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Abstract Lagrange multiplier and Wald tests for the hypothesis of absence of unob-
served confounding are extended to the context of semiparametric recursive and sam-
ple selection bivariate probit models. The finite sample size properties of the tests are
examined through a Monte Carlo study using several scenarios: correct model speci-
fication, distributional and functional misspecification, with and without an exclusion
restriction. The simulation results provide some guidelines which may be important
for empirical analysis. The tests are illustrated using two datasets in which the issue
of unobserved confounding arises.

Keywords Endogeneity - Lagrange multiplier test - Non-random sample selection -
Penalized regression spline - Wald test

1 Introduction

We are concerned with testing the hypothesis of absence of unobserved confounding
in the recursive and sample selection bivariate probit models (Heckman 1978, 1979;
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716 G. Marra et al.

Maddala 1983; de Ven and Praag 1981; Greene 2012). Recursive bivariate probit
models deal with a problem which arises in observational studies when confounders
(i.e., variables that are associated with treatment and response) are unobserved; this
issue is known in the econometric literature as endogeneity. These models control for
unobserved confounders by using a two-equation structural latent variable framework,
where one equation models a binary response as a function of a binary treatment and
some covariates whereas the other determines whether the treatment is received based
on some regressors. Recent economic and biostatistical applications of such models
include the study of the effect of private health insurance on medical care utilization
(Buchmueller et al. 2005), impact of diabetes on employment (Latif 2009), effect of
physical activity on obesity (Kawatkar and Nichol 2009), and impact of insurance on
mortality among HIV-infected individuals (Goldman et al. 2001).

Sample selection models address an issue which arises when observations are not
from a random sample of the population. Instead, individuals may have selected them-
selves (or have been selected by others) into (or out of) the sample based on a combina-
tion of observed and unobserved characteristics. If the sample of selected individuals
differs in important observed characteristics from the sample of unselected individu-
als, then selection bias can be avoided by controlling for these features. However, if
the two samples differ in important unobserved characteristics then non-random sam-
ple selection arises. Sample selection bivariate probit models control for unobserved
confounders by simultaneously estimating two regressions: a selection equation and
a response equation. The former determines whether an individual is selected into
the sample whereas the latter is used to examine the substantive question of interest.
Applications of these models include the study of prevention program for high school
dropouts (Montmarquette et al. 2001), quantification of the effect of family-related
factors on foster approval (Cuddeback et al. 2004), estimation of HIV prevalence
(Bérnighausen et al. 2011) and reject-inference to predict credit quality (Banasik and
Crook 2007).

The classic recursive and sample selection bivariate probit models used for the
applications mentioned above do not allow for flexible functional dependence of the
responses on continuous covariates. To this end, Marra and Radice (2011, 2013a)
introduced a penalized likelihood estimation framework to estimate simultaneously
the parameters of a system of two binary equations that include smooth functions of
continuous covariates. Alternative (Bayesian) approaches are available in the literature
(e.g., Chib and Greenberg 2007; Chib et al. 2009). However the lack of user-friendly
software makes them unfeasible for practitioners. The need for methods flexibly mod-
eling covariate effects arises from the observation that all parameter estimates are
inconsistent when the relationship between observed confounders and outcome is
mismodeled (Marra and Radice 2011; Chib et al. 2009).

An important aspect of these binary bivariate models is that if the hypothesis of
absence of unobserved confounding (i.e., exogeneity and random selection) can not be
rejected then joint estimation of the model equations can be avoided. This is appeal-
ing because inference in simultaneous models with smooth components may become
computationally demanding as the sample size and number of smooth terms increase.
Therefore, before employing a complex simultaneous estimation approach, testing the
hypothesis of absence of unobserved confounding is an important step that should be
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Testing the hypothesis of absence of unobserved confounding 717

undertaken at the beginning of the empirical analysis. To this end, we extend Lagrange
multiplier (L M) and, for comparison, Wald (V) tests to the context of semiparametric
bivariate probit models. LM is particularly attractive as it is based on estimating the
model equations separately. The finite sample size performance of the tests is investi-
gated through a Monte Carlo simulation study that considers the scenarios of correct
model specification, distributional and functional misspecification, with and without
an exclusion restriction (ER). The simulation results allow us to infer some guidelines
which may be crucial for applications. For instance, the good performance of LM
should be particularly attractive to practitioners wishing to test the null hypothesis
of absence of unobserved confounding while avoiding simultaneous estimation. The
tests are implemented in the R package SemiParBIVProbit (Marra and Radice
2013b).

The article is organized as follows. Section 2 provides a brief overview of the
models of interest and their estimation; this is useful to define the notation and
make some remarks that are relevant to the implementation of the tests. Section
3 discusses the construction of the LM and W type tests in the context of semi-
parametric models, whereas Sect. 4 assesses their finite sample size performance
through a Monte Carlo simulation study. Section 5 illustrates the tests using two
datasets, and Sect. 6 provides a discussion. “Appendix 17 shows that, under the
null hypothesis, the expected information matrix for the recursive bivariate pro-
bit model case is block diagonal, whereas “Appendix B” reports further simulation
results.

2 Preliminaries
2.1 The models

The semiparametric recursive and sample selection bivariate probit models introduced
by Marra and Radice (2011, 2013a) are a generalization of the parametric model
versions introduced by Heckman (1978, 1979) in that continuous covariate effects are
modeled flexibly.

