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Abstract

This paper proposes a simple hierarchical model and a testing strategy to identify intra-cluster correlations, in the
form of nested random effects and serially correlated error components. We focus on intra-cluster serial correlation
at different nested levels, a topic that has not been studied in the literature before. A Neyman’s C(«@) framework is
used to derive LM-type tests that allow researchers to identify the appropriate level of clustering as well as the type
of intra-group correlation. An extensive Monte Carlo exercise shows that the proposed tests perform well in finite
samples and under non-Gaussian distributions.
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1. Introduction

Intra-group correlation has received considerable interest. When the data can be grouped in clusters, observations
within each group are typically dependent. As highlighted by Bertrand et al. [13], failure to take such dependence into
account can lead to misleading statistical inferences; this concern dates back to Moulton’s seminal paper [27]. Con-
sequently, the problem of whether and how to cluster observations is related to identifying: (a) the “finest” grouping
structure that leaves out more independent groups and, (b) the type of intra-cluster correlation, in the form of either
random effects, serial correlation or both.

Practitioners typically rely on “cluster robust methods”, e.g., on estimates of standard errors that explicitly allow
for correlations among observations within a group. However, the consistency of this approach depends on the number
of independent groups growing large. This is problematic when grouping obeys a nested structure, as would be the
case of students in a given class, school, etc. In such a scenario a safer strategy that allows for arbitrary correlations
at a higher level (e.g., at the school instead of the class level) comes at the price of leaving fewer independent groups,
making asymptotic approximations less reliable. In their recent survey, Cameron and Miller [15] point out that “there
is no general solution to this trade-off, and there is no formal test of the level at which to cluster. The consensus is to
be conservative and avoid bias and use bigger and more aggregated clusters when possible, up to and including the
point at which there is concern about having too few clusters” [p. 321].

We are thus concerned with the appropriate level of clustering in a hierarchical linear model. Proper identification
of the source of intra-group correlation is important to decide how to estimate the parameters of interest and their
standard deviation. For example, when only random effects cause intra-cluster correlation, feasible generalized least-
squares (GLS) strategies as in [6] might offer a simple and convenient alternative over cluster robust methods in
the few groups scenario. The most obvious source of intra-group correlation arises when all observations within a
group share an unobserved common factor, hence all observations in a group are equicorrelated in the sense that all
pairwise correlations are the same. Tests for nested random effects have been studied in [8]. Another source of intra-
cluster correlation that has received particular consideration in [13] is time, i.e., cluster correlation is induced when
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observations are sorted chronologically, i.e., serial correlation. Tests for nested random effects allowing for serial
correlation at the “finest” level only (students, in our example) were proposed in [7].

Our paper considers intra-group correlations as a combination of random effects and serially correlated error
components in a nested, hierarchical structure. It focuses only on the issue of different levels of serial correlation in a
hierarchical model, assuming the presence of nested random effects. This topic has not been analyzed in the literature.
We argue that these tests are important to understand the nature of intra-cluster correlation, because controlling for
random effects only tends to underestimate standard errors in the presence of serial correlation [25]. These tests
complement the results in the literature, notably [7, 8]. A comprehensive testing framework for both random effects
and/or serial correlation, at different nested levels, could thus be developed based on our results and those in [7, 8].

In particular, our testing strategy allows for serial correlation at both hierarchical levels, jointly or conditional on
the presence of the other. Our tests are based on the Lagrange Multiplier (LM) principle, constructed under Gaussian
error components. Our simulation experiments show that the tests work under both normality and non-normality,
in line with the results in Honda [20], who shows that the classical Breusch—Pagan test is robust to alternative dis-
tributional assumptions. Consistent estimators of the parameters under the null hypothesis can be obtained using an
ANOVA-type analysis (see, e.g., [4, 6]), which are easier to obtain than full maximum likelihood estimators. Hence we
propose Neyman’s C(«) tests, which are asymptotically equivalent to likelihood-based LM tests under +/n-consistent
non-maximum likelihood estimation of the nuisance parameters; see [10] for a discussion.

The paper is organized as follows. Section 2 discusses a simple model for grouped data and the relevant hypotheses
for intra-cluster correlations. Section 3 derives tests for all possible combinations of cluster effects. The reliability
of the asymptotic results in the small sample context is evaluated in a comprehensive Monte Carlo experiment in
Section 4. Section 5 presents an empirical case that illustrates how to implement the proposed testing strategy in
practice. Section 6 concludes.

2. Nested intra-group and serial correlation

Consider a hierarchical linear model with two nested cluster groups, so that, for alli € {1,...,M}, j e {l,...,N}

andref{l,...,T},

YVijt = X[+ i Wije = i + G + i + Vije.
To simplify notation and derivations we will assume a balanced panel data. Here, y;j; is the outcome of interest and as
in [6], each observation (i, j, f) will be referred to as corresponding to individual j in group i and period ¢. Furthermore,
xisz and B are 1 X K and K X 1 vectors with the observable covariates and unknown parameters, respectively.

