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Introduction

Externalities play a central role in understanding economic processes. Regions that are
surrounded by high productivity regions, for example, may benefit from positive externalities
(De Long and Summers, 1991; LeSage and Fischer, 2012). Other examples of spatial
externalities include spillovers effects of taxation and expenditures on public services
(Brueckner, 2003) and the impact of pollution in environmental economics (Beron et al.,
2004). These externalities affect mainly close by neighbours and become less effective for

distant regions.

A number of studies over the last decades have benefited from the increasing availability
of data with a location component to analyse effects that spread over spatial units (zip
codes, municipalities, regions, states, jurisdictions, countries, etc.). However, this growing
literature would have probably not developed without the advances witnessed in spatial
econometrics (LeSage and Pace, 2009), particularly in relation to spatial panel data models

(Elhorst, 2012). This thesis contains three original studies in this area.

Panel data with a location component offer researchers extended modelling specifications,
including accounting for effects that cannot be addressed using cross-section data (see e.g.
Elhorst, 2014). In this respect, spatial panel data models essentially differ from the standard
non-spatial panel data model in that they not only include a “random" or ‘fixed” effect
component to control for the unobserved heterogeneity, but deal with the potential spatial
dependence. Thus, the most commonly used models in applied research include a spatially
lagged dependent variable (Spatial Lag Model), spatial effects in the error term (Spatial Error
Model), and spatial effects in both the independent and the dependent variables (Spatial
Durbin Model). To date, however, with the notable exception of Beer and Riedl (2012), the
proposed model specifications have not considered the inclusion of spatial externalities in

the individual effects. This is the main motivation for this thesis.

Distinguishing the individual effects from their spatial spillovers may provide interesting
insights into how the unobserved characteristics of the neighbouring territories affect the

output of a certain territory and, conversely, how the unobserved characteristics of a territory
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affect the output of the neighbouring territories. In growth models, for example, a measure of
the unobserved productivity of the regions under study can be obtained from the estimated
individual effects Islam (1995). But how does the spatial contagion of the unobserved
productivity of these regions affects their economic growth? This thesis considers several

model specifications to identify and estimate this kind of effects.

Beer and Riedl (2012) advocate using an extension of the Spatial Durbin Model for panel
data that includes the spatially weighted individual effects. Ultimately, however, they argue
that “it is (...) advisable to remove the spatial lag of the fixed effects from the equation
as the inclusion of both, [the individual effects| and [their spatial lags|, leads to perfect
multicollinearity" (p. 302). Removing the spatial lag of the fixed effects does not generally
preclude the consistent estimation of the parameters of the model. However, this practice
rules out obtaining an estimate of the individual-specific effects (net of the spatially weighted
effects). This raises the question of whether both the individual effects and their spatial

spillovers can indeed be identified and estimated in fixed effects panel data models.

This thesis proposes using a correlated-random effects specification (Mundlak, 1978;
Chamberlain, 1982) to analyse the spatial externalities of the individual effects. In this vein,
the model specifications analysed in this thesis have a spatially weighted error component
structure that is closely related to that proposed by Kapoor et al. (2007). In particular,
the second chapter considers a correlated random effects specification in a static spatial
panel data model and the third does so in a spatial dynamic panel data model. The fourth
chapter makes use of the findings of the previous chapters in a growth model with spatial

externalities.

More precisely, the second chapter of this thesis, which has already been published in
Spatial Statistics (Miranda et al., 2017b), analyses the problem of estimating individual
effects and their spatial spillovers in linear panel data models. In particular, it considers
a spatial-X lag model for panel data (Halleck Vega and Elhorst, 2015). First, it shows
that the individual-specific effects and their spatial spillovers are not generally identified
in linear panel data models. Under certain conditions, however, it is showed that there is
no identification problem if the covariates are correlated with the individual-specific effects
(Mundlak, 1978; Chamberlain, 1982). Further, under assumptions of strict and sequential
exogeneity on the explanatory variables, this chapter derives appropriate FGLS and IV
estimators. Finally, this chapter illustrates the proposed estimators using a Cobb-Douglas
production function specification and US state-level data from Munnell (1990). As in
previous literature, this study finds no evidence of public capital spillovers. However, public

capital does play a role in the positive “outward” spatial contagion of the individual effects.

14
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The third chapter considers a correlated random effects specification of the spatial
Durbin dynamic panel model with an error-term containing individual effects and their
spatial spillovers. Following Yu et al. (2008) and Su and Yang (2015), this chapter derives
the likelihood function of the model and the asymptotic properties of the quasi-maximum
likelihood estimator under standard assumptions in the spatial econometrics literature. The
model specification corresponds to a restricted version of the dynamic spatial Durbin model
of Lee and Yu (2016), since it does not include the spatial lag of the lagged dependent
variable among the regressors. This means that, in terms of spatial dependence, the model
analysed lies somewhere in between that of Yu et al. (2008), who only consider the spatial
lag of the dependent and lagged dependent variables, and that of Su and Yang (2015), in
which “spatial dependence is present only in the error term”. This chapter also provides
illustrative evidence from a growth-initial level equation and data on 26 OECD countries
analysed by Lee and Yu (2016). Interestingly, the estimated coefficients and standard errors
largely replicate those reported by Lee and Yu (2016). However, results indicate the existence
of spatial contagion in the individual effects. In particular, the estimated spill-in/out effects

reveal the existence of groups of countries with common spatial patterns in their spillovers.

The fourth chapter presents a growth model with interdependencies in the heterogeneous
technological progress, physical capital and stock of knowledge. The basic framework is
similar to that of Ertur and Koch (2007), but considers additional sources of externalities
across economies. While they assume that the technological progress depends on the own
stock of physical capital and the stock of knowledge of the other economies, this study
also considers the role of both the physical capital (Lopez-Bazo et al., 2004; Egger and
Pfaffermayr, 2006) and the (unobserved) initial level of technology (De Long and Summers,
1991; LeSage and Fischer, 2012) of the other economies. Moreover, it does not assume
a common exogenous technological progress but accounts for heterogeneity in the initial
level of technology, which here is interpreted as a proxy for total factor productivity (Islam,
1995). To illustrate this point, this chapter uses data on EU-NUTS2 regions and a correlated
random effects specification to estimate the resulting spatial Durbin dynamic panel model
with spatially weighted individual effects. QML estimates support the proposed model
against simpler alternatives that impose a homogeneous technology and limit the sources of
spatial externalities. Also, results indicate that rich regions tend to have higher “unobserved
productivity” and are likely to stay rich because of the strong time and spatial dependence
of the GDP per capita. Poor regions, on the other hand, tend to enjoy “unobserved

productivity” spillovers but are likely to stay poor unless they increase their saving rates.
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Estimating individual effects and their
spatial spillovers in linear panel data

models: Public capital spillovers after

all?

2.1 Introduction

Does public capital have an effect on private output? And if it does, does this effect
spill over nearby geographical areas? Using US state (and/or county) panel data,
production function estimates have consistently concluded that public capital and its
spatially weighted counterpart are not statistically significant.” In contrast, studies using
alternative methodologies (e.g., VAR models), seem to suggest otherwise (Pereira and
Andraz, 2013). In this paper we provide production function estimates supporting the
existence of public capital spillovers. To be precise, we find no evidence of a direct positive
effect of public capital on private output. However, we find evidence of a relation between
public capital and the unobserved productivity of the states (i.e., the individual specific

effect of the production function) and its spatial spillover.?

To obtain these results, this paper introduces a correlated-random effects model
(Mundlak, 1978; Chamberlain, 1982) that presents spatial correlation in the individual

!This chapter is co-authored with Oscar Marinez-Ibanez and Miguel Manjén-Antolin. It has already been
published in Spatial Statistics, 22(Part 1): 1-17.

2See e.g. Munnell (1990); Baltagi and Pinnoi (1995); Holtz-Eakin and Schwartz (1995); Garcia-Mila et al.
(1996); and Kelejian and Robinson (1997).

3 As Boarnet (1998, p. 381-382) points out, “[p|ublic capital is provided at a particular place, and if such
capital is productive, it enhances the comparative advantage of that location relative to other places”. Also,
“productive public capital might shift economic activity from one location to another”.

17
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effects. To our knowledge, only the random effects model of Kapoor et al. (2007) accounts
for this spatial correlation. In the fixed effects case, Beer and Riedl (2012) advocate using
an extension of the Spatial Durbin Model for panel data that includes the spatially weighted
individual effects. Ultimately, however, they argue that “it is (...) advisable to remove the
spatial lag of the fixed effects from the equation as the inclusion of both, [the individual
effects| and [their spatial lags]|, leads to perfect multicollinearity” (p. 302). Removing the
spatial lag of the fixed effects does not generally preclude the consistent estimation of the
parameters of the model (see e.g. Halleck Vega and Elhorst, 2015). However, this practice
rules out obtaining an estimate of the individual-specific effects (net of the spatially weighted

effects).*

This raises the question of whether both individual effects and their spatial spillovers
can indeed be identified in linear panel data models. In this paper we provide identifying
conditions in a model specification that spatially weights both the independent variables
and the individual effects. In particular, we show that there is no identification problem
if the covariates are correlated with the individual-specific effects and the individual effects

correspond to deviations from the constant term.

Having proved that the model is identified, we then consider the estimation of its
parameters under alternative exogeneity assumptions on the explanatory variables. Under
the assumption that all the explanatory variables are strictly exogenous (with respect to
the idiosyncratic term), we derive a Feasible Generalised Least Squares (FGLS) estimator.
We also prove that, regardless of the structure of the variance-covariance matrix of the
correlation functions shocks, this estimator coincides with the within (fixed effects) estimator
when all the explanatory variables are used to construct the correlation functions. Under the
assumption that the explanatory variables are predetermined, we propose an Instrumental
Variables (IV) estimator to address the endogeneity of the means of the predetermined
explanatory variables used to approximate the correlation functions. We also advocate using
the backward means of these variables (i.e., the means taken, for each period, over only

current and past values) as instruments.

Lastly, we use these estimators and a (correlated random effects) production function
specification to address the existence of capital spillovers. Using the data and (a spatially
weighted variant of) the specification used by Munnell (1990), we find that, under strict
exogeneity, our FGLS estimates of a Cobb-Douglas production function for the US states

over the period 1970 to 1986 are largely consistent with those reported in related studies

4This is a critical issue, for example, in two-step models that use this estimate as the dependent variable
(Combes and Gobillon, 2015). Similarly, obtaining an estimate of the spatial spillovers of the individual-
specific effects may be of great interest (e.g., for assessing their geographical distribution, which is what we
do in our empirical application).

18
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(using this data set, as e.g. Baltagi and Pinnoi 1995; Kelejian and Robinson 1997; and
using analogous data sets, as e.g. Holtz-Eakin and Schwartz 1995; Garcia-Mila et al.
1996).> However, when we explore the possibility that (some of) the explanatory variables
are not exogenous, we find evidence of predeterminedness in the public capital. We then
estimate the model by IV to find that, under a sequential exogeneity assumption, states
with a larger /smaller estimated individual effect tend to have larger /smaller negative spatial
spillovers. In particular, we consider both “spill-in" and “spill-out" effects (LeSage and Chih,
2016), although only the spill-out effects turn out to be statistically significant. Also, while
the part of the individual effects associated with the private capital produces negative spatial
contagion, the part associated with the public capital produces positive spatial contagion.
Consistent with previous literature, however, we find no significant spatial spillovers in the

public capital.

The rest of the paper is organised as follows. In Section 2.2 we discuss the identification
problem and show that, under mild rank conditions, the correlated random effects model
considered is identified. In Section 2.3 we present appropriate (FGLS and IV) estimators.
In Section 2.4 we present empirical evidence based on the work of Munnell (1990). Section

2.5 concludes.

2.2 Specification and identification of the model

2.2.1 Spatial spillovers and the identification problem

Let us consider the spatial— (X, ¥) panel data model, that is, the spatial (lag of) X model
for panel data with spatially weighted fixed effects:

Yy=Xpg+WX~y+¥u+W¥a +¢, (2.2.1)

where ¥ = (Y,,, -+ Yups > Unus - - - Yng) 1S the dependent variable (as usual, i = 1,..., N
denotes cross-sectional, geographical units and ¢ = 1,...,7T denotes the time dimension),
X = (xy1,..., %17, 21, ..., ToT, ..., N1, ..., &n7) is the NT x K matrix of explanatory
variables (i.e., x; is a row vector of order K) is the NT x K matrix of explanatory variables,

and € is a zero-mean idiosyncratic error term with assumed variance-covariance matrix

®The data set we employ is publicly available and can be downloaded, for example, from the Ecdat
package in R (a standardised binary contiguity spatial weights matrix of the US states is also included in
the package).
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O'EINT, with I nr being the NT x NT identity matrix.’

We assume that neighbourhood relations do not change over time, so the spatial matrix
is W = w® Iy, with Iy denoting the 7" x T' identity matrix and w = [w;;| being the N x N
spatial weight matrix that describes the spatial arrangement of the units in the sample. Also,
unobservable individual-specific effects are collected in W, with W = Iy ® ¢y, Iy being the
N x N identity matrix and ¢7 a vector of ones of order T. Notice that, in contrast to the
so-called SLX model (Halleck Vega and Elhorst, 2015), this model specification accounts for
the spatial weights of the individual effects through the term W W¥a. Thus, the parameters
of the model are 3, v, p, @ and ¢2. This means that 2(K + N) + 1 parameters need to be

estimated.

The main motivation behind the use of this model specification is the estimation of
the individual effects and their spatial spillovers, since these often have a meaningful
interpretation (Combes and Gobillon, 2015). In particular, following LeSage and Pace
(2009), we define the spatial spillovers of the individual-specific effects in terms of the partial

derivative of the (conditional expectation of the) dependent variable,

OE[y| X, ¥

8\Ilj = (IN,LLj + WOéj) ® IT (222)

where W; is the j-th column of ¥ and j =1,...,N.

The off-diagonal elements of this matrix of partial derivatives represent the spillovers or
indirect effects of unit j, whereas the diagonal elements of the matrix represent the direct
effects of unit j. Notice, however, that since these effects are time-invariant, we can, without
loss of generality, concentrate on the term in brackets, Iypu; + waj. Thus, a generic off-
diagonal element of this matrix, w;a; with ¢ # [, measures the effect of unit [ having the
unobservable characteristics of unit j on the dependent variable of unit <. Similarly, a generic
element of the diagonal of this matrix, p; + w;;;, measures the effect of unit ¢ having the
unobservable characteristics of unit j on the dependent variable of unit 7. This direct effect

reduces to p; for all ¢ when w;; = 0, the standard case.”

The vector of parameters p has thus a neat interpretation. However, the role the spatial

weight matrix w and the vector of parameters a play in the spill-over effects deserves

SThroughout the paper, we assume that a balanced (complete) panel data is available. However, results
can easily be extended to incomplete panels.

"However, LeSage and Pace (2009) do not recommend reporting unit-level effects but scalar summary
measures. Namely, the average of the main diagonal elements (direct effects) and the cumulative sum of the
off-diagonal elements from each row, averaged over all rows (indirect effects). In particular, if the spatial
weight matrix w is row-standarised and has zeros in the diagonal, these scalar summary measures correspond
to p and «, respectively. We discuss the use of alternative unit-level indirect effects (analogous to the ones
proposed by LeSage and Chih 2016) in section 2.4.
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some further attention. On the one hand, the structure of w provides the definition of
neighbourhood. That is, which units are affected (the “spill-out" effects) and which are
affecting (the “spill-in" effects) by the spillover and, in distance-based matrices, how much
will be affected/affecting each unit. Thus, different spatial weight matrices yield different
spatial spillovers. On the other hand, the parameter «; provides a measure of the spatial
contagion of the individual effect of unit j irrespective of the number of neighbours it has
and how close/distant they are. That is, a; provides a measure of the “potentiality of the
spatial contagion" associated with the individual effect of unit j. We thus refer to a as the

“potential" of the spatial spillovers of the individual effects.

We illustrate the calculation and interpretation of these direct and spillover effects in the
empirical application of section 2.4. In any case, what is clear is that the estimation of these
effects requires that of the parameter vectors pu and a (since w is assumed to be a fixed
and/or known matrix). It is therefore critical to determine whether these (and the rest of)
parameters of the model are identified. Proposition 1 shows that, in general, this is not the

case.

Proposition 2.1. The Spatial (Lag of ) —(X, W) model for panel data with spatially weighted

fized effects is not identified for any spatial weight matriz w.

Proof. See appendix. O

Notice that, as Beer and Riedl (2012) argue, the omission of WWa does not preclude
the consistent estimation of the parameters of the model. Thus, if the spatial spillovers of
the individual-specific effects are of no interest for the application in hand, their suggestion
to remove one of the components — i.e., either ¥ or WW¥ — is perfectly sensible. This is
because the model

y=XB+WX~+¥u* +e¢, (2.2.3)

with ¥p* = Upu + WWa, is observationally equivalent to (2.2.1).

On the other hand, if the individual-specific effects and/or their spatial spillovers are
of some interest, then the identification and estimation of the model need to be discussed.
To this end, we go on to propose using a spatial— (X, ¥) panel data model with correlated
random effects. In particular, we show that, under mild assumptions, the model is identified.

Later we present appropriate estimators under alternative exogeneity assumptions
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2.2.2 The Correlated Random Effects Spatial—(X,¥) Panel Data
Model

Fixed effects models implicitly assume that the individual effects are correlated with the
covariates. But they somehow ignore this correlation in the estimation procedure. In fact,
what the within and analogous transformations do (see e.g. Beer and Riedl, 2012) is to wipe
out the individual effects so that this correlation is no longer a concern for the consistent
estimation of the model. An alternative procedure for obtaining consistent estimates,
however, is to incorporate this correlation into the model (Mundlak, 1978; Chamberlain,
1982). This is the approach followed here. In particular, we make use of the correlation
between covariates and the (spatially weighted) individual effects to identify the spatial

contagion in the individual effects.

Our modelling approach is related to that of Debarsy (2012), who uses a correlated
random effects specification to construct an LR test on “the relevance of the random effects
approach” (p. 112).% Notice, however, that although we both deal with the correlation
between individual effects and covariates, our purposes differ markedly: while he seeks to
correctly specify this correlation, we use it as a means to identify the spatial contagion in the
individual effects. We also differ in the model specification which, although similar, treats
the spatial contagion of the individual effects differently. Debarsy (2012) assumes that the
individual effects depend on both the explanatory variables and the explanatory variables in
their neighbourhood, but there is no spatial contagion in the individual effects. In contrast,
we account for the spatial contagion in the individual effects (i.e., both the individual effects
and their spatial spillovers are included in the specification) and assume that the individual
effects and the “potential" of their spatial spillovers depend on the (mean of the) explanatory
variables, which allows us to identify both the individual effects and their spatial spillovers.
These alternative assumptions yield different error component structures: a one-way error
in his case, a two-way error in ours (the additional component being a spatially weighted

element).”

8 Although this is not the aim of this paper, an analogous Wald test could be developed using our model
specification and estimation procedures.

9 Another important difference with the work of Debarsy (2012) is that whereas he analyses the Spatial
Durbin Model (as Beer and Riedl 2012 do), our results are derived for the spatial —(X, ¥) model. This
allows us to address the identification and estimation of the model in a linear setting, whereas considering
correlated random effects in a Spatial Durbin specification would result in a non-linear model in which
identification and estimation are more involved. (Debarsy (2012, p. 115), for example, “assume(s) that all
parameters are identified"; see, however, Lee and Yu 2016).
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Thus, we assume the following relation between p, o and the explanatory variables:

1
o= ?\II'X* I1, +v,
(2.2.4)

1
= ' XTI, o
« T + v

where IT, and IT,, are (K +1) x 1 and K x 1 parameter vectors to be estimated, respectively,
and X* = < LNT X ) contains the covariates and a vector of ones. Notice that a constant
term needs to be‘ included in one of the equations in (2.2.4) to guarantee identification,
since the spatial contagion of any common factor in the individual effects p (in particular, a
constant term) is not identified. Ultimately, this means that we are implicitly assuming that
the individual effects correspond to deviations from the constant term. Also, the error terms
v, and v, are assumed to be random vectors of dimension N with v, ~ (O,aiI ~) and
UV, ~ (0,0'iI ~). However, v, and v, are not assumed to be independent, the covariance
parameter, 0,,, being such that E(v,v)) = 0,,Iy with E denoting the mathematical

«

expectation.

Plugging equations in (2.2.4) into the model (2.2.1) we obtain
1 1
y = XB+WX~y+ ?\IﬂI" X* 11, + ?W\IJ\II/XHQ +m, (2.2.5)

where n = $v, + WWuv, + €. Notice that the resulting error component is similar to
the one proposed by Kapoor et al. (2007) in that both error components allow for spatial
contagion in the individual (random) effects. It is different in that while we assume that
the idiosyncratic term is not spatially correlated (and propose an identification strategy that
takes into consideration that the individual effects may have spatial effects), Kapoor et al.

(2007) assume that the idiosyncratic term is spatially autocorrelated.

It is also interesting to note that our model specification does not impose the existence
of spatial contagion in the individual effects. In fact, there is no contagion at all if both
IT, and o, are zero (while there would still be some “random contagion” if II, is zero but
04 18 not). Similarly, the model does not impose correlation between the individual effects
and the covariates. In fact, the specification becomes that of a pure random effects model
if both IT, and II, are zero (still with spatial contagion if o, is not zero). Thus, it is the
statistical significance of these (sets of) parameters what ultimately determines the existence
of spatial contagion in the individual effects and correlation between the individual effects

and the covariates.

Finally, in contrast to the spatial —(X, ¥) model for panel data in (2.2.1), Proposition
2 shows that the correlated random effects spatial panel data model in (2.2.5) is generally
identified.
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Proposition 2.2. The correlated random effects spatial panel data model in (2.2.5) is

wdentified if the matriz X = ( X i WX | l\II\II'X”‘ i %W\II\II'X ) has full column rank.

e

Proof. See appendix. O

Notice that since the number of parameters in the model is 4K + 1 (excluding the o's),
NT > 4K + 1 is a necessary identification condition. Notice also that since W' X™ is a
NT x K + 1 matrix and W®W®’X is an NT x K matrix, both with row rank equal to N,
N > 2K + 1 is an additional necessary identification condition. Further, X, WX, ¥'X*
and W’ X must have full rank. Lastly, time-invariant regressors must be included in either
the vector of explanatory variables (X and/or W X)) or in the vector of determinants of the
individual effects and their spatial spillovers (¥W’' X™* and/or WW ¥’ X). Otherwise, there

is exact multicollinearity between the explanatory variables.

2.3 Estimation

We start by noticing that consistent estimation of the parameters of the model does not
depend on what the structure of the error term n is. In particular, assuming that the
covariates are strictly exogenous (meaning here that E(e;|x;1, )2, ..., x;7) = 0 for all 4, j),
Ordinary Least Squares (OLS) estimates of (2.2.5) are consistent.'’ Yet a more efficient
Generalized Least Squares (GLS) estimator can be derived by accounting for the error

components structure of the model.

To be precise, the GLS estimator does not provide efficiency gains in the B and -~
parameters of the correlated random effects model in (2.2.5). In fact, as shown below (see
also Mundlak 1978), the GLS estimator of these parameters coincides with the OLS estimator
in (2.2.5) and the within or fixed-effects estimator of the (observationally equivalent) model
in (2.2.3). This means that, if these parameters are the only ones of interest, efficiency
considerations do not justify the use of the GLS estimator. In contrast, the GLS estimator
of (2.2.5) may provide efficiency gains (with respect to OLS) in the II,, and II, parameters
of the correlation functions. This is why, under the above strict exogeneity assumption, we
propose using a FGLS estimator based on the estimates of the parameters of the variance-

covariance matrix of 7).

ONotice that the spatial structure of our model requires an orthogonality condition involving not only all
the time periods (a standard assumption in applied work; see e.g. Wooldridge 2002) but also all the units.

1
Otherwise, we cannot guarantee the exogeneity of W X and TW‘I"I”X .
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On the other hand, none of these estimators are consistent if the strict exogeneity
assumption does not hold. In particular, the presence of predetermined variables among
the regressors (X and W .X) makes such variables endogenous when they are included
among the variables that compose the correlation functions in (2.2.4). To obtain consistent
estimates, we propose an IV estimator and the means of the endogenous variables taken, for

each period, over only current and past values (backward means) as instruments.

Next we discuss the derivation of the proposed estimators in detail.

2.3.1 GLS estimation under strict exogeneity

Given our initial assumption of spherical disturbances and the stochastic assumptions about
the behaviour of v, and v,, the error-component n = Yv, + WWuv,, + € has zero mean

and variance-covariance matrix given by

Q = WV + O WIV'W' + 0, ¥O'W’ + 0, /WO + 0 Iy
= U (O'iIN + o2ww + TpaW + UWW') U+ oIy (2.3.1)

Knowledge of this matrix suffices to derive the GLS estimator (see e.g. Wooldridge 2002)
of the parameters of the correlated random effects model in (2.2.5). In particular, Mundlak
(1978) proves that, when all the explanatory variables are used to construct the correlation
functions and n = Wv,, + €, this coincides with the within (fixed effects) estimator of 8 and
~ in (2.2.3). Next we generalise this result to any (non-spherical) variance-covariance matrix

of v,.

Proposition 2.3. Consider the following correlated random effects model:
|-
y:X}\—i-T\II\IIX II+n

with X* being the matriz X plus a column of ones, A and II vectors of parameters with the
appropriate dimension, and E (nn') = Q = 3, ¥ + JSINT, where 3, 1s any variance-
covariance matriz. The GLS, OLS and within (fized effects) estimators of X are the same.

Proof. See appendix. O

! 1
Notice that our model corresponds to X = ( X WX ), A= (B,y), T\II\II'X =

( %\II‘II’X i %W\II\II’X ) and X, = UzIN +olww' + 0uaW + 0,,W'. Thus, Proposition

2.3 fully applies. More generally, the previous proof shows that, regardless of the structure
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of the variance-covariance matrix of v, and v,, the GLS (and OLS) estimator of 3 and ~

coincides with the within (fixed effects) estimator.

Next we consider the derivation of the feasible version of this GLS estimator. This
basically requires a consistent estimate of the vector of parameters o = (O‘Z, o2, O s af ). To

this end, we notice that each component of €2 can be written as a linear function of o
E [nims) = o Mg, (2.3.2)

where 7,0 = 1,...,N and t,s = 1,...,T. Also, E[nyms] denotes the mathematical

expectation of n;;m;s and M is a 4 x 1 vector whose rows are functions of w. More specifically,

N
E [771215} = 0-;21. + O-(QX Z w22] + QJuawii + 0'3 (233)
j=1
N
E [ninis) = o), + o, Z W} + 200w for t # s (2.3.4)
j=1
N
E _ 52 :
[niems) = o Z wijwij + e (wy +wy;) for i #1 (2.3.5)
j=1

This allows us to consider the following linear regression to estimate o:
NitThs = 0 Miigs + Ui (2.3.6)

where 7} is obtained as the residual term of a consistent estimation of the model in (2.2.5).
Given the assumption of strict exogeneity of the covariates, OLS may be used for this

purpose.

Under mild conditions, OLS estimation of (2.3.6) provides consistent estimates of o
(denoted by &) and, with these in hand, we can obtain the FGLS estimates of the model.'!
In particular, & allows us to obtain SAIGLS using (2.3.1) and, by Cholesky Decomposition of
its inverse, ﬁ;is = D¢rsDyg g, the transformation matrix D¢, ¢. Finally, OLS estimation

of the transformed model

1 1
/GLSy = D,GLS (X,B + WX")’ + T\I,lII,X*HM + TW‘IIlI’/XHOz + 77) s (237)

o2 and that o2) and that the
correlation between p and a lies in the [—1,1] interval (=1 < o4 X (ai x 02)7Y2 < 1), and use e.g a Non-
Linear Least Squares estimator of o. Notice that this differs from the approach followed by e.g. Kapoor
et al. (2007) in that their estimating equations are non-linear in the parameters of interest and they therefore
have to resort to a Generalized Moment estimator (which can also be used here).

" Alternatively, one may impose the positiveness of the variances (03,

26



UNIVERSITAT ROVIRA I VIRGILI
ESSAYS ON SPATIAL PANEL ECONOMETRICS

Karen Alejandry ¥irgnds,Gsdfron

provides the FGLS estimates of 3, 7, ﬁu and II,,.

Interestingly, we can proceed in an analogous way to deal with error structures with
idiosyncratic shocks following autoregressive and moving-average processes. In particular,
the main difference with respect to the procedure proposed to deal with spherical
disturbances is that the presence of a serial correlation matrix Kronecker (post-) multiplying
the last term of equation (2.3.1) results in additional (autoregressive and moving-average)
parameters in (2.3.2). Alternatively, we can account for the serial correlation in the model
by including among the regressors lags of the dependent variable (and possibly of the
explanatory variables in X and W X). Notice, however, that the presence of the time-
invariant components v, and v, in the error term makes the lagged dependent variable
endogenous. We thus propose instrumenting this variable using lags of the explanatory
variables X (and possibly W X)) to control for the endogeneity of the lagged dependent

variable.

2.3.2 Instrumental Variables Estimation Under Sequential Exo-

geneity

The assumption of strict exogeneity of the covariates is critical to guarantee that the GLS
estimators presented in the previous section provide consistent estimates of the parameters of
interest. However, in applications the assumption that ; is uncorrelated with the covariates
in all the time periods may not hold. If for example the values of an explanatory variable in
period ¢ are related to past values of the dependent variable (e.g., in ¢t —1), then future values
of these explanatory variables (e.g., in ¢t + 1) may depend on the values of the idiosyncratic

term in ¢, thus breaking the strict exogeneity assumption (see e.g. Wooldridge 2002).

In such circumstances, a sequential exogeneity assumption, E(e;|®i, Tio, ..., Ty) = 0,
seems more appropriate, since it implies that present values of y;; do not affect present and
past values of x;;. However, given the spatial structure of our model and following the strict
exogeneity case, we instead propose using an “extended sequential exogeneity assumption”
involving all the units in the sample. In mathematical terms, E(e;|x;5) = 0 for all Vi, j and
s < t. Notice also that if (expected) future values of x;; depend on y;; (i.e., present values
of y; affect the expected value of ;. 1), then the explanatory variables used to construct
the correlation functions in (2.2.4) are endogenous by construction. In other words, the
presence of predetermined variables in X and W X means that %\P\II’X * and %W\II\II’X
are correlated with the idiosyncratic term €. Therefore, under sequential exogeneity, the
GLS estimators presented in the previous section no longer provide consistent estimates of

the parameters of interest. Rather, an IV estimator should be considered for this purpose.
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The main challenge IV estimators face in practice is that it is often difficult to find good
instruments. In this case, however, the structure of the model provides natural candidates.
Namely, the means of the exogenous explanatory variables constructed using values up to

period ¢ (rather than using all T' values)."? Let

1 0 O 0
1 1 0 0
2 2

L= L 11 0
3 3 3
1 1 1 1
T T T T

be the row-standardised lower triangular matrix of ones and I' = Iy ® Ly be the

transformation matrix that yields the backward-up-to-t mean of the variable (i.e., I' X,
for example, yields a matrix composed by the means of the exogenous explanatory variables
constructed using values up to period ¢). The matrix of instruments can be thus written as
z,=(rx|Twx ).