The model structure consists of two equations. The first can be written as

K

yiki=m11-iol+Zflk1(Zlk1i)+81i, i=1,...n, 1)
ki=1

where n is the sample size, yJ; is a latent continuous variable and yj; is determined
via the rule 1(yj; > 0). The second can be defined as

K>

Y3 =0y +my02 4+ D fory (2200 + €21, 2
ko=1

where, in the non-random sample selection case, ¥ is set to zero and yy; is determined
as

@ Springer



718 G. Marra et al.

1 if (y3 > 0&y1 = 1)
ya =140 if (v <0&y;i=1),
— ify;; =0

whereas, in the endogeneity case, ¢ is allowed to be different from zero and y»; is
determined via the rule 1(y;l. > (). Vector my; contains P; parametric model com-
ponents (such as the intercept, dummy and categorical variables), with corresponding
parameter vector 61, and the fix, are unknown smooth functions of the K; continu-
ous covariates zi,;. Each smooth term may also be multiplied by some predictor(s)
(Hastie and Tibshirani 1993). Furthermore, smooth functions of two covariates such
as f11.12(z11i, 212i) can be considered (e.g., Wood 2006). Similarly, my; is a vec-
tor containing P, parametric components, with coefficient vector 6,, and the other
terms have the obvious definitions. Smooth functions are subject to constraints, i.e.
Zi Jok, (Zuk,i) = 0, v =1, 2, for all smooth components in the model. The error terms
are assumed to follow the distribution A'([0, 0], [1, p, p, 1]), where p is the corre-
lation coefficient and the error variances are normalized to unity (e.g., Greene 2012,
p- 686). To identify the parameters of Eq. (2) it is typically assumed that the ER on the
exogenous variables holds. That is, the covariates in the first equation should contain
at least one or more regressors (typically referred to as instruments) not included in
the second equation. These regressors have to induce variation in yy;, not to directly
affect y,;, and be independent of (e1;, €2;) given covariates. However, under correct
model specification, this restriction may not be necessary in estimation (Marra and
Radice 2011; Wilde 2000).

The smooth functions are represented using regression splines (e.g., Eilers and
Marx 1996). The basic idea is to approximate a generic function fi(zx;) by a linear
combination of known spline basis functions, by;(z;), and regression parameters,

B, i.e. ZJJ’;I Brjbrj(zki) = By (z1;)" B, where J; is the number of spline bases,

By (zki) = {bk1 (Zki), -5 biy, (zk,-)}T is a vector of the basis functions evaluated at zz;
and B, is the corresponding parameter vector. Note that subscript v has been suppressed
to avoid clutter. Basis functions have to be chosen to have convenient mathematical
and numerical properties. Possible choices include B-splines, cubic regression and thin
plate regression splines (see, e.g., Marra and Radice (2010) for an overview). Based
on the result above, Eqgs. (1) and (2) can be written as y}; = m-lrl.ﬂ 1+ BLB 1 +en =
mi + e, and y3, = vy + m;-ﬂz + Bg,ﬂz + & = m; + &, where BL =
{Buizoi)T, ..., Buk, (zok,1) T}, Bl = Bl ... ﬁIKU) and ny; and 77; have the
obvious definition.

2.2 Estimation

In the sample selection model the data identify only the three possible events
1i=1,y5 = 1), = 1,y = 0) and (y;; = 0) with probabilities pij; =
Do(miis m2is £), proi = (1) — p11; and po; = @ (—ny;), where @ and @, are the
distribution functions of a standardized univariate normal and a standardized bivariate
normal with correlation p, respectively. Therefore, the log-likelihood function is
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Testing the hypothesis of absence of unobserved confounding 719

@) =D {yiiya log(pii) + yii (1 — ya) log(pion) + (1 = yi) log(po)}, ~ (3)

i=1

where §1 = (ST, 3;, p) and SI = (01-, ﬂ-vr), for v = 1, 2. In the recursive model
(y1;i = 0) is replaced by (y1; = 0,y2; = 1) and (y1; = 0, y2; = 0) which have
probabilities po1; = ®(12;) — p11; and pooi = 1 — p11; — p1oi — po1i- Hence, in (3),
(1 —y1:) log(po;) is replaced by (1 — yi;) y2; log(po1i) + (1 — y1:) (1 — y2:) log(pooi )-
To avoid overfitting, the model parameters are estimated by maximization of

1
£,(8) = £(8) — EBTSxﬂ, 4

where BT = (B].80).8 = D2, Zg”zl Avk,Svk, and the Sy, are positive
semi-definite known square matrices measuring the (second-order, typically) rough-

ness of the smooth terms in the model, i.e. ,BT (23:1 Z/ﬁ“:] AvkuSvkv)ﬂ =

z%zl Z,i”zl hoky [ f&v (2vk,)*dzuk,. The Ay, are smoothing parameters control-
ling the trade-off between fit and smoothness. Because p is bounded in [—1, 1], p* =
tanh ™! (p) = (1/2) log {(1 + p)/(1 — p)} is used in optimization.