The error structure allows for unobserved heterogeneity at the i, it, ij and ijt levels in the form of unobserved
random effects and autocorrelation that determine the error structure u;;;. The quantities ¢; and y;; are nested random
effects at the i and ij levels, respectively. The presence of two hierarchical levels leads to two autocorrelation patterns.
Consider two nested stationary AR(1) processes, viz.

Oit = A0jr—1 + Mits  Vijt = PViji-1 + G,

with [4] < 1 and |p| < 1. A canonical example for this model may be the following. Consider M classrooms each
with N students each observed during T periods, where each student belongs to only one classroom. Let y;;; denote
a learning outcome such as GPA. Intra-cluster correlation in the unobservables may occur due to the presence of an
unobserved time-invariant term that is student specific (u;;, i.e., ability, family background) or classroom specific (¢;,
i.e., teachers’ effect). Alternatively, intra-group dependence may arise due to the time dependence of shocks at the
student or classroom level, modeled as AR(1) processes in our case.

The full null hypothesis of no cluster effect is the joint null of no random effect nor serial correlation at both
levels. Departures away from this joint null are informative about two practical issues. The first one is the decision
about “what to cluster over”, i.e., choosing the appropriate hierarchical level up to which to allow for possible intra-
group correlations. As mentioned in the Introduction, this is a crucial question since allowing for correlations at a
higher level leaves fewer groups of independent observations, harming the reliability of cluster robust standard errors.
Second, it is relevant to know not only the level at which to cluster but also the source of intra-group correlation, as a
previous step in deciding how to handle correlations to estimate standard errors consistently. For example, under the
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null hypothesis of no serial correlation, only random effects cause intra-cluster correlation, in which case minimum
norm quadratic unbiased estimates of variances can be simply derived as in [6] or [24, p. 61], which may have a
considerable advantage over cluster robust methods in the few groups scenario, especially in terms of bias.

Consequently, in this setup, testing for cluster correlations amounts to checking for random effects and serial
correlation at different hierarchical levels. When there is only one hierarchical level (e.g., students in different periods)
the setup is a standard panel data structure, hence the problem reduces to learning the source of intra-group correlation
in the form of random effects or serial correlation. The classic test of Breusch and Pagan [14] checks for random effects
in a simple error components model. Baltagi and Li [4] propose a test for first order serial correlation in the same
framework. Bera et al. [12] point out that both tests reject their nulls incorrectly when the unwanted effect is present,
i.e., the Breusch—Pagan test rejects under serial correlation even when no random effects are present and a similar
symmetric concern affects the test by Baltagi and Li [4]. Consequently, both tests might detect intra-group correlation
but are unable to identify its source. Bera et al. [12] propose a modification that can identify each effect separately.
Finally, Inoue and Solon [21] propose a test for first order serial correlation after fixed effect estimation.

When more than one hierarchical level is allowed for, Baltagi et al. [8] develop LM tests for random effects in a
nested error components model, but with no serial correlation. Baltagi et al. [7] allow for serial correlation although
at the finest level only (i.e., ijf). By allowing a full nested autocorrelation structure, the testing strategy proposed in
this paper can correctly identify the level at which cluster effects take place and their sources, i.e., whether they are
caused by unobserved random effects and/or serial correlation and, more importantly, at which hierarchical level each
of them operates.

Related strategies include Kézdi [22], who proposes an omnibus test based on the comparison of variance estimates
with or without allowing for cluster correlation, in the spirit of the classic White test for heteroscedasticity. King and
Roberts [23] propose a similar procedure using the generalized information matrix. These two procedures do not
detect the appropriate level of clusters since they only check for differences with respect to the joint null of absence
of cluster correlation.

3. Tests for cluster effects

— (+T T T T \T : : :
Let xi = (X1 Xgs o os Xiygs - -5 Xiyg) |- We will make the following assumptions.

Assumption 1:

The set {(y;., xi, ¢i, ;> i-» €.) i € {1,..., M}} forms an independent and identically distributed random sample.
Assumption 2:

Correct mean specification: V; ;; E(¢; | x;) = E(;; | x;) = B(u;; | x;) = E(€j | x;) = 0.

Assumption 3:

Variance: var(¢; | x;) = 0'(125, var(d;; | x;) = 0'(25 = 0',27/(1 - 1%, var(u;j | x;) = o’i, var(vij | x;) = o2 =2/l -ph).
0-3)>0,o-§>O,a-§>O,o-fl>0,o-3>0,o-§>0,|/l| <1,]ol < 1.

Assumption 4:

Nested autocovariance structure: Y j,; Cov(Sir, 6 | ;) = Aok, cov(vije, vip | x;) = p' Mol

Assumption 5:

Normality of iid random samples: ¢; ~ N (O, O’é), wij ~ N, 0'121), nie ~ N(O, 0'%), €jr ~ N(O, o).

