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HIGHLIGHTS

e A Stein-like estimator for linear panel data models is proposed in this paper, asymptotics for this Stein-like estimator is also established.
o We show the asymptotic risk of the Stein-like estimator is strictly smaller than the fixed effects estimator within a local asymptotic framework.
e Monte Carlo simulations confirm the theoretical findings in the paper.
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In this paper we follow Hansen (2015a) and propose a Stein-like estimator for linear panel data models.
Our estimator takes a weighted average of the fixed effects estimator and the random effects estimator
using the weights constructed from Hausman’s (1978) testing statistic. We establish the asymptotic
distribution of the Stein-like estimator and show its asymptotic risk being strictly smaller than the fixed
effects estimator within a local asymptotic framework.
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1. Introduction

Since Hausman (1978) has proposed the standard Hausman
test, a well-known and widely used method to make the choice
between the random effects (RE) and fixed effects (FE) estimator,
many variants have been proposed for linear panel data models.
For example, see Hahn et al. (2011), and Frondel and Vance
(2010) among others. Recently several econometricians examine
the Hausman pretest and suggest some pretest estimators.
Guggenberger (2010) studies the impact of a Hausman pretest on
the size of t-test in a panel data model and finds substantial size
distortion due to the possible poor power properties of the pretest;
Kabaila et al. (2015) assess the finite sample impact of Hausman
pretest on the coverage probability of a confidence interval for
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the slope parameter and show that the pretest estimator leads to
this confidence interval having minimum coverage probability far
below nominal. In the framework of Hausman and Taylor’s (1981)
model where only some of the variables may be correlated with
the individual effects, Baltagi et al. (2003) suggest an alternative
pretest estimator and investigate its finite sample performance
using Monte Carlo experiments. In the case of instrumental
variable regression, Chmelarova and Hill (2010) show that a small
probability of Type I error may reduce MSE of pretest estimator
when a Hausman pretest is used to choose the least squares or
instrumental variable estimators by a Monte Carlo experiment.
However, it is still not very clear about the properties of these
pretest estimators.

Instead of making a decision to use one or another estimator
through a test, some estimates based on their linear combinations
have gained interests in the statistical and econometric literature.
It has been shown that these estimators can reduce the risks
and have superiority. Following Stein (1956) and James and
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Stein (1961), various modified Stein-like estimators have been
developed in the literature. Massoumi (1978) develops a Stein-
like estimator for the reduced form coefficients of simultaneous
equations which combines the corresponding restricted 3SLS and
the unrestricted LS estimators. It shows that the modified Stein-
like estimator has finite moments and thus bounded risk. More
recently, Hansen (2015a) extends Massoumi’s idea to the single
equation instrumental variables models, and proposes a shrinkage
estimator which combines OLS and 2SLS estimators, and finds that
the asymptotic risk of the estimator is strictly less than the one
of the 2SLS estimator when the number of endogenous variables
exceeds two.

The aim of our paper is to develop an alternative Stein-like
estimator for linear panel data models and study the risk of
various estimators. Our estimator takes a weighted average of
the FE estimator and RE estimator using the weights constructed
from Hausman'’s testing statistic. We establish its asymptotic
distribution and show that the asymptotic risk of this Stein-like
estimator is strictly smaller than the FE estimator under some
conditions of shrinkage parameter.

The remainder of the article is as follows. Section 2 presents
the model and the Stein-like estimator. In Section 3, the
asymptotic distributions of the estimators are summarized, and
the asymptotic risks of various estimators are studied within a
local asymptotic framework. Section 4 presents a simulation study.
Section 5 concludes. Proofs of the theoretical results are contained
in the Appendix.

Notation: Let I, be the n x n identity matrix and ¢, be then x 1
vector of ones for any positive integer n. Let Ox and Ok be the
K x 1 vector of zeros and the K x K matrix of zeros, respectively.

lall = (a’a)”2 denotes the Euclidean norm for a K x 1 vector a.