Estimation of 6 and A = (Afg,, ..., Ak, A2kys - - -, A2K,) 1S carried out in two
steps. In particular, given a parameter vector value for A, (4) is maximized using a
trust region algorithm (Nocedal and Wright 2006) which is based on

glatll — glal (I[u] + Sl)—l(g[d] _ S}va[d])’ 5)
where a is the iteration index and Sx is defined as Sx = diag(011, ..., 01p,, A1k, S1k;»
oo MK Sk 0214 o, 02py, A2k, Soky s - -+ A2K2S2k,, 0). The gradient vector g is

given by g, = 0£(3)/381,8, = 0€(8)/0d> and g5 = 0£(8)/dp*, while the
expected information matrix has a 3 x 3 matrix block structure with (r, #)th element

Z.p=-E [826(6)/88,882;] ,rnh=1,...,3, where§3 = p*. Given an estimate for

8, multiple smoothing parameter estimation for (5) is then achieved by minimization
of

1 2
VYA = n—WW(z —X&)IP -1+ —u(Ay) wrt. A, (©6)

where z; = X;6 + W d;, X; = diag [m{i, BT ml Bl 1} d; = (0£(8); /o,
0€(8); /912, 86(6);/8773,-}T ,m3i = p*, W; is the 3 x 3 matrix with (r, #)th element

920(8);

Wi, =—E [
Hrh 0Ny ONpi

:|,r,h=1,...,3, @)

ne = 3n, Ay = X(XTWX + Si)_1 XTW, and tr(A;) represents the estimated degrees
of freedom (edf) of the penalized model. The square root and inverse of W are obtained
via eigen-decomposition. (To avoid clutter the superscript [a] has been suppressed
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720 G. Marra et al.

from the quantities above.) The two steps, one for § and the other for A, are iterated
until convergence. Full details can be found in Marra and Radice (2011, 2013a).

For semiparametric bivariate probit models, the expected information matrix is the
only option because the W;, as defined in (7), are positive-definite over a larger region
of the parameter space as compared to those obtained without taking expectations.
This is crucial given that VW and W™! (via z) are needed in (6).

3 Testing the hypothesis of absence of unobserved confounding

The hypothesis of absence of unobserved confounding can be stated in terms of p,
which can be interpreted as the correlation between the unobserved variables in the
two equations. If p = 0 then €1; and &5; are uncorrelated and hence there is not a
problem of unobserved confounding. On the contrary, p # 0 implies that there is a
problem of unobserved confounding. This leads us to the definition of the following
hypothesis

Hy:p=0
H :p#0~

Under Hj function (4) becomes the sum of the penalized log-likelihood functions of

. . . . .. . T ~T T
two semiparametric univariate probit models. This implies that § Hy = (61 , 00, O),

where & and §, are obtained by estimating the model equations separately. There-
fore, consistent estimates for §, can be obtained by fitting Eq. (2) alone. Under H;
simultaneous estimation is required to obtain consistent parameter estimates.

3.1 LM type tests

In the context of the models described in this article, L M (also known as score test) is
an appropriate and computationally convenient tool for testing Hy. Its main advantage
is that it does not require parameter estimates under H;. This is appealing because
the test is based on estimating the two model equations separately, hence obviating
the need to fit the more computationally demanding semiparametric bivariate model.
This implies that simultaneous estimation will be employed only if there is a problem
of unobserved confounding.
The LM statistic for the semiparametric bivariate models is

T
& 4§ -1 & & d_ 2
LM = {g3H0 - SXHOSHQ} I {g3H0 - S)»HOSH()} 70) X1» (8)

where g5, is the score vector evaluated at Ho>» Sx Ho is defined in Sect. 2.2 but with
0

smoothing parameter estimates obtained by estimating the two univariate probit equa-

tions separately, and I! is the inverse of the information matrix. Studying the limiting

behavior of test statistics that involve penalty terms is not an easy task (e.g., Wood

2006, Sect. 4.8). However, because p is not penalized, it is still possible to use the
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Testing the hypothesis of absence of unobserved confounding 721

classic result that LM has a X12 limiting distribution (Monfardini and Radice 2008).
. . & a 2T 2 .
This can be seen by observing that {g3H0 —Say, 81y} = {0.0,9€(84,)/dp} which

results from evaluating the penalized score in § Ho-
Different estimation methods for I may lead to different finite sample size perfor-
mances. In this paper, we consider:

e The observed information matrix —H; Sx 1, (this expression derives from the
0

penalized score in (8)). The test obtained using this matrix will be referred to as
L M4 for notational convenience. _
e The expected information matrix Zy =S, . This test will be referred to as L M.
0

The analytical expressions of g, Z and —7H for the recursive and sample selection
bivariate probit models are not reported here to save space and are implemented in
function LM.bpm () of the R package SemiParBIVProbit (Marra and Radice
2013b).

For the recursive model, the expected information matrix becomes block diagonal
under Hy (see “Appendix 17). Hence, L M7 can be simplified to

A 2 A —1
N KCTD) 9%£(8 py)
LMz = I—ap } E[—apap , ©)

which is computationally convenient since it does not require the inversion of the
information matrix. This result does not hold for the non-random sample selection
case given the different structure of the information matrix.

Note that, to implement the L M type tests discussed above, we evaluate the score
vector and information matrices at & H, (obtained from the univariate fits). Therefore,
the arc-tangent transform for p (used in the context of simultaneous equation estima-
tion) is not required.

3.2 W test

The Wald test requires fitting the semiparametric bivariate model, hence it is not as
advantageous as the LM test. However, such a test is widely used in the applied
literature and therefore we consider it for comparison.