In matrix form the model can be written as y = X8 + u, where y and u are the MNT X 1 column vectors with all
the dependent variable and residual observations, and X is the MNT X K matrix with the observable covariates. Under
Assumptions 1-5, the covariance matrix is

Q=Euu") = oy(ly®JIy®Jr) + ooy ® Iy @ V) + 0oy @ Iy ® Jp) + oIy ® Iy ® V), (1)

where /. is a - -dimensional identity matrix, J. is a - - dimensional matrix of 1s, V, is a T X T matrix with (i, j)th element
equal to A~/ foralli € {1,...,T}and j € {1,...,T}, V, is the same with p replacing 4, and ® is the Kronecker product.
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For future reference define the idempotent matrices J. = 1J. and E. = I. — J., which correspond to the projection and
residual projection matrices, respectively, on a set of dummy variables for the - level.
The log likelihood function for this problem is given by

L(B,0) —% In|Q - % u Q'
with 8 = (0'57, o-%, 0'121, of, p, ), u =y—Xp, and Q is given by Eq. (1). In this model we have that the Fisher information
matrix is block diagonal in terms of 8 and 6. This feature also applies to non-Gaussian error components, where in fact
ordinary least-squares (OLS) estimators for 8 are consistent, a consequence of Assumption 2. In turn, this simplifies
the subsequent algebra where we only consider 6 for constructing our LM tests.

Baltagi et al. [8] develop LM tests for random effects in a nested error components model, assuming 0',2] =A1=
p = 0. They derive tests for the joint null hypothesis

o202

6% . 2 _ 2 _
H, toy=0,=0
2 2
and for the conditional hypotheses H* : o2 = 0, assuming o >0, and Wg * 1o = 0, assuming o7 > 0.
A joint test for no cluster effects in a nested random effects model and no serial correlation at the finest level was
studied by Baltagi et al. [7]. i.e., their null hypothesis is

assuming o = 1 = 0.

In this paper we develop tests for detecting the appropriate level of autocorrelation in a nested random effects
structure. We propose tests for the join null of no serial correlation at any hierarchical level (7—[3 A p=041=0,
assuming a’é > 0, 0'% > 0, o-ﬁ > 0) and conditional tests for one type of serial correlation given that the other is present,
ie., Hy : p =0, assuming o-é >0, 0'% >0, O'ﬁ >0,]4] <1 and H : A = 0, assuming 0'3) >0, 0',27 >0, o-i >0, < 1.

The combination of the proposed tests with those previously proposed by Baltagi et al. [7, 8] allows researchers to
fully identify the levels and the sources of intra-cluster correlation, and to decide on an appropriate strategy to handle
it. For example, and as mentioned in the Introduction, under the joint null of no serial correlation, a hierarchical
feasible generalized least-squares strategy produces asymptotically efficient estimates of the parameters of interest
and consistent estimates of their variances, which may have considerable advantages over cluster robust methods that
unnecessarily allow intra-class correlations to vary. Also, in the case of serial correlation, the tests identify whether it
takes place at the fine or coarse level, indicating at which level to cluster observations, which, as stressed previously,
is crucial to maximize the number of independent groups in order to make asymptotic approximations more reliable
if clustering occurs at the finer level.

Let 6 € ® C R”, where p is the dimension of 6. Using the formulas on p. 326 of Harville [19] (see also [3]) the
score functions can be expressed, for all r € {1,..., p}, as

1 1
s5.(0) = % L= -3 tr(Q~'9Q/06,) + 3 (" Q71(0Q/00,)0 " u).

96,

The information matrix J can be obtained, for all r,k € {1,..., p}, as
9? 1 Q. 0 o0 1 o0 o0 oQ
L = -tr{Q"! -— Q= —u'Q! —2— Q' —|at
36,00, 2 r{ (aa,aek a6, aek)}+ 2" (ae,aek a6, - a6, "
and
? 1 0 00
w@)=-E|l——L|=-u|Q ' =01 =].
Ind®) (aa,aek ) 2 r( 06, aek)
Note that



0Q/d0; = Iy ® Jy ® Jr, 2)

1
0Q/d0; = 7= Uu @ Iy ® V), 3)
GQ/ﬁa-ile@IN@JT, “
1
0Q/30? = —— Iy ® Iy ® V), o)
1-p?
20072 o?
0Q/0p=——"=UyRIyQV,)+ ——= Iy Iy W,), 6
/8p (l_pz)z(M N®Vp) l_pz(M®N ) ©)
and
2 O'%
Q)0 = ———_(Iy @Iy @ V) + ——= (I ® Jy ® W), 7
/ (1_/12)2(114 N®V)+ T Uu® Iy @ W) (N

where W, = dV,,/dp is a derivative T x T matrix with (i, j)th entry equal to |i — jlo"=/=1. The matrix W, = 6V;/04 is
the same with A replacing p.

In order to construct LM tests, first note that the block diagonality between 8 and 6 allow us to focus on the scores
corresponding to 6 only. Second, consistent estimators of 6 under the null can be obtained using an ANOVA-type
analysis; in particular, see [4, 6] and the Appendices. Hence our tests will be based on Neyman’s C(«) principle, which
produces tests that are asymptotically equivalent to likelihood based LM tests under +/n-consistent non-maximum
likelihood estimation of the nuisance parameters.