Notice that these backward means are exogenous variables under the extended sequential
exogeneity assumption. But they are also relevant, since by construction they are correlated
with the endogenous explanatory variables %\II\II’ X* and %W\II\II' X. Notice also that if
we use the same explanatory variables to construct both the instruments and the correlation
functions (or different variables but the same number), then the model is exactly identified.
However, if all the explanatory variables are used to construct the instruments but not all
the explanatory variables are used to construct the correlation functions, then the model is

overidentified.

To construct the IV estimator, we follow Hausman and Taylor (1981) and Keane and
Runkle (1992). Hausman and Taylor (1981) propose a two-step procedure to estimate linear
panel data models with endogenous explanatory variables (with respect to the idiosyncratic
term, as well as with respect to the individual effect) that boils down to an initial GLS
transformation of the model (using a consistent estimate of the variance-covariance matrix
of the error term) and then an estimation of the transformed model by IV. However,
Keane and Runkle (1992) show that this procedure may not yield consistent estimates when
the instruments are predetermined. This is because the GLS-transformation proposed by
Hausman and Taylor (1981) results in individual errors that are linear combinations of the

errors of the individual in all time periods. To obtain consistent estimates, Keane and

1211 fact, provided that the number of available periods is long enough, one may use up to lagged periods
to construct such means, i.e., one may use values up to period t — 1, t — 2, etc..
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Runkle (1992) instead propose using the upper-triangular Cholesky decomposition of the
serial correlation matrix (forward filtering) to GLS-transform the model. In essence, this
is the procedure we follow, except that the complex structure of our error term requires a
different GLS transformation and alternative orthogonality conditions between the errors

and the explanatory variables.

To be precise, we obtain the IV estimates of our model in the following way. First,
we transform the model using the projection matrix onto the column space of the matrix
consisting of the exogenous variables and the instruments. That is, we multiply the model by
the projection matrix Py = Z(Z'Z) ' Z', with Z = ( X } WX } Z, > This addresses the
endogeneity problem and makes it possible to consistentl}; estiméte the transformed model
by OLS. However, a more efficient estimation may be obtained if we transform the model
to obtain spherical disturbances. To this end, we use these OLS estimates to generate the
residuals 1) and, after estimating (2.3.6), obtain ﬁ[\/ and Dy, in the same way as we did

for QGLS and DGLS~

In particular, since our instruments are predetermined, we propose using the upper-
triangular Cholesky decomposition of the inverse of the variance-covariance matrix (rather
than that of the serial correlation matrix used by Keane and Runkle 1992) to obtain Dy .
However, given the spatial structure of our model, we need to sort the data first by time
and then by units within each time period before computing the upper-triangular Cholesky
decomposition of Q rv.13 This guarantees that the transformed errors in period ¢ contain
elements of 7n;; for s > ¢ and hence the exogeneity of our instruments in the transformed

model ™

In the second step of the procedure, we estimate the GLS-transformed model by IV.
This means that we again transform the model using the projection matrix Py, except that

now the sorting of the data requires using the matrix I' = Ly ® Iy to construct Z,. The

13Notice that so far we have followed the standard practice of having the data sorted first by units
and then by time within each unit, so e.g. the dependent variable was defined in Section 2.2 as

Y= (Yyr s Yirree s YUnir s Ynrp) - Here we require that 4 = (Y., Yni>Yios- s Ynos s Yigs- s Unp)
and X = (&,,,..., @y, T preeesTryy-- s Eypse.., Typ) . In particular, notice that this sorting requires
using W =Irowand ¥ =17 ® Iy.

Notice that, in a model without spatial dependence, Keane and Runkle (1992) assume that E(;|zis) = 0
for s < t. However, the presence of spatially weighted covariates in the model means that, for the
proposed instruments, this only holds if the extended sequential exogeneity assumptions holds. Notice
also that the observation (i,t) of the transformed error term, D7, 7, contains the original error terms 7;
for j = 4,94+ 1,0+ 2,...,N as well as 1, for all j and s > ¢. This is why, in the presence of spatial
dependence, the orthogonality condition proposed by Keane and Runkle (1992) does not suffice. In contrast,
our extended sequential exogeneity assumption guarantees that the proposed instruments are exogenous to
the transformed errors, since E(n;+|2:s) = 0 for all j and s < ¢.
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transformed model,
1 1
Py D),y = PzD/}, <X,3 + WX~ + T\I’\Il’ X*1I, + TW\I'\II’XHQ + 77) . (2.3.8)

is then estimated by OLS. The IV estimates of B, v, ﬁﬂ and ﬁa we obtain are not only
consistent but also more efficient than the initial IV estimates obtained in the first step of

the procedure.

Lastly, it is interesting to note that, unlike the strict exogeneity case, the treatment of
serial correlation under sequential exogeneity does not follow immediately. In the present
case, the presence of lags of the idiosyncratic term € makes any predetermined variable
in the model endogenous (not only those in the correlation functions). This is, however,
not a major issue if the number of lags is small (the order of the moving average is low)
and the time dimension of the panel is large. If the predetermined variable is among the
regressors (X and W X)), we propose using lags of the variable as instruments; and if the
predetermined variable is in the correlation function, we similarly propose adjusting the
periods used to compute the backward means. Thus, we lose (at least) one period for each
additional lagged term in the idiosyncratic error. The problem, of course, is that if the order
of the moving average process driving the idiosyncratic term is not smaller than the number
of time periods minus one, then there is no room for using lags and backward means as
instruments. In particular, by the Wold representation theorem, this situation arises if the

idiosyncratic term follows an AR process (of any order).

Alternatively, in applications in which strict exogeneity does not hold and there is
serial correlation in the model, we may include among the regressors lags of the dependent
variable (and possibly of the explanatory variables in X and W X) and then apply the two-
step procedure previously described. Notice, however, that in this specification the lagged
dependent variable is endogenous (for the reasons pointed out in the GLS case). We thus
proposed extending our matrix of instruments to include lags of the explanatory variables

X (and possibly W X)) to control for the endogeneity of the lagged dependent variable.

2.4 Public capital spillovers in a production function

specification: empirical evidence

In this section we use our correlated random effects specification and the proposed FGLS and
IV estimators to empirically address the existence of public capital spillovers. To this end,
we use a Cobb-Douglas production function specification and yearly data from (Munnell,
1990, p. 77) on 48 US contiguous states over the period 1970 to 1986. The output variable
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is the gross state product and the inputs include public capital, private capital and labour.
“The unemployment rate is also included [in the regressions| to reflect the cyclical nature
of productivity”. All the variables except unemployment are in logs. This data set has
the additional interest of having been partially (e.g. Garcia-Mila et al., 1996) or totally
(e.g. Baltagi and Pinnoi, 1995) used in a number of studies on the relation between public
capital and private output —see also Boarnet (1998) and Sloboda and Yao (2008). In
particular, some of these studies have used spatial econometrics techniques (e.g. Holtz-Eakin
and Schwartz, 1995; Kelejian and Robinson, 1997).

This accumulated evidence provides an excellent benchmark for our estimates, which
were obtained for a model specification that uses all the inputs and their spatial counterparts
to construct the correlation functions (@ and «). Before proceeding with the estimation,
however, we considered the identification of the proposed model. We thus computed

det(f(' )NC) to find that it was indeed positive, which means that our identification condition
holds.

We report FGLS estimates of the model in Table 2.1 (coefficients and variance
components). We also report the joint significance LM-tests of each subset of coefficients
(8, v, II, and II,). The first thing to notice is that since our model specification uses all
regressors (X and W X)) to construct the correlation functions (p and «), estimates of 8
and ~ reported in Table 2.1 correspond to the within estimates of the model. As for the
coefficient estimates of the variables that compose the correlation functions, II,, and II,, all
tend to be statistically significant (both individually and jointly). Lastly, all the variance
components o are statistically significant and have reasonable values. This supports our
correlated random effects model specification. In particular, given that we reject that I, is
zero, there is evidence of contagion in the individual effects and, given that we reject that

I1, is zero, there is evidence of correlation between the individual effects and the covariates

(fixed effects).
[Insert Table 2.1]

The FGLS estimates of the B-coefficients associated with the main regressors (X) are in
line with those reported in previous studies. More precisely, they are close to those reported
by Holtz-Eakin and Schwartz (1995) and Kelejian and Robinson (1997). While our estimate
of the elasticity of labour is 0.7, for example, they estimated it to be between 0.6 and 0.9;
similarly, our estimate of the elasticity of private capital is 0.2, while their estimates range

from 0.06 to 0.2."> We further concur with the lack of statistical significance of public capital

5These estimates tend to be smaller that those reported by Baltagi and Pinnoi (1995) and Garcia-Mila
et al. (1996), which may suggest that ignoring spatial dependence results in overestimation of the coefficients.
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(see also Baltagi and Pinnoi, 1995; Garcia-Mila et al., 1996) and the statistical significance
of the spatially weighted public capital (see the second column of Table 2.1, «). Lastly, the
statistical significance of public capital in the correlation function of the individual effects
(see the third column of Table 2.1, IT,,) is consistent with evidence reported by Baltagi and
Pinnoi (1995, p. 396) that rejects the orthogonality between regressors and individual effects

“only when the public capital stock (is) included in the production function”.

Next we explore the possibility that the explanatory variables are not exogenous but
predetermined. Previous related studies have analysed the endogeneity of (some of) the
explanatory variables, with mixed results on the endogeneity tests (Baltagi and Pinnoi,
1995; Holtz-Eakin and Schwartz, 1995; Garcia-Mila et al., 1996) and implausible results on
the coefficient estimates (Baltagi and Pinnoi, 1995; Holtz-Eakin and Schwartz, 1995). Here
we address the predeterminedness of the public capital variable (and its spatially weighted
counterpart). This would be the case, for example, if the amount states spend on public
capital is related to past values of private output (e.g., because more prosperous states are
likely to generate higher tax revenues). Under such circumstances, our previous discussion
on the FGLS estimates is flawed, since the variables that compose the correlation functions

defining p and o become endogenous and the FGLS estimator is no longer consistent.

We thus report results from an IV estimation in Table 2.2. These were obtained using
as instruments backward-up-to-t means of all the explanatory variables and their spatially
weighted counterparts. That is, Z; contains the I'—transformations of public capital, private
capital, labour and unemployment as well as of their spatially weighted counterparts.'® At
first sight, the IV estimates of the 3- and ~-coefficients are not substantially different from
those obtained by FGLS (perhaps with the exception of the public capital in ). In contrast,
IV and FGLS estimates of the coefficients associated with the variables that compose the
correlation functions, II, and II,, differ substantially. Indeed, a Hausman test between
these two estimators strongly rejects the null hypothesis of strict exogeneity (the statistic is

159.42). This supports our tenet that public capital is actually a predetermined variable.

[Insert Table 2.2]

We then obtained an estimate of the direct individual effects (i.e., ) and the “potential"
of their spatial spillovers (i.e., &) using these IV estimates. However, we found that while
the estimated direct efffects were generally statistically significant (both using FGLS and

IV estimates), the “potential" of the spatial spillovers of the invididual effects were only

16We experimented with other set of instruments (e.g., without considering unemployment and its spatial
weight) and found that coefficients estimates were barely altered.
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statistically significant under the strict exogeneity assumption. Under the assumption that

capital is a predetermined variable, the estimated a’s were not statistically significant.'”

Seeking for alternative, more efficient specifications that yielded statistically significant
a’s, we used a variables-selection procedure that resulted in the specification reported in
Table 2.3."% Notice that the (common) estimated model coefficients are not that different
from those reported in Table 2.2. Also, the correlation between the estimated p’s and
a’s (obtained from the estimates reported in Table 2.2 and Table 2.3) is 0.99 and 0.90,
respectively. However, 14 out of the 48 estimated a’s are now statistically significant at
standard confidence levels. Alternatively, we considered an ad-hoc model selection procedure
in which we explored different specifications in terms of instruments (e.g., using squared
terms) and/or variables (e.g., dropping the unemployment, as in Holtz-Eakin and Schwartz
1995). This also produced specifications in which the a’s were statistically significant and
highly correlated with those obtained using the results reported in Table 2.2, while the
coefficients of the model and their statistical significance remained generally unaltered. This
was the case, for example, when dropping public capital from W X, the unemployment
from II,, and the unemployment and its spatially weighted counterpart from the set of

mstruments.

Given the illustrative aim of this empirical exercise, determining which is the best model
specification is clearly beyond the scope of this paper. It is important to stress, however,
that little differences were observed among the alternative specifications we considered when
we plotted on a map of the US states the estimated values of pu and a (available from the
authors upon request). Bearing this in mind, we have used the IV estimates reported in
Table 2.3 to analyse the geographical distribution of the estimated direct individual effects

and their spatial spillovers. In particular, our spillover effects are based on LeSage and Chih

1"We use t-statistics to test the statistical significance of the individual effects and their spatial spillovers.

SN 1 * * P~
In particular, the standard errors were obtained from Var(p — p) = E\II'X 3, X | oiIN —

1 — . .
2f\Il/X*M#E [nvit], with E[] denoting the mathematical expectation, Xy, = Var(Il,) and IT, — II,, =

M, m. The expression for ‘7a\r(a — «) is analogous, only differing in the subindices (i.e., using ir{a instead
of inw Ei instead of 33, M, instead of M,,, and v, instead of U;L) Under standard assumptions, these are
consistent and (approximately) normally-distributed estimators of Var(fn— p) and Var(a — a), respectively.
Notice that these estimated variances allow us to also test whether the direct effects of two states are
statistically equal (rather than whether the direct effect of one state is statistically equal to zero, as we did).

181 particular, we proceeded as follows. We dropped the most non-significant variable (i.e., that with
the higher p-value) in the original specification (that reported in Table 2.2), reestimated the model and
determined which was the most non-significant variable in the new specification. We then tested whether
these two variables were jointlty statistically significant in the original specification. If the null hypothesis of
this Wald test was not rejected, we dropped the two variables and considered again the most non-significant
variable in the resulting specification. Then, we constructed a new Wald test for the null that the three
variables were not jointly statistically significant in the original specification. We went on dropping variables
and testing their joint significance untill either the jointly statistically non-significant hypothesis was rejected
or all the variables in the model were statistically significant.
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(2016), who define “spill-in" and “spill-out" effects as the cumulating off-diagonal elements

from row- and column-sums of the matrix of marginal effects in (2.2.2), respectively.

[Insert Table 2.3|

N
To be precise, LeSage and Chih (2016) interpret the row-sums of wa; (i.e., Zwilaj,

1=1
assuming that w;; = 0) as the “spill-in effects" on the outcome of unit ¢. Thus, this spill-in

effect captures the impact on the outcome of unit 7 of all the units neighbouring ¢ having
N

the unobserved characteristics of j. However, we find more interesting to report Z wy oy,

=1
which is the impact on the outcome of unit ¢ of all the units neighbouring ¢ having their

unobserved characteristics (i.e., the impact on the outcome of unit ¢ of the individual effects

of the units neighbouring 7). This is reported in Figure 2.1a.

N
Similarly, LeSage and Chih (2016) interpret the colum-sums of wa; (i.e., aijli,
I=1

assuming that w; = 0) as “spill-out effects" of unit 7. In particular, this spill-out captures the

impact of unit ¢ having the unobserved characteristics of 7 on the outcome of the neighbours
N

of unit 7. Again, we find more interesting to report o Zw”’ which is the impact on the

1=1
outcome of the units neighbouring i of the individual effect of unit 7. Notice, however, that

our proposed spill-out effect is the product of a; (the “potential" of the spatial spillovers
N
of the individual effects) and Zw” (which in essence determines the spatial contagion,

=1
i.e., which units are affected by the spillover). Since our spill-in effect already reflects the

spatial contagion of the individual effects, it seems more interesting to report a rather than
N

o Zw“‘ This is consequently what we do in Figure 2.1b.
=1

[Insert Figure 2.1]

Results indicate that the geographical distribution of the spatial contagion, as measured
by the spill-in (Figure 2.1a) and spill-out (Figure 2.1b) effects, follows very much the same
pattern (with some notable exceptions, such as Nebraska and Nevada). This means that
most states show spill-in and spill-out effects that are of analogous magnitude. However,
the “inwards" spatial contagion of the spill-in effects is generally not statistically significant
(Colorado, Montana, Texas and Utah being the exceptions). We thus concentrate on the
analysis of the spill-out effects which, as previously pointed out, tend to be statistically

significant.
Figure 2.1b shows that, in absolute values, West-Central (from Texas to Kansas, but
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also North-Dakota and Indiana) and West-Mountain (New Mexico and Wyoming) states
stand out as the areas with the highest “outwards" spatial contagion. These are thus
states with individual effects that strongly and negatively spill over the neighbouring states.
Interestingly, these spill out effects are generally statistically significant at conventional
confidence levels. On the other hand, there are two areas of low spill-out effects (in absolute
values): the West-Pacific (California and Washington) and the North-East (New York in the
mid-Atlantic and Connecticut, Rhode Island, Massachusetts and Vermont in New England).
These are thus states with individual effects that negatively spill over the neighbouring
states, but for which the relative magnitude of these spillovers is small (and, in fact, not

statistically significant).

Further, Figure 2.1c reveals that the states that have the highest estimated values of the
direct individual effects are mostly located in the North and West of the country (plus Texas
and Louisiana in the South): more precisely, in the East (Illinois, Michigan and Ohio) and
West (Nebraska) North Central, the mid-Atlantic (New York and Pennsylvania), the West-
Mountain (Montana and Wyoming) and West-Pacific (California and Washington) regions.
Figure 2.1c also shows that the states with the lowest estimated values of the direct individual
effects concentrate in New England (Connecticut, Maine, Massachusetts, New Hampshire,
Rhode Island and Vermont), although we also find some states in the West-Mountain (i.e.,
Idaho, Utah and Nevada) and the South-Atlantic (North and South Carolina) regions.

Lastly, it is interesting to note the overlap between Figure 2.1a, Figure 2.1b and
Figure 2.1c. In fact, since the estimated values of the individual effects and their spatial
spillovers show different sign (see the signs of the Il-coefficients in Table 2.1, Table 2.2 and
Table 2.3), Figure 2.1 points to a negative relation between g and e (wa). Importantly,
this “proportionality" between the direct and indirect effects is not a feature of the model
specification (LeSage and Chih, 2016). Rather, it arises as a genuine characteristic of the

data.'

Therefore, states with larger/smaller estimated direct individual effects tend to have
larger /smaller negative spatial spillovers (both spill-in and spill-out). Notice, however, that
this is mostly driven by New England states (with small direct individual effects and small
negative spatial spillovers) and the central and southern states (with large direct individual
effects and large negative spatial spillovers, except for Nebraska, which shows large direct
individual effects and small negative spatial spillovers). The West and North-East states,

on the other hand, tend to have large estimated direct individual effects and small negative

YA simple regression between fi and @, for example, indeed has a negative and statistically significant
slope (—0.34, with a p-value of 0.03), whereas a simple regression between & and wa has a positive and
statistically significant slope (0.86 with a p-value of 0.00).
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spatial spillovers.

To conclude, it is worth noting that negative spillovers that “might shift economic activity
from one location to another" have previously been found by, for example, Boarnet (1998,
p. 382) and Sloboda and Yao (2008) with respect to the stock of and the investment in
public infrastructure, respectively. However, the source of this “crowding out" effect in
our model are the unobservable characteristics of the states or “unobserved productivity"
(which these studies cannot identify). In fact, consistent with the work of Holtz-Eakin
and Schwartz (1995) and Kelejian and Robinson (1997), results reported in Table 2.2 show
that the spatially weighted public capital has a negative coefficient, but is not statistically
significant (while private capital is, and has a positive sign). Notice also that both private and
public capital are positively related to the states’ unobserved productivity (both variables
show positive and statistically signs in II,). However, the role of these variables in the
spatial spillover of the productivity, II,, differs. While the investment in private capital
is associated with negative spillovers, the investment in public capital is associated with

positive spillovers.

2.5 Conclusions

In this paper we analyse the problem of estimating individual effects and their spatial
spillovers in linear panel data models. In particular, we consider models in which the
exogenous regressors are spatially weighted and there is no spatially lagged dependent
variable (i.e., the so-called spatial-X model). We first show that in this model specification
the individual effects and their spatial spillovers are not identified for any spatial weight
matrix. Under mild assumptions, however, we show that they are identified in a correlated
random effects specification. To be precise, we show that there is no identification problem in
a spatial— (X, ¥) panel data model with correlated random effects if certain rank conditions

hold and the individual effects correspond to deviations with respect to the constant term.

We then consider the estimation of the parameters of the (identified) model. Under
strict exogeneity of the covariates, OLS estimates are consistent. Here, though, we provide
more efficient FGLS estimators (at least more efficient with respect to the coefficients
of the variables that compose the correlation functions) and propose an IV estimator to
tackle situations in which the strict exogeneity assumption may not hold and a sequential
exogeneity assumption is upheld. In particular, we suggest using the means of the
exogenous explanatory variables constructed using values up to period ¢ as instruments
for the endogenous explanatory variables used to construct the correlation function (which,

ultimately, are “means-up-to-7"” of the exogenous variables). Also, dropping the most recent
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periods used to construct these instrumental variables (i.e., using “means-up-to-(t — s)”,
with s being a positive integer) may provide further instruments and/or instruments for

potentially endogenous regressors.

Lastly, we present results from an empirical application: the estimation of a Cobb-
Douglas production function using US state data. We find statistically significant differences
between the FGLS and IV estimates, which suggest that the strict exogeneity assumption
that sustains the FGLS estimates may not hold because the public capital variable is actually
predetermined. Also, IV (and FGLS) estimates show that the variables that compose
the correlation functions, as well as the variance components, all tend to be statistically

significant. This supports our correlated random effects model specification.

The geographical distribution of the IV-estimated direct individual effects and their
spatial spillovers reveals the existence of three major regions: i) Central and South states,
where both direct individual effects and negative spatial spillovers tend to be large; ii) New
England states, where both the direct individual effects and negative spatial spillovers tend
to be small; and ii7) West and North-East states, where the estimated direct individual
effects tend to be large and the negative spatial spillovers tend to be small. In addition,
both the “inwards" and “outwards" spatial contagion of the individual effects (i.e., the spill-
in and spill-out effects) involve negative spillovers, although this sign is mostly associated
with the private capital (and labour) and is only statistically significant for the spill-out
effects. Public capital, on the other hand, is behind the positive spatial contagion of the
individual effects. Consistent with previous literature, however, public capital itself does not

seem to convey statistically significant spatial spillovers.

2.6 Appendix: Proofs of Propositions

Proof of Proposition 2.1. The model in (2.2.1) is not identified for any spatial weight
matrix w because ¥ and WW are perfectly collinear. We prove this by showing that

I / I
det {( v Ww ) ( v WU ﬂ is zero for any spatial weight matrix w. Let
| / ‘ I
A-(wiwe ) (wiwe)-7 () (2.6.1)

Then, by Schur complement,

det(A) = TV det (In)det (W'w — W' (In) " w) = T* det (W'w —w'w) =0  (2.6.2)
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[]

Proof of Proposition 2.2. Since the correlated random effects spatial—(X, p) panel data
model is linear in parameters, it is identified iff det(f(’f() #£0. If X has full rank, it is
casy to show that det(X'X) > 0 (sce e.g. Corollary 14.2.14 and Theorem 14.9.4 in Harville
2008). O

Proof of Proposition 2.3. Let XOLS, Xw and XGLS be the OLS, within and GLS estimators
of A. We prove first that XOLS = Xw. To this end, we start by noting that, by the Frisch-
Waugh-Lovell theorem and given that ¢ W' ¥’ = TH P’

Xovs = (X'M,X) ™ (X' M, y)

1 - 1
with My = Inp — ?\II\II'X* (X*'\II\II’X*) "X, Also, let Q = Iny — f‘IﬂIJ’, which

satisfies that Q' Q = Q and Q¥ = 0. Lastly, since X' = < Oxx1 } ITnvk )X*’, it can be
proved that X'M; = X'Q. Consequently,

dors = (X'QX) ' X'Qy = X,

This concludes the first part of the proof. Next we prove that /}\\GLS = XOLS = /A\w. To
this end, we start by noting that XGLS corresponds to the OLS estimator of the considered
correlated random effects model transformed using the (upper triangular part of the)
Cholesky decomposition of the inverse of the variance covariance matrix of n, Q' = DD’.
Therefore, by the Frisch-Waugh-Lovell theorem,

AoLs = ((D'X) M,D'X)" ((D'X) M,D'y)

with My = Iyy — D' WX (XY 0P’ Q 'O X") ' X¥PW’' D. Also, from equation (19) in
Henderson and Searle (1981),

1 1

Q= (oXyy + OB, W) = STy - U0
1 1

= —Iny — QU W
UE O-E

which implies that 3, ¥'Q ! = Q7'WX, ¥ and, using again that $ W' OW = 7O’ it
can be proved that
'O = Q7 oy’ (2.6.3a)

QN '=0"'Q= %Q (2.6.3b)
g

£
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Lastly, by (2.6.3a) matrix My can be rewritten as
M, = Iyy — %D’\IJ\IJ’X* (X'Q 1 ew'X*) " X O¥'D,
and so X' DM, = X'QD. Consequently,
Rans = (KQO%) ™ (£Q0"y) = (XQX)  (X'Qy) = Rows = A,

where the second equality holds by (2.6.3b).
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Table 2.1: FGLS estimates.

Coeflicients B ~ I, I1,
Private capital 0.199"*  0.260™* 0.197*  —0.477"**
(0.030)  (0.043)  (0.052)  (0.089)
Labour 0.724™* —0.027  —0.212"* 0.101
(0.035) (0.050) (0.066) (0.115)
Unemployment rate —0.002 —0.007"*  —0.013 0.035"
(0.001)  (0.002)  (0.010)  (0.018)
Public capital —0.023  —0.129"  0.186™ 0.230

(0.030)  (0.051)  (0.070)  (0.146)

Joint LM-test 250.07  17.83" 13.10" 8.28™*
Variance Components O'Z o2 Opa o2

0.0045"*  0.0012*  0.0017***  0.0013***
(0.0001)  (0.0003)  (0.0001)  (0.0002)

Note: *p-value<0.1; **p-value<0.05; ***p-value<0.01. The dependent
variable is the gross state product. All the variables are in logs, except
for the unemployment. Variance components were estimated by OLS.
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Table 2.2: IV estimates.

Coefficients B ~ I, I1,
Private capital 0.255"** 0.259*** 0.351"*  —0.601"**
(0.037)  (0.055)  (0.081)  (0.135)
Labour 0.676"* —0.045  —0.666"*  —0.100
(0.059) (0.078) (0.132) (0.217)
Unemployment rate —0.003  —0.009"** 0.009 0.067*
(0.002)  (0.003)  (0.015)  (0.029)
Public capital —0.029 —0.100 0.541** 0.661*
(0.125)  (0.163)  (0.230)  (0.347)
Joint LM-test 168.57*  12.40" 12,77 6.32™*
Variance Components ai o2 Opa o2

0.0046"**  0.0008"**  0.0019*  0.0019***
(0.0001)  (0.0003)  (0.0001)  (0.0002)

Note: *p-value<0.1; **p-value<0.05; ***p-value<0.01. The dependent
variable is the gross state product. All the variables are in logs, except for
the unemployment. The matrix of instruments consist of backward-up-
to-t means of public capital, private capital, labour and unemployment
as well as of their spatially weighted counterparts. Variance components
were estimated by OLS.
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Table 2.3: IV estimates.

Coeflicients B ¥ I, I1,
Private Capital 0.252™* 0.419* 0.342"*  —0.909"**

(0.040)  (0.068)  (0.084)  (0.180)
Labour 0.666™*  —0.279"* —0.776""

(0.050) (0.084) (0.118)
Unemployment rate —0.011"*  —0.008"**

(0.002)  (0.003)
Public Capital 0.660™*  0.877**

(0.132)  (0.193)

Variance Components O'Z o2 T o’

0.0044**  0.0026™*  0.0018"*  0.0015"*

(0.0001)  (0.0003)  (0.0001)  (0.0002)

Note: *p-value<0.1; *p-value<0.05; ***p-value<0.01. The dependent
variable is the gross state product. All the variables are in logs, except
for the unemployment. The matrix of instruments consist of backward-
up-to-t means of public capital, private capital, labour and unemployment
as well as of their spatially weighted counterparts. Variance components
were estimated by OLS.
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Figure 2.1: Estimated individual effects and their spatial spillovers.
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Note: *p-value<0.1; **p-value<0.05; ***p-value<0.01.
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A correlated random effects spatial

Durbin model

3.1 Introduction

The spatial Durbin model is a widely used specification in cross-section studies using
georeferenced data (LeSage and Pace, 2009; LeSage, 2014). However, its use appears to
be more limited with panel data. Although it has a certain appeal as a general framework to
analyse spatial relations, concerns have been raised about its estimation and identification,
particularly in its dynamic version (Elhorst et al., 2010; Elhorst, 2012). Despite these
concerns, the spatial Durbin dynamic panel model (or, simply, dynamic spatial Durbin
model) is expected to gain popularity in applied work, since identification conditions and
Monte Carlo evidence for 2-Stage Least Squares (2SLS) and Quasi Maximum Likelihood
(QML) estimators have recently been provided by Lee and Yu (2016). It is also interesting
to note that Yu et al. (2008) and Su and Yang (2015) have analysed the asymptotic properties
of QML estimators in restricted versions of the model specification analysed by Lee and Yu
(2016).

In this paper we consider a correlated random effects specification (Mundlak, 1978;
Chamberlain, 1982) of the spatial Durbin (dynamic) panel model and, following Yu et al.
(2008) and Su and Yang (2015), derive the likelihood function of the model and proof that
the QML estimator is consistent and asymptotically normal. To be precise, our model
specification corresponds to a restricted version of the dynamic spatial Durbin model of Lee
and Yu (2016), since we do not include the spatial lag of the lagged dependent variable among

the regressors.? This means that, in terms of spatial dependence, our model specification

IThis chapter is co-authored with Oscar Martinez-Ibafez and Miguel Manjon-Antolin.

2See e.g. Elhorst (2012) for an overview of empirical studies using this model specification. Notice that
the inclusion of the spatial lag of the lagged dependent variable would not make a substantial difference in
proving the asymptotic properties of the QML estimator (other than complicate it).
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lies somewhere in between that of Yu et al. (2008), who only consider the spatial lag of
the dependent and lagged-dependent variables, and that of Su and Yang (2015, p. 231), in
which “spatial dependence is present only in the error term". A major difference with respect
to these papers is that while they consider a rather general variance-covariance matrix of
the error term (which may contain individual and/or time effects), we consider an error-
components structure with individual effects and their spatial spillovers (time effects can
easily be incorporated), which results in a specific albeit involved variance-covariance matrix
(see also Kapoor et al., 2007). Our proofs, however, are derived under rather standard

assumptions in the spatial econometrics literature.?