W is based on estimating p and is given by

A2
14 d 2
W = — Xi. 10
Var(,é) Hy X1 (10)

Var (,6) is estimated using the diagonal element of the inverse of Zj + Sx cor-
responding to p. This test will be referred to as Wz. In a semiparametric con-
text this is the only option available. This is because model fitting can only be
based on the expected information matrix, as explained in the final paragraph of
Sect. 2.2. For the recursive model, Var (,5) can be estimated using the simplifica-

tion described in the previous section, i.e. Var (,6) = —I/E[BZE(S)/Z),OB,O]. Once
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722 G. Marra et al.

again, this result does not hold for the non-random sample selection case. Because, in
estimation, we make use of p* rather than p (see Sect. 2.2), using the delta method
Var (p) = 4Var (5*) exp(25%)/(exp {25*} + 1)%.

The expected information matrix employed for computing Var (,5) corresponds to
the Bayesian covariance matrix typically used for constructing ‘confidence’ intervals
for the terms of a penalized regression spline model (e.g., Wood 2006). Such intervals
have good frequentist coverage probabilities. This is because they include both a bias
and variance component, a feature which is not shared by their frequentist counter-
part; see Marra and Wood (2012) for full details. It may be argued that since p is not
penalized the frequentist covariance matrix, given by I (I— ST, is also a sensible
choice. Preliminary simulation evidence confirmed that Var (,6) is estimated well by
both covariance matrices. However, the Bayesian version is computationally conve-
nient since it can be obtained as a byproduct of the estimation procedure described in
Sect. 2.2.

Another commonly used test which requires fitting the bivariate model is the like-
lihood ratio (L R) test. Here, the statistic is given by twice the difference of the model
log-likelihoods under H; and Hp, and has a X12 limiting distribution for parametric
models (Monfardini and Radice 2008). In the current context, we are however faced
with a difficulty which inhibits the use of this approach for testing Hyp. Specifically, in
the semiparametric case the number of degrees of freedom for L R is not guaranteed
to be equal to 1, and can in fact be a positive or negative real value. For instance,
if simultaneous estimation of the two equations leads to a model with edf (defined
in Sect. 2.2) equal to 18.37 and estimating the equations separately yields a model
with edf equal to 20.23 then the number of degrees of freedom for LR is —1.86; the
amount of smoothness required for the smooth functions of a model fitted via simul-
taneous estimation is likely to be different from that required when the equations are
estimated separately. The same issue has been found when comparing generalized
additive models (e.g., (Wood 2006, Sect. 4.10). It is not clear whether LR can be
rigorously extended to this context and further research is required.

4 Simulations

To compare the finite sample size properties of the LM and WV tests discussed in
the previous section, we conducted simulation studies under correct and incorrect
specification of both semiparametric bivariate probit models, with and without ER.
The size and power of each test were calculated as the proportions of rejections based
on simulation replications. All computations were performed in the R environment
(R Development Core Team 2013) using the package SemiParBIVProbit (Marra
and Radice 2013b).

The next sections provide details on the simulation and model fitting settings. The
most salient features of the simulation results are then discussed. We present the endo-
geneity and non-random sample selection cases separately, starting with the former.
Note that the study design detailed in Sects. 4.1.1 and 4.2.1 extends the simulation
study of Monfardini and Radice (2008) to recognize the specific challenges that arise
when there are nonlinear response-covariate relationships.
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Testing the hypothesis of absence of unobserved confounding 723

Table 1 Parameter value sets for the DGPs in the endogeneity and non-random sample selection cases

Parametric components Smooth components

010 o011 020 021 v Vi 2 V3 V4 ¥s Y6 77

Setting1 032 125 025 1.00 0.75 090 3.00 035 0.75 2.00 025 1.00
Setting2  0.01 —-1.31 —-0.29 —-0.37 0.49 024 261 060 028 —2.62 043 —0.63
Setting3 —0.55 0.17 0.10 093 003 -0.65 3.10 —0.67 —0.07 041 029 —0.18

4.1 Endogeneity
4.1.1 Design of the experiments

Our experiments were based on two different data generating processes (DGPs): DGP1
and DGP2. In DGP1, the specification of the semiparametric recursive bivariate probit
model contained main effects only, whereas in DGP2 an interaction term between the
endogenous binary variable and a continuous regressor was also considered. That is,

¥i; = 00+ 0umii + fi(zii) + f3(z2i) + €1

, 11
¥y =600 +0y1i +0amy; + f2(z1i) + €2 an

and

Vi; = 610 + Orim; + fi(zi) + f3(z2i) + €1

, 12
V3 = 620 + Oaimy; + (1 — y1;) f2(z1i) + y1i fa(z1i) + &2 12)

where the binary outcomes yj; and y;; were determined according to the rules
described in Sect. 2.1. The smooth functions were f1(z1;) = Y1 [z%;s + exp{y2(z1; —
v, f2(z1i) = yalysexp(zii) — 23}, f3(z2i) = vezoi and fa(z1;) = y7sin(mzy;).
For both DGPs, we used three different parameter vector settings (see Table 1). These
values were obtained randomly from a standardized normal distribution.

We also considered a variant of DGP2, for the three settings, useful to test what
happens in the situation of distributional misspecification. Specifically, we generated
data assuming uncorrelated gamma errors with shape and scale parameters equal to
2. This was achieved using rgamma () . The sample sizes considered were 1,000 and
4,000. Each design was replicated 1,000 times.