Consider a partition of § = (6],6,)", where 6, contains the parameters under the corresponding null hypothesis
7{3 : 6, = 0, and 6, the nuisance parameters that need to be estimated. In our particular case, § will be partitioned
into either 6, = (o-i,o-%,oﬁ,of), 6, = (p,A) (Section 3.1), 6; = (a'(zb,a,zl,aﬁ,of,p), 6, = A (Section 3.2) or 6, =
(o-é,o-%,oﬁ,of,/l), 6, = p (Section 3.3). Correspondingly, the score will be partitioned as s(0) = (5;(0)7, s52(6))7,
and the information matrix as

I J(6)
J21(0) IO |

Conditional LM statistics for Wg under maximum likelihood estimation are defined as

3(9)=(

LM5(8) = 5:(0)"{T2() = T21(0T 1, (0T 12(0)} " 52(6).

Neyman’s C(a) adjusted scores are defined as

521(0) = 52(0) = T (O T} O T12(0)51(6)-
Then Neyman’s C(e) LM statistic is

LM5.1(0) = $31(0) " {T22(0) — T21 ()T 1} (0 T 12(6)) ' 52.1(6).

A well known result is that LMZ.l(@*) ~ ,\(fﬁm(ez) as n — oo, where 6" is a n-consistent estimator under the corre-
sponding null hypothesis.

3.1. LM test for serial correlation under random effects: 7{5 A p =0,1=0, assuming o-é >0, 0',27 >0, O'Z >0

Consider first a test for no autocorrelation at both hierarchical levels but allowing for a nested error components
random effects structure. In this case the covariance matrix under the null hypothesis € is given by Eq. (1) with

2 _ 2 2 _ 2
o =0y, and oy, = 0. Then

Qo =0,Iu®JIN®Jr)+ oIy @Iy ®Ir) + oIy ® Iy ® Jr) + 02 (Iy ® Iy ® I).

Each partial derivative of Q under the null hypothesis is constructed by replacing p and A by 0 in Egs. (2)-(7).
Note that Egs. (6)—(7) are simplified to



0Q/dply, = oIy ® Iy ® Br),  0Q/dAly, = o3Iy ® Jy ® Br),

where By is a T X T bi-diagonal matrix, i.e., with zeros in all its elements except b;,_; = 1 forall r € {2,...,T} and
by =1foralltrefl,...,T —1}.

For this case define 8, = (07 » o- a' ,02) and 6, = (p,1). Appendix A1l provides consistent estimates for all the
elements of 6 under the null hypothes1s 0= (0'5) Y ,2] é'ﬁ, 42,0,0). Then a test for absence of autocorrelation at any
level is constructed by replacing in LM,.; all the unknown parameters by its consistent estimates, using the matrix
derivative formulas above and replacing the unobserved u# by OLS residuals #. The resulting test statistic will be

labeled LM, »).-. Computer routines to implement all the proposed tests are available from the authors upon request.

3.2. Test for serial correlation at the group level: 7161 : A =0, assuming O'é > 0, 0',2, >0, 0';21 >0,lpl <1

This is a test for autocorrelation at the most aggregate level. In this case we compute Qg replacing 4 = 0 in Eq. (1)
and in Eqgs. (2)—(7) for the partial derivatives of Q under the null hypothesis. The matrix By is used in Eq. (7).

Two tests will be proposed for this case. First a test for 7’[3 that imposes p = 0, i.e., assuming that that there is
no autocorrelation at the aggregate level while testing for autocorrelation at the individual level. It implicitly defines
6, = (o- 0' a' 0'2) and 6, = A. This is based on LM>.; and will be defined as LM .-, a marginal LM statistic. The
second test 1s based on con51stent estimates of p as well as other variance parameters as detailed in Appendix A2.
For this case 6, = (02 » 0' 0'2 0'5,,0) and 6, = A. Replacing these estimates in the previous formula, we obtain the
conditional test LM (s ).

3.3. LM test for autocorrelation at the individual level: 7—[6) :p =0, assuming o-é > 0, 0',2] >0, O'Z >0,]1 <1

This is a test for autocorrelation at the finest level. In this case, p is replaced by zero in Eq. (1) to compute € and
in Egs. (2)—(7) for the partial derivatives under H;. The matrix By is used in Eq. (6).

Once again, two different tests will be derived. The first one is a test for 7—(6’ that imposes 4 = 0, i.e., it assumes that
there is not autocorrelation at the aggregate level while it tests for autocorrelation at the individual level. It implicitly
defines 6, = (0'35, 0',2,, o-H, o ) and 6, = p. This is based on LM>.; and will be defined as LM,,-, a marginal LM statistic.
The second test checks for serial correlation after having estimated 4. Appendix A3 provides consistent estimates of
6 under the null hypothesis, 0 = (0'2 V,ZI, 52, Vz ,0, /1) For this case let §; = (0'5), 0',2], O'ﬁ, 0'2, A) and 6, = p. The test
derived by replacing these estnnates in the formula will be labeled LM, ).