Our model specification is inspired by the work of Beer and Riedl (2012), who advocate
using an extension of the spatial Durbin model for panel data that controls for both the
individual effects and the spatially weighted individual effects (see also Miranda et al.,
2017b). Ultimately, however, they argue that “it is (...) advisable to remove the spatial
lag of the fixed effects from the equation as the inclusion of both, [the individual effects|
and [their spatial spillovers|, leads to perfect multicollinearity” (p. 302). Removing the
spatial lag of the fixed effects does not generally preclude the consistent estimation of the
parameters of the model. However, this practice rules out obtaining an estimate of the
individual-specific effects (net of the spatially weighted effects), which can be critical in
certain applications. This is the case, for example, in growth models, where a measure of
the unobserved productivity of the geographical units under study can be obtained from the
estimated individual effects (Islam, 1995). Distinguishing the individual effects from their
spatial spillovers can thus provide interesting insights into how the unobserved characteristics
of the neighbouring territories affect the output of a certain territory and, conversely, how

the unobserved characteristics of a territory affect the output of the neighbouring territories.

To illustrate this point, we estimate a growth-initial level equation using OECD data
from Lee and Yu (2016). Unlike previous studies (e.g., Yu and Lee, 2012; Ho et al.,
2013), however, our model specification not only accounts for observable “technological
interdependences" (a la Ertur and Koch 2007) but also for unobserved ones (through the
spatial spillovers of the individual effects). Interestingly, our estimated coefficients and
standard errors largely replicate those reported by Lee and Yu (2016). This means that,
since the spatial autoregressive parameter is not statistically significant, “the role played by
technological interdependence on the growth of [OECD]| countries" may not be as important
as previously thought (Ertur and Koch 2007, p. 1052; see also Elhorst et al. 2010). In
contrast, our results point to the existence of “unobservable technological interdependences"

(i.e., spatial contagion in the — weakly significant — individual effects). Following Islam

3See e.g. Kelejian and Prucha (1998, 2001); Lee (2004); Yu et al. (2008) and Su and Yang (2015).
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(1995), this may be interpreted as evidence that the growth of some countries is partially
explained by the impact that the (unobserved productivity) of the neighbouring countries
have on their economies. Lastly, computation of the “spill-in" and “spill-out" effects of the
individual effects indicate that countries that impact less/more on other countries tend to
be those that are less/more affected by the spillovers from their neighbours (Debarsy et al.,
2012; LeSage and Chih, 2016). Further, they tend to have larger /smaller individual effects.

The rest of the paper is organised as follows. In Section 3.2 we present the model. In
Section 3.3 we discuss its estimation by QML and derive the asymptotic properties of the

QML estimator. In Section 3.4 we provide illustrative evidence. Section 3.5 concludes.

3.2 Model specification

In this paper we are interested in the following dynamic spatial autoregressive model with

spatially weighted regressors and spatially weighted fixed effects:
Ynt = pOYn,tfl + )\OWnYnt + Xntﬂlo + Want520 + Hn + Wnan + Ent (321)

where the subindex 0 denotes the “true” parameters of the model (e.g, po, Ao, S10 and Ba),
Yo = (Y1, Y2i, -+, Yne)' 18 an n—dimensional vector of dependent variables at time ¢, W, is
the exogenous spatial weight matrix that describes the spatial arrangement of the units in
the sample, X,,, = (2}, 25, -, 2,)" is a n x K matrix of regressors (i.e., z; is a row vector
of 1 x K), and &, is the n—dimensional vector of disturbances at time ¢, with &,; ~ (0, 02),
whose stochastic properties are discussed below. We assume, without loss of generality, that

data is available for i = 1,...,n spatial units and ¢t = 1, ..., 7T time periods.*

Notice that this model specification critically differs from alternative specifications of the
spatial Durbin dynamic panel data model (see e.g. Elhorst 2012) in that it includes both
the individual effects (u,) and their spatial counterparts (a;). Although the inclusion of
W, Y, in the right-hand side of 3.2.1 produces “global" spatial contagion (Anselin, 2003)
in the individual effects, our interest here lies in the existence of “local" spatial contagion.
In particular, the individual-specific effects and their spatially weighted counterparts need
to be estimated in order to determine which units are “locally" affecting and which units

are “locally" affected, respectively, by the spatial spillover of the individual effect, and how

1Dealing with a “complete panel" is just meant to simplify notation and the burden of some proofs. Our
results can easily be extended to incomplete panels. Notice similarly that the model does not contain time
effects but these can easily be incorporated into the model (by e.g. including time dummies among the
regressors, as we illustrate in the empirical application of Section 3.4).
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intense such a “local" spillover is with respect to the total effect (i.e., the partial derivative
of the conditional expectation of the dependent variable with respect to the individual
effect). We discuss this issue in detail below, but first it is important to notice that this
is generally not possible because 3.2.1 is observationally equivalent to a model that only
includes individual effects (Beer and Riedl, 2012).

In this paper we follow Miranda et al. (2017b) in using a correlated random effects
specification to identify the local spatial contagion in the individual effects. This means

making use of the following correlation functions (Mundlak, 1978):

Hn, = lnCO + ynﬂ-uo + Unu

_ (3.2.2)
On = Xnﬂ-ao + Una,
where X, = (7’1,,7;,,...,7;.)’ are composed of the period-means of the regressors,
T
— 1
X, = 7 int, Ty and e, are K x 1 (“true”) parameter vectors, [, is the unit vector of
t=1

dimension n x 1, and ¢y is the constant term to be estimated. The error terms, v,, and vpq,
are assumed to be random vectors of dimension n, with vy, ~ (0,07, I,) and vne ~ (0,07 1),
uncorrelated with €,,. Notice, however, that v,, and v,, are not assumed to be independent,
the covariance, 0,,4,, being such that E(v,,0;,,) = 0uael, with E denoting the mathematical
expectation. Notice also that although we assume that the correlation functions are linear
and have the means of the regressors as their main component, this does not always need to be
the case. Non-linear functions, different moments and /or other variables may be employed to
construct the correlation functions (Chamberlain, 1984). For the sake of simplicity, however,

in this paper we restrict the analysis to the linear-means case.

Plugging equations 3.2.2 into model 3.2.1 we obtain
Ynt - lnc() + pOYn,t—l + )\OWnYnt + meﬁlo + Wantﬁ% + ynﬂ-,uo + Wnynﬂ'ao + Tint (323>

where 7, = U, + WiUna + €t = Vi, + €t (see also Kapoor et al., 2007). Notice that the
variance-covariance matrix of this error term is given by E [n1,,] = E [V, V.| 4+ 02 I,,, where
EWV V] = oLy + 0pag(Wa + W,) 4 05 W, W), is the variance-covariance matrix of the
composed error term of the individual effects and their spatial spillovers, V,,. Thus, if we

1
define Xy = — (07, In + Opag (W + W) + 02 W, W}, then the variance-covariance matrix
o2
of the error term can be rewritten as E [n1,,] = 02, (S0 + I,).

It is also worth noting the alternative specifications that are nested in our error term
structure. The most obvious, perhaps, is the standard “random effects" (without spatial
contagion), which is derived from our model by imposing the constraints m,, = m,, = 0,
os, = 0 and o2y # 0 (see e.g. Mundlak 1978 and Chamberlain 1982). Notice, however,
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that we may alternatively consider a “random effects" specification with spatial contagion
by imposing the constraints m,, = m, = 0, aio # 0 and oio # 0 and 0,4, # 0 and, as
a particular case, a “random effects" specification with proportional spatial contagion by
imposing the constraints 7,, = m,, = 0, aio # 0, aio = aQUiO and 0,4, = aaio (or simply
Ty = Ta, = 0 and o, = ap,), with a # 0 constant. These, in turn, can be seen as a
simplified version of the error structure proposed by Kapoor et al. (2007). Interestingly,
however, our model also covers “fixed effects" versions of the previously discussed structures
(“fixed" in the sense of being correlated with — some of — the regressors). That is, by imposing
alternative constraints we may derive: i) a “fixed effects" error term (m,, # 0, 7o, = 0,

2 2 : :
04, = 0 and o, # 0) analogous to that discussed by Mundlak (1978) and Chamberlain

@Q

(1982), X, 7, + Uny; %) a “fixed effects" error term with spatial contagion (m,, # 0, 74, # 0,

aio # 0 and 030 # 0) and, if we impose that 020 = 0, a fixed effect error term analogous to

that discussed by Debarsy (2012), Ynﬂ'uo —I—Wnynﬂao—l—vw, in which we cannot guarantee the

existence of spatial contagion in the individual effects’; and iii) a “fixed effects" error term
2 2 2

. . . . . 2 2 _ _
with proportional spatial contagion (74, = am,, # 0, 0,07 0,05, =a°0, and 0,4, = ao,,

with a # 0 constant; or, simply, m,, # 0 and a,, = af,,).

3.2.1 Marginal effects: spatial spillovers and diffusion effects

Thus, providing that an estimate of i, and «, is available, our model specification allows us
to consider the existence of both “local" and “global" (through \g) spatial contagion in the
individual effects (Anselin, 2003). However, because of the presence of the dynamic term
Y, —1 in the model, we may also consider the existence of “diffusion effects" in the partial
derivative of the (conditional expectation of the) dependent variable with respect to the
individual effects (Debarsy et al., 2012). To see this, let us rewrite the model in 3.2.1 as (by

repeated substitution):

t—1

Ynt = pgsl;tyn70 + Z p856(8+1) [Xn,tfsﬂlo + Wan,tfsﬁQO + Hn + Wnan + gn,tfs]
s=0

"Except if we impose, as we do, that the direct effect of the individual effects of a unit (see below) only
depends on the characteristics of that unit and not on those of the other units.
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where Sy = I, — A\gW,, = Sp(Ao).° In full matrix form:
Y = G()Yn,g + C()Xﬁlo + COWX/BQO + C()(ZT (29 In)ﬂn =+ CUW(lT X In)an + Co€ (324)

Y77,/27 e ,YTZT)/, X. (X’I/’L17 N 7X’:7/T),7 g = (6;11, e ,g;tT),, W — IT ® an

GO = (pO(SO ) 7pO(SO 2)/7 ce ’/30T<SJT)/) and

with Y = (Y,

nl

Syt 0 0

poSy St 0

Co=| pSy® oSy 0!
T

Lastly, let e; be the j-th column of I ® I, with j = 1,...,n. The marginal effects of the

individual-specific effects are:

6

where the diagonal elements of this matrix represent the direct marginal effects of unit j and
the off-diagonal elements of this matrix represent the spillovers or indirect marginal effects
of unit j (LeSage and Pace, 2009). Notice, however, that the dynamics of the model make
direct and indirect effects stretch over time. That is, although the individual-specific effects
are time-invariant, its marginal effects vary over time (to the extent that py # 0). Yet we
cannot interpret these variations as the result of “temporary" or “permanent" changes in
the individual effects over time (which is the standard interpretation for regressors; see e.g.
Debarsy et al. 2012). Bearing this in mind, the impact on the dependent variable in period
=1,..,Tis

8
J

This expression can be interpreted as the “global" marginal effect (in period t), to the

extent that it involves all the spatial units and not only at those considered to be neighbours

5We denote matrices and vectors depending on parameters of the model with the name of the matrix and
vector, respectively, followed by the parameter(s) in brackets. For example, S(A) = S, (). In particular,
in the case of the “true" parameters we simply add the subindex zero to the name of the matrix. Thus,
So = Sn(Ao). Notice also that we use bold letters to denote n x T" matrices (and similarly for nT x 1 vectors),
i.e., matrices resulting from stacking n—dimensional matrices. For example, Y = (Y,;,Y,.5, ... 7Y,£T)/ and
X = (X',,....,X' ), but also S(\) = I,y — A(Ip @ W,,) and Sg = Iy ® Sp.
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by W, (Anselin, 2003). However, if we rewrite 3.2.6 as

(32 (Y| X) = Zp (Lnptj + Whay)) "’ZATWTZP(S) 125 (Lnp + Whoy),
j

we notice that the first term in this expression only involves the neighbouring units (as

defined by W,,). Thus, we may interpret Z po (Lnpj +Wyay) as the “local" marginal effect

s=1
(Anselin, 2003). In fact, this is the marginal effect when Ay = 0, since in that case W, Y, is

missing from the model and there is no “global" spatial contagion.

t

In particular, the row ¢ and column m elements of Zp 'Sy *(Inpj + Wyhaj) and
s=1

Z Py (Inp; + Wya;) can be interpreted as the global and local impact, respectively, on

the outcome of unit ¢ of unit m having the unobserved characteristics of unit j. Following
Miranda et al. (2017b), however, we find that is of greater interest to report the impact of
unit m having its own unobserved characteristics (i.e., the unobserved characteristics of unit

m) on the outcome of unit i. This means using the matrices
¢
Z P 1Sy [diag (i) + Wadiag(ay,)] (3.2.7)

Z ps t [diag(i,) + Wadiag(a,)] (3.2.8)

to compute the global and local marginal effects of interest, respectively. That is, the global

and local marginal effects for each unit of all the other units having their own characteristics.

Thus, the main diagonal elements of these matrices provide, respectively, the direct global
and local marginal effects (to reiterate, the impact on each unit of its own characteristics),
whereas the off-diagonal elements of these matrices provide, respectively, the indirect global
and local marginal effects (for a given time period t). We also obtain the spill-in and spill-out
effects of the individual effects by respectively row- and column-summing the off-diagonal
elements of these matrices (LeSage and Chih, 2016). In this vein the spill-in effect provides
the global and local impact on the outcome of unit ¢ of all the units neighbouring ¢ having
their unobserved characteristics, whereas the spill-out effect provides the global and local

impact on the outcome of the units neighbouring ¢ of the individual effect of unit .
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3.3 QML estimation: likelihood function and asymptotic

properties

In this section we derive the quasi likelihood function of the spatial Durbin dynamic panel
model with correlated random effects. We also study the consistency and asymptotic
normality of the associated QML estimator. All results are obtained assuming that Y,
is exogenous. The endogenous case, which is more involved (see e.g. Su and Yang, 2015), is

left for future research.”

3.3.1 The QML estimator

Following the notation introduced in 3.2.4, let us now define Y_; = (Y, Y, ..., r’L(Tfl))/,
X=Ilr®X, X= ( Lor } Y, } X } WXiXiWX ), and n = (n.,...,7.7). We can
then rewrite the model in 3.2.3, evaluated at any parameter value and to include all nT’

observations, as

SY =X0+n (3.3.1)

with 0 = (c, p, ﬁi,ﬂ;,ﬂ':“ﬂ';)/. Further, let ¢ = (9',0?,5')/, § = (o', )N, o = (01,09,03),
n(\,0) = S(\)Y — X6 and 62Q(0) = 02 (J; @ X(0) + Iy ® 1)), with (o) = 011, + 0o (W, +
W)+ o3W,,W!. Then, the quasi-loglikelihood function of the model in 3.3.1 can be written

as

L) = In[S(V)| - % In(27) — % In(02) — % In |92(0)] — %n’u, 00 (0)n(,0). (3.3.2)

£

where |-| denotes the determinant of a matrix. Notice that, given d, the values of # and o2

that maximize 3.3.2 are given by:

(3.3.3)

"In any case, it is interesting to note that Monte Carlo evidence reported by Su and Yang (2015, p.
202-203) shows that, in the random effects case, estimating a model assuming that Yo is exogenous when
it is actually not yields “estimates [that] are in general quite close to the true estimates except [when p is]
large and positive" whereas, in the fixed effects model, “a wrong treatment on the initial values may lead to
misleading results though to a much lesser degree as compared with the case of random effects model".
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where 7(0) = S(A\)Y —XA(8). Thus, substituting 3.3.3 into 3.3.2 we obtain the concentrated

quasi-loglikelihood function of 4:

£o(8) = |S(V)| — % (In(27) + 1) — % n (22(5)) — 5 WI2)| (334

Maximising 3.3.4 yields the QML estimator of §, & = (6", \)’, whereas the QMLE estimators
of 6 and o2 are given by § = 0(5) and 62(6) = 62, respectively. Further, the QML estimator

~ ~ ~ !/
2) is given by (62, 6pa, 62) = 62 (61,62, 63) = 625 Therefore, 1) = (9’ 52 5’) .

2
of (oﬂ,am,aa : 02,

3.3.2 Asymptotic Properties

To derive the asymptotic properties of the QML estimator of the model, we must first ensure
that ¢ = (0’ o? 6)/ is identifiable. Notice, however, that given 3.3.3 it suffices to ensure that

y Ve

d = (o', \) is identifiable. To this end, let us define £:(d) = IglaQXE [L£()]. It can be proved
that the arguments that maximize E [L£(v))] given ¢ are: -

6(6) = [E(X’Q_l(a)i)} E [X’Q—l(U)S(A)Y (3.3.5)

B [ (5) (0)i(0)] (3.3.6)

with 7(6) = n(A(5), ). Consequently:
£(0) = In|SOV)| — % (In(27) + 1) — %m (62(6)) — %m Q) (3.3.7)

Notice also that, by using Lemma 3.3, 8(5y) = 6y and 2(5,) = o .

Let us now denote by A = A, x A, the (compact) parameter space of §, with A, and
A\ being the (compact) parameter spaces of o and A, respectively.® Further, let us redefine

5= max L.(5). We then require the following assumptions to prove that the QML estimator
€

of the model, 1Z = (é\’ .02, 25\/)’ , is consistent and asymptotically normally distributed:

Assumption 3.1. The available observations are (yi,xy), it =1,....,n andt =1,...,T, with
T > 2 fired and n — o0o. Also, all the elements of x;; are independent across i, and have

4 + eg moments for some ey > 0.

Assumption 3.2. The elements of the disturbance vector e; are i.i.d. for all i and t, with

E(ey) =0, Var (e4) = ‘730 and E|€it|4+50 < oo for some ey > 0. Similarly, (v,,via) are

8Notice that we do not require specific assumptions about the parametric space of py. In particular, since
we concentrate on the case of T finite and Yo exogenous, we do not need to assume that |pg| < 1 to derive
the results obtained in the paper (see Su and Yang, 2015, p. 236).
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id.d. with E(viy,) = E(via) = 0, Var (vy,) = aio, Var (viq) = 030, Cov (Viy, Via) = Opay
and have 4+ €y finite moments for some €y > 0. Moreover, €; and (v;y, Vo) are 1) mutually
independent, and i) independent of x4 for all i,j,s = 1...n and r,t = 1...T. Lastly,

oo = (010, 020,030)" 18 in the interior of A,.

—1
n

Assumption 3.3. The elements of W,,, Wy, are at most of order h,,~, uniformly in all i

and j with h,/n — 0 as n — oco.

Assumption 3.4. Matriz S (X\) is nonsingular for all X € Ay, with Ay being in the interior
Of A)\.

Assumption 3.5. The sequence of matrices W,, and S~ (\) are uniformly bounded in both
row and column sums and uniformly in X\ in the compact parameter space Ay.°

1
Assumption 3.6. lim — {In |02,S7°Q| — In [62(6)S(A\)*Q(0)|} # 0 for any § # .

n—oo N1’

1 ~ -
Also, —TX’X 1s positive definite almost surely for n sufficiently large.
n

2
Assumption 3.7. Let H, () = 85&¢/£<w) be the hessian of the likelihood function
and G, (v) = %E(zﬂ)ailﬁ(w) be the product of the score wvector. Both H =

.1 .1 : . :
A}l_r)lclxj WE [H,, ()] and G = nh_)rgo ﬁE (G, (o)) exist. Also, G and —H are positive definite
matrices.

Assumption 3.8. Matriz €} U is uniformly bounded in both row and column sums.

These assumptions are commonly used in the (spatial) panel data literature. In
particular, Assumption 3.1 is standard for (dynamic) linear panel data models with large n
and small T where Y,y is exogenous. The first part of Assumption 3.2 is also rather standard
in random-effects panel data models. What is not that common is the part that refers to
the bivariate random vector (v;,, Vi), which is justified by the existence of spatial spillovers

in the individual effects of our model.

As for the next three assumptions, they are widely used in spatial econometrics models.
In particular, Assumption 3.3 is a necessary condition for Assumptions 3.6 and 3.7 that can
be found in e.g. Lee (2004) and Su and Yang (2015). It is always satisfied if {h,,} is a bounded
sequence and essentially allows the weight matrices to be rather “general", “cover|ing| spatial

weights matrices where elements are not restricted to be nonnegative and those that might

9We say that a k x m matrix A (or a sequence of matrices A,,) is bounded in both row and column sums
k m

if there exists a constant ¢ < oo such that maxz Aij < cand maxz Aij <ec.
3

1 =1
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not be row-normalized" (Lee, 2004, p. 1903). Assumptions 3.4 and 3.5 can be found
in e.g. Lee (2004) and parallel Assumptions 3 and 5 of Yu et al. (2008). In particular,
Assumption 3.5 was first employed by Kelejian and Prucha (1998, 2001). While Assumption
3.4 guarantees that Y can be expressed exclusively in terms of the exogenous variables,

Assumption 3.5 essentially limits the spatial correlation. Notice also that Assumption 3.4
1 1
holds if A\g € < , ), where wy;, denotes the smallest and wy,., denotes the largest
Wmin Wmax
characteristic root of the spatial weight matrix W, (wWmin < 0, Wmax > 0).

The last three assumptions have also been previously used to derive the asymptotic
properties of a QML estimator in spatial econometrics models for cross-section and panel
data (Lee, 2004; Su and Yang, 2015). Firstly, Assumption 3.6 basically provides conditions
for the global identification of the estimator. More precisely, the first part is the identification
uniqueness condition (White, 1994), while the second part guarantees that the regressors are
not asymptotically multicollinear. In particular, in the second part of the assumption we
can alternatively assume that ﬁE (X'X) is positive definite for sufficiently large n. This
is a softer condition that only requires some additional proof to be applied. Secondly,
Assumption 3.7 guarantees the existence and positive definiteness of the Hessian and the
variance covariance matrix of the score vector. It thus plays a basic role in the asymptotic
normality results. Thirdly, Assumption 3.8 is necessary for the Central Limit Theorem we
use to derive the asymptotic normality of the estimator (Kelejian and Prucha, 2001). In
particular, it can be shown that this assumption also holds if (1,, + TS (o))" is uniformly

bounded in both row and column sums.

Theorem 3.1. Under assumptions 3.1 to 3.6, g is globally identified and 1//1\ 1S a consistent
estimator of Vg with {D\imbo.

Theorem 3.2. Under assumptions 3.1 to 3.8, vVnT <1Z— w()) N (O, H‘lgH—l).

Remark 3.1. Lee (2004), Yu et al. (2008) and Su and Yang (2015) use analog theorems to
prove the consistency and asymptotic normality of their QML estimator in cross-section (Lee,
2004) and panel data (Yu et al., 2008; Su and Yang, 2015) models. In particular, Theorems
3.1 and 3.2 are similar to Theorems 3.1 and 3.2 of Lee (2004), Theorems 4 and 5 of Yu et al.
(2008), and Theorems 4.1 and 4.2 of Su and Yang (2015), respectively. Because of the panel
structure, our results are obviously closer to those of Yu et al. (2008), who analyse a spatial
dynamic panel data model with fized effects and no spatial contagion in the error term (and
large T' and n), and those of Su and Yang (2015), who analyse a dynamic panel data with
spatially autocorrelated errors and both fized and random effects (with small T and large n,
as we do). This means that, on the one hand, our set of regressors is similar to that of
Yu et al. (2008), except that we do not have the spatial lag of the lagged dependent variable
and they do not have the spatially weighted exogenous variables (Su and Yang (2015) do not
consider either spatially weighted regressors or the spatial lag of the — lagged — dependent
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variable). But, on the other hand, our error structure does have local spatial contagion, as
Su and Yang’s does (2015), although ours is in the individual-specific effects and theirs is in
the idiosyncratic term (which in turn results in a variance-covariance matriz different from
the ones assumed by these papers). Thus, our model specification is different, and so is the
variance-covariance matrix, but the approach and the proof of our theorems largely follows
their work (see Appendices 3.6 and 3.7 for details). In particular, the fact that our model
specification includes the spatial lag of the endogenous variable makes the proof more involved
than that of Su and Yang (2015). On the other hand, the scope of our proof is limited by the

fact that we do not cover cases where Y,q is endogenous, as they do.

3.4 Empirical application

In this section we provide empirical evidence on a growth-initial level equation (see e.g. Islam
1995 and Elhorst et al. 2010) using the correlated random effects specification of the spatial
Durbin dynamic panel model presented in this paper. The principal aim of this empirical
exercise is to show that i) we can (largely) replicate the results obtained by Lee and Yu
(2016) using a standard spatial dynamic Durbin model (our benchmark); and 4i) our model
specification not only provides an estimate of the individual-specific effects but also of their

spatial spillovers.

To this end, we use the data and (basic) model specification of Lee and Yu (2016). The
dataset covers 28 OECD countries (see Ho et al. 2013 for details) over the period 1970 to
2005 (in time intervals of 5 years). The dependent variable, Y,,, is the real GDP per capita
(units of labour). As for the explanatory variables, N,; + 0.05 is the sum of the annual
average working-age population growth over the last 5 years (N,;) and an approximation to
the sum of the exogenous technical progress rate and the capital depreciation rate (see e.g.
Ertur and Koch 2007 for details); S, is the average investment share in GDP; and Y,,;—; is
the real GDP per capita lagged 5 years.

[Insert Table 3.1 about here|

The first column in Table 3.1 reports the results obtained by Lee and Yu (2016) using
a weighting matrix W,, defined by the geographical distance between the capital of the
countries. Notice that W, is a row-normalized matrix with zeros in the diagonal. The second

column provides the estimates of our model.!? The parameter p measures the effect of the

Estimates were obtained using the optimizing routines of R and the log-likelihood function in 3.3.2.
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time-lagged real GDP (Y,,;_1) on the dependent variable, whereas A measures the intensity
of its contemporaneous spatial interactions (W, Y,;). Also, the S-parameters measure the
effect of the exogenous regressors (5, is the coefficient associated with N,; + 0.05 and 5,
is the coefficient associated with S,;), whereas the ~-parameters measure the intensity of
the spatial contagion between the OECD countries arising from these exogenous regressors
(71 and 7, are the counterparts of 51 and [35). Lastly, the m-parameters are the coefficients
associated with the variables included in the correlation functions. In particular, the -
parameters correspond to those employed for the individual effects (7, is the coeflicient of
the mean of N,; + 0.05 and ,, is that of the mean of S,;) and the m,-parameters to those
employed for their spatial spillovers (m,, is the coefficient of the spatially weighted mean of

N, +0.05 and 7, is that of the spatially weighted mean of S,;).

The first thing to notice is that our results largely concur with those of Lee and Yu
(2016). This means that in both cases the coefficients of the working-age population growth
rate (1) are negative and statistically significant at standard confidence levels, while the
coefficients of the savings rate (fs) are positive and statistically significant. Notice also that
while the parameter associated with the time lagged real GDP is positive and statistically
significant, the intensity of the contemporaneous spatial interactions of Y,,; is not statistically
significant. This stands in contrast to the findings of Ertur and Koch (2007) and Elhorst
et al. (2010).

It is also worth noting that only the coefficients associated with N,,; + 0.05 are — weakly
— statistically significant in the correlations functions (the p—value of 7, is 0.14, slightly
above the standard 0.10).'* This contrasts with the clear statistical significance of 7, (and
the joint test for the m, parameters), which supports the existence of spatial spillovers in
the individual effects. However, the estimated variances indicate that the individual effects
and their spatial counterparts do not have a significant random component. All in all, these
results seem to be consistent with an error term specification analogous to the one proposed
by Debarsy (2012).

Thus, if we interpret the estimated individual effects as a proxy for the unobserved
productivity of the countries (see Islam 1995), our results suggest that the growth of some
countries may be — weakly — related not only to their unobserved productivity, but also to

the impact that the unobserved productivity of other countries have on their economies.?

HWe also computed Wald tests for the joint significance of the coefficients in each correlation function.
Results show that while the variables included in 7, are not jointly significant (the p-value was 0.21), the
variables included in 7, rejected the null hypothesis (the p-value was 0.01).

12Notice that, given the lack of statistical significance of o4, our results may also be consistent with the
hypothesis (see Debarsy, 2012) that the growth of one country is linked to its unobserved productivity and
this, in turn, is related to the (mean) characteristics of the other countries (but not to their unobserved
productivities).
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More generally, our results point to the importance of unobserved country-specific intrinsic

features (economic, social, historical, etc.) in growth.

In order to further explore this idea and following the discussion in Section 3.2, we
computed the direct and indirect global and local effects. However, since the A coefficient is
not statistically significant, the global and local effects coincide: the global effects are only
of a local nature (Anselin, 2003). Thus, we interpret our results as local effects and, since
the weight matrix is defined in terms of geographical distances, closer neighbours will have
greater weight than distant neighbours in the indirect effects. In particular, we report the
local direct effects for each period in Table 3.2 and the “spill-in" and “spill-out" effects of the

estimated individual effects for each period in Tables 3.3 and 3.4, respectively.

The first column in Table 3.2 is the direct local effect in period one, which can be
interpreted as the impact on the dependent variable (the log of real GDP per capita) of
the estimated individual effects. In other words, these figures provide, for each country, an
estimate of the difference in the log of real GDP per capita of having or not the unobserved
heterogeneity term (i.e., having a zero value individual effect). As a caveat, notice that,
given the weak statistical significance of the m,-parameters, these direct effects may not be

statistically different than zero.

With this in mind, results indicate the existence of three groups of countries in our sample:
those with a large individual effect, with values above the third quartile (Canada, Chile,
Israel, Mexico, Netherlands, New Zealand, Turkey and the US); those with a small individual
effect, with values below the first quartile (Austria, Belgium, Denmark, Finland, Greece,
Italy, Japan, Korea, Norway, Portugal and Switzerland); and those with an intermediate
individual effect (Australia, France, Iceland, Ireland, Spain, Sweden and the UK). It is also
interesting to note that, for most countries, our ranking does not substantially differ from
that of Islam (1995). However, in order to make meaningful comparisons, in the last two
columns of Table 3.2 we report his estimated individual effects (obtained from a model
without spatial interactions and for a sample of 192 countries over the period 1965 to 1985)
and our equivalent estimate, i + W,&. We can see then that fifteen out of the 25 countries
commonly analysed barely changed their ranking (Austria, Chile, Denmark, France, Greece,
Israel, Italy, Netherlands, New Zealand, Norway, Portugal, Spain, Sweden, Switzerland and
the UK) and that, in fact, the most important differences arise from seven countries that
dramatically changed their position in the rankings (Japan and Belgium, from the top of his
ranking to the bottom of ours, and Finland, Ireland, Korea, Mexico and Turkey, the other

way round).