2. Stein-like estimator for panel data models

In this paper we consider the standard panel data model with
one-way error component

Yit = o —I—X{UB + Ui, (2.1)
Ui = Wi + Vig, (2.2)
i=1,...,N, t=1,...,T,whereiand t denote the cross-section

dimension and time series dimension, respectively, Xj; isa K x 1
vector of time-varying explanatory variables, the unobservable in-
dividual effect y; is time-invariant and distributed independently
across i with zero mean and variance O'M, the disturbance vj; is as-
sumed uncorrelated with {(Xjs, ;) :j=1,...,N, s=1,...,T}
and has zero mean and variance o2; « is a scalar constant, and
isa K x 1 vector of unknown parameters. We are interested in the
estimation of 8 when N goes to oo and T is small.

LetZ; = (1, X/)/ Denote matrices (or vectors) y;, X;, Z;, u; and

v; with T rows and their ¢-th rows are given by y;, X, Z},, u;;, and

vjt, respectively. In vector form, the model can be written as
y=aiwn +XB+u=25+u,
u=Z,u+v,

where u = (u}, ..., u,/\,)/, y, X and v are defined similarly, Z =
[LNT,X], Zﬂ = IN R (1, s = (Ol, ﬂ/)/ and n = (,LL], ey /,LN) Let
Py, =2, (2,2,) ' 2, and Qz, = Inr — Py,

Now we state the most commonly used estimators for the linear
panel data models in (2.1)-(2.2). The random effects estimator of 8
is given by

Bre = (X'RX) ™' X'Ry (2.3)

where R = Qz, + AZHAZ (Pz, — Pyy), 62 and 67 are estimators

foro? and o2,

is defined as

respectively. Alternatively, the fixed effects estimator

Bre = (X'Qz,X) ™' X'Qz, - (2.4)

Given the RE estimator (2.3) and FE estimator (2.4), Hausman'’s
testing statistic is given by

Hy =N (Bre ,BRE) (VFE - %E)il (BFE - ERE) ,
where Viz = (X/QZMX)_] 62 and Ve = (X/RX)_l 6?2 are

estimators of the asymptotic variance terms for the FE estimator
and RE estimator, respectively, and 63 may be an estimator of o2
and different from 62. Based on Hausman’s testing statistic, the
pretest estimator is

BPretest = waRE + (1 - wp) BFE

where w, = 1(Hy < X,%ql_ap), 1(-) is the usual indicator function,
o, is the nominal level of chi-square distribution with K degrees
of freedom (x,?). When X; and p; are uncorrelated, it can be shown
that BFE and ERE are both consistent estimators of 8 and Hy follows
asymptotically xz.

Now, we apply the same idea as Hansen (2015a) to the panel
case and propose a Stein-like estimator for 8 as follows

EStein = wsBRE + (1 —wy) EFE» (2.5)

where w; = ﬁl (Hy > t) + 1 (Hy < 1), T is a positive shrinkage
parameter. We can see that when K > 2,7 = K — 2 is
recommended according to Theorem 3.2 (iv) in the next section.
Clearly, the above estimator can be written as a positive-part
James-Stein estimator:

Bstein = Pre + (1 - HL> (EFE _ERE)7
+

N

where (a), = a-1(a > 0). Similarly, the pretest estimator can be
expressed as

2
XK.lfap

Bpretest = Pre + 1 < 1) (Bre — Bre) -

These two estimators can be seen as shrinkage estimators because
they both shrinkage an unrestricted estimator B to a restricted
estimator SBgg with different weights. When Hy, is small enough, say

N

Hy < min (x,i]fap, r), Stein-like estimator and pretest estimator
give the same weight 1 to RE estimator; when Hy is large enough,
say Hy > max (X,%,Fap, T ), Stein-like estimator puts smaller

weight on RE estimator than the pretest estimator.

3. Asymptotic properties for panel Stein-like estimator

To establish the asymptotic distribution of EStein, we follow
Hansen (2015a,b) and develop the theorems under the local
asymptotic framework. Assume
Cov (Xi, wi) = N~"/°r, (3.1
where X; = T! Z[T:1X,-t and r is a K x 1 vector of constants.

Clearly, u;'s are random effects when r = 0 and (locally) fixed
effects when r # 0.
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