4. Monte Carlo experiments

This section explores the small-sample performance of the proposed tests through a Monte Carlo experiment. We
will consider the following simple hierarchical model:

Yije = B1x1,i + Baxoir + B3X3ij + BaXaij + Uijrs

where u;j; = ¢; + 6y + pi; + vy foralli e {1,..., M}, je{l,...,N},te{l,...,T},with; =, = B3 =4 = 1 and

= Ay = 0.5. Let (v, Vo, v3,ij» Vaijr) and (¢;, s, €j;) be independent and identically distributed vectors of N(0, 1)
random variables, and u;; be N(0,0.1). We set x1; = v{; and x3;; = x1,; + v3;;. We consider two AR(1) structures for
both the covariates and error terms,

O = A%y +Nir,  Vijp = PVij-1 + €ijrs
Xoir = X+ AuXoe1 F Vo X2 = X1t V2l
Xajjr = X1it Xoi + X345+ PxXajji—1 t Vi,  X4ij1 = X1, + X1 + X345 + V4 ij1.

with 4] < T and |p| < 1.

We consider different panel sizes with M € {5, 10} (i.e., number of school districts), N € {5, 10} (i.e., number of
schools within each district) and 7' = {5, 10} (i.e., number of repeated observations of the same school). Alternative
sample sizes only reinforce the results, and are not shown to save space. We evaluate the tests using a nominal size
of 0.05 and 1,000 replications. For all data generating processes we consider the performance of the LM statistics
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constructed in the previous section: (i) joint test for Hy : 4 = p = 0, LM, )., (ii) tests for Hy : 1 = 0, LM,
LM .(sp), and (iii) for Hy : p = 0, LM, LM ().

Table 1 focuses on size performance under the joint null of no serial correlation at both hierarchical levels (Hj :
p = A = 0), and under serial correlation at each hierarchical level separately (0 = 0.2,4 = 0 and p = 0,4 = 0.2). Rows
correspond to rejections rates of alternative tests for different sample sizes of the temporal dimension (7). Columns
consider alternative values for M and N, and for alternative configurations of the serial correlation parameters.

[ INSERT TABLE 1 HERE ]

The simulations show that all tests have approximately correct empirical size for all panel size dimensions, i.e.,
close to 5% in all cases when H, : p = A = 0 is true. Moreover, when one correlation parameter is increased while
keeping the other constant, all tests properly aimed at detecting it correctly increase their rejection rates.

In order to explore the power performance of the tests with more detail results are shown graphically to avoid
cluttering information. Figure 1 studies the performance of all tests when A takes values in {0,0.1,0.2,...,0.9}.
Graphs (a) and (b) present results when p = 0. Graph (a) presents results for tests checking for 1 = 0 (LM, and
LM,.,) while graph (b) considers tests for p = 0 (LM,, and LM, ;). The joint test LM, is reproduced in both graphs
for easy comparison. Graphs (c) and (d) present the same information, but when p = 0.2. Finally, Figure 2 presents
the same information but now altering p in {0,0.1,0.2,...,0.9}, and 2in 0, 0.2.

[ INSERT FIGURE 1 HERE ]
[ INSERT FIGURE 2 HERE ]

The experiments suggest the following results. First, and as expected, all tests (joint, marginal and conditional)
have larger power when the alternative hypothesis they are designed to test for is activated. Second, when only one
pattern of serial correlation is present, the power ranking always favors the marginal test, followed by the conditional
and the joint test. Third, conditional tests perform very similarly to marginal tests. Fourth, marginal and conditional
tests in one direction are not affected by the direction not tested for, i.e., for example, the presence of serial correlation
at the “fine” level does not affect tests for serial correlation at the “coarse” level.

A topic not explored in previous work [7, 8] is the relevance of the normality assumption. We repeated the Monte
Carlo exercises assuming errors from the centered and standardized chi-square distribution with 1 degree of freedom,
and for the standardized Student’s ¢ distribution with 5 degrees of freedom. Results are presented in Table 2, Figures 3—
4 for the chi-square distribution and Table 3, and Figures 5-6 for Student’s ¢ distribution, which are organized as the
ones corresponding to the normal case. All results are virtually unaltered, suggesting that the Gaussian assumption
is not restrictive. This is in line with the analytic result in Honda [20], who shows that the classical Breusch—Pagan
test is indeed robust to non-normality in spite of being derived from a Gaussian likelihood. Even though an analog
analytical result for serial correlation is, to the best of our knowledge, not available, the empirical results in Evans [16]
suggest that unlike tests for heteroscedasticity, standard LM based tests for serial correlation are consistent and size
robust to non-normalities. In the strict time series framework Furno [17] suggests that power improvements may arise
by replacing OLS by least absolute deviations residuals, but her empirical results do not find conclusive improvements
when testing for serial correlation.

[ INSERT TABLE 2 HERE ]
[ INSERT FIGURES 3 AND 4 HERE ]
[ INSERT TABLE 3 HERE ]
[ INSERT FIGURES 5 AND 6 HERE ]
In summary, the Monte Carlo results suggest that a proper combination of joint and marginal tests is able to
identify the right pattern of serial correlation, i.e., a joint test can be used to check if serial correlation is present, and
the marginal tests to check which one is active. A “multiple testing” strategy (as in [11]) can be implemented using

a Bonferroni approach, by rejecting the joint null if at least one of the marginal test lies in its rejection region, where
the significance level for the marginal tests is halved to preserve the asymptotic size of the resulting joint test.
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We highlight the fact that both marginal tests for serial correlation are needed to correctly identify the relevant
serial correlation pattern, which is the main contribution of this paper. Conditional tests do not seem to offer any
practical gain over marginal ones. This is practically convenient since the former require previous estimation of
parameters of the serial correlation process to be controlled for, i.e., marginal test require simple GLS estimation of
variances of random effects only. Finally, the Gaussian assumption does not seem restrictive.