As for spill-in effects reported in Table 3.3, for each 5-year period the columns report

the (local) impact on the log of real GDP per capita of each country associated with the
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unobserved characteristics of the other countries. The most affected countries (above the
third quartile) are Austria, Finland, France, Ireland, Italy, Korea, Netherlands, Norway,
Sweden and Switzerland, whereas the least affected countries (below the first quartile) are
Australia, Canada, Chile, Iceland, Israel, Japan, Mexico, New Zealand, and the US. Notice
that most of the countries with a small/large individual effect are among the most/least
affected by their neighbours (in terms of geographical distance). Also, as expected figures in
the other columns of the table show that, to a large extent, these groups remain stable over

time.

Lastly, the columns in Table 3.4 contain, for each 5-year period, the estimated (local)
impact on the log of real GDP per capita of the neighbouring countries associated with
the unobserved characteristics of each country. However, rather than reporting the spill-out

t
effect as described in Section 3.2, we simply report the estimated Z p°Lay,, which provides

s=1
essentially the same picture.'® Results show that the countries that impact least on their

neighbours are Canada, Chile, Iceland, Israel, Korea, Mexico and New Zealand, whereas the
countries that impact most on their neighbours are Austria, Belgium, Denmark, Finland,
France, Italy, Japan, Sweden, Switzerland and the UK. Notice that countries that impact
least /most on other countries tend to be those that are less/more affected by the spillovers
from their neighbours (and generally have a larger /smaller individual effect). That is, there
is a negative correlation between the estimated individual effects and the estimated spill-in
(on average, —0.4) and spill-out (on average, —0.7) effects. Notice also that, as expected,

these results largely hold for the seven periods considered.

3.5 Conclusions

In this paper we consider a correlated random effects specification of the spatial Durbin
dynamic panel model. We derive the likelihood function of the model and prove the
consistency and asymptotic normality of the QML estimator under rather standard
assumptions in the spatial econometrics literature. A major difference with respect to
previous studies is that our model specification includes individual effects and their spatial

spillovers.

Obtaining an estimate of the individual-specific effects (net of the spatially weighted

¢
13In particular, following Miranda et al. (2017b, p. 4) we may interpret Zps_lan “as the “potential"

s=1
of the spatial spillovers of the individual effects" in each period (i.e., “a measure of the “potentiality of the
spatial contagion" associated with the individual effect of [each] unit" in each period).
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effects) can be critical in certain applications, such as growth models in which a measure
of the unobserved productivity of the geographical units under study can be obtained from
the estimated individual effects and hence the existence of spatial spillovers in (unobserved)
productivity can be analysed. We illustrate this point by estimating a growth-initial level
equation using OECD data and providing evidence of spatial contagion in the individual

effects.

Our results point to the importance of unobserved country-specific characteristics and
their spatial spillovers in growth. In particular, we find that countries with a small/large
estimated individual effect tend to be among the most/least affected by the impact of the
estimated individual effects of their neighbours and among those whose individual effects
impact most/least on the other countries (in terms of geographical distance). This means
that, if we interpret the individual effect as a proxy for the unobserved productivity, more/less
productive economies are less/more interrelated with the other economies. According to our
estimates, examples of countries that fit into the first pattern include Chile, Israel, Mexico
and New Zealand, whereas examples of countries that fit into the second pattern include

Austria, Finland, Italy and Switzerland.
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Table 3.1: QML estimates

Variable Parameters Lee and Yu (2016) Our model
WYy, A —0.040 —0.011
(0.045) (0.020)
Y p 0.889"* 0.919"
(0.046) (0.049)
Ny +0.05 b1 —0.198"** —0.200"*
(0.04) (0.042)
S, By 0.143" 0.141°*
(0.047) (0.048)
W (N; +0.05) T 0.102* 0.108™
(0.047) (0.048)
WS, Y2 0.003 —0.001
(0.057) (0.057)
N, +0.05 Ty 0.115
(0.079)
(5) T ~0.061
(0.057)
W (N; +0.05) ey —0.284™*
(0.091)
WS, Ty —0.004
(0.065)
Variance Components
o, o2 Opa o2
0.0001 0.0000 0.0001 0.004™
(0.0002) (0.0002) (0.0002) (0.0005)

Note: *p-value<0.1; **p-value<0.05; ***p-value<0.01. We denote the
time-mean of a variable with an upper bar.
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Table 3.2: Local Direct Effects

t=1 t=2 t=3 t=4 t=5 t=6 t=7 Islam (1995) [+ W,a
Australia 040 -0.77 -1.11 -142 -1.70 -1.97 -2.21 1.69 0.35
Austria 042 -0.81 -1.16 -149 -1.79 -2.07 -2.32 1.72 0.38
Belgium 042 -0.82 -1.17 -150 -1.81 -2.09 -2.34 1.75 0.35
Canada 039 -0.74 -1.07 -1.37 -1.64 -1.90 -2.13 1.81 0.37
Chile 038 -0.73 -1.05 -1.35 -1.62 -1.87 -2.10 1.49 0.34
Denmark 042 -0.80 -1.15 -148 -1.77 -2.05 -2.30 1.74 0.38
Finland 043 -0.82 -1.19 -152 -1.83 -2.11 -2.37 1.66 0.39
France 041 -0.79 -1.14 -146 -1.75 -2.02 -2.27 1.75 0.39
Greece 042 -0.80 -1.16 -1.48 -1.78 -2.06 -2.31 1.60 0.35
Iceland 041 -0.78 -1.13 -145 -1.74 -201 -2.26 - 0.36
Ireland 041 -0.78 -1.12 -1.44 -1.73 -1.99 -2.24 1.60 0.40
Israel 039 -0.76 -1.09 -1.40 -1.68 -1.94 -2.18 1.70 0.37
Ttaly 043 -0.82 -1.18 -152 -1.82 -210 -2.36 1.69 0.37
Japan 044 -0.84 -1.22 -156 -1.87 -2.16 -2.43 1.75 0.29
Korea 042 -0.80 -1.16 -1.48 -1.78 -2.05 -2.31 1.60 0.39
Mexico 038 -0.73 -1.05 -1.35 -1.62 -1.87 -2.10 1.65 0.38
Netherlands 039 -0.75 -1.08 -1.39 -1.67 -1.92 -2.16 1.73 0.41
New Zealand 039 -0.75 -1.08 -1.38 -1.66 -1.91 -2.15 1.69 0.37
Norway 042 -0.81 -1.16 -149 -1.79 -2.06 -2.32 1.77 0.39
Portugal 042 -0.81 -1.17 -150 -1.81 -2.09 -2.34 1.58 0.35
Spain 041 -0.79 -1.14 -146 -1.76 -2.03 -2.28 1.75 0.38
Sweden 041 -0.79 -1.14 -146 -1.75 -2.02 -2.27 1.73 0.39
Switzerland 043 -0.82 -1.18 -1.52 -1.82 -2.10 -2.36 1.70 0.37
Turkey 038 -0.73 -1.05 -1.35 -1.62 -1.87 -2.10 1.53 0.39
United Kingdom -0.40 -0.77 -1.11 -1.42 -1.70 -1.96 -2.21 1.73 0.39
United States ~ -0.39 -0.75 -1.09 -1.39 -1.67 -1.93 -2.17 1.80 0.36

The last two columns provide the estimated individual effects reported by Islam (1995)

and our equivalent estimate, 1 + W, a.
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Table 3.3: Spill-in Effects

t=1 t=2 t=3 t=4 t=5 t=6 t=7

Australia 075 145 209 267 321 3.71 4.16
Austria 080 153 221 283 340 393 441
Belgium 0.78 150 215 276 3.32 3.83 4.30
Canada 0.76 146 210 2.69 324 3.74 4.19
Chile 0.72 138 199 255 3.06 354 3.97
Denmark 0.79 152 219 281 337 389 4.37
Finland 082 157 226 289 347 4.01 4.50
France 080 154 222 284 341 394 4.42
Greece 077 147 212 272 326 3.77 4.23
Iceland 076 147 211 271 326 3.76 4.22
Ireland 0.81 155 224 287 345 398 447
Israel 076 146 211 270 325 3.7 4.21
Italy 0.80 153 220 282 339 391 440
Japan 073 140 201 258 3.10 3.58 4.02
Korea 081 155 223 285 343 396 4.44
Mexico 076 146 210 269 324 3.74 4.19
Netherlands 080 154 222 285 343 395 444
New Zealand 076 145 209 268 322 372 417
Norway 081 156 225 289 347 4.00 4.50
Portugal 0.78 149 215 275 330 3.81 4.28
Spain 0.79 152 219 280 3.36 3.88 4.36
Sweden 080 154 222 284 341 3.94 4.42
Switzerland 0.80 153 221 283 340 3.92 440
Turkey 077 148 214 274 329 380 4.26

United Kingdom 0.79 1.51 218 279 336 3.87 4.35
United States 0.7 144 207 265 319 368 4.13
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Table 3.4: Spill-out Effects

t=1 t=2 t=3 t=4 t=5 t=6 t=7

Australia 076 145 209 268 322 3.72 4.17
Austria 0.80 153 221 283 340 392 441
Belgium 080 154 222 285 342 395 444
Canada 0.75 144 207 265 3.19 3.68 4.13
Chile 073 141 202 259 312 3.60 4.04
Denmark 081 156 224 288 346 3.99 448
Finland 082 157 225 289 347 4.01 4.50
France 0.80 153 221 283 340 392 441
Greece 079 152 219 280 3.37 3.89 4.37
Iceland 075 143 207 265 3.18 3.67 4.12
Ireland 076 146 211 270 324 3.75 4.21
Israel 0.72 138 198 254 3.05 352 3.95
Italy 082 157 226 290 349 402 4.52
Japan 081 155 223 285 343 396 444
Korea 0.73 140 201 258 3.10 3.58 4.02
Mexico 0.72 138 199 255 3.06 354 3.97
Netherlands 0.76 147 211 270 3.25 3.75 4.21
New Zealand 075 145 209 267 321 371 4.16
Norway 078 150 216 277 333 384 431
Portugal 0.79 152 218 280 3.36 3.88 4.36
Spain 078 149 215 275 330 3.81 4.28
Sweden 082 157 226 289 348 4.01 4.51
Switzerland 080 153 220 282 339 391 4.39
Turkey 076 146 211 270 324 3.74 4.20

United Kingdom 0.81 1.56 2.25 288 346 3.99 448
United States 076 146 210 269 324 374 419
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3.6 Appendix A: Lemmas

In this section we make extensive use of the following notation: ¢r(A) denotes the trace
of matrix A, Tax(A) the largest eigenvalue of matrix A, T, (A) the smallest eigenvalue of
matrix A, and [|A]|,, the m—norm of matrix A with m = 1,2, 00 and F' (m = F being the
Frobenius norm). Further, we use the term u.b.r.c.s. to refer to a matrix or sequence of

matrices “uniformly bounded in both row and column sums".

We also make use of the following representation of the model in 3.2.3 and 3.2.4 (obtained

by repeated substitution):

t—1
Ynt = pf)SO_tYn,O + Z P{)S(;(JH) (Xn,tfj¢0 + Unu + anna + En,tfj)
7=0

Where (,b(] = (COMBiO?ﬁéOa W;()vﬂ-;[))/u Xnt = ( ln i th i Want i yn i Wnyn ) iS an n x (4K+

1) matrix, and the other elements are defined in Section 3.2. In full matrix notation:
Y = G()Yn’() + C()ngo + L() (Un,u, + anna) + Co€ (361)

Lastly, some of the lemmas make use of the following property:

Property 3.1. Let D () be an r x r symmetric matriz, with ¢ € A being a p x 1 vector
of parameters and A a compact parametric space. Then, there exists a matriz Ax(o,7) such

that

i

i) Do) — D (o) = (o — o) Ak(0,@) for all 0,7 € A

k=1

it) SUp Tuax (D2(0)) < ¢; < 00
geEA

i41) SUp Tmax (Ax(0,0)AL(0,7)) <c, <oo fork=1,....p
0,0€A

Lemma 3.1. Let A be a real symmetric n X n matrix and B a random n x m matriz. Then,
Tiin (E (B'AB)) > Tinin (A) Tin (E (B'B))
Proof. By definition, 7, (E (B'AB)) = m}i{n {7 E(B'AB) z| 2’z = 1}. Let Z be such that
zeR™

Tmin (F (B'AB)) =Z'E (B'AB)Z. Let D4 be the diagonal matrix of eigenvalues of A. Since
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A is a real symmetric matrix, there exists @ such that A = QDQ’" and QQ' = I,,. Then,

Tmin (B (B'AB)) = E (Z B'QDAQ'Bz)
> Tmin(A)E (Z'B'QQ'BZ)
> Tinin(A) réljlzlrln {E (¥’B'Bz)| 'z =1}

> Tonin (A) T (E (B'B))

O

Lemma 3.2. Let A be a real positive semidefinite n X n matrix and B a real symmetric

n x n matriz. Then,

tr (AB) < Tiax (B) tr (A) .

Proof. Since B is a real symmetric matrix, it can be diagonalized. Let Pg be the orthogonal
matrix with the eigenvectors of B (PgPy = I,) and let Dp be the diagonal matrix of
eigenvalues of B such that B = PgDgPp. Then,

tr (AB) =tr (APBDBPE) =tr (P/BAPBDB) =1tr (CDB)
where C' is a symmetric positive semidefinite matrix (given that A is a positive semidefinite

matrix and y' PR APgy = ' Ax > 0). Using that tr (C) = tr (A) and given that ¢; > 0 for

i =1,...,n (because of the positive definitiveness of C),

tr (AB) =tr (CDB) = Z CiiTi ( < Tmax Z ‘sz‘ = Tmax ) (C) = Tmax (B> tr (A>

Lemma 3.3. Under assumptions 3.1 to 3.6, K [X’Qaln} =0.

Proof. We start by noting that, given that X = [ L7 | | Y 1 X WX X WX |, we only
need to prove that F [Y’_lﬁaln] = 0, since E [Z'Q n} =0 for Z = lnT,X,WX,X and
WX by the strict exogeneity of X. Notice also that, by using equation 3.6.1, we have that

Y,1 = GaYmo + CaX,ﬂﬁo =+ La(UnH + anna) + CEE, (362)

/
with Xy = (0,X0;, -+, X, 7 ,), Gy = (In,pUSgl’, L ,p(?*?SO*(T*”') Ly = Cy(lr ® 1)

and
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0 0
Syt 0

C, = poSy St 0 S 0

L A R

Thus,
Y, Q' =Y,GoQ'n + ¢'X,Cy ' ' +£/Cy ' ' + (vl + Ul V) Ly Q'

First, it is easy to show that E (Y;,,GyQy'n) =0=FE <¢/X'_105’len>. Second, notice
that we can write E (e'Calﬂal'n> = oltr (QSIC(;,) and, given that Ly = (I ® I,) Cy ',
Jr = lply and E [(v, + Wytna) (U + Watne)'] = 02,50,

B ((uh+ 0haW2) L' ) = o2t 2" (Jr © 5) G|

1
Also, following Magnus (1982), we can rewrite Q,' as Q' = (Ir®1,) — fJT ®
[In — (I + TEO)_I}, which means that

o2 tr (951C5’> +oltr [le (Jr ® o) Cg’] = o2 tr [Cg’] + o2 tr [AC(}’} =0

since
A= —% (Jr @ [In — (I + TSo)"']) + % (Jr © TS)
— <%JT ® [, — (I + Tzo)—l]> (Jr @ )
= I ® [~Iut (4 TS0) ™ (I + TE0)] = 0
and tr [Cy] = 0 because of the structure of Cg,. O

Lemma 3.4. Let A, B and C be real constant matrices of order (nxr), (r xr) and (r x n)

respectively, with A and C w.b.r.c.s. and B being a symmetric matriz with Tma(B?) < oo.
Then, for QQ = ABC':

i) tr (QQ") = O(min(r, n))

i) 1;QQ'l, = O (n), where l,, is a unit vector of dimension n X 1

iii) Z Q% = O(min(r,n)) and tr (QQ) = O(n).
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Proof. Firstly, by the Cauchy-Schwarz inequality and Lemma 3.2,

tr (QQ") =tr (ABCC'BA") = tr (BCC'BA’A)
< [tr (BCC'CC'B)]"? [tr (BAA'AA' B)]'?
< Tanax(B2) [tr (C'CC'C)]? [tr (A AA A)]?

Then, by using the second part of Lemma B.1 in Su and Yang (2015), we can show that
Tnax(B2) [tr (C'CC'O)'? [tr (A'AA' A))Y? = O(min(r, n)).

Secondly,

l;QQ/ln =t{r (l%ABC’C'BA'ln) =tr (BCC'BA/lnl;A)
< Tiax (BCC'B) tr (A1) A) < Thax (BCC'B) tr (I AA'l,) = O (n),

where the last equality holds because

n
o given that C' is ubrcs, [[C']; < ICFIIC1% < ¢ with max ) ey < e
(]
j=1
n

maXZ\ciﬂ < cand ¢ < oo, and ||B|j} = Tiax (B?); then, since |.||, is a sub-
Gt

multiplicative norm', 7. (BCC'B) = ||C"B|[5 < [|C'|5 | Bl < *Tmax (B?),

e given that A is u.b.r.c.s., max2|a”| < a, maXZ|aU| < a and a < oo; then,
Jj=1 1=1
I AA'L, < a®ll, < a’n.

Thirdly, ZQ?Z < ZZ!QUF: 1Q|I% < tr(Q'Q), which, because of result i),
i=1

i=1 j=1

is O(min(r,n)). Also using result i), tr(QQ) < tr(QQ)*tr(QQ")? = tr(QQ') =
O(min(r, n)). O
Lemma 3.5. Let a = (a1,...,a,) and b = (by,....b,) . Also, let {(a;,b;)};_, be an

i=1

i.i.d.  sequence of random wvector variables with E(a;) = FE(b;)) = 0 and finite second
moments. Lastly, let P be an n X n constant matriz and let Q = E(ab') = pwpl, such
that (a' Pb — tr(PQ)) = tr (Pba’ — PQ) Z Z P,;i(aib; — ;). Then,

=1 j=1

E [(a'Pb —tr(PQ))*| = (02, — 0207 — 112, Z >+ o2optr (PP') + o2tr (PP)

“This means that, for any two matrices A and B, ||AB||, < || A, | Bl
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where 02 = E(a3), of = E(b?), E(ab) = pay and E[(a;b; — pay)?] = 02,. Notice that,

if a and b are independent, E [(a’Pb—tr(PQ))Q} = o2oitr(PP'). Notice also that if

a =0, then E [(a’Pb — tr(PQ))z} oW — 204 ZP2 + oitr (PP + cWtr (PP) |, with

Proof. Notice that £ [(a Pb— tr(PQ)) } S NS By PuE [(ab; — Q) (arh — Q)
=1 j=1 k=1 [=1

Also, given the independence of (a;,b;) and (a;, b;) for i # j, E [(a;b; — ;) (arby — Q)] # 0

only fori=j=k=1[0,i=k#j=1land 1 =1+ j=k. Thus,

E | (a'Pb - tr(PQ)) ] Z i) +iiP2E

i=1 jti
+ZZP Py [(a;:b;)(a;b;)]
=1 j#i
- ( U Ob :uab Z l?tr PP)+/'Labtr(PP))

]

Lemma 3.6. Let a = (a1,...,a,)" and b = (b1,...,b,)", with {(a;,b;)};_, i.i.d. sequences
of random wvector variables with finite second moments. Let P, and ), be n X r constant
matrices u.b.r.c.s.. Lastly, let D(o) be an r X r constant symmetric matriz that satisfies

Property 3.1, with 0 € A being a p X 1 vector of parameters. Then,

sup | E (a/P, D™ (0)Qnb)| = O(n)

geA

Note that the Lemma still holds if a = b and P, = Q,.

Proof. By the Cauchy-Schwarz inequality and Lemma 3.2,

sup |E (' P,D""(0)Qub)| < sup E (tr (' P.D*(o )P?fba)l/2 tr (b,Q;L(U)an>1/2>

oEA o€EA
1/2
1/2 11\ 1/2
Elelg Tanasx ( a))] [E (tr (Plad'P,)""" tr (Q,b0'Q.) ﬂ
1/2
{Sup Tinax U))] Tt (PuPo) 7ol (@Q,Qu) [E (tr (ad)) E (7 (8))]'"?
ocEA

E (tr (ad)) E (tr (bb))]"*
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with C' < oo given that D' (o) satisfies Property 3.1, 7/2 (A'A) = ||A||2 < (JIAll; 4]l )2,

) max

and P, and @, are ub.r.c.s.. Also, E (tr (ad’)) = F Z < nFE(a;). Thus, given that a

and b have finite second moments, the lemma is proved O

Lemma 3.7. Let a = (a1,...,a,)" and b = (by,...,b,)", with {(a;,b;)};_, i.i.d. sequences
of random wvector variables with finite second moments. Let P, and ), be n X r constant
matrices uw.b.r.c.s.. Lastly, let D(o) be an r X r constant symmetric matriz that satisfies

Property 3.1, with 0 € A being a p X 1 vector of parameters. Then,

{d'P,D(0)Qub — E [’ P,D7 ' (0)Qnb] } =0 uniformly in o € A

max (n, 1)

Note that the Lemma still holds if a = 0.

Proof. Let us denote E(a;) = piq, E(b;) = p, E [(a; — pa)?] = 02, E[(bj — )] = o} for
all 7 and j. We start by proving that

— [11all, P, D (0)Qn (b — )] =0 uniformly in o € A
To prove the uniform convergence (see e.g. Theorem 21.9 of Davidson 1994), we prove that
I! P,D Y (0)Q, (b — ) is stochastically equicontinuous and, for a given o, satisfies a Law of
Large Numbers (LLN hereafter). First we prove the convergence for a given o. Given that
E[l,P,D " (0)Q, (b — )] =0, to derive a LLN it is enough to prove that

sVar [ P,D7(0)Qn (b— )] — 0

max (n,r

It is  straightforward to  prove that  Var [l,P,D™ ' (0)Qy (b— )] =
o3, P, D (0)@uQu D (o) Pl and, by Lemma 3.4, 1P, D' (0)QuQ, D~ (0) Pal,, = O(n)

so that
Var [LP.DN(0)Qn (b— 1)] < — 1 P.D" (0)Qu@. D" (o) Pol,
max (n, ) max (n,r)> "
SR
max (n, r)’

which proves the LLN. To prove the stochastic equicontinuity, note that, by Property 3.1,
the Cauchy-Schwarz inequality and Lemma 3.2,
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1 PD™ (0)Qu (b — ) — LP D @)Qu (b~ )] < |1 (D7 (0) = D7) Qu (b — pu)|

P
< Z|O"’ — Gxltr'? (I, P, Ar(0,5) A} (0, ) Phl,) tr/? (b — 1) QL Qu (b — 1))
k=1

p
<D |0k = Tl Tinax (A(0,0) Ay (0,)) tr'/2 (1 P Pol) 2 (b = 1) Q,Qn (b — 1))
k=1

p
< Y loe — Fulentr (PP 7 (0 — ) Q@ (b~ )
k=1
with ¢, < oo. Also, by Lemma 3.4, t¢r(l,P,P)l,) = O(n) and, by Lemma 3.6,
tr ((b— ) QQn (b— 1)) = Op(n), so we can apply Theorem 21.10 of Davidson (1994)
to prove the stochastic equicontinuity and Theorem 21.9 of Davidson (1994) to prove the

uniform convergence.

Next we prove the case E(a;) = E(b;) = 0. We first prove the convergence in probability
given o. To this end, notice that E {a'P,D~"(c)Q,b — E [a'P,D~"(0)Q,b] } = 0 and, from
Lemmas 3.4 and 3.5, F { (' P,D~H(0)Qub— E [a’PnD_l(J)anDZ} = O(n), so that

lim — {(a’PnD_l(a)an — E[dP,D"(0)Qub] )2} —0

n—oo max (n, 1)

which proves the convergence given o. To prove the stochastic equicontinuity, note that, by

Property 3.1, the Cauchy-Schwarz inequality and Lemma 3.2,

a'P, D™ (0)Qnb — a' P, D™ (3)Qnb| < |d'P, (D™ (0) — D7'(5)) Qub|

p
< ok — Tl |0 PaArk(0,7)Qub|
k=1

P
< ok — Tl tr'? (@ P A(0,7) Ay (0,7) Pha) tr'/? (V' Q) Qnb)
k=1
P
< ctr'? (a' By Pa) tr'? (VQ,Qub) Y oy — 5|

k=1

Also, by Lemma 3.6, E [tr (a'P,P.a)] = O(n) and E [tr (V'Q,Q,b)] = O(n). Then,

) |a'P,D™(0)Qub — a' P,D7'(7)Qub| = O,(1)

max (n,r

) |E (a/P,D™ (0)Qub) — E (' P,D™'(7)Qub)| = O(1)

max (n,r
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and we can apply Theorems 21.9 and 21.10 of Davidson (1994) to prove uniform convergence.
Further, the most general case E(a;) # 0 and E(b;) # 0 follows straightforward by noting
that

{d'P,D7(0)Qnb— E [d'P,D" ' (0)Qub] } = a*'P,D ™ (0)Q,b* — E [a”' P, D™ (0)Qnb"]
+a*'P,D ' (0)Q,E(b) + E(a) P,D (0)Q,b"

with a* = a — p, and b* = b — . ]
=1 ‘

Lemma 3.8. Let G,y = pgSgt, Coi = GntSal and L,; = Zp{)SJ(]H). Under Assumption
§=0

3.5, WLy, Wi,Gry and W,,Cyy are all u.b.r.c.s. fort =1,2,.... T and WLy, WGq and WC,

are all u.b.r.c.s..

Proof. First note that if A and B are two matrices u.b.r.c.s., A+ B and AB are also u.b.r.c.s.
(see Remark A2 in Kapoor et al. 2007). With this result, under Assumption 3.5 it is easy

to prove that G,;, C,; and L,; are u.b.r.c.s.. Further, given that T < oo, it is easy to prove
that WLy, WGy and WC, are all u.b.r.c.s.. n

3

Lemma 3.9. Let Q(0) = (Ir ® I,,) + (Jr ® (o)) and X(0) = Zaka = o1, + o2 (W, +
k=1

Wé) + 03WnW7;, with W, u.b.r.c.s. and (01,09,03) € A, being A a compact space such

that Y(o) is positive semidefinite for any o € A. Then, Q' (o) satisfies Property 3.1 for
Ap(0,7) = Qo) (Jr @ Zp)Q (@) and any 0,5 € A. Moreover, 3 ¢, < oo such that
SUD Timax(2(0)) < ¢

cEA

Proof. We start by proving that 3 ¢, < oo such that sup Tm.x(£2(0)) < ¢;. To this end, note
oEA

that the eigenvalues of the matrix (I,, + B) are 1 + 7;(B), with 7;(B) being the i = 1,...,n
eigenvalues of B. Then, by definition, sup 7iax(2(0)) = 1 4 sup Tmax((Jr ® X(0))) =
A oeA

(S
1 4 T'Sup Timax (2(0)). Further, using that ¥(¢) is a symmetric positive semidefinite matrix,
cEA

SUP Timax ((0)) = sup ||£(0)]|,. Then,
cEA cEA

3
sup [[S(0)l, < Y suplow[|Sxll, < suploy |+ suplos|[W,, + Wil + suplos| W, Wy,
ocA 1 oEA ocA o€A oEA

Given that W, is u.b.r.c.s., W,,+ W, and W, W, are u.b.r.c.s., too (see Remark A2 in Kapoor

et al. 2007). Further, (|W,, + Wy, W, + W,|l..) < oo and (|[W,,W, ||, [[W,.W,||..) < oo.