4.1.2 Fitting details

Let the two model equations be equal to

eql <- vl ml + s(zl) + s(z2)
eq2 <- y2 7yl + ml + s(zl)
for DGP1 and

eql <- y1 " ml + s(zl) + s(z2)
eqg2 <- y2 7yl + ml + s(zl, by = vyl)
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724 G. Marra et al.

for DGP2. s () indicates that a smooth component is being used, and the by option
is to allow the smooth to interact with a parametric term. Variables y1, y2, m1,
z1 and z2 refer to yy;, y2i, mii, z1; and zp;. Using rmvnorm () in the package
mvtnorm, regressors mi;, z1; and zo; were obtained from a matrix of dimensions
n x 3 whose columns, called say regl, reg2 and reg3, were generated from a
multivariate normal distribution with zero means and covariance matrix characterized
by correlations equal to 0.5 and variances equal to 1. regl and reg2 were then
transformed using round () and pnorm(), respectively, to generate binary and
uniform covariates. Note that the specifications for eql and eqg2 are consistent with
Egs. (11) and (12).

p values for LMy and L M7 were calculated using LM. bpm () from SemiPar
BIVProbit. Thatis,

LM.bpm(eql, eqg2, data, FI = FALSE)
LM.bpm(eql, eg2, data, FI = TRUE)

corresponding to LMy and LM, respectively. data is a data frame containing
the variables in the two equations generated according to the DGPs described in the
previous section. p values for Wz were calculated using p and Var (,6) obtained from
the output produced by SemiParBIVProbit (). Thatis,

outE <- SemiParBIVProbit(eqgl, eqg2, data, ...)

V <- OutESVb

rho.s <- outES$fitSargument[dim(V) [2]]

rho <- tanh(rho.s)

var.rho.s <- V[dim(V) [2], dim(V) [2]]

var.rho <- 4*var.rho.s*exp(2*rho.s)/ (exp(2*rho.s)+1) "2
pchisg(rho”2/var.rho, 1, lower.tail = FALSE)

The smooth components of the semiparametric models were represented using penal-
ized thin plate regression splines with basis dimensions equal to 10 and penalties based
on second-order derivatives (Wood 2006, pp. 154-160).

Regarding model misspecification, for DGP2, we generated data using gamma
errors and employed the same tests. We also considered a scenario with functional
form misspecification where the model equation for y, did not include the interaction
term.

4.1.3 Monte Carlo results

Empirical size Table 2 provides rejection frequencies produced under Hy : p = 0
and correct model specification using the three test statistics considered in this paper.
Results are reported for the three typical critical values. The findings for the two DGPs
share some important features, for the three settings. L M9y exhibits empirical sizes
that are overall close to the nominal values. LMz and W yield unsatisfactory size
results; the former under-rejects whereas the latter over-rejects. The good performance
of L M4y is important for practitioners wishing to test the hypothesis of absence of
unobserved confounding without coping with simultaneous estimation. In the current
context, —7H is a more adequate measure than Z for estimating the information matrix.
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Monfardini and Radice (2008) found the same for parametric recursive bivariate probit
models. This has also been confirmed in other contexts by Maldonado and Greenland
(1994) and Louis (1982). In a notable article, Efron and Hinkley (1978) argued that
the observed information should be used in preference to the expected information
on the grounds that the former is ‘closer to the data’ whereas the latter is an a priori
expectation. They showed this by using an appropriate ancillary statistic. The main
practical limitation of their theoretical argument is the reliance on an ancillary statistic,
which is often hard to specify in complex models such as the ones considered in this
article. However, there are other examples (see Cavanaugh and Shumway (1996), Cao
and Spall (2009) and references therein) where the expected information may more
accurately estimate the true information. It emerges from the literature that there is
not clear theoretical evidence about the superiority of —H on Z (or vice versa) and
that further research is needed towards this direction.

The performance of L Mz and VW7 suggests that using Z underestimates the vari-
ability of p, hence causing them to produce zero and very high rejection frequencies,

respectively. Note that the opposite rejection frequencies of the two tests is attributed
3%
to the way —E [W

(9) and (10).

] enters the statistics, which can be easily verified by looking at

Empirical power For DGP1 and DGP2 we evaluated the empirical power of L M4y for
p=1{0.1,0,2,0.3,0.4,0.5,0.6,0.7, 0.8, 0.9}. Power curves are presented in Figs. 1
and 2. L M4 gives overall satisfactory results for all settings. Obviously the power
improves as both n and p increase.

Empirical size under misspecification We applied L My to data generated according
to model (12) with gamma errors. We also considered the situation of data generated
according to model (12) with normal errors but using the test based on a misspecified
functional form (i.e., the interaction term was omitted from the model). Size results
are reported in Table 3 (see ER case). The results for setting 1 are not as good as those
obtained under no misspecification but still reasonable. However, under settings 2 and
3 the sizes are overestimated. To gain more evidence, we considered other parameter
sets; the results lead to similar conclusions (see “Appendix 2”, Table 7). Overall,
this suggests that under misspecification the performance of L M9y worsens and the
good results produced for setting 1 are due to sampling variability rather than to the
robustness of the test.

We also assessed the effectiveness of L M4¢ when the ER does not hold. Results are
reported in Table 3 (see non-ER case). Overall, the test performs poorly. Comparing
the ER and non-ER results, under misspecification, L M4 performs better when the
ER holds, although it still has high rejection frequencies.