5. Empirical application: Educational performance

As an empirical illustration we apply the proposed tests to study the dynamics of educational performance. The
Program for International Student Assessment (PISA) tests are administered every three years in the OECD and a
group of partner countries. The program collects harmonized information about students and schools using a single
questionnaire, thus being comparable across countries.

Understanding the channels behind the dynamics of educational performance is a relevant issue for policy making
purposes. Following [18], consider a stylized educational production function model

score;j; = « stratio;;; + 3 grade; T v pegirls; Ja ¢ hisel; j; + u;ji,

where the outcome variable (score) is the mean score in a standardized international reading test. In this case i
corresponds to the country, j to type of school, and ¢ is the year in which the survey information was collected.
Covariates include some of the usual inputs proposed in the literature: the average students-teacher ratio (stratio), the
school year that students attend (grade), the proportion of girls at school (pcgirls) and an index of socio-economic level
(hisei). All variables are averages at the school level. The first covariate is a proxy of the educational resources of the
school, the second is a measure of students’ experience, and the last two variables capture differences in educational
performance related to demographic and economic factors. Finally, the error term u;, is assumed to have the nested
structure in Section 2. We use the sub-sample of the eight (M = 8) countries with complete data in the five existing
surveys: Austria, Belgium, Switzerland, Spain, Hong Kong, Ireland, Republic of Korea, Portugal, and Thailand. In
each country there are three types of schools (N = 3): Private independent, Private government-dependent and Public.
The information was collected for 2000, 2003, 2006, 2009 and 2012 (T = 5).

Table 4 shows the results of applying the tests proposed in this paper. At a 5% significance level, the joint null
hypothesis of no autocorrelation in both cluster groups is rejected. However, further analysis reveals that both tests
for A = O rejected their corresponding null hypotheses, at the 1% of significance level for LM . and 5% for LM .y p).
Interestingly, the tests for p = 0 do not provide enough evidence to reject their null hypothesis. Therefore, the
persistence of temporal exogenous shocks that affect educational performance seems to be related to those affecting

the country, and not to the type of school.
[ INSERT TABLE 4 HERE ]

Clearly a detailed study of this subject exceeds the scope of this illustration. Nevertheless, the key point of the
exercise is clear, which is to highlight the usefulness of the proposed tests to isolate the relevant source of intra-
cluster correlation. The joint tests suggest correlated shocks in terms of serially correlated errors, but the proposed
testing strategy indicates that the temporal persistence of shocks occurs only at the coarse (country) level, but not
at the finer one (school). As noted by an anonymous referee, this could be due to the fact that at the school level
one can expect less persistence, may be due to fresh students every year and some others graduating regularly, but
more heterogeneity. Moreover, the country level reflects structural conditions that induce persistence. In particular,
community and (extended) family conditions are more stable across time. The fact that autocorrelation is significant
also shows that aggregate shocks are more persistent than individual shocks.

6. Conclusion and extensions

The proposed testing framework allows for a comprehensive analysis of the appropriate level of clustering in a
multi-level nested longitudinal panel data structure.

Several extensions could be considered. First, the simulation exercises reveal that the estimates of the nuisance
parameter is demanding for moderate to large panel sizes (i.e., M = 10, N = 10,7 > 10). The main problem relates to
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the Wallace and Hussain [30] transformation of OLS residuals to obtain consistent estimators of the o parameters. In
particular, the computation of the inverse of the corresponding matrices is slow in both Stata and R, the two standard
platforms used for the implementation. Thus, alternatives as those analyzed in [6] could be explored to speed up the
process.

Second, the quest for the adequate level of clustering should also be analyzed in terms of heteroscedasticity. As
argued by Wooldridge [31] both serial correlation and heteroscedasticity concerns call for cluster robust standard
errors, even after GLS random effects estimation. Then, an important extension would be to adapt the results of [26]
on testing for heteroscedasticity for the error-components model to the nested structure combined here. A general
testing framework to identify the appropriate level and type of clustering to be used should consider random effects,
serial correlation and heteroscedasticity jointly.

Third, the model can be easily extended to the unbalanced case following [6—8] by considering that each i group
is of size N;, and each j; intra-group cluster has 7', observations. We remark that in the unbalanced case the Kro-
necker product needs to be changed to allow for different intra-group sizes and all matrices are to be indexed by the
corresponding group they belong to.

