2exp( Ea’ZFGLSa)

1
— Za’)ZFGLSaexp(Ea’EpGLSa) + 1)] (18)

3.2.3. Risk function of PTE

It then follows from equations (16), (18) and (9) that the approximated pretest estimator risk function
under the BLINEX for a specified level of significance, 7, is given by

ReriNvex (B rresB)

(e )
A 1+ blexp(a’(Bprp—B)) — ' (Bprg—B)—1]

—g|] ! )Hol P(d > dy)

1-— — —

A ( 1+blexp(a’' (Bprp—B)) —a' (Bprg—B)—1]
1 1

I _ _

A ( 14blexp(a'(Bprz—B)) —a' (Bprg—B)—1]

+E

) IH1] P(d < dy)
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= RpLINEX (BOLS;ﬁ)(l —N) +RpLivex (chLs;ﬁ)n

1 1 1
o { - I[b(—exp(Ea’EOLsa) +1)+b*(a'Eorsa+ exp(Za’ZOLSa)—2exp(§a’20,_sa)

1
—2a'%5a eXP(Ea,ZOLSa) +1)] } (1-m)+

1 1 1
{ - I [b(— exp(ia’):.p(;Lsa) + 1) + b2 (alzchsﬁH- exp(2a’)2p(;L5a)—2 exp(ia'):chSa)

1
— Za’EFGLSaexp(Ea/ZFGLSa) + 1)] } n.

We now turn to the numerical analysis of the risk functions.

4. The Monte Carlo simulation

The data used for the Monte Carlo experiment were generated by the single explanatory variable
model

Y, =B+ BoXe +uy

where X; = exp(0.04¢) +w;, w, ~N(0,0.0009), u, = puy—1 +e;, ¢, ~N(0,0.0036),t=1,2,...,T and
B = (B1,B2) = (1,1). This specification of the X's with a trend component was used in a study by
Beach and Mackinnon (1978). The results are presented for two sample sizes, T = 20 and T = 50,
and we consider ten values of p varying by tenths from 0.0 to 0.9. N = 1000 replications of the
experiment were used.

The estimators compared are: the ordinary least squares (OLS), the Durbin estimator (DE), and Max-
imum Likelihood estimator (MLE), a pretest estimator choosing between OLS and DE, (DEPTE)
and a pretest estimator choosing between OLS and MLE, (MLEPTE). Following Fomby and Guilkey
(1978) we only consider o = 0.5 for the pretest, since they found this to be the optimal level of
significance. The exact critical values for the Durbin-Watson test are obtained by making use of
simulations.

The risks for any of the estimator E relative to the LINEX and BLINEX loss, respectively, are
calculated by

. 1 N . ,\
Runvex(B:B) = N _ZIC (exp[a/(ﬁj_ﬁ)] _a/(Bj_ﬁ)_l)
j=
~ 1N
ERBLINEX(B;ﬁ) = Njgl% |:1 - 1+h[exp(a’(ﬁjﬁl))a/(B_,vﬁ)1]:|

and normalised by dividing by the GLS risks 9{(5 cLssB) to obtain the relative risks. That is, the
estimator risks are evaluated relative to the GLS risk, which is best linear unbiased estimator under
serial correlation and therefore makes a good reference for other estimators performance as we
expect it to strictly dominate all estimators over the entire range of p. Thus, for any estimator,
the closer the relative risk to unity, the better the performance of that estimator relative to GLS
estimator. Comparisons of the risks in terms of relative risks also makes it easier for comparability
across the different loss functions. The loss parameter combinations used in the simulation are
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a=(-05,-05)c=1,a=(-3,-3)c=1and a=(—8,—8) ¢ = 1 for the LINEX loss and a =
(-0.5,-0.5), b=2, A =0.2 and a = (—3,-3), b = 0.0002,A4 = 0.2 for the BLINEX loss. All
computations were done in the SAS 9.2 package.

5. Numerical evaluations and discussion

The results of our analysis are summarised in Tables 1 and 2 and Figures 1 and 2. The results sug-
gest that some of the key results under the symmetric SE loss as reported in the literature continue
to hold as the degree of loss asymmetry increases. In particular, the risks of all estimators increases
with p and the relative ordering of the estimators performances remains the same as the degree of
loss asymmetry varies. Generally, the DEPTE is preferable for small sample size 7=20, while the
MLEPTE performs the best for 7=50. Furthermore, the risks of the FGLS estimators and their cor-
responding pretest estimators decreases and converge as the sample size increases, a result which is
consistent with findings by Judge et al. (1985) on the asymptotic properties of the FGLS estimators.
We also find that the risks of the pretest estimators are quite robust to loss asymmetry for small to
medium values of p. For large values of p, however, the risks are generally decreasing as the degree
of loss asymmetry increases. This is clearly illustrated in Figure 1 for the DEPTE risks under the
LINEX loss and Figure 2 for the MLEPTE risks under the BLINEX loss. Hence, we note that for
larger values of p, the risk gains of the pretest estimators over the OLS increases with higher loss
asymmetry. That is, when there is a sufficient degree of asymmetry, the benefits of preliminary test
estimation under asymmetry loss are even more.