4.2 Non-random sample selection

4.2.1 Design of the experiments

Similarly to the endogeneity case, the sampling experiments were based on the two
different DGPs: DGP3 and DGP4. In DGP3 the specification of the semiparametric
sample selection bivariate probit model contained main effects only, whereas DGP4
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Fig. 1 Power curves for L M3y obtained under DGP1 and the three settings described in Sect. 4.1.1. The
solid, dashed and dotted lines represent curves at the 10, 5 and 1 % significance levels, respectively

also contained an interaction term between two regressors. That is,

yi; =00+ Oumy + fi(zi) + f3(z20) + €1 (13)
y3; = 020 + O1my; + f2(z1i) + €2 ’
and

yi; = 010+ Onimy; + fi(zi) + f3(z2i) + €

, 14
vy =00 + (1 —my;) fa(z1i) +mu; fa(zii) + €2 14

where the binary outcomes yj; and y;; were determined according to the rules
described in Sect. 2.1. For both DGPs, we considered the three different parame-
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Fig. 2 Power curves for L M4 obtained under DGP2 and the three settings described in Sect. 4.1.1. The
solid, dashed and dotted lines represent curves at the 10, 5 and 1 % significance levels, respectively

ter settings reported in Table 1. We also considered a variant of DGP4, useful to test
what happens in the situation of distributional misspecification. As before, we gener-
ated data assuming uncorrelated gamma errors with shape and scale parameters equal
to 2. The sample sizes considered were 1,000 and 4,000. Each design was replicated
1,000 times.

4.2.2 Fitting details

We specified the two model equations

eqg3 <- yl1 " ml + s(zl) + s(z2)
egd <- y2 " ml + s(zl)

@ Springer



729

Testing the hypothesis of absence of unobserved confounding

(Tba) *bg 151y oY) ur papnjour jou st (Zz) T2 yorym ur ased ay) 0) SI9Jal YH-UON ‘ZdOd JO (1) [opowr Juisn pajerauad a1om eie(q

00T vLL 6'81 €6 7'0€ €99 (A I'€C SoL 01

86 099 8L 981 44 009 v'L 691 T'$9 S

6 '8¢ e L6 991 TLy el 6'8 L'6S 000t I

861 6Tk S61 €1e 8'6¢ SLE 9°€T T6l 8'99 01

L'6 9'LT '8 961 6'1¢ 8'1¢ €61 €el $79 S

Sy (44 6'¢ T8 4 v'€T eel €L 798 000°T I UH-UON

€yl Y 8'8 eel 9Tl €0l €6 8'6 v'6 o1

'8 06 € 'L '8 9 I's s v'S S

6T v'T ¢l 0C (a4 Tl 8°0 0l L1 000y I

Sel Lyl o1 el 0°€¢l TSl 96 el 701 01

v'L 9L 9'8 8L L'L 01 8 L9 19 S

€T 8T 'l 81 61 67 81 €1 81 000°T I ¥d
¢ Sumog ¢ Sumeg 1 Sumog € Sumog ¢ Sumeg 1 Sumog ¢ Sumog T Sumog 1 Sumog

uLIoJ feuonoung uonnqLisIp Jo1g uonedyadssiu oN u (%)

WLIOJ [BUOTIOUNY PUE UONNQLISIP JOLIS Payroadssiu pue uonesyroadssiun ou Jo SOLIBUSdS ay) Jopun ased KyouaSopuo oy ur Hpy 7 103 (9 ur) s}nsa1 ozIS ¢ Iqe],

pringer

As



730 G. Marra et al.

for DGP3 and

eg3 <- yl " ml + s(zl) + s(z2)
egd <- y2 “ml + s(zl, by = ml)

for DGP4. p values for L My and L M7 were calculated using

LM.bpm(eg3, egd4, data, FI = FALSE, selection = TRUE)
LM.bpm(eqg3, eg4d, data, FI = TRUE, selection = TRUE)

where selection was set to TRUE to use the tests for the sample selection
model case. p values for Wz were calculated using the quantities p and Var (,6)
obtained from the output produced by SemiParBIVProbit (eq3, eg4, data,
selection = TRUE).

In line with the endogeneity case, for DGP4, we generated data using gamma errors
and employed the same tests. We also considered a scenario with functional form
misspecification where the model equation for y, did not include the interaction term.

4.2.3 Monte Carlo results

Because the conclusions in this section are similar to those obtained in Sect. 4.1.3, we
only report some of the results; “Appendix 2” contains the full set of results.

Regarding the empirical sizes, L M4 performs well, whereas the tests based on Z
perform poorly (see Table 4). The good performance of LMy is also confirmed by
the power results reported in Figs. 3 and 4 in “Appendix B”.

As for model misspecification, the same conclusions as those for the endogeneity
case are reached here; under functional and distributional misspecification the per-
formance of L Mq¢ worsens (see Table 8, ER case, “Appendix 27). Also, the test’s
performance is poor in the absence of ER and is slightly better in the presence of ER.
The main findings of our simulation study can be summarized as follows. 1) LMy
yields close to nominal empirical sizes and strongly outperforms the tests based on the
expected information. L M7 and Wt are characterized by zero and very high rejection
frequencies, respectively. 2) L My produces satisfactory power results which improve
as n and p increase. 3) Under misspecification, the performance of L My worsens. 4)
When the ER does not hold, the test is not reliable. 5) The good performance of L My
is important for practitioners wishing to test the hypothesis of absence of unobserved
confounding without coping with simultaneous estimation.