1/2
Then, [[WaWilly < (IWa Wil IWaW [l < o0 and [Wo + Wl < [Wall, + [Will, <

2(IWall, HVVnHOO)l/2 < 0o. Finally, given that ¢ € A and A is compact, supsup o, < oo.
k o€eA

Then, 3 ¢ < oo such that sup Tmax (X(0)) < ¢ and sup Tmax(2(0)) < 1+ Te < 0.
ocA oEA
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Next we prove that Q' (o) satisfies Property 3.1 for Ai(0,7) = Q' (0)(Jr®%;)Q(7) and

3
any 0,7 € A. To this end, we need to prove that: i) Q~'(o) Z or—0k)Ar(0,7);

i1) SUP Timax (2 72(0)) < ¢r < 00 and 1) SUP Tiax(Ax(0,7)AL(0,7)) < cr < oo fork =1,2,3.
geA o,0€A

To prove i), note that

Q-
3 3

= @ -0 (o) [Jr @] Q@) =) (04 — Tk) Ar(0, 7).

k=1 k=1
To prove i), note that, given that (o) is a positive semidefinite matrix for all o € A,
;Ielg Tmin (X()) > 0. Then, using that Q7 '(c) is positive semidefinite for all o € A (since
all the eigenvalues of Jr and Y¥(o) are equal to or bigger than zero for all o € A, all the
eigenvalues of €2(o) are bigger or equal than 1), 81612 Tmax (272(0)) = sgg [Tmax (9—1(0))]2 =

[;gf Tonin (Q(J))] T {1 + 7 inf T (3(0)) T

To prove i), note that ||.||, is a sub-multiplicative norm (see footnote 14). Thus,

SUP Tmax(Ax(0,7)AL(0,7)) = sup HQ o) (Jr @ X)) Q ||2

o,0EA o,0€EA

< sup |71 (0) |, I1(Jr © Zp)|2
oEA

< SUp [Timax (Q_l(a)ﬂ4 Tmax (JT @ Xg)

gEA
< sup [Tmax (Q_I(U))}4T7max (3k) < ¢ <0
geEA
using i) and Sup Tyax (2x) < ¢; < oo (from the first part of the proof). O
k
Lemma 3.10. Let B;'(0) = I, — (I, + TX(0)) " and X(o ZakEk = o1, + oo(W, +

k=1
W'Y + oW, W, with W,, u.b.r.c.s. and (01,02,03) € A, being A a compact space such

that Y(o) is positive semidefinite for any o € A. Then, B, (o) satisfies Property 3.1 for
Ap(0,5) = TB: () (Jr @ ¥1) Bi(0) and any 0,7 € A with B (o) = (I, + TX(0)) "

Proof. To prove that B, '(o) satisfies Property 3.1 for Ay(0,7) = TB:(7) (Jr ® %) Bi(0),
3

we need to prove that: i) B,(0) — B,(?) = Z(O‘k — T1)Ar(0,7); ) sup Tmax(B;,%(0)) <

1 oEA

¢r < 00 and iii) Sup Tmax(Ax(0,7)AL(0,7)) < ¢; < 0o for k =1,2,3.
0,0€A
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To prove i), note that

B, (0) = B\ (@) = (I, + TY(3) ™ — (I, + TS(0)) ™"
=T (1 +T2@) " (2(0) = 2(@)) (I, + TS(0)) ™

—TZ o — ) (I, + TS(@) ' Sk (I, + TS (0))

= jﬁ:E:: O — O' 1§:k13*( :

To prove i), note first that B '(c) is a positive semidefinite matrix for all o € A,
since inf Tuin (I +TS(0)) > 1, SUD Tinax (I, + T%(0))" < 1, and inf T (B, (o)) > 0.
oc oc

ocEA
2
Note also that sup Tmax(B,%(c)) = {sup TmaX(Bgl(a))] , and, since (I, + T%(c)) " is a
oEA oEA

positive semidefinite matrix and in£ Tanin | (Lo + TE(U))A} > 0, then sup mmax (B, (o)) <

S gEA
: -1
_ . < 1.
1 ;1612 Tmin [(]n +T3(0)) } <1

To prove i), note that, given that Tyax (k) < ¢, < oo (proved in Lemma 3.9) and

-1
sup || B (o), = sup (1, + T(7))~ H2 < {iggﬁmn (I, +TZ(5))} <1, then
ocA o

SUD Tinax(Ar(0,0) A4 (0, 7)) = sup [|44(0,7)]; < Sup || B, (o )2 sup 15l < er < o0

o,0EA 0,0€EA o,0€

]

1

Lemma 3.11. Let IL,p(0) = —T{a’ﬂ_ o)b— E [a'Q 7' (0)b]}, with a,b = n,WY.
n

Under Assumptions 3.1 to 3.6,

Ha,b(a)im uniformly in o

Proof. We provide the proof for the most involved case, a,b = WY. The proof of the other

cases is similar. From expression 3.6.1 we have that

YWQ o)WY =Y, (GiW'Q ' (0)WGY,, 0 + 2V, (GGW' + Q7' () WCX ey
+2Y, \GoW'Q ™ (0)WLg (Uny + Witna) + 2V, (GEW'Q ™! () WCoe
+ X' CoW'Q (o) WC Xy + 265X CoW Q™ ()WL (U + Witing)
+ 20X’ CHW'Q ™ (0)WCoe + (uy,,, + vh W) L§W' ™ (0) WL (U + Witna)
+ 2 (vy,, + VW) L)W' (0) WCye
+ e CLW'Q 1 (0)W'Cye
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The proof of the Lemma follows from proving that each of the previous summands, minus

its expected value, converge in probability to 0 uniformly in o. Following Magnus (1982),
1

we have that Q7' (o) = Ir ® I,, — ?JT ® B, (o) with B, Y(0) = I, — (I, + TX(o)) . Also,

t—1

let Gy = phSpt, Cnt = GntSO_1 and L,; = Zp%SO_(jH) (see also Lemma 3.8). Thus, we
5=0
may rewrite the summands in the previous expression as follows:

T t
Y, GoW'Q (0)WC Xy = Y >V (Gl Wi, Cry X o
t=1 j=1
t

T T
—7 2 22 D Ve G Wi B (@) WG X o

s=1 t=1 j=1

'ﬂlH

T t
Y GoW'Q ! (0)WCoe = > > Y (G Wi WoCi—jen,
t=1 j=1
t

T T
=93 DGl B O W Cor s

s:l t=1

OX'CEW'Q () WC Xy = ZZZ%X%J% sWaWaCo11X100

t=1 j=1 =1
T T t

- ! ZZZZQ% n,j nt ] B_l (U) WnCn,s—an,lgbO

HX' CHW'Q ™! WCOE—ZZZ% it s WiAWa Gt

t=1 j=1 =1

T T
- ! Z Z Z Z ¢0 n,J n t ] Bil (U> WnCn,sflgn,sfl

t:l s=1 j=11
T t
X' CoW' Q™ (0)WLo (U + Wtina) = D > 64X, 0y Wi W LU
t=1 j=1
1 T T
_T ZZ¢O n,J nt J Bil <0> WnLnsUny
t=1 s=1 j=1

T
+ 3N XL Ch WA W LW tna

T T
1 Z Z Z ¢0 n,j n t ] B_l (0) W Ly sWitna

And, finally,

75



UNIVERSITAT ROVIRA I VIRGILI
ESSAYS ON SPATIAL PANEL ECONOMETRICS

Karen Alejandra Miranda Gualdron Chapter 3. A correlated random effects spatial Durbin model
T t
e'CyW'Q (0)WLo (Unyy + Watna) = > Y eh iCh i ;WiW, L,
t=1 j=1
1 T T t
! !
_ TZZ e iChy Wi B (0) Wy LisUgy
t=1 s=1 j=1
t

T
+3 N el G W W L Wotna

1 T T
— =Y ) e Crny WiB (0) WL Wotna

Notice that each of the summands in the previous expressions, minus its
expected value, can be written as e [a P,D ' (0)Q,b — (a P,D™! )
with  a,b = Y50, Xn,iB0, nj/BQO,X 7T“07Xn71'a0,€nt,l)nu, Una P, Qn =
Wi Lint, WG, Wi Cri, W, CrisWh, WLo, WG, WCy; and D™ '(0) = L.z, Q (o), B, (o).
This means that, if we can apply Lemma 3.7, the Lemma is proved. To apply these lemmas,
P, and @, must be u.b.r.c.s. which is proved for all the cases in Lemma 3.8. Also, D(c)™*
must satisfy Property 3.1, which is proved in Lemma 3.9 for 2 '(¢) and in Lemma 3.10 for
B, (o). Lastly, a and b must be an i.i.d. sequence with finite second moments, which is

n

guaranteed by Assumptions 3.1 and 3.2. O

Lemma 3.12. Let

Tan(0) = Qx ,(1)Q'x (0)Qx(0) — B |Qk ()| [E (Qxx(0))] " F [Qg (o)

1
with a,b =n, WY and Qa () = n—TA’Q_l(a)B. Under Assumptions 3.1 to 3.6,

Yan(0)220 uniformly in o

Proof. The proof of this Lemma is similar to the proof of Lemma 3.11. Thus, we only provide

the proof for the case a = b = WY (the others are similar). We start by decomposing

Ywywy(o):

TWY,WY (0 ) =

Qg wy ()55 () Qs wy () = B |Qx yy ()] [B (Qxx(0))] " B [Qgwy ()]
)
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First we need to prove that Qg wy (o) — F [QXWY(U)] and Qg (o) — [E (QX’X(U))}
converges elementwise to 0 uniformly in o. The proof follows the same steps as
that of Lemma 3.11 (note that all the elements of X are in WY, including, as
shown in 3.3.1 and 3.6.1, Y_;), so it is not reproduced here. The elementwise

convergence implies, by the Slutsky theorem, that HQXX )—[ (QX’X(U))]” »

0p(1) wmiformly in o and [|Qgxwy(o) = [E(Qgwy(c )H| = 0p(1) uni-
formly in 0. Then, by using the properties of the matrix norm,
1Qxx(0) — [E (Qxx(c }H < |Qxx(0) - [E(Qzx(o )H| = ) uniformly in
o and HQX,WY( ) — [ (QX,WY )”‘2 > ”QX,WY(U) [ (QX,WY )]HF -

uniformly in o.

—0(1)

2

= 5D T {E <%X'9-1(a>5§) _1}
- (n;f Tomin {niTE (X’&Tl(a)X) }) B

Note that, since Q7 '(¢) is a symmetric definite positive matrix, we can apply Lemma 3.1 to

= 0(1).

2

Next we prove that sup

g

Qs vy (0)]

[F (Qxx(@)]

Let us first consider

-1

[E (Qx x(0))]

sup

o

obtain
inf 7o {%E (X'W(o)X)} Z inf iin {27(2) } e {ﬁE (x%) }
>[5 T (922) " (e (x%)

[

From Lemma 3.9, Sup7max(2(0)) < ¢ < oo and, from Assumption 3.6,

-1

Tinin {%E (X’X)} > ( for [E (ij((o'))} 2 < C < o
(B (Qxx(0))] = 0(1).
[Q;;WY(U)} Hz, notice that HE [Q’XWY(U)} . < HE [ l)t,wy(a)] HF and
|2 (@], =t |2 (pyweox) £ (X ewy )] -

:
(i{ (o))

(X2 (@)WY) ‘ — O(n).

where the last expression is O(1) uniformly in o if

(X;Q_l(J)WY)‘ = O(n), we follow the same steps as in Lemma
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3.11. Thus, we decompose the term X,Q ' (0)WY in a finite sum of terms that can
be written as a'P,D "' (0)Q,b, with a,b, P,,Q, and D '(o) satisfying the conditions of
Lemma 3.6. This provides the proof that sup |E (a'P,D™"(0)@,b)| = O (n) and so that of

E (X0(0)"'WY) ‘ — O(n).

sup
ag

Moreover, given that |Qx wy (o) — [E (Qx.wy ()] H2 = 0,(1) uniformly in o and
sup || E (QKWY(U)) ||2 = O(1), then sup HQX,WY(U)HQ = 0,(1).

Finally, we need to prove that sup ‘Q)T(IX (0)|| = O,(1). To this end, notice that

2
1 -1
sup HQ;X(U)H2 = SUD Tinax (Q;X(a)> = SUD Tinax <{H_TX/Q—1(<7)X] >

1 N1t
= |inf 7in [ —=X'Q 71 (0)X
it (G0

< S T (o)) [m (iX'Xﬂ N

o

which is O,(1) given that, by Lemma 3.9, sup 7ax(€2(0)) < ¢; < oo, and, by Assumption
1 ~ ~
3.6, Tmin <_TX 'X ) > 0 almost surely for sufficiently large n.
n

Then,

{Qewy (@) = [Qg wy ()] } Qi () Qs (0) = 0,(1)0,(1)0, (1)
B | Qx wy ()] Q2% (@) {[E (Qxx(0)] ~ Qxx(0)} [F (Qxx(0)] " Qzwy (o)
= Op(1)0p(1)0p(1)

and

L [QIX,WY(U)} [E (QX,X(U))}_l {QX,WY(U) - K [QX,WY<O>]} - 0(1)0(1)019(1),

all the cases uniformly in o. This proves that Twy wy(c) = 0,(1) uniformly in o (and the

proof is analogous for the rest of cases). O

Lemma 3.13. Under Assumptions 3.1 to 3.7,

L TRLW (1 PLW)\]
nT { ovoy (ﬁ D0y ﬂ =l

Proof. It can be proved, following the proof of Lemmas 3.11 and 3.12, that
PLWo) (L PL)
ooy’ nT 0Py’
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the finite sum of nLT [a'PnD_1 (00) an—E<a'PnD_1 (00) an)}, with a,b = Y,,,
Xojs €nts Uppy and Una; P, Qn = WoLy, W,Gn, W,Ch; and D' (oy) =
A,[B,A;B,+ B,A;B,|A;,A\B,A;B,+ B,A;B,A, for i,j = 0,1 and k,0 = 0,1,2,3
with Ag = By = I,, A} = B, (0y), B, = X, for K = 1,2,3 and B, '(0,) and X, defined
M). This
Yoy’

means that if a,b, P,, Q, and D~' (o) satisfy the conditions of Lemma 3.7 in all the cases,
1

then e [a'P,D (00) Qmb — E (¢/ P, D (0¢) Qmb)] = 0, (1) in all the cases, which proves the
n

Lemma. Notice also that we do not need to prove the uniform convergence because these sec-

in Lemmas 3.9 and 3.10 (see Appendix 3.8 for details on the elements of

ond derivatives and their expectations are evaluated at the true parameters of the model. It

is therefore enough to prove that D~" (09) is a symmetric matrix with 7.y (D72 (09)) < oco.

Firstly, Lemmas 3.11 and 3.12 show that all the possible cases of a, b, P, and @Q),, satisfy
the conditions of Lemma 3.7. Secondly, given that D' (o) is by definition symmetric,
| 1,]|, = 1, max ||X,||, < ¢ < oo (the bound is provided by Lemma 3.9) and ||B;1(00)H2 =
Timax (B;l(O'O’;) < ¢, < oo (the bound is provided by Lemma 3.10),

Toax (D72 (00)) = | D (00) |3 < 2max || A, |3 max || B3 < ¢, < oc.

O

Lemma 3.14. Let a; = {ait}i 1,00 = {bit}io, be n x 1 zero-mean random vectors
T

independent in i. Let us also define Q),, = Za;&nbt with P, n X n real matrices and
t=1

T < oo. Lastly, let us denote pug, = E(Qy) and s, = E[(Qn — 10,)). If Py fort =1,..,T
are u.b.r.c.s. and {(ay, bt)}z;l has 4+e€; finite moments for some ¢, > 0 and n_lsén >c>0,
then
@n = 1wy 1)
SQn
Proof. The proof of this Lemma follows the proof of Theorem 1 in Kelejian and Prucha
(2001, p. 243). First note that, given the independence in i of a; and by, pg, =

T n
Z Z P, ]i,i1]E(a;.b;¢), where we use the somewhat abusive notation P[4, j] to refer to
t=1 i=1

T n
the row 7 and column j element of the matrix P, ,. Notice also that Q,, — ng, = Z Z Yi:

. t=1 i=1
with

i—1 i—1
Yie = Punliyi] (aisbis — E(aiihis)) + aig > Pinld ilbje + big Y Pinlis flajs
j=1 =1

fori=1,2,...,n.
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Let us now consider the o—fields o, = {0,Q} and F,, = o (a;, b;, ai—1,bi-1, ..., a1, b1, ),
with a; = {ai,t}thl, b = {bi,t}thl and 1 < ¢ < n. By construction, F,—1, C
Fin and Y;; is F;,—measurable. It can also be shown that E(Yi(Fi,-1,) = 0

Therefore, {Y;s, Fin,1 <i<n,n> 1} forms a martingale difference array and so 82Qn =

T t-1
Z (Z E Yth —|— 2 Z Z E(Y;.Ys ) . Thus, the expression for the variance of @),, follows

=1 t=2 s=1
from
i—1
E (YisYis) = Pinliyil Poali i]ol) s + 024 0800 > (Ponliy 1 Ponli. ] + Penlj, il Ponljy i])
j=1
i—1
+ OetsOcst O (Ponlis j1Ponli. i) + Ponli j1Prald i]) (3.6.3)
j=1
with Oct,s — E(ai,tbi,s)a O—gt{s = E[(a'i,tbi,t - Uc,t,t)(ai,sbi,s - Oc,s,s)]a Ug,t,s = E[ai,tai,s] and

ait,&. = E[b;+bis]. Also, if we define X;; = Y;:/sq,, then {X;;, Fin,1 <i<n,n> 1} forms

a martingale difference array.

In what follows we prove that

wn — FQn ZZX —5N(0,1)

=1 t=1

T

by showing that X;, = ZX” satisfies the remaining conditions of the Central Limit
t=1
Theorem of Génsler and Stute (1977, p. 365). In particular, we demonstrate that X,

satisfies the condition: i
D E {E |:’Xi,n‘2+§‘ FH,n] } —0 (3.6.4)
i=1
for some 0 > 0, which in turn is sufficient for
kn
ST E Xl 1(1Xi0 > €))] Fimr] 20

=1

for all ¢ > 0 and with 1(-) being an indicator function. Then we prove that X;,, satisfies
k"L
S E[X|Fiia] 51 (3.6.5)
i=1

Let us take 0 < § < €;/2. We note that, under the maintained moment assumptions
on {(at,bt)}t |, there exists a finite constant, C. > 1, such that E (’afltblta’"‘"’ b D < C,

1,571,8
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4
for Zrl <4425, >0,t=1,2,...,T and i = 1,2,....,n. We further note that, under

=1
the maintained assumptions on the matrices P, ,, there exists a finite constant, C,, > 1,

such that Y (|Pnli, j]| 4 [Pinlj i]]) < Cp for t = 1,2,..,7 and i = 1,..,n. Lastly for

J=1

t,s =1,2,...,T, note that Z (|Penlis J]) + | Penld, i) < CF, for r > 1 and
j=1
j=1
Y (UPnli 1+ 1Penlisdll) D (1Pl 41+ [Panlis K] < G,
j=1 j=1
T g T
Let us now take ¢ =2+ ¢ and let 1/¢+ 1/p = 1. We note that ZY;”‘/ < qu Y;e]?
t=1 t=1
Also, using the triangle and Hélder’s inequalities, we have that
i—1 i—1 4
|}/;,t|q = |Pinliy i) (aighiy — 0crr)) + aig Z Prinlf,ibje + big Z Pyt glags
j=1 j=1
i—1 q
< 29\1/2P; ,[i, i]l/ppt,n 4, i]l/q (@iihis — Ocp) + @iy Z Pnld, i]l/ppt,n [, i]l/qu,t
j=1
i1 q
+ 20| 1/2P, [0, 1] P Ponli, i) (@ibiy — 0cps) + b Z Pinli, 1" Ponli, 510,
j=1
i a/p i1 a/q
S 2 Z |Pt,n[]7 ZH 271 |Pt,n[i7 Z” |ai,tbi,t - Uc,t,th + |ai,t|qz |Pt7n[j’ Z” |bj7t|q
j=1 j=1
i a/p i—1 q/q
+20 1> Pl i]’] 27| Pyl il] |assbie — Oenel” + b1l [Prnlis 4] lajal°
j=1 J=1

j=1

i—1
S 2qc«7qn/p <2q |Pt,n[i7 Z“ ’ai,tbi,t - Uc,t,t‘q + ‘ai,t‘qz ‘Pt,n[ja Z]l ’bj,t|q>

J=1

i—1
+ Qqu{p (2—11 ’Pt,n[ia 2” ‘ai,tbi,t - Uc,t,t’q + ’bi,t|qz ‘Pt,n[zajﬂ ‘aj,t‘q) .

Consequently,
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S E{E[|Y1i|" Fic1a]} <

=1
n 1—1
ppert (]Pt,n[i,i]\ E Jaizhis = 0cral) + E[laig )Y |Penlsyil| E Hbj,t’q]> +
i=1 j=1
n i—1
ppert (’Pt,n[ia i Elaiibie — 0ol ] + E (|14 |Penlis 51| E H%t‘q])
i=1 j=1
n i—1 i—1
<Y 2cyre, (2 | Prnli il + ) Pl i1l + ) [Prnli, j]|> < p2rtlcu/rtic,
i=1 j=1 Jj=1
Thus,

S EBIXal | Fial) = = 30 S EAB[Yaal!] i)

i—1 @n =1 t=1
1 1 1 1
e 2 BB Il < s {megic |
[n~ SQn] i=1 t=1 [n~ SQJ

Since n’ls%n > ¢ > 0, the right-hand side of the last inequality goes to zero as n — oo,
which proves that condition 3.6.4 holds.

n T T t—1
Now, using 53, = _ (Z E(YZ)+2) > E (Yi,tYi,s)> and the definition of X, ,, we
obtain that I e
n 1 1 &
ZE [X3n| Fifl,n} —1= T—ZZ [E (Y;Qt‘ Fifl,n) - E (th”
i—1 noSg, M i=1 t=1
2 1 n T t—1

e D D D E(YiYisl Ficin) = E(YigYis)]

n i=1 t=2 s=1

This means that, since n_lsén > ¢ > 0, we can prove condition 3.6.5 by proving that

1 n
=D B (YiYial Ficin) = B (Yig¥0) =50
=1

for t,s =1,2,....,7. We start the proof by noting that, since (a;,b;;) are independent with
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zero mean, it follows that

[E (E,tY;,s| Fi—l,n) - K (Y;,tY;,s)] =

i—1 i—1
+Ucatsptn Z { Zpsnja b],sacbtsPtn Z { Zpsn { j ajS
Jj=1 j=1
i—1 i—1
+ Uc,a,s,tps,n[ia Z] Z pt,n[ja Z‘]bj,l‘/o'c,b,s,t]38,71[2'7 7/] Z Pt,n [Z7 j]aj,t
j=1 j=1
i—1 i—1
+ Oars D> Pinldy i1Panll i] [bjbre — 1(5 = D)o ]
7j=11=1
i—1 i—1
+ Ocit,s Z Z Pt,n []7 7:]]Ds,n [Za l] [bj,ta'l,s - 1(] = l)gc,s,t]
j=1Il=1
i—1 1—1
+ Uc,s,t Z Z Ps,n[ja Z.]Pt,n [Z, l] [bj,sal,t - 1(] = l)gc,t,s]
j=1 I=1
i—1 i—1
+ Ub,t,s Z Z Pt,n[i7j]PS,n[ia l] [aj,tal,s - ]-(.] - l)aa,t,s]
j=1 I=1

with o415 = E(a;bita;s) and o.prs = E(a; b ibis), and so

%Z[E(Y;,t)/i,s'f_i—l,’rJ - Zt}/ZS ZHkn
=1

where the subindex 1,...,8 indicates, in order of appearance, a summand in the expression
n

1

above. Thus, to prove that — Z [E (Y Yis| Ficin) — E(YiYis)] 50, next we prove
Qn =1

that Hk,n—>0 for k=1,...,8.

n—1 n
To prove that Hy, = Z‘Pz}nbz}s with ¢, = n_lac7a,t7sPt7n[i,i] Z P; ,,[7,1], notice
i=1 j=i+1
that, given that the b;, are independent With mean zero, F |bzs|1+5 < C, for 6 > 0,
n—1
lim sup ngm = lim sup n 1acat8Ptn [, 1] Z P .[7,1] < C. 02 < 00, and
n—o0 T n—00 j=it1
n—1 n 2
lim sup Zg@fn = lim sup n"%07,, , ZPM i, Z P; (7, 1]
n—1
<n 'C2CnT'Y CE <nT'CICH, =0
i=1

Then, Hlmi)[) by Davidson (1994, p. 299). Further, the cases Hy, for k = 2,3,4 can be

proved in the same way.
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For Hj ., notice that

n —1 i—1

H - O_atsn ! Z Z Z ]Dtn ]7 sn l Z] [bj,tbl,s - 1(] = l)ab,t,s]

=1 j=1 I=1
n n i—1 j—1
:Uatsn Zzptnjv snja ][bjtb]s Ubts +0atsn Z Zptn]7 snl Z]b’,tbl,s
=1 j5=1 =1 j=1 [=1
n i—1 j—1
+ O-Q,t,sn_l Z Z Z Pt,n[lv i]Ps,n[jv i]bl,tbj,s
i=1 j=1 I=1

== H15,n -+ H25,n + H35,n~

To prove that H157ni>0, we follow the same steps as in H;,. Notice that

H15,n = Zgbz,n (bi,tbi,s _O—b7t,s) with gbi,n = n_laa,t,s Z Ptn ]a sn ]7 ] Then: given
=1

Jj=i+1
that (b;:bis — 0pts) are independent with mean zero, E |b;b; s ab,t7s|1+6 < C, for
n—1
5 > Oa lim sup Z (bi,n = lim sup nilaa,t s Z Z Ptn ja sn j: ] S O'a,t,scgl and
n—oo T n—00 i1 j—it1
n—1 2
. 9 . _ . 12 4
lim sup Zgbi,n:hm sup n atsz Z Pinlj il Panlj,i]| < lim sup n™ oy, C;, = 0.

Thus, H1;5,,—+0 by Davidson (1994, p. 299).

Similarly, for H2j5,, given that the b;;b;; are independent with zero mean, it is not

difficult to see that

n i—-1 j—1
E(H2,) <n*C. Py nlj, 12 Pl 4)?
i=1 j=1 I=1
n i—-1 j—1
+An72C Y Y S Piald il Pinlr, i) Panl, i) Panlr, i)
i=1 j=1 r=1
n i—1 k—1 k-1
+2n7C ) Py nl4, 1) Pan[r, i Pplj, k] Poplr, ]
i=1 k=1 j=1 r=1
<n’C.Y Ch+4n7°C> Ch,
=1 =1
n k-1 i—1 k—1
+207°C Y N Palii i)Y Pinli k)Y Panlr, i) Pan[r, K]
i=1 j=1 k=1 r=1

<m'C.C: —0

Then, given that F (H25,) = 0, H25,—0. Also, the proof of H35,—-0 follows the same
steps. This proves that H5’ni>0. Lastly, the cases Hy,, for k = 6,7,8 can be proved in the

same way. This concludes our proof of 3.6.5, and hence that of the Lemma. O
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Lemma 3.15. Under Assumptions 3.1 to 3.8,

wlﬁ a.ca(jw Ly <0 E ( nLT ac@(;/;o) 8£8($O),>)

1 ~
Proof. The key to the proof is to show that —X’Qalniﬂ\f (0,G11), with G, =

vnT

1
lim —TE X’Q nn'Qy 1X] In particular, by the Cramér-Wold device, it suffices to show

n—oo M

that for any ¢ = (¢}, ¢y, c3) € R¥+2 x R with ||c[| =1,

1 I~N'O-1,. d ’
X'Qy ' n—N (0, Gri0).
nT o M ( 11€)
Let us define X1 = [lnT ' X X ], X2 = [Xii], bro = (Cojﬁioaﬂ,{m)/ and oy =
(Bh9, Tho) - From 3.6.2 we have that.

X0 = EXUQ ' + EX2WQ n + .Y, Q5 'n
= 4XUQ I + GX2W'Q 'y + Y Gy ' Q'
+ 38, X1 Cy QI + esh X2 Cy ' i + e O ' Q.

Following the steps of Lemma 3.11, we can write the summands of the previous expression

as sums of quadratic forms:

AX1Q;'n = ZCIX1/ Ent — 2201X1/ Bo s

t=1 s=1

T
+chx1’ Watna — 3 X1, Brd Wytna

t=1

T T
1
HX2'W' Q n= Z X2, W& — T Z Z CIQXQ;LtWTILBgolfns

t=1 t=1 s=1

+ Z X2 W W tng — Z X2 W' B Wt

Y.0Go Q n= ZY/ Grop—16nt — ZZYZOG% 1B &ns

tlsl

+ZY’ G Witne — ZY;OG;t B Whta

t=1

T t T
—'o— 1 -
¢,10X1/CO /QO 177 = Z Z ¢/10X1;ch’£l,,t7j71£nt - T Z Z Z ¢10X]‘;L]C1/1t —j—1 nolgns

t=1 j=1 t=1 j=1 s=1

T t T T
+ Z Z ¢10X1/n]0;1,t i1 Wntna — Z Z ¢10X1;U C, t—j1B 20 WaUna

=1 j=1 t=1 j=1
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G X2'W, Cy '9’177 =

T t T
Z Z $20X2, Wy C i1t — %Z DD X2, WiCh i B nst

t=1 j=1 t=1 j=1 s=1
T t T T
ZZQbQOXQ;LjWZLC;L,tfjlenUnQ_ZZ¢20X2, n nt i—1Bno ) WiUng
t=1 jfl t=1 j=1

TIC Q n= sznj n,t—j— 1£nt Zzzgn] n,t—j—1 7;015715—’_
t=1 j=1 t=1 j=1 s=1
ZZUWW,C/t —j—1&nt — Zzzvna n nt —j—1 B nst
t=1 j=1 t 1 j=1 s=1
Zzgm nt—j— 1W Una — Zzgn] nt—j— 1 anna+
t=1 j=1 t=1 j=1
T t
ZZUWW/C;t i WaUna — ZZUWW/C;t ;B o WaUna
t=1 j=1 t=1 j=1

with &,y = (€nt +Unu), Cn—1 = Opxpn and B,y = Bn(0o)™! (see Lemma 3.10 for the definition
of B,(c)™h).
L

We can thus write c’ilﬁaln = Za;Pn,lbl with L < oo. Then, it is easy to verify that

=1
a;,by and P,; for [ = 1,2,..., L satisfy the conditions of Lemma 3.14 and, by Assumption
X'Qy'n

3.7, that n~'Var(¢X'Qy'n) > ¢ > 0, so that 7 —24N (0,1), which in

[Var(c/i/ﬂgln)]

1 o~
Tc’X’Qalniﬂ\f (0, Gyic) for any ¢ € R¥™ 2 x R with ||c|| = 1. This

n
proves the convergence for the first term of the gradient.

turn implies that

L (¢o)
o

details) can be written as a finite sum of quadratic forms, so that the proof for these cases

To conclude the proof, we note that each component of (see Appendix 3.8 for

proceeds by closely following the previous steps. We consequently omit the details of these

proofs. m

3.7 Appendix B: Proof of Theorems.

We start by proving the consistence of the QML estimator (Theorem 3.1). The proof of

normality comes next (Theorem 3.2).
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3.7.1 Consistency

Proof of Theorem 3.1. The consistency proof closely follows the proof of Theorem 4.1 of Su
and Yang (2015). In particular, by Theorem 3.4 of White (1994), it suffices to show that:

1
(1) = [£2(0) = Le(0)] 250 uniformly in § € A = A, x A,

1
(2.) lim sup sonax o [L:(8) — L7:(60)] < 0 for any € > 0, where NZ(dp) is the complement
n—o0 0ENE(00) T
of an open neighbourhood of §y on A of radius e.

To show that (1.) holds, it is sufficient to show that the following conditions hold: (1.a)
52(0) — 72(6)—2+0 uniformly in § € A and (1.b) 72(§) is uniformly bounded away from zero

on A. Since (1b) will be checked in the proof of (2.), next we concentrate on the proof of
(1.a).

By definition of our model, §(8) = S(A)Y —=X8(8) = Q*(6)M(0)Q2"?(¢)S(A\)Y, where
~ /- NS
M(o) = Ly — Q" 12(0)X (X’Q’%a)X) X'Q2V2(5). This means that

52(6) = % (Y’S’(A)Q*W(U)M(a)nlﬂ(a)) Q (o) (91/2(U)M@)Q*l/?(a)su)ﬂ

1 1
= ﬁnlﬂ—l(a)n - ﬁQIX,n(U)QQX@)QX,n(U)

1 1
= (A= 20) =0 Q@)WY + (A = o) —Q% ,(0) Qx5 (7) Qg wy (0)

1 1
= (A= 20) =Y WQ o)1+ (A = M) —Q wy (0) Q' () Qx 1 (0)

1
’ Q;Z,WY(U)Q;;”((U)QX,WY(U)

1
+ A=) =YWQ L)WY — (A - )\) —

nT’
with Qa(6) = A’'Q'(0)B.

From max E [L(1))],

0,02

4(6) = [E (X’Q’%a)f()] E [X’Q’l(U)S(A)Y}

= 0 + [E (X’Q‘I(U)Xﬂ E [X’Q‘I(U)n}

— (A=) [E (X’Q’%a)f()] E X’Q’l(a)WY}
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and, consequently,

5.0) = =B [ (o)) — (= ) B [/ (0)WY]
- B Q@) [F (Qxx(@))] ' E [Qn(0)]
+— (A= 20) B [Q ()] [F (Qax(0)] " B [Qz.wy (0)]
— % (A=2X0) E[YW'Q ! (o)n] + % A=) E[YWQ ! (0)WY]
£ (0= 20 B [ Qs (0)] [B (Qx(0)] ™ E Qg 0]

Let us also define
Mo (o) = - {22 ()b — F [l (o)1)}
Tan(0) = = Q) () (o) — Qi ,(0)] [F (Qxex(0)] ' E [Qs0)]}

where a,b = 1, WY. By using these when calculating the difference between &.(J) and

7-(9) we obtain:

6:(8) = 0:(0) = Iy (o) — (A = M)y wy (0) — (A = Ao)IL, wy (0) + (A = Xo) Tlwy, wy (0)
= Yyn(0) + (A= 20) Ypwy (o) + (A= X)X wy (@) — (A = X)*Twy wy (o)

and, therefore, condition (1.a) follows by using Lemmas 3.11 and 3.12.