Appendix 1: Estimates of (a'; , 0y, 0y 072), assuming p = A = 0 using invariant quadratic forms

We consider best quadratic unbiased estimators for (o-é, 0'%, o-fl, of) as a simple extension of the spectral decom-

position given in Wallace and Hussain [30] and Baltagi ([3], pp. 38-39). Rewriting the variance covariance matrix
under the null we have

Qo=0,Uu®JIy®Jr)+ 07y @Iy ®Ir) + oIy ® Iy ® Jr) + 02 (Iy ® Iy ® I).
Then replacing J. by its idempotent counterpart J. and using the fact that 1. = J. + E., we obtain

Qy = NToy(Iy ® Jy ® Jr) + Noy(Iy ® Jy ® Jr) + Nop(ly ® Jy ® Er)
+Toy(Iy® Iy ®Jr) + Toy(Iy ® Ey ® J1) + oIy ® Jy ® Jr)
+ 02y ® Iy ® Er) + 02 (Iy ® Ey ® Jr) + 02(Iyy ® Ey ® E7)
=0 (Iu®Ey® Er) + 03Iy ® Exy ® Jr) + 03Iy ® Jy ® Er) + 03Iy ® Jy ® Jr)
=101 + 050 + 0305 + 0304,
where 0'% = of, o-% = TO'Z + of, o-% = NO’,ZI + 0'2, 0'42‘ = NTo-é + No-,2] + TO'Z + of, 01 = Uy ® Ey® Ep),

0, =Uu®Ey®Jr), 03 =y ®Jy®Er), and Q4 = (Iy ® Jy ® Jr).
Thus, asymptotically unbiased and consistent estimates can be obtained as

A2 u' Qu A2 u' Qou A2 u' Qsu A2 u' Qqu
O—E = T < 1 0—2 = AT 1 0-3 = S 1\ 0-4 - ’
M(N - 1) (T -1) M(N -1) M(T -1) M
and 2 2 2 2
., 03-62 ., 63-6F , G;-No&,-To, -0
= . o, = s O’¢ =
s T n N NT

Given that u is not observed, using & = Qxu, the OLS residuals where Qx = Iynr — X(XTX)"'XT is the residual
matrix projection, produces an asymptotic bias. We follow [6] in adapting the estimator from [30] to our case.

Note that if a is an n-dimensional normal random vector and a ~ N(0, X), then if A is an n X n constant symmetric
matrix, and E(a" Aa) = tr(AX). Now, &i ~ N(0, OxQyQx) and then

4
E(" Q) = tr(Q.0xQ0x) = ) | o Hr(Q.0x 0 Qx).
h=1

This generates a 4 X 4 system of equations from which estimates of a‘f, . .,o-ﬁ can be obtained and the variance
component estimates follow.



Appendix 2: Estimates of (0' o-n, z, o2, p), assuming 1 = 0
We follow the strategy described in [9]. First, we construct the within residuals from a least-squares dummy

variables fixed effects model. Consider the regression model

Vijt = xl]t,B+ ZZn,td,, + Z Z/J”d,j + ujjr,
i=

i=1 j=1
where (d;;) is a set of dummies for the NM clusters, (d;;) is another set for the MT interactions of time and M-group,
and let (i1;;,) be the residuals. Second we estimate p using the estimator
. MNT I Z;V | Z[T2 Ui el jr—1
p= i - .
MN(T - 1) i Zt | ”ur
, with

ll_]lf

Third, we transform the data to eliminate the AR(1) structure.This is done for all variables (y;j;, x; j,)

the transformation obtained from the pre-multiplication of the matrix

A-pH¥2 0 0 --- 0 0 O
—p 1o -~ 0 0 O
Co=| 1 i
0 00 -+ —p 1
0 00 - 0 —p 1
This is equivalent to the transformation
ift=1,

(1 -pH"2ay,
~ 1/2 ~2 1/2
djjr = ~ 1 .
Jt (1_p2)1/2{(1_ﬁ2) al]f—(lf—pz) aijl_l} ift>1.

Then consider the spectral decomposition and solution given in Appendix Al for the residuals {ii} transformed by
DT a, =

C,. In this case, f0110w1ng (8, pp. 256-257], we use J;. = = L1t Tld?, Ef = Ir = Jh, where 4,0 = (ap, 1,1,
LpT =, 2+ T -1, instead of J; and E7 and T needs to be replaced by T,=(1-p )(a' +T-1).

VI +p)/(1-p),d* =
In particular, note that tr(C C))=T,/Tu(ly) =T,/ Ttr(Jp + E” ), a factor that applies to the o- term. These are used

to construct Qy, Q», O3, Q4. Then,
tr(C,QC)) =N a’?,tr(IM @ JIv®J))+ NTp/Tcr,%tr(lM @ JIv®J}) + NT,/Totr(ly ® Jy ® EY)
+ Tpontr(ly ® Iy @ Jp) + Tpotr(ly @ Ey @ Jp) + oote(ly ® Jy ® J7)
+ 0 (IM®JN®E )+O’ tr(IM®EN®JTp)+0' tI'(IM®EN®E )
2 T J_P)
T

oty ® Ey ® ED) + ostr(ly ® Ey ® I+ oty ® Jy ® ED) +oytr(ly © Jy ®

(IM®E_N®EP),

Tt(Q1) + o3tr(Q2) + o3tr(Q3) + o5tr(Qa),

where 0'% = qf, 0'%_: Tpa' +0'E, 0'3 NTp/TO' +0'6, 0'4 NTpa' +NTp/T0' +T, 0' +a'6, 0 =