5 Real data illustrations

We illustrate the tests using two case studies in which the issues of endogeneity and
non-random sample selection arise. The first concerns a study, conducted in Botswana,
on the impact of education on women’s fertility (www.measuredhs.com) and contains
around 4,300 observations. Education is equal to 1 if the woman had at least 8 years
of education and 0 otherwise, and fertility is equal to 1 if the woman had at least one
child. The proportion of 1’s for the two variables is 28.9 and 74 %, respectively. As
suggested by many scholars, estimation of such an effect can be biased by the possible
endogeneity arising because unobserved confounders (e.g., ability and motivation)
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Fig. 3 Power curves for L M4y obtained under DGP3 and the three settings described in Sect. 4.2.1.
The solid, dashed and dotted lines represent curves at the 10, 5 and 1 % significance levels, respectively

are associated with both fertility and education; full details can be found in Marra
and Radice (2011) and references therein. The second dataset considers an American
survey of public opinion polls on school integration (www.electionstudies.org) where
about 700 individuals were first asked if they had an opinion on the integration question
(0=no, 1 =yes) and then what that opinion was (0 =no integration, 1 =yes integration).
This gave respondents an opportunity to opt out of the question answering process at
an earlier stage. 64.57 % of the individuals chose to answer the integration question.
Among these, the proportion of yes answers was 46.43 %. Because it is reasonable to
assume that the decision to answer was not random, sample selection bias can occur
when estimating the model parameters; full details can be found in Marra and Radice
(2013a) and references therein.
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Fig. 4 Power curves for L M4y obtained under DGP4 and the three settings described in Sect. 4.2.1. The
solid, dashed and dotted lines represent curves at the 10, 5 and 1 % significance levels, respectively

In the fertility study, the direction of the bias due to unobserved confounding can
not be determined a priori. The reason for this ambiguity is because of different
substitution and income effects (Cygan-Rehm and Maeder 2012). As for the school
integration study, the bias is expected to be negative because some individuals choose
not to answer the integration question as they feel that their opinion may be perceived
as socially unacceptable (Berinsky 1999).

5.1 Fertility dataset

Following previous work on the subject (Wooldridge 2010; Marra and Radice 2011;
Sobotka et al. 2013), we specified a semiparametric recursive bivariate probit model
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Table 5 Variables in the education-fertility data set

Variable Explanation

child Number of children—binary: 1 (at least one child), O (otherwise)

ed Number of years of schooling—binary: 1 (at least 8§ years), O (otherwise)
elz Household has electricity—binary: yes, no

urb Household lives in urban area—binary: yes, no

em Ever married—binary: yes, no

age Age in years

fhalf Born during the first 6 months of the year—binary: yes, no

with main terms only. The description of the variables used in the model are reported in
Table 5. Specifically, the linear predictors of the treatment (ed) and outcome (child)
equations included urb, em and el, whereas fhalf and ed entered the former
and latter predictors, respectively. These variables entered the model as parametric
components. Thin plate regression splines of age, with the same settings as those
employed for the simulation study, were employed. The two equations are

ed] = 019 + O11el; + Opurb; + O13em; + G1afhalf; + flage(age;) + €1i,
child] = 6y + Ped; + br1el; + Onurb; + Ozem; + frage(age;) + €.

As in Wooldridge (2010), the binary variable ‘born during the first 6 months of the
year’ (fhalf) was used as an instrument on the grounds that it does not have a direct
effect on fertility given covariates, influences education, and is unlikely to be associ-
ated with unobservable confounders such as ability and motivation. The nonparametric
specification for age arises from the fact that this covariate embodies productivity and
life-cycle effects that are likely to affect child non-linearly. Wooldridge (2010) con-
sidered a model for fertility that contains linear and quadratic terms in age, whereas
Marra and Radice (2011) and Sobotka et al. (2013) specified a model containing a
smooth function of age. Here, we found non-linear effects of age that are almost
identical to those reported in Marra and Radice (2011); results are available upon
request. The quantity of interest is the average treatment effect (ATE) of edon child,
which measures the effect of ed on the probability of having at least one child, i.e.
P(child =1).

Because the effect of education on fertility may be biased by the possible presence
of endogeneity, as a first step of the analysis we tested the null hypothesis of absence
of unobserved confounding. Specifically, we employed L M1y as, in simulation, it was
shown to have good size and power properties. The p value obtained using L M4y
was 0.00, suggesting that there is an issue of endogeneity. For completeness, we also
report the results of the tests based on the expected information; the p values obtained
using L M7z and W1 were 0.94 and 0.00, respectively. The p value of W1 suggests
that there is an issue of endogeneity, whereas that of L M7 suggests that endogeneity
is not present. The conflicting conclusions can be attributed to the fact that, as shown
in our simulations, L M7 and YW are not reliable as under the null they yield zero and
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high rejection frequencies, respectively. Based on the result produced by LMy, we
estimated a recursive bivariate probit model and then calculated the ATE. The estimate
in % (with 95 % confidence interval) was —3.01 (—5.90, —0.08). This is statistically
different from zero and suggests that having at least 8 years of schooling decreases the
probability of having at least one child by 3 %.