To show that condition (2.) holds, we closely follow the literature (Lee, 2004; Yu et al.,
2008; Su and Yang, 2015) and use an auxiliary process to show, using Jensen inequality and
52(80) = %tr(ﬂa 'Qy) = 0, (which follows from the definition of %(§) and Lemma 3.3),
that

L1(6) < £2(50) (3.7.1)

1
Next we prove that —Tﬁz(é) is uniformly equicontinuous on § € A by showing the
n
1 1
uniform equicontinuity of T In|S(A)], then that of T In|Q(c)| and finally that of In(52(4))
n n
on d € A.

Firstly, by the mean value theorem, In|S(\*)|— In|S(A\™")|= (% In|S(\) |) (A" —\™") with

A€ (A", A"). Also,

1 0 ~ 1 1Y _
—ay MISA)|= —tr [ST W] = 0(1),

since ST (A)W is w.b.r.c.s. uniformly in A and hence tr [S™'(A)W] = O(nT). Thus, In|S(\)|
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is uniformly equicontinuous in A on Aj.

3
Secondly, by the mean value theorem, In|Q(c*)|— In|Q2(o Z In|Q(@)| ) (o) —
—1 80 k
o;"), with 7 lying elementwise between ¢* and o**. Also,

1 0 1 L
0T 907 IR@)| = i [97(@) (Jr © 1))

1 0 1 L /
T oy In[Q(a)| = n—Ttr Q71 (@) (Jr @ (W, + W)))]

1 0

1
— In|Q@)| = —tr [Q' (@) (Jr @ W, W,
e ISE)| = i [ () (T WV,
Notice that, by Lemma 3.2, and, given that ¢tr(W, + W/) = O(n) (see Remark A2 in
Kapoor et al. 2007) and sup Tmax (2 '(0)) < ¢, < oo (by Lemma 3.9), we can show

that o [074) (U & (W, + W] £ o [sup @ 0))] o (0 (W, 4 W1)) <

1 g

—TcTtr(JT)tr(Wn—i-W,’L) = O(1) uniformly on A, and similarly for the other two cases (since,
n
by Remark A2 in Kapoor et al. 2007, tr(W,W,)) = O(n)). Thus, In|Q(c)| s uniformly

equicontinuous in o on A,.

Thirdly, to show that In[52(d)] is uniformly equicontinuous on A it suffices to show that

52(8) is uniformly equicontinuous and uniformly bounded away from zero on A. Thus, we

e
start by noting from the definition of 52(§) used in the proof of (1.a) that all its elements
appear in I, (o) and Y, (o), which, using the same arguments as in Lemmas 3.11 and
3.12, and the results in Lemma 3.7, proves the uniform equicontinuity of 4.(d). Next, to
show that 62(9) is uniformly bounded away from zero, we follow Su and Yang (2015) and
establish the claim by a counter argument based on making its dependence on n explicit.

To this end, we include the subindex n in 2(§), so that it then becomes &fm(é).

If 52,,(0) is not uniformly bounded away from zero on A, then there exists a sequence
{6,} in A such that lim 2, (§) = 0. Now, by 3.7.1 we have that, for all &,
n—oo ’

—In[62(6)] < —In[62(do)] + niT [In[So| — In|S(N)|] + niT [In[Q(c)] — In |]]

Using the mean value theorem, 2as we previously did, it can be proved that

1

— [In[So| — In |S(N\)|] = O(1) and — [In|Q(0)] — In|Q]] = O(1) uniformly in A. This
n

implies that —In [55(5)] is bounded above, which is a contradiction, so we conclude that

~2

02 ,(0) is uniformly bounded away from zero on A.

Finally, the identification uniqueness also follows by contradiction. Using 62(dy) = o2,

(see Lemma 3.3) we have that
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1 . 1 1 ) i
T [L2(0) — L2(do)] = T {In || — In [2(0)[} + 3 {In[oZ] —In[52(5)] }
+ = {InISOV)] — n[Sol}

1 2 Q-2 ~2 -2
= 5 {In]0%8;°] — In[32(5)S*(V)0) [}

If the identification uniqueness condition does not hold, then there exists an ¢ > 0 and a
sequence {d,} in NZ(dp) such that

1
lim — [£5,.(0) — L£:,.(d)| =0
Jim —= [£5,(0) = £,,(00)] =0,
where we have written L7 (.) for £;(.) to stress its dependence on n. However, by the
compactness of NZ(dp), there exists a convergent subsequence {6, } of {0,,} with the limit J,

of 0,,, being in N¢(Jp). This implies that 6 # dg. Furthermore, by the uniform equicontinuity
1 1
of —L7 .(6), lim —T [L£:,(04) — L, (6)] = 0. Yet this contradicts Assumption 3.6, since
n—o0 N ’ ’

nT "
1
it amounts to lim = [L:,(6) — L£%,,(80)] # 0 for any § # &. This completes the proof of
n—oo M ’ ’
the theorem. ]

3.7.2 Asymptotic normality

Proof of Theorem 3.2. By Taylor series expansion,

1 0L () 1 ocC (w)’ 1 0*°L (¥) ~
0= = ———— vnT (¢ —
VT 0 |5 /nT 0y |, nT 0oy |; " @ %)
where the elements of 1 = (@l,ﬁa,x, 6’>/ lie in the segment joining the corresponding
elements of zZ and 1)g. Thus,
—1 R
(3 L L) 1 0L(¥) L L) | 1 OL(w)
T (4 — S S
" (d’ wo) nT 0o ;| VaT o |, nT OYOw' | /nT O

By Theorem 3.1, zziﬂbo, and so —1yy. Therefore, it suffices to show that:

1 °L(Y) 1 L(Yo) .

oT 9000 T ovaer W

1 9PL () p 1 2L (o)

ZZ) WWHE (ﬁW)’ and

L9L0) 0,y (o, (L 2LIOLE))

= R T oy o
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Since ii) and (iii) follow from Lemmas 3.13 and 3.15, respectively, only (i) is left to be

0°L
shown. In particular, given the expression of 30 (,)(:f/) provided in Appendix 3.8, it suffices to
1 0°L 1 0°L
show that — (w) _ L oL W) = 0, (1) for w, @ = 6,02, \ and o. However, we only

n1 Owdw nT Owlw’
show this for (w,w) = (0,0), (9,052) , (A A) and (o4,0,), with ,0 = 1,2,3, for the other

cases can be shown in an analogous way.

For the (0, 60) case, notice that

L [eL@) L] 1l o 11 o
— - X0 (@) X+ —5XQ;'X
000 000 T s O Xt g X
t—02\ 1 5 11 15, _ PPN

2 =2

—2 2
g2 — 02
Civen that 0% > 0 and 7202, (—0) = 0, (1), from the proof of Lemma
02,0

1 ~ -
3.12 we can show that —TX’QalX = 0, (1). As for the second term in the r.h.s. of

n
3.7.2, note that 7/2 (Q (o) - 90)2) = O, ([ —a||) = 0, (1). To prove this, notice that,
since Tmax (A ® B) < Tmax (A) Tmax (B), then 7/2 (2 (o) - QO)Z) Tr2 (=(@) - 20)2).
Further,

T (2 (@) = 20)°) =|
|

(X (@) — X0)ll,
(@1 — 010) In + (T2 — 020) (W + W) + (T3 — 030) W W, |l
<171 — o1ol [[Inlly + [T2 = 020) [||(Wa + W) |y + [03 — o30] [Wa W, ][,

Then, given that W, is wh.r.c.s., Wy + W/, < (IWa + W, Wy + W2I|.)"Y? < 00 and
WaWill, < (W Wil Wil ) < oo Thus, 72 () —Q)°) <

max

[|61 — 0'10| + |62 — 0'20| + |52 — O'Q()H TCT with Cr < OQ.

Let ¢ be an arbitrary column vector in R***2. Then, by the Cauchy-Schwarz inequality,
1,55
X'X

| c

steps as in Lemma 3.12), we have that

Lemmas

= O, (1) (which can be proved following the same

1 ,s -
— X' Q1 (Q(7) - Q) Q7 (7) Xc
n
~ ~ (/20 - ~ 1/2
< — X' 10, Xe|  [dX'Q7TH @) (2(F) - Q) (2(T) — Q) Q7 (7) Xe
n
1 ~ ~
< T (27 T (27 (0)) 2 (2 (2) = R)°) — |/ XK
n

1
Since —; = O, (1), it follows that the second term in the r.h.s. of 3.7.2 is o, (1).

£
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For the («9, Uf) case, notice that

1 [o22 (@) Pcwn)] 1 [le - Lo
nT | 90002 00002 W{EQLXQ ()n(H,A)—EXQO n}
1 1 1 oy 1 1 o)y ) E
:(0_::L —0_21) nTXQOl +_§ﬁ |:X (Q 1(0>_Qol)n(97>\)]
11 o
= | X' (n (0.%) )|

1 ~
Following the same steps as in Lemmas 3.12 and 3.13, it can be proved that ﬁX’Qg In=

1 < 1 < = — -
0, (1), ﬁX’leY = 0, (1) and ﬁX’leX = O,(1). Thus, by using n(6,\) =
()\0 — X) Y +n+ X (5 — «90), it can be proved that the three summands in the previous

expression are o, (1).

For the (A, \) case, notice that

1| PL(Y) 9L (¥y)
nT | 9NN ONOA
1

= — o ((s7'W)*) —tr (s () W) ) +YWQIWY - YW'Q () WY |

= o (W) = (s YW))] + L YW (9(7) - ) WY]

Let us now consider the first term of the previous expression. Given that S™' (\) and W

are u.b.r.c.s. uniformly in A, then
1 _ o~ 2 - 1 _ 1~ 1~
—tr ((S7'W)" = (S () W)*) < [X=do| —tr (S7"WS™ () WS~ (1) W)
+ A= | %tr (Sg'WSy'"WS™ (A) W)
<0,(1)0O(1),

where the second inequality holds because tr (S 'ws! ()\) ws! (X) W) =
O(nT) and tr(S;'WSy'WS™ (A) W) = O( T). As for the second
1 ~ ~
term,  — [YW'Q,' (2(5) — Q) WY = _T [96}(’951 (Q () — Q) XQO] +
n

n

1 -
n—T[n'Qal Q@) —Q)n] + Qn_T [HéX’le (Q(E)—Qo)n}, so that, wusing ar-
guments analogous to the ones used in previous cases, it can be proved that

an YW (Q(5) — Q) WY] = 0, (1),
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For the (o4, 0,) case, notice that

1 [PL(Y) 0L (W)

00,00, 00,00,

11\ 1 e
~ (72~ 52) i [Ro" w0’

11 15,41, 1 vl 1
+6—EW[X'91(0—)2K91(0)77(9,A) X'05'S,.Q n}

The first and third summands can be proved to be o0, (1) using arguments analogous to

the ones used in previous cases. For the second one, note that

max max

/2 ((Q—1 (@) .07 7) —lezﬁﬂgl)ﬁ T3/271/2 ((2*1 (@) .57 (7) — 2512@51)2)

Also, since |7 (7) — S| , = 0p (1) and previous results show that Jc, < oo such that
Tmax (201) < €7, Tmax (277 (7)) < ¢ and Tinax (54) < ¢ for £ =1,2,3,

2 (ET @RS @) - Sin))
- | @2 7) - 5 m ),
<[ @) - %) B @), + 5 (7 @) - 5,
< 57 @) = 55 |, 1l (1= @), + [537],)
<=7 @) = =0l e = 0p(1)

Thus, 71/2 ((Q—l (@) 2.0 @) - 9512590—1)2) =0, (1).

) max

Further, let ¢ be an arbitrary column vector in R**2. Then, by the Cauchy-Schwarz
1 >, 1 = =
s dX'Xe| =0, (1) and 1 (6,\) n(0,)) =0,(1)

inequality, Lemma 3.2, the fact that
n
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(which can be proved following the same steps as in Lemmas 3.12 and 3.13),

X (@ @507 @) - 95,95 0 (8.7)]
1 I 12 1 7 1\ -1 -1 -1 —1
<[Lexx] " [Ln 63 @ @m0 0 - aymay)

Q' @) 2.0 "' 7)) - '=.0,")n(0.X) }1/2

. . . ) 1 - - 7Y2rq L 2
< 7172 ((Q L) 2.0 @) - Q18,05 1)2> |:_TC/X’X0:| [ﬁ" (9, )\)’17 (9, A)} )

— ‘max
n

so that, given the previous result showing that 7./2 ((Q_l (@) 2.7 () — 9612K951)2> =

max

11 1< 1 o _ _ — -
o, (1), > nT [E_§X, Q7' (0) =07 (7) - 2", ) n (0, )\)} =0, (1).
1 |[0%L (¢ 2
Finally, to prove the (o, 0,) case notice that T | 90, a(fz — aaai(gi? can be expressed
as
11 1 1= —1 -1
il Q@) .0 ()%, - Q'T.0'E, ] +

1 1 1 ~-= -
T LQ M B0 = —m (A, 9) Q7 (0) .07 @) Z,97 (@) 1 (X, 9)}
€0 €

Note also that 7./2 (([Qfl (7)2.07' (@) - lezﬁﬂgl]f) = 0, (1) and, given that X,

1
is whr.cs., tr(%2) = O(nT). Then, —tr Q7' (0) 2,07 (7) %, - Q,'E.Q'%,] <

2 ([0 @207 @) - 95 5.9511)") (07) 1072 (52) = 0,()0(1) = 0, (1)
and

2 ('S0 5,0 - 07 (0) 207 () 2,07 (@)°)

<1220 = Q7 (7) Q7 ()], Tmax (B) Trmax (271 (9))
_ 1 1\ 2
+ ”Qo -t (0)H2 Tmax (251)” Timax (Zk) Tmax (Z,) = 0, (1) O(1).
Therefore, using arguments analogous to the ones wused in previous cases,

1 |PL($)  PL() — o)1)
nT | 00,00, 0000, | 7

We conclude the proof by noting that the o, (1) of the other components of
1 TPL(Y)  OPL(Y)
nT | ooy’ ooy’

to the ones used in the cases considered here. We consequently omit the details of these

} can be proved using previous results and arguments analogous

proofs. O
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3.8 Appendix C: Gradient and Hessian of the QML

function

3.8.1 Gradient

0L ()

The gradient function \7L(¢y) = o0 has the following elements:
%“i‘)) — —%tr (') + 2;?0 ' ' .0 'n
MXO) = —tr (ST'W) + G%Y’W’len
Qo)

where kK = 1,2,3 and X, = v Also, X1 = Jr @Y1 = Jr® 1, Xy = Jr ® Xy =
o
JT®(WH+WTIL) and 23 :JT®23:JT®WnWA

3.8.2 Hessian matrix

The Hessian of the likelihood function in 3.3.2 is:

0’L(vo) O*L(¥o) *L(¢y)
2000" 00002 2006
O?L(tho) L)
do2002 00204
0" L(%o)
9004
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Next we provide detailed results for each row of the Hessian matrix. Thus, the first row of

the Hessian matrix is

o~ 3%
S0~
aaggfw _ _Oigx'nolzmﬂoln
% _ _é)N(’leWY,

1>
while the second row of the Hessian matrix is

825(%) o nT 1 J~v—1

902002 ~ 201 g6k M
0”L (o) 1
=y /Q—l
Da20\ ol Wik
0°L (o) L o1y -1
00200, - _2047’/Q0 2uflo 1

and the third row of the Hessian matrix is

() v
a;féfz) = —%Y’W’QolEﬁﬂoln

%Zgz:: - %tr [(Qﬂ_ lzﬁﬂ - 0.%’7' (2,'%)° 2'n
%Zg?j = %tr (2,'2.9,'%,)

1
"7/951 [EHQO_IEQ + EQQO_IEN} 961?77

2
20

with kK # p and o = 1,2, 3.
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Growth, heterogeneous technological
interdependence, and spatial

externalities: Theory and Evidence |

4.1 Introduction

Historically, the empirical economic growth literature consisted mostly of “aspatial empirical
analyses that have ignored the influence of spatial location on the process of growth"
(De Long and Summers, 1991; Fingleton and Lopez-Bazo, 2006, p. 178). In the last two
decades, however, a number of studies seek to incorporate “spatial effects" in the standard
(i.e., non-spatial) economic growth models. In particular, the idea that the spatial location
of an economy may drive its economic growth has been developed using models of absolute
location, which account for the location of one economy in the geographical space, and
models of relative location, which account for the location of one economy with respect to
the others. Econometrically, these two types of models are closely related to the concepts of

spatial heterogeneity and spatial dependence (Abreu et al., 2005).

Although spatial heterogeneity is usually associated with parameter heterogeneity (see
e.g. Ertur and Koch, 2007; Basile, 2008), the most common approach in the literature is to
allow for unobserved differences using panel data (Islam, 1995; Elhorst et al., 2010). Also,
knowledge spillovers are the main mechanism employed to incorporate interactions between
economies into the Solow-Swan neoclassical growth model (Lopez-Bazo et al., 2004; Egger
and Pfaffermayr, 2006; Pfaffermayr, 2009, 2012). It is interesting to note, however, that these
two streams of the literature have developed rather separately. Notable exceptions include

Elhorst et al. (2010), who consider the extension of the model proposed by Ertur and Koch

'This chapter is co-authored with Miguel Manjon-Antolin and Oscar Martinez-Ibafiez.
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(2007) to panel data; Ho et al. (2013), who consider an ad-hoc extension of the model
proposed by Mankiw et al. (1992) that includes a spatial autoregressive term and a spatial
time lag term; and Yu and Lee (2012), who, using a simplified version of the technology
assumed by Ertur and Koch (2007), derive a growth model with spatial externalities based
on the model of Mankiw et al. (1992). This paper aims to contribute to this limited literature
by considering a growth model with spatial heterogeneity and spatial externalities that nests
the models introduced by Islam (1995), Lopez-Bazo et al. (2004) and Ertur and Koch (2007).

To be precise, we present a growth model with interdependencies in the (heterogeneous)

2 The basic framework is

technological progress, physical capital and stock of knowledge.
similar to that of Ertur and Koch (2007), but we consider additional sources of externalities
across economies. While they assume that the technological progress depends on the own
stock of physical capital and the stock of knowledge of the other economies, we also consider
the role of both the physical capital (Lopez-Bazo et al., 2004; Egger and Pfaffermayr, 2006)
and the (unobserved) initial level of technology (De Long and Summers, 1991; LeSage and
Fischer, 2012) of the other economies. Moreover, we do not assume a common exogenous
technological progress but account for heterogeneity in the initial level of technology, which

here is interpreted as a proxy for total factor productivity (Islam, 1995).

Having presented our model, we then derive the steady-state equation and a growth-
initial equation that can be taken to the data. This is where the generality of our model
comes at a cost, since not all the parameters of interest are identified (a limitation that
also arises in the benchmark model of Ertur and Koch 2007). To be precise, the model
contains a set of theoretical constraints that, if valid, allows us to identify most of the
implied parameters (in contrast, the constrained version of Ertur and Koch’s (2007), which
is derived from a subset of our constraints, is fully identified). This means that, provided
that the constrained model is valid, finding evidence of global technological interdependence
between the economies would lead us to reject the models of Islam (1995) and Lopez-Bazo
et al. (2004), whereas, if no such evidence was found, we would reject the model of Ertur and
Koch (2007). In any case, finding evidence of heterogeneity in the initial level of technology

would support our model against these alternatives.

Ultimately, the identification problem arises because, even in the constrained model,
we cannot separate: i) the (direct) effect that, as an input of the production function,
the stock of physical capital has on the output from the (indirect) effect that it has as
a driver of the technology; and ii) the local) effect that the stock of physical capital of

the neighbouring economies has on the technology and, subsequently, the output from the

It is worth noting that the model can easily be extended to incorporate the role of human capital
(Lopez-Bazo et al., 2004; Fingleton and Lopez-Bazo, 2006). We leave this issue for future research.
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(global) effect that, due to the presence of technological interdependencies, the stock of
physical capital of the neighbouring economies has on the output.® Still, we argue that simple
changes in the unconstrained model specification (e.g., introducing the stock of physical
capital lagged one period in the technological progress, rather than using its current value)
and /or additional restrictions on the parameters of the constrained model (e.g., the equality
of the effects that the stock of physical capital has on the output as a production input
and as a technology input) may address this limitation. To illustrate our argument, we
consider imposing the additional constraint(s) that the remaining unidentified technological
parameters are consistent with the model of Lopez-Bazo et al. (2004) and/or that of Ertur
and Koch (2007).

The econometric specification of the resulting growth-initial equation corresponds to the
spatial Durbin dynamic panel model (see also Elhorst et al., 2010; Yu and Lee, 2012; Ho
et al., 2013), but with spatially weighted individual-specific effects. Thus, given the obvious
interest in distinguishing the individual effects from their spatial spillovers, we resort to a
correlated random effects specification (Miranda et al., 2017a,b). In particular, we estimate
our growth-initial equation by Quasi-Maximum Likelihood (see also Lee and Yu, 2016) using
EU-NUTS2 regional data from Cambridge Econometrics. We use regional data because, as
Lopez-Bazo et al. (2004, p. 43) argue, once it is taken on board that “|e]conomies interact
with each other (...), linkages are [likely| to be stronger |between close-by regions| than across
heterogeneous countries". We provide results for both the constrained and unconstrained

versions of our model.

We find evidence of technological interdependence in the output per capita of the EU
regions, that is, a positive and significant impact of the level of technology of the neighbouring
regions. However, there is also evidence of “unobserved" technological interdependence in the
EU regions (i.e., local spatial contagion of the “unobserved productivity"), which supports
our assumed technology. Also, the constrained model specification produces estimates of
the implied parameters that statistically reject the models of Islam (1995) and Lopez-Bazo
et al. (2004). Lastly, results from our identification strategy do not support the role that
Lopez-Bazo et al. (2004) and Ertur and Koch (2007) assume capital plays in shaping the

technological progress.

The rest of the paper is organised as follows. In Section 4.2 we present the model.* In

3 Anselin (2003, p. 154) is generally credited for “distinguishing between a global and a local range of
dependence and the way in which this translates into the incorporation in a regression specification of
spatially lagged dependent variables (Wy) [and] spatially lagged explanatory variables (W X)".

4To facilitate the reading, we moved the derivation of some results (the balanced growth rate, a Taylor
approximation to the marginal productivity of capital, the speed of convergence, and the solution to the
steady state differential equation) to the appendix.
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Section 4.3 we discuss the data and the estimation results. Section 4.4 concludes.

4.2 The Model

4.2.1 Technological interdependencies in growth

Our starting point is the Solow growth model originally proposed by Mankiw et al. (1992)
using cross-section data and extended later by Islam (1995) to panel data (see also Barro and
Sala-i-Martin, 2003). Let us then consider a Cobb-Douglas production function for region
1=1,...,Nintimet=1,...,T:

Vi = Au KL, (4.2.1)

where Y}; denotes output, K;; physical capital (« is thus the capital share or output elasticity
parameter), L; labour, and A; technology. All the variales are in levels and there are
constant returns to scale in production. Also, while output, capital and labour are typically
assumed to be observable, technology is assumed to be (partially) unobservable. Mankiw
et al. (1992), for example, assume that In A = a + ¢, where a is a constant term and ¢ is the

standard i.i.d error.

For the purposes of this paper, a major feature of this model is that technology is
assumed to grow exogenously and at the same rate in all regions. This rules out the
existence of knowledge spillovers arising from technological interdependence between the
regional economies. However, accounting for technological interdependence and knowledge
spillovers is critical when analysing how “the relative location of an economy affects economic
growth" (Elhorst et al., 2010, p. 338). In the literature, depending on whether knowledge
spillovers turn out to be “local" or “global" (Anselin, 2003), we find two main approaches to

the introduction of spatial externalities in the Solow growth model.

On the one hand, Lopez-Bazo et al. (2004) and Egger and Pfaffermayr (2006) consider
growth models where the knowledge spillovers are local in nature, in the sense that they

are limited to the neighbouring regions (at least initially).”

To be precise, in Lopez-Bazo
et al. (2004) technology is assumed to depend on both the physical and human capital
of the neighbouring regions, whereas in Egger and Pfaffermayr (2006) is assumed to grow
exogenously and at the same rate in all regions (as in Mankiw et al. 1992 and Islam 1995),

so that the externalities arise from the assumption that total factor productivity depends

®See also Fingleton and Lépez-Bazo (2006), Pfaffermayr (2009) and Pfaffermayr (2012).
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on the capital-labour ratio of the region and the spatially weighted capital-labour of the
other regions. Ertur and Koch (2007), on the other hand, assume that the technological
progress of an economy depends on the stock of physical capital per worker in that economy
as well as the stock of knowledge of the other economies. More specifically, they assume
that the technology of an economy is a geometrically weighted average of the technology of
the other economies, thus making knowledge spillovers to spread over all the regions (and
hence become “global"). However, it is still assumed that “some proportion of technological

progress is exogenous and identical in all countries" [p. 1036].

In this paper, we extend the model of Ertur and Koch (2007) by introducing spatial
dependence in the stock of capital, as well as heterogeneity and spatial dependence in
the exogenous technological progress (while holding the assumption that the technological
progress of an economy depends on the stock of knowledge of the other economies). In
this vein, our assumed technology combines the alternative sources of spatial externalities
considered in models of relative location with the unobserved heterogeneity that characterises
the models of absolute location (Abreu et al., 2005). In particular, our model shares with
that of Ertur and Koch (2007) the main source of parameter heterogeneity. Namely, the
speed of convergence to the steady state, as discussed below. Yet we eventually estimate a
constrained version in which the speed of convergence is identical for all economies (Elhorst
et al., 2010; Yu and Lee, 2012). To be precise, the estimated econometric specification
corresponds to a variant of the spatial Durbin dynamic panel model recently considered by
Lee and Yu (2016) that includes not only individual-specific effects but also their spatial
spillovers (Miranda et al., 2017a).°

Next we derive our empirical specification, which adopts the form of a growth-initial
equation. To a large extent, our approach follows the steps of Ertur and Koch (2007). Thus,
we first discuss and motivate the assumed technology, then we obtain the output per worker

equation at the steady state, and finally the growth-initial equation.

6 As Basile (2008, p. 532-533) points out, “the local Spatial Durbin Model (...) proposed by Ertur and
Koch (2007) is a general and flexible specification, since it allows identification of both spatial-interaction
effects and parameter heterogeneity (...). In essence, this is the model considered here. The global Spatial
Durbin Model (...) represents a less general specification, because it imposes the restriction of parameter
homogeneity". In essence, this is the model we estimate. Lastly, “[tjhe model proposed by Lopez-Bazo
et al. (2004) (..) imposes a further restriction on the parameters since the spatial lags of the structural
characteristics of the regions are not included" (this also applies to the model proposed by Egger and
Pfaffermayr 2006). In essence, this model is nested in ours.
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4.2.2 Technology

K;
! the level of

Let us denote by £2;; the exogenous technological progress and by k; =

it
physical capital per worker (of region i in period t). Ertur and Koch (2007, p. 1036) assume
that the technology of region ¢ in period ¢ is given by

N
A = Qitkﬁ H A7wij, (4.2.2)

jt
J#i

where “[t|he parameter ¢ describes the strength of home externalities generated by physical

capital accumulation" and “the degree of [regional| technological interdependence generated

by the level of spatial externalities is described by v". Notice that the spatial relation between

region ¢ and its neighbouring regions is represented by a set of spatial weights or “exogenous

friction terms" w;;, with 7 =1,..., N, that are assumed to satisfy the following properties:

w;; =0ifi=7,0<w; <1, and Zwij = 1. Lastly, Ertur and Koch (2007) assume that

J
Oy = Q = Qo exp(pt), where p is the constant rate of growth of the exogenous technological

N
progress. Therefore, the technology eventually assumed is A;; = Qg exp(ut)kﬁ H AZZD K
J#1

However, as previously pointed out, there are alternative approaches to the inclusion
of knowledge spillovers in the Solow model. In a series of papers, Lopez-Bazo et al.
(2004, p. 46), Egger and Pfaffermayr (2006), Fingleton and Lopez-Bazo (2006) and
Pfaffermayr (2009, 2012) argue that the physical (and human) capital may be an alternative
source of externalities, “[t|he reasoning behind such spillovers [being| basically the diffusion
of technology from other regions caused by investments in physical (...) capital". In

mathematical terms, such a technology may adopt the following functional form:

N

Ay = Qg exp(ut) H ki, (4.2.3)

J#i

where, for the sake of comparability, we have used the same notation as in 4.2.2. However,
the interpretation of the parameter v is different here, for it now “measures the [strength
of the| externality across economies" originated from variations in physical capital (Lopez-
Bazo et al., 2004; Fingleton and Lopez-Bazo, 2006, p. 46). It is also important to stress that
these papers maintain the assumption of an homogeneous exogenous technological progress

growing at a constant rate, i.e., Q; = Qg exp(ut).

Our assumed technology features those displayed in 4.2.2 and 4.2.3. However, we depart
from these studies in the assumptions they made with respect to the exogenous technological

progress. First, they assume that it is homogeneous across regions. However, as Mankiw et al.
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(1992, p. 6) point out, the €y “term reflects not just technology but resource endowments,
climate, institutions, and so on; it may therefore differ across countries". In line with
this argument, we introduce regions’ heterogeneity into the definition of the exogenous

technological progress by assuming that €; = Qo exp(ut).”

Second, as Islam (1995, p. 1149) points out, €2y “is an important source of parametric
difference in the aggregate production function across [regions|". Econometrically, it can be
interpreted as an individual-specific effect (possibly correlated with some of the covariates
in the initial-growth specification eventually derived). Economically, it is “a measure of
efficiency with which the [regions| are transforming their capital and labor resources into
output and hence is very close to the conventional concept of total factor productivity" [p.
1155-1156]. These arguments are behind the second twist we introduce with respect to the
models of Lopez-Bazo et al. (2004), Ertur and Koch (2007) and others, since it opens the
door to considering productivity spillovers as an additional source of spatial externalities
(LeSage and Fischer, 2012; Miranda et al., 2017b). As De Long and Summers (1991, p. 487)
point out, “it is difficult to believe that Belgian and Dutch or US and Canadian economic
growth would ever significantly diverge, or that substantial productivity gaps would appear

within Scandinavia".