Table 1: Relative risk function values under the LINEX loss.

T =20 T =50
Loss param- | Estimator | p=0 | p=03 | p=06 | p=09 | p=0| p=03 | p=06 | p=09
eters

a=(-0.5,-0.5) | OLS 1.000 1.035 1.118 1.221 1.000 1.011 1.045 1.153
c=1 DE 1.011 1.019 1.036 1.091 1.001 1.004 1.008 1.032
MLE 1.014 1.024 1.043 1.088 1.000 1.003 1.006 1.023
DEPTE 1.000 1.015 1.036 1.091 1.001 1.004 1.008 1.032

MLEPTE | 1.001 1.021 1.043 1.088 1.000 1.003 1.006 1.023

a=(-3,-3) OLS 1.000 1.034 1.118 1.220 1.000 1.011 1.044 1.148
c=1 DE 1.010 1.018 1.034 1.086 1.001 1.004 1.008 1.028
MLE 1.013 1.023 1.041 1.085 1.001 1.003 1.006 1.020

DEPTE 1.000 1.014 1.035 1.086 1.001 1.004 1.008 1.028
MLEPTE | 1.001 1.020 1.041 1.084 1.000 1.003 1.006 1.020

a=(-8,-8) OLS 1.000 1.035 1.122 1.239 1.000 1.011 1.043 1.148
c=1 DE 1.009 1.017 1.032 1.077 1.002 1.005 1.009 1.021
MLE 1.013 1.022 1.038 1.082 1.001 1.004 1.007 1.013

DEPTE 1.000 1.013 1.033 1.077 1.001 1.005 1.009 1.021
MLEPTE | 1.001 1.019 1.037 1.082 1.000 1.003 1.007 1.013
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Table 2: Relative risk function values under the BLINEX loss.

T=20 T =50
Loss param- | Estimator | p=0 | p=03 | p=06 | p=09 | p=0| p=03 | p=06 | p=09
eters

a=(-0.5,-0.5) | OLS 1.000 1.034 1.118 1.219 1.000 1.011 1.045 1.152
b=2 DE 1.011 1.019 1.036 1.090 1.001 1.004 1.008 1.032
A=0.2 MLE 1.014 1.024 1.043 1.088 1.000 1.003 1.006 1.023

DEPTE 1.000 1.015 1.036 1.090 1.001 1.004 1.008 1.032
MLEPTE | 1.001 1.021 1.042 1.088 1.000 1.003 1.006 1.023

a=(-3,-3) OLS 1.000 1.034 1.118 1.220 1.000 1.011 1.044 1.148
5=0.0002 DE 1.010 1.018 1.034 1.086 1.001 1.004 1.008 1.028
A=0.2 MLE 1.013 1.023 1.041 1.085 1.001 1.003 1.006 1.020

DEPTE 1.000 1.014 1.035 1.086 1.001 1.004 1.008 1.028
MLEPTE | 1.001 1.020 1.041 1.084 1.000 1.003 1.006 1.020

T=20

Relative Risk

Loss parameters

a=(0.5,05) ——— a=(3,-3) — a=(8,8)

Figure 1: Relative risk functions for the Durbin pretest estimator under LINEX loss.

6. Numerical example

As an illustration, we consider the South African annual data on aggregate household consumption
expenditure and aggregate household disposable income for the period 1946-1990, obtained from the
South African Reserve Bank website. The aggregate household consumption function, explained in
most macroeconomic introductory textbooks is estimated empirically to determine the household
consumption behavior for the South African economy over the period 1946-1990, emphasising the
use of the serial correlation pretest estimator and consideration for asymmetry loss in empirical
work.

Keynes (1936) believed that real consumption expenditure is highly dependent on real disposable
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T=20

Relative Risk

Loss parameters a=(-0.5 , -0.5) b=2 — a=(-3,-3) b=0.0002

Figure 2: Relative risk functions for the Maximum likelihood pretest estimator under BLINEX loss.

income and his theory has resulted in the well known Keynesian consumption function
C[:(X+6Y[+a)t (19)

where C; is the real aggregate household consumption expenditure, Y; is the real aggregate household
disposable income and @y is a vector of error terms. In economics theory, ¢ is the autonomous
consumption or the minimum level of consumption and 6 is the marginal propensity to consume,
which indicates the rate of change in real household consumption for a unit change in the real
household disposable income. According to Keynes theory of consumption, the MPC is positive
but less than unity, suggesting that an increase in real household disposable income will lead to
an increase in real household consumption, but this increase will be less than the increase in real
household income because a proportion of real disposable income is saved.

