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Relaxing the Assumptions of Classical Model  

Autocorrelation in Disturbance:

When Error Terms are Correlated.
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AutocorrelationAutocorrelation

• Nature of autocorrelation

• Consequences of autocorrelationConsequences of autocorrelation

• Detection/ test for autocorrelation

• How do we remedy this problem?
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What is autocorrelation?
(CLRM=Classical Linear Regression Model)
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Figure 12.3 (a) Positive and (b) Negative Autocorrelation
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Table 12.1 A Hypothetical Example of 
P i i l A l d E TPositively Autocorrelated Error Terms
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Figure 12.5 g
Errors  ut
Generated by y
the Scheme 
from table 
12.1
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The BLUE Estimator 
i h P f A l iin the Presence of Autocorrelation
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Consequences of Using OLS 
i h f l iin the Presence of Autocorrelation

Figure 12.4 GLS and OLS 95% confidence intervals
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Detecting Autocorrelation
I. Graphical Method
Figure 12 8 Residuals and Standardized residuals from the wagesFigure 12.8 Residuals and Standardized residuals from the wages‐
productivity regression
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II. Durbin‐Watson d Test
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Figure 12.10 Durbin‐Watson d StatisticFigure 12.10 Durbin Watson d Statistic
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Table 12.6 Durbin‐Watson d Test: Decision RulesTable 12.6 Durbin Watson d Test: Decision Rules
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III. A General Test of Autocorrelation: 
The Breusch‐Godfrey (BG) Test
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Correcting for Autocorrelation: Co ect g o utoco e at o :
The Method of Generalized Least Squares
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