0, =(Uy®Ey®J}), Q3 = Iy ® Jy® EY), and Q4 = (1M®JN®JP)
Thus, asymptotically unbiased and consistent estimates can be obtained as

~2 uTQlu ~2 MTQZM .2 MTQ3M ~2 MTQ4U
O-E = N 0—2 = AT 1 0-3 A 0—4 -
M(N - 1)(T, - 1) M(N - 1) M(T,-1) M
and 2 2 2 2 =2 ) 2 2
L, Oy-0 52 = 05— 0% 52— G4, —NT,/Tc, - T,o, — 0
K T, ° " NT, /)T ¢ NT, '

Given that u is not observed, we use the same adaptation procedure for the estimator from [30], as in Appendix Al
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Appendix 3: Estimates of (0' o-n, /l), assuming p = 0

We follow the strategy from [9] adapted to this case. First, we consider the regression model
M N
Yije = x,-Tj,ﬁ + Z Z,uijdij + Uijr,
i=1 j=1

where {d;;} is a set of dummies for the NM clusters and let {iz;;,} be the corresponding residual estimates. Second we
estimate A using the estimator

MT X SN ij:l i )(N~! Ziyzl Uijr-1)
MT 1) SH S N b2 '

Third, we transform the data to eliminate the AR(1) structure. This is done for all variables {y;;;, x;:}
the transformation

1=

m,nlwnh

a-2»%2 00 - 0 0 0
- 1 o -~ 0 0 O
Ca= : & B
0 0 0 -2 1 0
0 0 0 0 -2 1
This is equivalent to the transformation
(1 - A2)"2q;, ifr=1,

o 5 | 1/2 ’ ;12 1/2
djji (1 12)12 {(1 ;12) aij — (m) Aiji-1 ift>1.

Then follow Appendix A2, where A replaces p and all the corresponding matrices and factors are defined accordingly,
ie., J_A, EA and T,. Note that in this case multiplying by C, produces the following:
tr(CAQOC/l ) = NT/10'¢tr(IM QJy @ J )+ No2 tr(IM ®Jy @ J )+ No2 tr(IM ®Jy® E? )+ T,l(T tr(ly ® Jy ® J;)
+ Thopte(Iy ® Ey ® ) + T/ Tootr(ly ® Jy ® J3) + Ta/Top(Iy ® Jy ® E)
+ T,I/TO' tr(ly ® Ey @ JpA) + T,l/Ta' tr(Iy ® Ey ® E? )
= o2tr(Iy ® Exy ® E) + o3tr(Iy ® Ey ® J3) + o3tr(Iy ® Jy ® Ef) + otr(Iy ® Jy ® J7)
= 011r(Q1) + 3tr(Q2) + 03tr(Q3) + o4 tr(Qa),
where 0] = T,/ToZ, 03 = Taoy, + Ta/To?, 03 = Nop + Ta/To?, o3 = NTyoy + Nop + Taoy, + Ta/To?, Q1 =
Iu®EN®E}), 0r = (IM®EN®J§1) 03 = (IM®JN®E )and Q4 = (IM®JN®J§I-)

Thus, asymptotically unbiased and consistent estimates can be obtained as

T T T
“ u u . u u . u u
& =TT, 0 5 = ) ) 03

5‘2 TQ414
M(N - 1)(T, -1y

MN-1 BT mT, -1y 7T T

and
, 03 —=TT5; 5 - o3 - TW/T5? s Fio NG} —Tyop — T/ To?
- T, " N T NT, '

However, since u is not observed, we use the same adaptation procedure as in Appendix Al.
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Table 4: PISA nested autocorrelation analysis

Test statistic ~ p-value

LM, 6.90 0.0318
LM, 7.56 0.0060
LM (op) 5.02 0.0251
LM, 0.64 0.4252
LM, () 0.10 0.7491

Notes: computations with data from PISA survey.

Figure 1: Empirical size and power, normally distributed errors and A € {0,0.1,0.2,...,0.9}

Tests for serial correlation at the group level (A4)
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Notes: Monte Carlo experiments based on 1000 replications and a 5% nominal size. Panel size
M=5N=5,T =10.
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Figure 2: Empirical size and power, normally distributed errors and p € {0,0.1,0.2,...,0.9}

Tests for serial correlation at the group level (A1)
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Notes: Monte Carlo experiments based on 1000 replications and a 5% nominal size. Panel size
M=5N=5,T =10.
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Figure 3: Empirical size and power, X% distributed errors and A € {0,0.1,0.2,...,0.9}
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Figure 4: Empirical size and power, X% distributed errors and p € {0,0.1,0.2,...,0.9}
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Notes: Monte Carlo experiments based on 1000 replications and a 5% nominal size. Panel size
M=5N=5,T =10.
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Figure 5: Empirical size and power, Student’s 5 distributed errors and A € {0,0.1,0.2,...,0.9}

Tests for serial correlation at the group level (A1)
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Figure 6: Empirical size and power, Student’s 5 distributed errors and p € {0,0.1,0.2,...,0.9}

Tests for serial correlation at the group level (A1)
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Notes: Monte Carlo experiments based on 1000 replications and a 5% nominal size. Panel size
M=5N=5,T =10.
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