All in all, a production technology that may account for these alternative sources of

spatial dependence is the following:

N
Ay = [ [ 9K, H K H AR (4.2.4)
J#i J#i J#i

with Q;; = Q0 exp(ut) and Q;p non-observable (which is why ;; does not have a coefficient
in 4.2.4). Notice that 3 and v, play the same role as v in 4.2.2 and 4.2.3, respectively,
whereas v, can be interpreted as the degree of technological interdependence generated from
the (unobserved) productivity spillovers. In particular, 7 = ¢ = 79 = 73 = 0 would lead us
to the model proposed by Islam (1995), v1 = ¢ = 3 = 0 (with 72 # 0) to the model proposed
by Lopez-Bazo et al. (2004), and v = 72 = 0 (with ¢ # 0 and 73 # 0) to the model proposed
by Ertur and Koch (2007). Notice also that, in contrast to the local contagion models of
Lopez-Bazo et al. (2004) and Egger and Pfaffermayr (2006), both ours and that of Ertur
and Koch (2007) are models of global contagion (Anselin, 2003). We differ, however, in that
whereas in their case there are no (global) spatial externalities in the stock of knowledge
unless 73 # 0, there still are here if either v; # 0 or 72 # 0 (albeit of a local nature). This

" Alternative ways of modelling the exogenous technological progress are Q;; = Qg exp(u;t) and Q;; =
Q0 exp(u;t). However, these proposals would considerably increase the number of parameters of the model
(by more than N, since it can be shown that the balanced growth rate becomes heterogeneous too) and
make identification difficult, if not impossible (Lee and Yu, 2016).
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is because our model accounts for both global and local contagion. Lastly, it is interesting
to note that there are no capital externalities in our model if ¢ = v, = 0 (neither global
nor local). This is because our model accounts for both the role of the own physical capital
(Ertur and Koch, 2007) and that of the other economies (Lopez-Bazo et al., 2004) in the

technological progress.

4.2.3 The production function

In order to obtain the explicit form of the Cobb-Douglas production function in 4.2.1 given

our assumed technology, let us consider 4.2.4 expressed in logs and matrix form:

A=Q4+y1WQ+ ok + Wk + v WA
= (I = W)+ (I = W) WA (I = W)k + 90l — W) Wk (4.2.5)

where the parameters 71, 72 and 73 have been previously described (in particular, it is now
assumed that 1/v3 is not an eigenvalue of W when 73 # 0), A is the N x 1 vector of logarithms
of the technology, I is the N x N identity matrix, Q = Q¢ + tyut is the N x 1 vector of
logarithms of the exogenous technological progress with Qy = (InQy,...,In Q)" and ty
being a N x 1 vector of ones, k is the N x 1 vector of of logarithms of the capital per worker,
and W is the N x N spatial weight matrix that describes the spatial arrangement of the

regions.

Le us now denote by w ) the row 4 and column j element of matrix W". Notice that,

since W is assumed to be row—normahzed if all the eigenvalues of W lie in the interval

(—1,1) and |y3]|< 1, then (I — W)~ nygWT Thus,

r=0
lnAzt—Znyg anthL%ZZ%’ TH)anJt—t—gbZnyg lnkjt
7j=1 r=0 7j=1 r=0 7j=1 r=0
N oo
+ ¥ Z Z nggﬂ) In kj
j=1 r=0
Z "/3 7,] i N ¢ Z ’YT (T) N rw§;>

—Zan +Zanf “ +Zlnk S0 +Zlnk”3 ,
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so that we may rewrite 4.2.5 as

n_na RO R

14 (¥3tm S (r) N + bya+ rn N b3+ (r)
_ Q/L:»( 73 )Tgl'ysw” HQJ(tVS»Y;l> Er 1’)/3’11)” ]{¢+< W?Y%’YQ)ZT 1’)/5’11}“ kj(t’%v) Er 173w1j
i i
© suw® 5
by using HQ 7 =Q; and Hk U=k
Jj=1 j=1
oo
+
Also, let us now define uw; = o + ¢ + (M)Z’ygwg) and wu;; =
73

r=1

0o N N
¢73+72> O OY3 + 72 o+ 7
EELE vaz,w1thuii+§u@--zgui-:a—ir(b%——:oz—ir .
( V3 — S oy ’ e ’ L= L=

Then, given that y; = A;ky,

((73+V1)(u“7a ¢>) N (v3+71)uij
Wi
Yir = Q (6v3+72) H Q dv3+72 ku” H k't] (426)
J#i J#i

Notice that “this model implies spatial heterogeneity in the parameters of the production
function", a feature shared with that of Ertur and Koch (2007, p. 1037). We differ, however,
in that it is no longer the case that “if there are no physical capital externalities, i.e., ¢ = 0,
we have u; = o and w;; = 0, (...) then the production function is written in the usual form"
(as in e.g. Mankiw et al. 1992 and Islam 1995). As previously pointed out, here we further
require that v; = 75 = 73 = 0. Put it differently, there are no physical capital externalities
in the model of Ertur and Koch (2007) if ¢ = 0, regardless of 3. In our model, however, we
further require that 7, = 0. That is, there are capital externalities to the extent that v3 # 0
and either ¢ # 0 or 7 # 0. This is because, following Lopez-Bazo et al. (2004), we account
for the local role of the capital in the technology through the parameter ~s.

4.2.4 The Steady State equation

To derive the equation describing the output per worker of region ¢ at the steady state,
we proceed in the following way. First we rewrite the production function in matrix form,
y = A + ak, and substitute the technology by its expression in 4.2.5. We then pre-multiply
both sides of the resulting equation by I — y3W to obtain

y=Q+ W+ (a+ @)k + (72 — ay)Wk + Wy (4.2.7)
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Lastly, we replace in 4.2.7 the log of the capital per worker in region ¢ by its log value at the
steady state, In k},. To this end, we start by noting that the evolution of capital is governed

by the following dynamic equation:
k.it = siYit — (i + )k (4.2.8)

where the dot over a variable denotes its derivative with respect to time, s; is the fraction
of output saved, n; is the growth rate of labour, and § is the annual rate of depreciation of
capital (common to all regions). Given that production shows decreasing returns to scale,

equation 4.2.8 implies that the capital-output ratio is constant and converges to a balanced

ki p(d+m)
rowth rate g defined by % = In a = In k:Z =
; I Y o = e = ke =0 = S
4.5). Also, it can be shown that, given a balanced growth rate g and 4.2.8 (see e.g. Barro
and Sala-i-Martin, 2003), “t = — %" apdInk’ =Iny +In [ — 2 )8
Yy mnitotg ni+o+g

(see appendix

What is thus left is to introduce in 4.2.7 (rewritten for economy ¢ rather than in matrix
form) the expression obtained for the log of the capital per worker in region i at the steady
state. In doing so, we obtain the equation describing the output per worker of region i at

the steady state:

. IHQZ‘t Oé‘i‘ﬁb S;
lnyit_l—a—gb+1—oz— walnﬁjt—i_1—oz—thl(ni+5—|—g>

N
Yo — QY3 (1—a)ys + 7 i
Iy’
1—a—¢2 (nj+5+g)+ I—a—0¢ 2wy,

J=1

(4.2.9)

Notice that this equation differs from that obtained by Ertur and Koch (2007) in two main
features, reflecting ultimately differences in the assumed technology. First, the heterogeneous
exogenous technological progress, since €);; is assumed to be €, in Ertur and Koch (2007) and,
consequently, no exogenous technological interdependences are considered. In particular, the

N
(17—1@ Z w;; In 25, is missing in their steady state equation. Second, the relation
p— a p—
j=1

between the output per worker of an economy at the steady state and that of its neighbours,

term

8It is also interesting to mnote that, if we compute the marginal productivity of capi-

ki ; k.
tal, k—lt = si% — (n; + §), using the expression defining y; in 4.2.6, we obtain k—”
it it it
1+ (va+y1)(uj;—a—9¢) (v3+v1)u4
RO ( (#r3+72) HQ R i 1Hku” — (n; + g). Therefore, provided that o + 0+ < 1,
I—ns

J#i J#i
there are diminishing returns to the capital, as in the model of Ertur and Koch (2007).
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(1—a)y+7
l—a—29¢

global contagion in the output unless 3 # 0 (provided of course that o # 1), here we

N
Zwij Inyj;. Whereas in the model of Ertur and Koch (2007) there is no

Jj=1

may still have such contagion to the extent that 75 # 0 (as in Lopez-Bazo et al. 2004),
even if v3 = 0. More generally, these features of our model are also absent in the above
mentioned growth studies (Lopez-Bazo et al., 2004; Egger and Pfaffermayr, 2006; Fingleton
and Lopez-Bazo, 2006; Pfaffermayr, 2009, 2012).

4.2.5 The growth-initial equation

In the standard, non-spatial growth models (see e.g. Barro and Sala-i-Martin, 2003), the

analog of equation 4.2.9 gives an expression for the output per worker in the steady state

that does not depend on the output per worker in the steady state of the other economies

(1 —a)ys+ 2
l—a—0¢ =

the dynamics around the steady state using a Taylor expansion produces a growth-initial

N
(i.e., the term Zwij Inyy, is missing). Thus, a log-linear approximation to

regression equation that can be estimated using the appropriate method. In our case,
however, this approach would produce a rather complex system of first-order differential
linear equations whose solution is not directly estimable due to the presence of variables at
the steady state (Egger and Pfaffermayr, 2006, for example, approximate them using a set

of exogenous variables). In particular, a log linearisation of the marginal productivity of

capital, k:_t’ around the steady state yields (see appendix 4.6)

1t

. N
ki . *
k’_; =g+ (uiy —1)(n; +3+¢g) (Ink; —Inkj,) + Z uij(n; +6 + g) (Inkj, —Ink}) (4.2.10)
Z JFi

Notice that this result coincides with the one obtained by Ertur and Koch (2007).

To tackle this issue, Ertur and Koch (2007) hypothesise that the differences between the
observed and the steady state values of the capital and output per worker across regions

correspond to the following expressions:

Iny; — Inyj; = ©; (Iny; —nyj,)

(4.2.11)
Inky —Inkj, = ®; (Inkj, — Ink;,)
This yields the following speed of convergence (see appendix 4.7):
dIny;
zllty L= g—N(nyy —Iny) (4.2.12)
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with

St g (n+g+0)
j=1 Uij g, (1 _Zuij(nj+5+g)@i (4.2.13)
J

ZN Wi 2
j=1 "%, j=1

>\i:

Solving the differential equation in 4.2.12 for Iny; (see appendix 4.8) and evaluating the

solution at ¢t = t5:
Inyi, = g (t2 — tle_’\”) —e M Inyy, + (1 —e ) Inyj (4.2.14)

with 7 = t5 — t;. In particular, under the assumption that the speed of convergence is

homogeneous across regions (A\; = A fori =1,---  N):

Inyy, =g (t2 — tle’)‘f) + e MInyy, + (1 —e ) Inyj, (4.2.15)
At this point it is convenient to write the previous expression in matrix form:

y(ta) = g (ta —tie™) ey + e My(ty) + (1 — ) y*(0) (4.2.16)

where y(t2) is a N x 1 vector containing the log of the outcome per worker at ¢, ¢ty is a
N x 1 vector of ones, y(t1) is a N x 1 vector containing the log of the outcome per worker
at t1, and y*(0) is a N x 1 vector containing the log of the initial level of output per worker
at the steady state. The reason for this is that facilitates replacing y*(0) by 4.2.9 at ¢ = 0,

which, in matrix form, is:

a+ ¢ Y2 — QY3
1_&_¢S+1_a_¢WS
(4.2.17)

VO = (=) [Tl 00) + ) +

(1—a)ys+7
l—a—2¢

and S = {ln (L)} .

Thus, we introduce 4.2.17 in 4.2.16 and pre-multiply both sides of the resulting equation
by I — pW to obtain:

(it is assumed that 1/p is not an eigenvalue of W when p # 0)

where p =

y(t2) = g(1 = p) (t2 — t1e™) e + €7 (I — pW) y(t1) + pWy(t2)

AT 1 71 a+o Y2 — QY3
+(1-e )[—1_&_¢Q(0)+—1_&_¢W§2(0)+1_@_¢S+1_&_¢WS

(4.2.18)
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Alternatively, we can rewrite this equation for country i as

N
Inyi, = e M Inyy, — pe ™ Z wi; Inyje, +p Z w;j Inyjq,

P =1
(1—e™) (a+9) (1—e™) (a+9)
Ins — .
+ — n s p— In(n; + 9+ g)
(1—e) (12 — ) (1—e7) (72 — avs) al
+ Tp— walns] Tp— Zwijln(nj—l—é—i—g)

j=1
1— —AT 1— —)\T

() (2 )

+9(1=p) (t2 = tre™)

(4.2.19)

4.3 Empirical results

4.3.1 Model specification and identification strategies

To derive our econometric specification, notice that equation 4.2.19 (plus an i.i.d. shock ¢)
corresponds to the spatial Durbin dynamic panel model with individual-specific effects and

their spatial spillovers:

N N N N
Zit = V1Zit—1 T Yo Z WijZjt—1 + P Z Wi zje + Biwy,, + Poxa,, + 01 Z w1, + 0o Z Wi T2,
Jj=1 j=1 j=1 j=1
+ﬂi+zwij%‘ + fi + i (4.3.1)
j=1
where zi = Inyi,, zit-1 = Iy, 1, = Insy, x2, = In(ng +6 +g), 7, = e_)‘T, ¥y =
pe T By = (1 - 67”) (a+9) B, = — (1 - ‘37”) (a+9) 0 = (1 - 67”) (72 — arys)
’ l—a—¢ l—a—¢ l—a—¢ ’
(1 _ e—)n') (72 _ Oé’}/g) (1 _ e—)\r) (1 _ e—)n') "
? [Ca-9¢ M7 T g Mo m =y T o and

g(1—p) (ta — tie™).
This means that equation 4.3.1 corresponds to the model specification discussed by Lee

and Yu (2016), except that their model does not distinguishes the spatial counterparts
N

of the individual effects (Z w;;a;). In other words, their individual effects correspond
j=1

to w; + Zwijaj in 4.3.1. In fact, in our model the individual effects and their spatial
j=1
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counterparts are proportional (by a rate ;). This is therefore a particular case of the more

general specification proposed by Miranda et al. (2017a).

To distinguish the individual effects from their spatial spillovers, we assume a correlated
random effects specification for the individual effects (i;) and their spatial spillovers ().
This means making use of the following correlation functions (Mundlak, 1978; Chamberlain,
1982):

1 — 1 «

Hi = Ty, (T leit> + Ty (T Zx2it> + Upi
1 t§1 1 t?}

O = Ta, (T;xlzt> * Tay (f;x%> + Vai,

where 7,,, 7,,, To, and m,, are the parameters associated with the period-means of the

2
o

(4.3.2)

regressors, and v,,; and v,, are random error terms with E(v,;) = 0 = E(vy,), Var(v,) = o

Var(ve) = o2 and Cov(Vyi, Vai) = Opa-

The last thing to notice about our econometric specification is that the implied
parameters (o, ¢ and 7,, on the one hand; ~;, A, 73, and InQ;y, on the other) are not
identified. In particular, we cannot obtain a single estimate of v; (since this can be obtained
from each («;, i1;) pair, but also from either 7, and 7,, or 7, and m,,), A (since this can be
obtained from 7, but also from 7, and p), 3 (since this requires p, 7,, either 5 or fs, and
either 61 or 0y, respectively) and In €2 (since this requires either y;, 7, and either 8; or [,
or a;, 7, 71 and either §; or 3) because in principle these parameters are overidentified.
However, it is easy to see that equations 4.3.1 and 4.3.2 three sets of constraints on the
parameters: i) f; = —f2 and #; = —6, (arising from the assumption that the production
function is homogeneous of degree one, thus making the output per capita to depend only on
the stock of physical capital); ii) 7, = —p7, (arising from the assumed spatial-time dynamics
of the technology); and i) a; = v (ie., o = Y17y, o2 = ”yfaﬁ and 0, = 7103, which
arise from the assumed spatial contagion in the heterogeneous exogenous technology and
unobserved productivity).” By imposing these six constraints on 4.3.1 and 4.3.2 (i.e., the

“unconstrained model"), we obtain a constrained version of our model in which v, A, 73,

and In Q, are identified.

9While i) also arises in the model of Ertur and Koch (2007), i) and i) are specific to our model
specification. In this respect, notice that Elhorst et al. (2010, p. 343) also consider the constraint 7, = —p7;.
However, while in our case it arises directly from the derivation of our model specification, they argue that
this “constraint is unnecessarily restrictive because no theoretical or empirical reason exists to impose it".
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To this end, we start by replacing 4.3.2 into 4.3.1, which in matrix form yields:
Zi =1 Za + AW Zia + W2+ Xy B+ Wi X0 + XT, + WXL, + fi+m (4.3.3)

where X, = ( 71, ig:Qt ), X denote period-means of X;, 3 = (B1,53), 0 = (61,6,),
I, = (7, m,), I, — (Tays Tay)', and the error term is n, = v, + Wo, + &, with variance-
covariance matrix given by Jr ® (071 + 0o (W +W') + 0. WW') + 021y, Jr being a T x T
matrix of ones and Iyr being the NT x NT identity matrix. This is the unconstrained

version of our econometric model.

Sit
Let us now define S; = I — pW, So = I + W and X, = In{ ————— ) = In ().
w 1 P 2 M t (nit+5+g) (Sit)
Then, the constrained model is given by
S1Zy =7551Zy1 + BX* 4+ WX + S XTI + fi 4 1) (4.3.4)

with 7, = —p7), b1 = —02 = B¢ 0y = —0; = 6° and 11, = 'ylHZ and 1y = & + Syvy,
with variance-covariance matrix given by Jr ® (UiSQSé) +02Ix7. Notice that, in contrast to
4.3.3, the estimation of the constrained version of our econometric model in 4.3.4 (see e.g.
Lee and Yu, 2016; Miranda et al., 2017a) allows us to obtain an estimate of: i) the degree of
technological interdependence between the unobserved productivity, 71 (directly from S5);
it) the speed of convergence, A (from 77); #i) the degree of technological interdependence
between the economies, v3 (from 77, 8¢ and 6°); and iv) the unobserved productivity, In ;o
(from p;, /¢ and 77). In particular, obtaining a statistically significant estimate of v; should
be interpreted as supportive evidence for our model. Also, obtaining a statistically significant

estimate of 3 would lead us to reject the models of Islam (1995) and Lopez-Bazo et al. (2004).

The problem, of course, is that we still cannot identify «, ¢ and v, (only a + ¢ and
72 — arys), although in this case it is because these parameters are under-identified. Since
both the own stock of physical capital and that of the neighbouring economies are arguments
of the technology, we cannot separate the effect that, as an input of the production function,
the stock of physical capital has on the output (i.e., «) from the effect that it has as a
driver of the technology (i.e., ¢). Neither can we separate the local effect that the stock of
physical capital of the neighbouring economies has on the technology and, subsequently, the
output (i.e., 72), from the global effect that the stock of physical capital of the neighbouring
economies has on the technology and, subsequently, the output (i.e., ay3). Still, there are

ways to circumvent this identification problem.

One way is to modify the specification of the model. There are no identification
problems, for example, if we are willing to assume that the stock of physical capital enters

the technological progress lagged one period. That is, if we are willing to assume that
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N N N

A = Qu [Tk H ki H AJ™7 (see, in contrast, equation 4.2.4). Neither there
J#i J#i J#i

are if we argue that different arguments of the technology requlre dlfferent weight matrlces

In mathematical terms, this means assuming that A; = Q H QWU” /{:‘b H k:;ffu K H A%w”,
J#i J#i J#i

Q2 and w - denote different weight matrices (see e.g. Lee and

Zj’
Yu, 2016). These approaches, hOWGVGI“, 1nv01ve the derivation of a new model (the steady

where, in obvious notation, w;

state equation and the speed of convergence, for example, would surely be altered) and/or
require additional data to construct the weight matrices (in our empirical application, we
may for example need data on bilateral trade flows and geographical distances between the

EU regions). We thus leave these approaches for future research.

In this paper, we simply notice that some of the remaining implied parameters would be
identified if an additional appropriate constrain was available. If we were willing to assume,
for example, that the impact of the own physical stock and that of the other economies in
the level of technology is the same (i.e., ¢ = 5), then we may obtain an estimate of a and
¢ = v from 3, 5 and §°. However, since our assumed technology encompasses that of
Lopez-Bazo et al. (2004) and Ertur and Koch (2007), we find that it is of greater interest
to constrain the under-identified implied parameters of the technology (i.e., ¢ and 7s) to
be consistent with the technology these papers assume. Thus, under the assumption that
the technology of Lopez-Bazo et al. (2004) is the appropriate (i.e., ¢ = 0), we can obtain
an estimate of a and 7, from 4.3.4, whereas under the assumption that the technology of
Ertur and Koch (2007) is the appropriate (i.e., 72 = 0), we can obtain an estimate of o and
¢ from 4.3.4. Further, under the assumption that neither the own capital nor that of the
neighbouring economies have a role in shaping the technology (i.e., ¢ = 75 = 0), we can

obtain an estimate of « from the following constrained model:*°

S1Zy = 7551 Zy 1 + BS1X* + S XTI + fi + ) (4.3.5)

However, these estimates should be interpreted with care. If 75 = 0, then we can interpret
an statistically significant estimate of 7, that is obtained under ¢ = 0 as supportive evidence
for the model of Lopez-Bazo et al. (2004). That is, there exist local spatial externalities in
the technology associated with the stock of capital (but not global, since the data supports
that v3 = 0). If 73 # 0, however, the evidence is consistent with the model of Ertur and
Koch (2007, p. 1036), and then the question that we can address by imposing the constraint

ONotice that, while imposing the assumptions that either ¢ = 0 or v, = 0 in 4.3.4 does not yield a new
model specification, imposing both assumptions simultaneously does yield a new model specification (4.3.5)
in which 08¢ = 8%y3 = 3°p (see also Ertur and Koch 2007 and Elhorst et al. 2010).
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2 = 0 (but not that ¢ = 0) is whether there are indeed “home externalities generated by
physical capital accumulation". In particular, only if ¢ # 0 we may conclude that there
exist global spatial externalities associated with the stock of capital (although we remain
uncertain about whether there are local externalities in capital because we have imposed
that v, = 0). Lastly, if ¢ = 7, = 0, we may conclude that, regardless of the value taken
by 73, there is no spatial contagion of the stock of capital (neither in the technology nor in
the output). However, if the data rejects the validity of these constraints, then we remain

uncertain about what is the nature of these spatial externalities: local (i.e., ¢ # 0), global

(i.e., 72 # 0), or both local and global (i.e., ¢ # 0 and 2 # 0).

4.3.2 Estimates from EU-NUTS2 regions

We estimate the model given by 4.3.3 using the approach and model specifications of Lee
and Yu (2016) and Miranda et al. (2017a). We use the first as a benchmark for our basic
parameters (7,, 7o, p, £1, P2, 61 and Oy, which, since all the variables are in logs, can be
interpreted as elasticities) and the second to obtain the whole set of estimates (i.e., the
basic ones plus those appearing in the correlation functions: m,,, m,,, 7., and m,,), test the
validity of the constrained version of the model (using a Likelihood Ratio test), and estimate
the implied parameters (using the constrained version of the model). We also follow this
scheme in the discussion of the results. This means that we will start with an analysis of
the estimates of the basic and correlation functions parameters in the unconstrained and
constrained models, then will go on with the estimates of the implied parameters, and we

will conclude with a description of the geographical distribution of the estimated “unobserved
N

productivity" of the EU regions (In QiO) and its estimated spatial spillover (4, Z w;; In Qjo).
j=1

First, however, a word about the data. We use EU NUTS2 regional data from Cambridge
Econometrics to estimate our model. In particular, our initial sample is analogous to the
one analysed by Elhorst et al. (2010), so that we can use their results as a benchmark
to which ours will be compared. Thus, we initially consider 189 regions across 14 EU
countries (Austria, Belgium, Germany, Denmark, Greece, Finland, France, Ireland, Italy,
the Netherlands, Portugal, Spain, Sweden and the United Kingdom) using time intervals of
five years (see also Ho et al., 2013; Lee and Yu, 2016) over the period 1982 to 2002. This
results in a balanced panel dataset with 4 time periods (1982-1987, 1987-1992, 1992-1997,
1997-2002).'

"To be precise, the (small) differences between our sample and that of Elhorst et al. (2010) are the
following. First, they have data on Luxembourg and the period 1977-1982. Second, in their sample “the
islands (such as those associated with southern European countries) are assumed to be connected to the
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It is worth noting, however, that we have explored alternative samples to check the
robustness of our results. First, we extended our initial sample to cover the years of the
recent global crisis (the time intervals 2002-2007 and 2007-2012). Second, we considered
different time intervals in a wider time period (1980 to 2015, with observations for 1980-
1985, 1985-1990, and up to 2010-2015, which was the last available period at the moment
of writing this paper). Third, we considered alternative groups of countries (e.g., including
Norway, which is a non-EU country, and/or dropping Portugal, Ireland, Italy, Spain and/or
Greece, which are countries that have faced —severe— economic growth problems over the
last decade). In all those cases, the estimates we obtained for the (un)constrained model
remained largely unaltered. We illustrate this by reporting results from these alternative
sampling schemes: the period 2002 to 2012, the period 1980 to 2015, the period 1982 to
2002 without including Portugal, Ireland, Italy, Spain and Greece (the so-called “PIIGS")
and the period 1982 to 2002 without including Greece (since in all these cases results when

including Norway were not substantially different).

All these estimates were obtained using real GDP per capita as the dependent variable
(i.e., yi is real GDP at 2005 constant prices over total population, in thousands of people).
As for the explanatory variables, s;; is the ratio between investment expenditures and gross
value-added (at 2005 constant prices and as a percentage) and n; is the growth rate of the
population over time (computed as in Islam 1995). As it is common in the literature (see
e.g. Mankiw et al., 1992; Islam, 1995; Ertur and Koch, 2007), we assume that 6 + g = 0.05
to compute the depreciation rate. Note also that time dummies and a constant term were

included in the set of explanatory variables to account for f;.

[Insert Table 4.1 about here|

Table 1 provides descriptive statistics for the dependent and main explanatory variables
(i.e., yit, sy and ny). In particular, we report the statistics for the five samples considered and
the periods effectively used in estimation in each case (notice that we lose one observation
due to the inclusion of the lagged dependent variable in the model). The differences in the
values of the statistics across the samples considered are of small magnitude, particularly
between the original sample and the same sample without Greece. In fact, the observed
differences arise in the GDP and the saving rate, whereas the distribution of the depreciation
rate remains almost unaltered across samples. It is also interesting to note that the recent

economic crisis seems to have increased the levels of GDP and savings, but mostly for those

mainland, so that each region has at least one neighbour" (p. 353). Here we only consider continental
regions, which means that our sample does not include the Spanish cities of Ceuta and Melilla, the French’s
“Départements d’outre mer", and the Greek, Finish, French, Italian and Spanish islands.
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regions that were already in the top of the distribution (i.e., the centre of the distribution
of these variables has shifted to the right and the upper tail has increased, thus making
differences between the extremes larger). The effect is similar when dropping the PIIGS
from the original sample, except that now it it is the lower tail of the distribution the one
that increases (i.e., we are dropping regions with levels of GDP and savings that are lower

than those of the rest of the sample).

[Insert Table 4.2 about here|

We move now to the analysis of the estimates of the model and, as previously pointed
out, start by considering the estimates of the unconstrained version of the model. These
are reported in Table 4.2. In particular, the first reported estimates (in column two) were
obtained using the approach and model specification of Lee and Yu (2016), whereas the
rest (columns three to seven) were obtained using that of Miranda et al. (2017a). We
report results for the initial sample (period 1982 to 2002) in columns two and three and,
subsequently, for the other samples considered (periods 1982 to 2012, 1980 to 2015, 1982 to
2002 without the PIIGS, and 1982 to 2002 without Greece).

We find a remarkable regularity in both the values and the statistical significance of
the coefficients across the samples and estimation approaches considered. Perhaps the only
differences worth mentioning are: ) the slightly lower value of the coefficient associated with
the time-lagged dependent variable (7,) when estimating the model using the approach of
Lee and Yu (2016); and 4) the lack of statistical significance of the coefficient associated
with the saving rate (1) when considering the years of the recent crisis (i.e., the samples
covering the periods 2002 to 2012 and 1980 to 2015). This caveat aside, all sets of estimates

provide essentially the same picture.

In particular, the basic parameters are all statistically significant (except for 6,) and have
the predicted signs (see Ertur and Koch, 2007).'* Consistent with the constraint 7, = —p7,,
the spatial and time lagged dependent variables have a high and positive coefficient, whereas
the spatially weighted lagged dependent variable has a negative and smaller coefficient in
absolute value (see also Ho et al., 2013; Lee and Yu, 2016). Thus, the level of GDP per
capita of the European regions is largely determined by its past GDP per capita and the

current and past GDP per capita of their neighbours. Further, the saving rate of an economy

20ur estimates of the basic parameters are largely consistent with those reported by Basile (2008) using
an analogous sample of regions and the period 1988 to 2000. They also concur with those reported in panel
data studies analysing countries rather than regions (see e.g. Ho et al., 2013; Lee and Yu, 2016). In contrast,
we find some differences with those reported by Pfaffermayr (2009), who consider an analogous period of
analysis but whose sample includes Norway’s and Switzerland’s regions.
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contributes positively to its GDP per capita, but its depreciation rate and the saving rate
of the neighbouring regions both contribute negatively. All in all, these results indicate that
richest areas are likely to stay rich (more so they if are geographically close to rich areas,
like e.g. in the so-called “blue banana") while poorer areas can only (partially) catch up if

they increase their saving rates and/or are geographically close to rich areas.

As for the correlation functions parameters, there is evidence of i) correlation between
the individual effects and the covariates (since both the —mean— saving and depreciation
rates are statistically significant) and i) spatial contagion in the individual effects (since

the spatially weighted —mean— saving rate is generally statistically significant). In addition,

2

<, are statistically significant. This supports our

two of the variance components, O'Z and o
correlated random effects model specification. In particular, results are consistent with the
constraint «; = ~yiu;, which implies a “fixed effects" error term model with proportional

spatial contagion (Miranda et al., 2017a).
[Insert Table 4.3 about here]

Next we consider the results for the constrained version of the model, which are reported
in Table 4.3. Before discussing the estimates, however, it is important to assess the validity
of equation 4.3.4 in the different samples considered. To this end, we used a Likelihood
Ratio test. We found that the “fully" constrained version of the model (i.e., the model
resulting from imposing the constraints §; = —fs, 61 = —6s, 7, = —p7, and «; = Y144;) was
statistically supported only in the last two samples (i.e., the period 1982 to 2002 without the
PIIGS and without Greece).'® Estimates from this fully constrained version of the model
are reported in Table 4.3b. Still, after testing the validity of each constraint individually,
we found that a “partially" constrained version of the model in which only the constraint
a; = v was imposed was not rejected in the first three samples (periods 1982 to 2002,
1982 to 2012, and 1980 to 2015). Estimates from this partially constrained version of the

model are reported in Table 4.3a.*

At first sight, there is very little to comment on the results reported in Table 4.3a since, as

expected, they are very similar to the ones obtained from the unconstrained model (see Table

131n particular, the Likelihood Ratio test statistics we obtained in the first three samples were 18.42 (period
1982 to 2002), 42.06 (period 1982 to 2012) and 27.26 (period 1980 to 2015), all statistically significant at
standard levels. The Likelihood Ratio test statistics of the other samples (the period 1982 to 2002 without
the PIIGS and without Greece) are reported in the last row of Table 4.3.