5.2 School integration dataset

For the school integration dataset, using the variables in Table 6 and in line with the
works by Berinsky (1999) and Marra and Radice (2013a), we specified a semipara-
metric sample selection probit model based on the two equations

opinion?‘ = 011 + O12sex; + O13race; + Ojureg.northeast;
+6is5reg.south; + fjgreg.west; + 017chil
+ 601gdiscpol + Ogmoralcons + Ojgperslett
+ flage(age;) + fleauc(educ;) + &,
integration] = 6 + Opsex; + O3race; + Oureg.northeast;
+ 6rsreg.south; +0reg.west; +6r7chil+6Hgdiscpol
+6xmoralcons + frage(age)) + frequc(educy) + e,

where, the equations included sex, race, reg.northeast, reg.south,
reg.west, discpol, moralcons and chil as parametric components, and
smooth functions of age and educ. These two continuous covariates are expected to
have non-linear impacts on integrationaswell as opinion. chil was included
as a parametric component because it did not have enough unique covariate values to
justify the use of a smooth function. The selection equation (opinion) also included

Table 6 Variables in the school integration dataset

Variable Explanation

opinion Individual had opinion on the integration question—binary: yes, no
integration Individual supports integration—binary: yes, no

chil Number of children

age Age in years

educ Number of years of education

sex Respondent is man—binary: yes, no

race Respondent is white—binary: yes, no

reg.northeast

reg.south

Respondent lives in north-east region—binary: yes, no

Respondent lives in south region—binary: yes, no

reg.west Respondent lives in west region—binary: yes, no

discpol Respondent discusses politics—binary: yes, no

moralcons Moral conservatism — 1 = support, 2 = no support, 3 = neither
perslett Respondent was persuaded to participate in the survey—binary: yes, no
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perslett. This was because, according to Berinsky (1999), those individuals who
are difficult to reach are also reluctant to answer specific survey questions. The inclu-
sion of this variable in the selection equation served as ER. As in the fertility study,
we found estimated linear and non-linear effects of the continuous variables that are
almost identical to those reported in Marra and Radice (2013a).

The p value obtained using L M4 was 0.00, whereas those obtained using LM7
and Wz were 0.76 and 0.00. These lead to the same conclusions reached for the fer-
tility study. In summary, L M3, which is the most reliable test, supports the presence
of non-random sample selection. Therefore, we estimated the model parameters using
the sample selection bivariate probit model and calculated the mean predicted proba-
bility (and associated confidence interval) of giving a supportive response. This was
0.34 (0.22, 0.45).

In both examples (fertility and school integration) L M suggests rejecting the null
hypothesis of absence of unobserved confounding. In such cases, estimates of the
parameters of interest (ATE and mean predicted probability) are obtained by using
bivariate probit models. If we were not to reject the null hypothesis then we would
estimate the quantities of interest by using univariate models, hence avoiding the use
of a simultaneous estimation approach.

Following a reviewer’s suggestion, for both case studies, we obtained p values using
L M4 based on a parametric specification of the model equations (i.e., the continuous
covariates were assumed to have a linear impact). The values were 0.12 and 0.03 for
the fertility and school integration studies, respectively. In the first case, the conclusion
would be that there is not an issue of endogeneity, which is not consistent with the
results reported in this section as well as in the literature on this topic. In the second
case, conclusions would not be altered. In general, we recommend using a model
specification that reduces the risk of functional form misspecification which may have
a detrimental impact on the reliability of the test.

6 Discussion

We extended LM and W type tests for the hypothesis of absence of unobserved
confounding to the context of semiparametric recursive and sample selection bivariate
probit models. The finite sample size performance of the tests was examined via a
Monte Carlo study under several scenarios: correct model specification, distributional
and functional misspecification, with and without an ER. The results allowed us to
derive some guidelines which may be important for empirical applications. First, under
correct model specification, LM based on —H (the observed information) performs
well, whereas the statistics based on Z (the expected information) are characterized
by zero and very high rejection frequencies, suggesting these tests should not to be
used for empirical analysis. Second, LM performs satisfactorily only when the ER
holds. Third, the availability of a valid instrument can alleviate but not eliminate the
detrimental effect that model misspecification has on the empirical performance of the
test.

The good performance of L M4y should be particularly attractive to practition-
ers wishing to test the null hypothesis of absence of unobserved confounding while
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avoiding simultaneous estimation. This implies that simultaneous estimation will be
employed only if unobserved confounding is detected.

The L M statistic presented here can in principle be generalized to any other model
which controls for endogeneity or non-random sample selection. Examples are cop-
ula or count data endogenous and non-random sample selection models (Bratti and
Miranda 2011; Winkelmann 2011; Zimmer and Trivedi 2006; Smith 2003). More
generally, this test could be extended to any other context where there is a system
of equations and testing their independence is important (Kiefer 1982; Yee and Wild
1996).
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Appendix
Appendix A

For the recursive bivariate probit model case, matrix Z becomes block diagonal under
Hy : p = 0. This is because Z 12, Z13 and Z»3, reported in Marra and Radice (2011),
are equal to 0 under the null. In what follows, we ignore the role of the penalty because
it is block diagonal and hence does not affect the aforementioned quantities. Consider,
for instance, Z 3. Under the null

N
1 1
Tis=> ¢l [%'[ + }
2 Pyt | @ DDy (1 — Dpy) Dy

i=1

1 1
—(1—d>z~)[ + ”X1
Tl =) (1= @)1 — Do) l
izﬁ% [1 L 1 1 }X o
= D2 _— _— —_-—_— = 11 =09,
= S R e L 7

where, using a shorthand notation, ®; ®y;, ®1;(1 — Py;), (1 — ®1;)Py; and (1 —
®1;)(1 — ®y;) are the quantities for p11;, p1oi, po1i and pop; obtained under Hy, and
®y;, Dy;, ¢1; and ¢y; denote the probability and density functions of a standardized
normal evaluated at their corresponding linear predictors 11; and 7»;.

Appendix B
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