Since some more complex specification of equation (19), with more explanatory variables, could be
more realistic, we make a simplistic assumption that if there is serial correlation in the error terms it
is pure serial correlation, that is serial correlation is due to the natural sequential ordering of the data
and not due to the possible misspecification of the model.

Of interest here is the estimation of 6, the marginal propensity to consume, which generally plays
a role in economic stabilisation through some policy multipliers. For a discussion on this, see, for
example, van Zyl (1970). Simply put, for example, when a very large proportion of disposable
income is consumed, then 6 is close to unity, and the aggregate saving rate is very low. In such a
scenario, in terms of the policy implications, on the fiscal side tax incentives can be used to curb
consumer demand and encourage savings, i.e. contributions to unit trusts and on the monetary side,
interest rates can be used to discourage spending by increasing the interest rates. Conversely, when
households consume too little of their disposable income compared to saving, 0 is very small, then
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fiscal policy can be used to stimulate demand by decreasing tax rates while the monetary policy tool
would be to lower the interest rates. Accordingly, overestimation or underestimation of the marginal
propensity to consume, could lead to wrong policy decision. Thus, when estimating 6, depending
on which one has more severe consequences between overestimation and underestimation, it could
be more appropriate to find an estimator that is relatively more efficient relative to a performance
measure that allows for asymmetry. The direction of penalisation will then generally depend on the
economic conditions.

6.1. Empirical estimation

For estimation we use the log-linear model for equation (19). Using the OLS residuals, the Durbin-
Watson statistic d = 0.511 and the 50% exact critical value for the Durbin-Watson test dy s = 2.05.
Therefore, since the Durbin-Watson statistic, is less than the critical value, the null hypothesis Hy :
p = 0 is rejected, suggesting that the level of serial correlation in the error terms is significant. First,
we determine whether the first order autoregressive error process is the correct error generating
process. This is done by making use of the tentative order selection tests based on the smallest
canonical correlation (SCAN) and the extended sample autocorrelation function (ESACF) methods
as presented in Table 3 where p is the order of the autoregressive, d* is the order of integration, g is
the moving average order and noting that the ARMA orders are identified by choosing the minimum
Bayesian information criterion (BIC), see details in van Staden (2012). Table 3 shows that the OLS
residuals are compatible with the first order autoregressive process.

Table 3: ARMA(p +d*,q) Tentative Order Selection Tests.

SCAN ESACF

p+d* | ¢ BIC | p+d° q BIC
1 0 | —7.26506 | 1 0 —7.26506
0 2 | —682147 | 0 2 —6.82147

Since the level of serial correlation is significant, the preliminary test estimation strategy will choose
the FGLS estimator that corrects for serial correlation. It is however important to note that the
sampling properties of the pretest estimator will differ from those of the FGLS estimator. Since the
sampling distribution of the serial correlation pretest estimator has not been derived analytically, we
make use of the non-overlapping block bootstrap procedure with block length /=3 to estimate and
compare the standard errors and confidence intervals of the Durbin pretest estimator to OLS and
Durbin estimators. See Lahiri (2003) for a discussion on the block bootstrap technique.

The bootstrap estimates, standard errors and confidence interval lengths are presented in Table 4. The
OLS estimate of the slope coefficient has the least standard error and a narrower confidence interval.
This is to be expected because as we pointed out earlier, under serial correlation the standard errors
of the OLS coefficients are underestimated and consequently the confidence intervals are inaccurate.
Note that under serial correlation the sampling properties of the Durbin pretest estimator are closer
to those of its FGLS component, Durbin estimator.
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Table 4: Bootstrap estimates.

Bocs Boe BoerrEa=o.s
Slope coefficient 0.9851383 | 0.9840124 | 0.9840136
Standard error 0.0247173 | 0.0255237 | 0.0255249

95% confidence interval length | 0.0968621 | 0.101243 | 0.101243

7. Conclusion

This paper extends the choice of the loss function used in comparing the estimators in models with
first order autoregressive error terms to asymmetry loss functions. The results of our analysis reaf-
firm that there are considerable risk gains by using the serial correlation pretest estimators. For
smaller to medium values of p, the risk performances of the pretest estimators are quite robust to
loss asymmetry. For larger values of p, on the other hand, the relative risks of the pretest estimators
decrease as the loss asymmetry increase and their risk gains over the OLS increases with higher loss
asymmetry.
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