“Notice that, since 77 is an implied parameter, it is reported in Table 4.4 (along with the rest of the
implied parameters obtained from the fully constrained model). However, since 7, is identified in both the
fully and partially constrained models, for the sake of comparability we have also included its estimates
among the results reported in Table 4.3.
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4.2). Yet two things are worth mentioning. First, the correlation functions parameters and
the variance components parameters are all statistically significant. This again supports
our correlated random effects specification. Second, the coefficient reflecting the degree
of technological interdependence generated from the productivity spillovers, ~;, shows a
negative and (at least in two of the samples considered) statistically significant value. Also,
the estimates we obtain for 7; are similar across the samples considered. This indicates,
given the imposed constraint a; = =y, that there exists a negatively proportional relation

between the individual effects of the EU regions and their spatial spillovers. We will return
N

to this point when we analyse the geographical distribution of In Q0 and o] Z w;; In Qjo.
j=1

As for the estimates of the “fully" constrained version of the model, the first thing to
notice is that they are similar in the two samples considered (except for the lack of statistical
significance of 6 in the sample without the PIIGS). In particular, the basic parameters are
all statistically significant and have the predicted signs (see Ertur and Koch, 2007). Also,
if we compare our results with those obtained by Elhorst et al. (2010), our estimates of
the difference in the logs of the saving and depreciation rates, as well as that of its spatial
counterpart, are both larger (and statistically significant, whereas only the former is in their
case). The estimated coefficient of the spatially lagged dependent variable, on the other hand,
is analogous to the one reported by Elhorst et al. (2010). Lastly, the rest of parameters have
estimated values in line with those obtained for the “partially" constrained version of the

model (including 71, as previously pointed out).

We then use these “fully constrained" estimates to obtain the implied parameters of
the theoretical model. These are reported in Table 4.4. In particular, the first block of
Table 4.4 contains the estimates of the parameters that are directly identified (y;, A and
v3), the second block the estimates of o and 7, obtained under the assumption that the
technology considered by Lopez-Bazo et al. (2004) is the appropriate (i.e., imposing the
additional constraint ¢ = 0), and the third block the estimates of a and ¢ obtained under
the assumption that the technology considered by Ertur and Koch (2007) is the appropriate

(i.e., imposing the additional constraint v = 0).
[Insert Table 4.4 about here|

Firstly, the statistical significance of the degree of technological interdependence
generated from the (unobserved) productivity spillovers, <, supports our assumed
technology (against the related alternatives of Islam 1995, Lopez-Bazo et al. 2004 and
Ertur and Koch 2007). Secondly, the estimated speed of convergence, as measured by
A, is around 2% and statistically significant, which is a standard result in the literature
(Barro and Sala-i-Martin, 2003; Lopez-Bazo et al., 2004; Ertur and Koch, 2007; Lee and Yu,
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2016). Thirdly, the statistical significance of the degree of technological interdependence, as
measured by 73, supports the model of Ertur and Koch (2007) and contradicts the models
of Islam (1995) and Lopez-Bazo et al. (2004). Moreover, its value is similar to the one found
by Ertur and Koch (2007) and Elhorst et al. (2010), somewhere in between them. Fourthly,
the estimates of the capital share, as measured by «, obtained when imposing the additional
constraint(s) that ¢ = 0 (Lopez-Bazo et al., 2004) and/or 75 = 0 (Ertur and Koch, 2007)
are in line with those obtained in the literature (Barro and Sala-i-Martin, 2003; Ertur and
Koch, 2007; Elhorst et al., 2010). Fifthly, the parameter capturing capital externalities at
the local level (7,) and that allowing for capital externalities at the global level (¢, through
73), obtained when imposing the additional constraint that either ¢ = 0 (Lopez-Bazo et al.,
2004) or 5 = 0 (Ertur and Koch, 2007), respectively, are not statistically significant. In fact,
we cannot reject the null hypothesis that both parameters are zero. The LR test statistic
obtained from the models 4.3.4 and 4.3.5 is 0.53 for the sample 1982 to 2002 without the
PIIGS and 0.53 for the sample 1982 to 2002 without Greece, none of them being statistically

significant at standard levels.'

All in all, these results point to the the existence of spatial spillovers in the unobserved
productivity and the level of technology. That is, we find evidence supporting the existence
of both local and global spillovers in the stock of knowledge. In contrast, there is no sign
of the capital externalities in technology found by either Lopez-Bazo et al. (2004) or Ertur
and Koch (2007). That is, we do not find evidence of spatial externalities in the stock of
capital. Lastly, our estimates support our model specification against that of Islam (1995),
Lopez-Bazo et al. (2004) and Ertur and Koch (2007).

[Insert Figure 4.1 about here]

To conclude our empirical analysis, we report the geographical distribution of the
estimated “unobserved productivity" and its spatial spillover (to reiterate, obtained from
the constrained model in 4.3.4) in Figure 4.1. More precisely, Figure 4.1 presents a
map of the European regions considered and the values of these statistics grouped by

quantiles: Figure 4.1a reports In Quo (the “unobserved productivity") whereas Figure 4.1b
N

reports 4 Z w;; In Qjo (the spatial spillover of the “unobserved productivity", that is, the
j=1

impact on the technology of unit ¢ of all the units neighbouring ¢ having their “unobserved

productivity"). Notice that we have opted for using the estimates from the 1982-2002 sample

without Greece to construct Figure 4.1 because this allows us to analyse a larger number

5More generally, the other four findings largely hold when imposing on the “fully constrained" model in
4.3.4 the additional constraint that ¢ = v = 0, that is, when estimating the constrained model in 4.3.5.
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of regions. It is important to stress, however, that results were not substantially different
when using the 1982-2002 sample without the PIIGS. Notice also that, given the negative
and statistically significant value found for ~;, there is a negatively proportional relation
between the unobserved productivity of each EU region and the spatial contagion of this

unobserved productivity on its neighbouring regions.®

With this in mind, we start by noting the considerable heterogeneity that Figure 4.1a
displays, which contradicts the standard assumption of homogeneous exogenous technological
progress. In particular, results indicate that the regions with the lowest estimated
“unobserved productivity" are mostly located in Scandinavia (Finland and Sweden), Scotland
and North of England, Northern Ireland, Central-South of France, South-Est of Germany,
Austria, Central and North-West of Spain, and North-West and South of Italy. Figure
4.1a also shows that the geographical distribution of the higher estimated “unobserved
productivity" covers the so-called “blue banana" (from the South of the UK to the South-
West of Germany, thus including the North of France, Belgium and the Netherlands), plus
Denmark and the Mediterranean regions of the South-West of France and Central Italy.

What is also interesting to note is that about half of the regions in the high productivity
group can be qualified as “rich", meaning here that their average GDP per capita over the
periods considered is in the upper quantile of the distribution. On the other hand, the same
criterion would lead us to qualify about half of the regions with low estimated productivities
as “poor". Thus, it seems that many of the richer/poorer regions tend to have higher/lower
(unobserved) productivities. In fact, the Spearman rank correlation between In Q.0 and the

average GDP per capita is 0.36 and statistically significant.

As for the spillovers associated with the “unobserved productivity", Figure 4.1b reveals
that the pattern tends to be opposite to the one found for the estimated “unobserved
productivity". In particular, the largest values are found in the Northern regions (i.e.,
Scandinavia, East of Ireland, the UK Midlands and South of Scotland), but also in the East
(i.e., Austria) and South (South-West of France, North and West of Spain, and South of Italy)
of Europe. This means that these are (often poor) regions whose “unobserved productivity"
is more impacted by the “unobserved productivity" of its neighbours. South of England and
Ireland, Belgium, the Netherlands, and West Germany, on the other hand, stand as the areas
with the lowest spillovers. This means that these are (mostly rich) regions whose output per

capita is barely affected by the “unobserved productivity" of its neighbours.

6These spillovers correspond to the (local) spill-in effects proposed by Miranda et al. (2017b). We do not
report the spill-out effects because, given the proportional relation that imposes the constraint a; = ~yu;,
its geographical distribution is no more informative than that of In Qo (in fact, since both In Q0 and ~1 take
negative values, the spill-out effects take positive values and are larger/smaller the smaller /larger In Qio is).

121



UNIVERSITAT ROVIRA I VIRGILI
ESSAYS ON SPATIAL PANEL ECONOMETRICS

Karen Alejandr@héipterdd. GGaisiwth, heterogeneous technological interdependence, and spatial externalities: Theory and
Evidence

4.4 Conclusions

We present a growth model that extends previous knowledge-spillovers models in several
directions. First, we do not assume a common exogenous technological progress but account
for heterogeneity in the initial level of technology. Second, we assume that the technological
progress depends not only on the stock of physical capital and the stock of knowledge of
the other economies, but also on the physical capital and the (unobserved) initial level of
technology of the other economies. Thus, our assumed technology combines the alternative
sources of (global and local) spatial externalities considered in previous models of relative
location with the unobserved heterogeneity that characterises previous models of absolute

location.

We use EU-NUTS2 regional information from Cambridge Econometrics to test whether
the data supports the main features of our growth model. In particular, our econometric
specification is derived from the growth-initial equation of the model and takes the form
of a spatial Durbin dynamic panel model with spatially weighted individual effects. As
a downside, some of the implied parameters of the model are not identified. We discuss

alternative ways to circumvent this limitation.

We estimate the model by QML using a correlated random effects specification for the
individual effects and their spatial spillovers. Our results support our model specification.
Also, they are largely i) consistent with other studies using analogous data; and i) robust
to the use of alternative specifications, samples and estimation approaches. In particular, we
find evidence of the existence of (global) spatial spillovers arising from the level of technology,
but not from the investment in capital (neither global nor local). Also, our estimates indicate
that the level of GDP per capita of the European regions is largely determined by their
past GDP per capita and the current and past GDP per capita of their neighbours, their
saving rate and that of their neighbours, and their depreciation rate. However, the role of
unobservable characteristics is worth noting: richest areas (e.g., the “blue banana") are so
partially because of their higher “unobserved productivity" and a number of poor regions

benefit from “unobserved productivity" spillovers.
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Table 4.1: Descriptive statistics

(a) Sample I: 1982-2002

Variable Mean St. Dev. Min P25 Median P75 Max

GDP 23,393 9,961 6,321 18,554 22,307 26,227 133,452
5 23.39 4.50 998 20.65 23.08 2577  46.08
n+d+g 0.05 0.00 0.04  0.05 0.05 0.06 0.07

(b) Sample II: 1982-2012

Variable Mean St. Dev. Min P25 Median P75 Max

GDP 25,355 11,536 6,321 19,698 23,997 28,934 176,529
5 23.69 4.76 9.98 20.64 2347  26.17 48.84
n+d+g 0.05 0.01 0.04 0.05 0.05 0.06 0.08

(c) Sample III: 1980-2015

Variable Mean St. Dev. Min P25 Median P75 Max

GDP 25,322 11,842 5,798 19,567 24,020 28,829 191,016
s 23.51 4.81 9.39 2050 2326 2583  46.31
n+d+g 0.05 0.01 0.04  0.05 0.05 0.06 0.07

(d) Sample 1V: 1982-2002 w/o PIIGS (Portugal, Ireland, Italy, Spain and Greece)

Variable Mean St. Dev. Min P25 Median P75 Max

GDP 25,317 10,247 12,208 20,464 23,397 27,307 133,452
s 23.28 4.44 10.82 20.65  23.00  25.41 46.08
n+d+g 0.05 0.00 0.04 0.05 0.05 0.06 0.07

(e) Sample V: 1982-2002 w/o EL (Greece)

Variable Mean St. Dev. Min P25 Median P75 Max

GDP 23,936 9,881 6,321 19,188 22,620 26,525 133,452
5 23.34 4.41 998 20.65 23.08 2570  46.08
n+d+g 0.05 0.00 0.04 0.05 0.05 0.06 0.07

Note: Number of observations: 189 x4 = 756 (Sample I), 189 x6 = 1,134 (Sample
IT), 189 x 7 = 1,323 (Sample III), 139 x 4 = 556 (Sample IV), and 180 x 4 = 720
(Sample V). GDP is real GDP (at 2005 constant prices, in Euros) per capita
(using total population, in thousands of people). s is the ratio between investment
expenditures and gross value-added (as a percentage and at 2005 constant prices,
in Euros). n is is the working-age population growth rate (computed as in Islam
1995) and 6 + g = 0.05 (as in e.g. Mankiw et al., 1992; Islam, 1995; Ertur and
Koch, 2007).
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Table 4.2: QML estimates (unconstrained model)
Sample I Sample I Sample II ~ Sample III Sample I Sample I
(1982-2002)  (1982-2002) (1982-2012) (1980-2015) (w/o PIIGS) (w/o EL)
_ 0.6291*** 0.9049*** 0.9177%** 0.8520*** 0.8681*** 0.8980***
n (0.0304) (0.0145) (0.0160) (0.0294) (0.0221) (0.0157)
_ —0.3202***  —0.4317***  —0.4746"**  —0.3934*** —0.4757*** —0.4706***
T2 (0.0556) (0.0366) (0.0290) (0.0338) (0.0412) (0.0362)
0.5281*** 0.5047*** 0.5603*** 0.5463*** 0.5587*** 0.5357**
P (0.0432) (0.0380) (0.0277) (0.0273) (0.0513) (0.0383)
3 0.1149*** 0.0774** 0.0124 —0.0053 0.0604 0.1031***
! (0.0283) (0.0354) (0.0187) (0.0149) (0.0405) (0.0349)
3 —0.1624***  —0.1952***  —0.1742"**  —0.1045*** —0.1564*** —0.1536***
2 (0.0434) (0.0542) (0.0370) (0.0320) (0.0506) (0.0529)
0 —0.0944"*  —0.0907** —0.0526™* 0.0018 —0.1090"**  —0.1154™**
! (0.0339) (0.0419) (0.0259) (0.0187) (0.0506) (0.0410)
0 0.0553 0.0528 0.0337 0.0317 0.1085 0.0446
2 (0.0577) (0.0714) (0.0482) (0.0404) (0.0703) (0.0697)
- —0.1131"*  —0.0526™* —0.0606™* —0.1185** —0.1432***
= (0.0397) (0.0259) (0.0306) (0.0482) (0.0403)
. 0.3486*** 0.3321%** 0.3310*** 0.3358"** 0.3037**
H2 (0.0728) (0.0596) (0.0752) (0.0888) (0.0737)
- 0.0954* 0.0829** 0.0613 0.1223* 0.1189*
o (0.0502) (0.0337) (0.0393) (0.0637) (0.0508)
- —0.1637 —0.1244 —0.1453 —0.2721 —0.0975
o2 (0.1112) (0.0846) (0.1011) (0.1360) (0.1137)
2 0.0006*** 0.0004** 0.0010** 0.0013*** 0.0007***
z (0.0002) (0.0001) (0.0003) (0.0003) (0.0002)
5 1.7 x 1075 0.0002 0.0008 0.0001 1.2 x 107
Oa (0.0004) (0.0003) (0.0005) (0.0008) (0.0004)
. 0.0001 —0.0002 —0.0007* —0.0003 —0.0001
e (0.0002) (0.0002) (0.0004) (0.0006) (0.0003)
2 0.0035*** 0.0030*** 0.0028*** 0.0019*** 0.0028***
: (0.0002) (0.0002) (0.0002) (0.0002) (0.0002)

Note: All estimates obtained using the approach proposed by Miranda et al. (2017a), except
for those in column two, which were obtained using the approach proposed by Lee and
Yu (2016). Time dummies included but not reported. The symbol * indicates statistically
significant at the 10% level, ** at the 5% level and *** at the 1% level.

124



UNIVERSITAT ROVIRA I VIRGILI
ESSAYS ON SPATIAL PANEL ECONOMETRICS

Karen Alejandrg Mir@igcleididagon

Table 4.3: QML estimates (constrained model)

(a) Partially constrained model

(b) Fully constrained model

Sample I Sample II Sample 111 Sample I Sample I
(1982-2002)  (1982-2012)  (1980-2015) (w/o PIIGS)  (w/o EL)
B 0.9028%*  0.9217%*  (.8674* _ 0.8700%*  0.9026***
m (0.0144) (0.0147) (0.0271) m (0.0195) (0.0131)
B _0.4455%  —0.4853"*  —0.4099**
72 (0.0373) (0.0281) (0.0319)
0.5253°*  0.5608"*  0.5434** e 0.5747 0.5496
P (0.0384)  (0.0271)  (0.0273) (0.0405) (0.0361)
5 0.0595 0.0019 —0.0086 5e 0.0797* 0.1083™
! (0.03904)  (0.0196)  (0.0151) (0.0323) (0.0333)
5 L0891 Q1717 —0.1044%
2 (0.0562) (0.0372) (0.0321)
- —0.0575  —0.0780**
0 —0.0453 —0.0116 0.0142 (0.0318) (0.0383)
(0.0377) (0.0174) (0.0153)
) 0.0323 0.0283 0.0361
2 (0.0790) (0.0487) (0.0391)
_ —0.0903"*  —0.0336  —0.0467* _ 01257 —0.1445%
s (0.0446) (0.0261) (0.0270) i (0.0412) (0.0392)
0.3423*  0.3300%*  0.3320" _ 0.2195"*  0.2507**
s (0.0781) (0.0597) (0.0707) Hs (0.07530) (0.0617)
e 0.0005**  0.0004***  0.0009*** . 0.0013*  0.0006***
z (0.0002) (0.0001) (0.0003) z (0.0003) (0.0002)
o 0.0035"*  0.0031*  0.0029** e 0.0020*  0.0031%**
e (0.0002) (0.0002) (0.0001) : (0.0002) (0.0002)
—0.3803  —0.3773"  —0.4644" —0.3854*  —0.4432*
n (0.3303) (0.2267) (0.1903) n (0.2108) (0.2459)
LR-test 4.82 5.35 3.02 LR-test 9.88 7.65

Note: The upper letter ¢ denotes constrained parameters (see section 3.2 for details). All estimates
obtained using the approach proposed by Miranda et al. (2017a). Time dummies included but not
reported. The symbol * indicates statistically significant at the 10% level, ** at the 5% level and ***
at the 1% level. LR-test is the Likelihood Ratio test statistic of the hypothesis that the constraint
a; = y1p; is valid (Table 4.3a) and the constraints 1 = —f2, 61 = —02, 75 = —p7; and «; = Y144

are valid (Table 4.3b).
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Table 4.4: Implied Parameters

Sample I Sample I
(w/o PIIGS) (w/o EL)
—0.3854* —0.4432*
T (0.2108) (0.2459)
0.0205*** 0.0279**

py
(0.0029) (0.0045)
0.6394* 0.6305**
B (0.1346) (0.1162)

Assumed technology: Lopez-Bazo et al. (2004)

0.5265* 0.3801%*
(0.0843) (0.1021)
—0.0425 —0.0346

72 (0.0561) (0.0679)

Assumed technology: Ertur and Koch (2007)

0.5930*** 0.4349***

(0.1216) (0.1374)

—0.0665 —0.0548
¢

(0.0744) (0.0983)

Note: * indicates statistically significant at the
10% level, ** at the 5% level and *** at the
1% level. Except for i, standard errors were
obtained using the delta method.
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Figure 4.1: Estimated individual effects and their spatial spillovers

(a) Geographical distribution of In{Y

Quantiles

[-6.209,-5.871)
[-5.871,-5.786)
[-5.786,-5.707)
[-5.707,-5.452]

(b) Geographical distribution of 4, Z wjj In Qjo
j=1

Quantiles

[2.446,2.546)
[2.546,2.565)
[2.565,2.586)
[2.586,2.696]
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4.5 Appendix A: The balanced growth rate

From equation 4.2.6:

<%+%xw—a—¢v] (13 +m) &
Iny; = 1+( InQ; + ————= w;; In Q2
o { (673 +72) t ¢73+72§ P

N
+ Uy In kit + Z Uy g In kjt
J#i

Since In ;; = In Q;0 + pt, then:

dIny; { ((73+71)(uii—0é—¢))1 (3 +m)
= |1+ U; + U9 + U;
dt (73 + 72) s+ 72 Z it g ; 39

O+ 72
1—%’

Also, using u;; + Z Uij = Z U = o+

J#i =1

dnya _ (1 (s +tn)(a+e) (%+%)(ML“M+¢+%)) " —
at <1 (P73 + 72) * (73 + 72) 1— s Bt Z uijg =9,

which after some algebra becomes:

L+m a(l—93)+o+7\
M+ g=49
L =73 L=

p(1+7)
(I—m)1—a)—¢—

Therefore,

g:
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4.6 Appendix B: Taylor approximation to the marginal
productivity of capital

kit
The Taylor approximation of k:_ around the steady state (kj,, -, kx;) is
it

L o N | O (kn / kit)
it it *
T T N ) (Inky — k]
Eit k7, * Oln ki (H o " ]t)

*
th

0 (k’n/kn) N |0 <kzt/kzt>
=g+ R T (Inky —Ink},) + ; Tk,‘ﬁ (Inkjy — Ink,)

k*

*
it k

gt

Next we calculate the two derivatives involved. First, let us rewrite the marginal

productivity of capital (see footnote 8) as

N
QC“ H QCz] (u“ lnkit Heui]' lnkjt _ (nz + 5)

J#i J#i
with k;;ii—l _ e(uii—l)lnlm7 i =1+ ((73 + 7)) (uy —a — ¢)> and ¢;; = w Thus,
(973 + 72) Py + 72
. (k:/k) .
P sz CZ _ ’LL”—l) 111 k:‘ WUqq ln k*
J#i JF#i
ki
Also, given that s; {%] — (ni +9) — g = 0, replacing y}, by 4.2.6 at the steady state we
it
obtain
5,005 H Qs H k30 = (ng+ 0+ g) k' (4.6.1)
J#i J#i
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Consequently,
o (/i
T ok, = (ui — 1)(ni + 0+ g)
ki
N N
Lastly, bearing in mind that H eUis IMKGe — 2o g kG,
J#i
0 (kzt/kzt> N
dln k, = s [ [ Q57 e ™ vus; = ugj(ni + 6 + g)
o i#i
k%,
Therefore:

ki dlnki(t) al
k_i — dtl =g+ (ui — 1)(n; + 5+ g) (lnkit—lnk;‘)+Zuij(ni+(5—|—g) (Inkjy — Inky,)
’ i

4.7 Appendix C: Speed of convergence

Let us take the total derivative of 4.2.6:

dlIny; _ {1+ <(71+’72)(Uii_a—¢)>:| dln Qj; n (73 +m) i“"danjt

dt $73 + 72 dt - sty iz Y dt

N
dln ky dlnkj,
Fua g 2 g

JF

dln €, dln ),
Given that ot — @550
dt dt

this end, let us consider the final result of appendix 4.6:

= u, we concentrate on the derivatives with respect to k. To

N
dlnk;
% =g+ (uy — D)(n; +6+g) (Inky —Ink}) + Zuij(ni +6+9g) (Inkj, — Ink},)
J#i
=g—(ni+d+g)(Inky —Ink}) + uu(n; + 9+ ¢g) Inky — Ink})

N
+ Z wij(ni +8+g) (ln kit —In k;‘t)
i
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Then, using equation 4.2.6

mw)(uii—a—@)} (13 +m) &
Iny,; = |1+ Iny + ——= wi; In Q2
i [ ( Oy3 + 72 ! oYz + 72 Z ! o

J#

N
-+ Uy In kit + Z Uyj In kjt
J#i

and its value at the steady state

N

P73 + 72 ¢y + 72 =
N
g Inkl + ) ugInks,
i
we obtain
N
Iy — Iyl = wi(nky — Inky) + > wy(Inky, — Ink;,) (4.7.1)
i
Therefore,

dln kit
dt

=g—(ni+0+g)(Inky —Inkj) + (n; +6 + g)(Iny; — Iny;;)

Plugging the previous result into the total derivative of 4.2.6:

diny, _ [1+ <(%+72)(Uii—04—¢))1 M+Miuiju

dt Ps + 72 ¢Ys + 72 4

+ui (g — (g + 0+ g) (Inks(t) —Ink}) + (n; + 0+ g)(Iny; — Iny;))

—}-Zuw — (nj+ 0+ g) (nk;(t) — k) + (n; + 3 + g)(Iny,; — Iny}))
JF#i
i (71+72)(u“~—a—¢))] (i3 +m)

=1+ Ugj b+ UG + Uy
I < Y3 + 72 P+ 1 Z " ’ ; o

N
— {wii(ni + 0+ g) (kg —In k) + Y wig(n; + 6+ g)) (Inkj — In ]f;t))
ji

N
+ | wii(ni 46+ g) (Inyy —Inyl) + > wii(n; +6+g)) (Iny; —In y}l))
j#i

The first term in the previous expression corresponds to the balanced growth rate g (see

appendix 4.5). As for the second term, let us assume that, for each economy i, there exists
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A; such that:

N N
> wii(ng + g+ 0)(Inkj — Ink;) = A; (W(ln ki —Inky) + > wy(Inkj, — In k;ft)>
j=1 J#i

Thus,

N
dIn i * *
dtyt =g—NM\; (uii(ln ki —Inkj,) + Z uij(ln kji —In kjt)>
J#i
N
+ug(ni+ 6+ g) Iy —Inyl) + Y uii(ng + 6+ g) (Iny; — Inyy)
JFi
N
=g—N(Inyy —Iny}) +uu(n, + 5+ g) (Iny;, —Inyl) + Z uij(n; + 9+ g) (1n yjt — In y;‘t)
J#i

where the second expression is obtained by using 4.7.1.

Finally, from the first hypothesis in 4.2.11 we have that (Iny; — Inyj,) ©;' = Iny;;—Iny;,.

This allows us to obtain the speed of convergence to the steady state:

N
dln i — *
dtyt =g- (Ai —us(ni + 0+ g) = Y ui(n; +6 +9)6; 1) (Inyi — Inyy)
i#i
=g—A\ (hﬂ Yir — In y;&)

What is left is to derive the expressions defining A; and ;. First, by plugging the second

hypothesis in 4.2.11, (In k;; — In k};) ij_l = In kj; —In k7, into our assumption on the existence
of AZ

N N
Z ul-j(nj + g -+ (5) (hl kjt —1In ]{];kt> = Az (u“(ln kit —In ]{7:}) -+ Z uij(ln kjt —1In k;kt>>
=1 J#i

N N
> uig(ng g+ 0)(nky — k) = A; y gy (Inky(t) — Inkj)
j=1

j=1

=1

N N
Jj=1

> g (ny + g+ 6)
S . (4.7.2)

U=
]—1 ) ¢’]

A=

N
Second, plugging the previous result into A\; = A; — uy(n; +0 + g) — Z wij(n; + 90+ g)@j’l
J#i
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and assuming that ©; ' = 1:

Ni =N —ui(ni +5+9)© Zuw n]—i-(H—g)@
J#i

N

=1
Sty +g+0) X 1
N = e = w(ng + 6+ g)~
i N N\
Zjﬂuij@% j=1 9,

4.8 Appendix D: Differential equation solution

We start by noticing that the steady state in 4.2.9 can be written as

N oo
Iny}, = ¢ Z Zprwgf) In —|— A, Z Z p w(r+1) In 2,

7j=1 r=0 7j=1 r=0
0+d N\ 5 L 047
. 1 j 2 — Q3 r+11
dlny} 1 1
with p = 2T Using this, we can see that DY _ (14 y1)n . In fact,
11—« —(b dt l—a—9 \1—p
) l—a—2¢
since

L=p (I-a)I-7) -6

dlny;

— 4.8.1
o g (4.8.1)

Notice that 4.8.1 can be seen as another differential equation, which have a particular

solution on Inyj:

Iny}, = gt + Inyj, (4.8.2)

Plugging equation 4.8.2 and 4.2.12 we obtain:

dIn y;

o =9~ Ai(Inya — gt —lnyg) (4.8.3)

We use the integrating factor method to solve the differential equation in 4.8.3. We first

reorder terms and then multiply the equation by the integrating factor el Midt — it 6 obtain

d
pr (e)”'t In yn) = Mg+ Nt (gt + Inyjy)
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By integrating on both sides, we obtain the general solution:

Iny, = gt + Iny} + Ce™

it

The particular solution for ¢ = ¢; implies that C' = (Iny;;, — gt1 — Iny},) "', Thus, for any

t we have:

Inyy = g (t — e ) Flnyy, e O 4 (1 e ) Inyg,
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Conclusions and Future Research

This thesis contributes to the spatial econometrics literature by presenting a suitable
framework for modelling the spatial spillovers of the individual effects in panel data models.
The key to this new approach is the use of a correlated random effects specification. In
essence, each chapter of this thesis considers this approach in a different model specification
and provides illustrative evidence. Next I summarise the main findings of each chapter and

discuss future research extensions.

The second chapter analyses the spatial X —lag model for panel data. It is first showed
that the individual effects and their spatial spillover are not generally identified. However,
they are identified in a correlated random effects specification provided that some mild
rank conditions on the covariates hold. Further, this chapter proposes using FGLS and IV
estimators under strict and sequential exogeneity assumptions on the covariates. Lastly,
results from an empirical application based on a Cobb-Douglas production function and
US state data are presented. While the main findings are largely consistent with previous
literature, there is also evidence of “inward” and “outward” spatial effects of the individual
effects. FGLS and IV estimates are found to differ substantially, which indicates that the
strict exogeneity assumption may not hold. The small samples properties of these estimators
may be addressed in future research. Another extension of this study is to analyse the spatial

contagion of individual effects for the case of time varying spatial weights matrices.

The third chapter considers a correlated random effects specification of a spatial Durbin
dynamic model. It presents the likelihood function of the model and prove that the
QML estimator is consistent and asymptotically normal when the initial period (¢ = 0)
of the dependent variable is exogenous, the number of spatial units (N) is large, and the
time periods (7') are fixed. The case where the initial value of the dependent variable is
endogenously given will be handle it in future research. In addition, this chapter presents
an illustrative empirical application examining the existence of spillovers effects in economic
growth. Estimates from a sample of 26 OECD countries over the period 1971 to 2005 show
that countries with a small/large estimated individual effect tend to be among the most /least

affected by the impact of the estimated individual effects of their neighbours and among those
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whose individual effects impact most/least on the other countries (in terms of geographical

distance).

Finally, the fourth chapter extends previous knowledge-spillovers models of growth in
several directions. First, it does not assume a common exogenous technological progress
but accounts for heterogeneity in the initial level of technology. Second, it assumes that
the technological progress depends not only on the stock of physical capital and the stock
of knowledge of the other economies, but also on the physical capital and the (unobserved)
initial level of technology of the other economies. Using EU-NUTS2 regional data from
Cambridge Econometrics, this chapter also tests whether the data supports the main features
of the proposed growth model. In particular, the econometric specification derived from the
growth-initial equation of the model takes the form of a spatial Durbin dynamic panel
model with spatially weighted individual effects. Results support the proposed model
specification. Also, they are largely i) consistent with other studies using analogous data;
and 1ii) robust to the use of alternative specifications, samples and estimation approaches.
Future research should investigate the use of alternative assumptions on the technology to

achieve identification.
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