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ABSTRACT

In this paper I propose adjusted Rao’s score (RS) tests that are robust under misspecification
for a very general dynamic panel model with cross-sectional dependence and use them for specifi-
cation search of growth models. In growth theory different kinds of econometric models have been
proposed based on economic theory and the subjective beliefs of researchers, - including simple
cross-sectional regression, panel data, time series and more recently many types of spatial models.
Unfortunately the estimate of growth convergence rate under these different model frameworks vary
wildly, even when the same dataset is used. Thus, the question is which model is most appropriate?
I use my proposed tests to address this problem and conduct the specification search in multiple
directions to understand the underlying data generating process (DGP). Unlike the available tests,
these proposed test statistics unravel the interrelation/dependencies among the model parameters
and thus make themselves amenable for analysis of misspecification, which is concept-wise similar
to analysis of variance. I use the data of 91 non-oil countries over a period of 35 years (1961- 1995)
from the Penn World Table, for the specification search. Using the proposed test statistics, I find
that heterogeneity, time dynamics and indirect cross-sectional dependence contribute most to the
total misspecification than other forms of departures from a simple panel model for this dataset.
A very elegant feature of my proposed tests is that they do not require estimation of nuisance
parameters, unlike existing tests. Thus the proposed test statistics can identify the underlying
DGP without any apriori complex estimation. The extensive simulation study show good finite
sample performance of my proposed tests in contrast to other existing procedures. The formulation
of these test statistics are quite general and are applicable to many other econometric models for
specification search.
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1 Introduction
“It isn’t what we don’t know that kills us. It’s what we know that ain’t so.” —Mark Twain

Understanding the nation’s growth is one of the oldest and most important research agendas
in economics. At the same time, the empirical study of economic growth occupies a position that
is notably uneasy. Rodriguez and Rodrik (2001) begin their skeptical critique of evidence on trade
policy and growth with the above quote which they use to point out the difficulty in identifying the
salient determinants of growth. Quite generally, one such difficult issues is the basic econometric
specification of the growth models, i.e., absence of consensus regarding the salient features of the
underlying data generating process (DGP). There is a vast literature on econometric issues that
arise due to different presumptions on the structure of the DGP that appear in growth analyses.
The choices of method involve significant trade-offs, which depend both on statistical considerations
and on economic context. Inspite of the vast literature on this particular issue of econometric spec-
ification of the models, it has always been difficult to identify the structure of DGP. In this paper,
I address this point. I formulate new diagnostic tests that take into account of misspecification in
multiple directions. In particular, I propose adjusted Rao’s score (RS) test statistics under a dy-
namic panel spatial model framework, which are robust under misspecification. I use the proposed
tests for specification search in multiple directions, without any complex estimation of the nuisance
parameters. The proposed test statistics can assist a researcher to revise his/her model towards ap-
propriate direction(s) for better understanding of the growth behavior and thereby suggest suitable
policy reforms.

Research on convergence proceeded through several stages and also witnessed the use of dif-
ferent methodologies. However, the correspondence between the convergence definitions (like [-
convergence, o-convergence, conditional convergence, and so on) and the methodologies used are
not unique. For example, cross-section, panel and time series (in part) approaches have been
used to study 5. These approaches have generally dealt with convergence across economies and in
terms of per capita income level. The cross-sectional approach is popular to study o-convergence,
while time series methodologies are implemented to investigate convergence both within and across
economies. More recently, various spatial approaches has been adopted to model the technological
spillover and interdependencies of economies, both in cross-sectional and panel framework. Each
of these methodologies has its own benefits and drawbacks, even though it may be used to study
a particular aspect of convergence. For example, the use of panel data to study [-convergence,
is likely to increase efficiency and allow richer models in the presence of parameter heterogeneity.
Thus there is a trade-off between robustness and efficiency with each of the chosen methods. The
scientific solution would be to base the choice of estimation method on a context-specific loss func-
tion. This is clearly a very difficult task. Thus the crucial question is which model/models do the

data confirm with?



This paper provides a solution to this difficult problem in the context of growth model, i.e.,
unravel the DGP without any subjective preference, so that the researcher can choose a suitable
model to understand the underlying growth behavior. As mentioned earlier, there has been many
studies that have considered only cross-section, or time series, or panel, or spatial model methods.
In this paper I consider the dynamic panel spatial model framework which is a generalization of
all these piece-wise models and propose test statistics to understand which kind of departures
are actually present in the underlying dataset. I start with a small model (simple panel model
under joint null hypothesis) and then check whether specific departures (like time dynamics, serial
correlation of errors, individual effects, different forms of spatial dependencies) from this starting
model are supported or rejected by the data. Using Bera and Yoon (1993) test principle, I propose
new adjusted Rao’s score (RS) test statistics for each of the parameters, after taking into account
the possible presence of all other forms of departures. Unlike the existing conditional tests, the
proposed methodology takes care of the possible presence of all the nuisance parameters through
their respective Fisher-Rao score evaluated under joint null, and thus requiring estimation of the
simplest model. Using these proposed test statistics I also show how some existing models are
potentially misspecified.

The main contributions of this paper are thus twofold: (i) development of siz new RS test
statistics robust under local misspecification, i.e., adjusted RS for time dynamics, random effects,
serial correlation, space-time dynamics, spatial lag and spatial dependence parameters, where each
of them is robust to the presence of all the other departures (nuisance parameters). The proposed
test statistics do not require any estimation of the nuisance parameters and thus, are computa-
tionally simple and easily amenable for misspecification analysis. (ii) Using these proposed test
statistics, I address the empirical question of specification search, i.e., which model/models do the
underlying data for growth models confirm with? Thus, using my proposed tests I come up with a
proper model for the growth analysis.

The plan of the rest of the paper is as follows. The next section provides a brief review of
the existing models used for growth convergence. I provide the details of our model framework
and the regularity conditions in Section 3. In Section 4, I derive the new diagnostic tests which
take account of misspecification in multiple directions. After reviewing the data set in Section 5,
I discuss how the proposed test statistics can unravel the dependencies of the underlying DGP
without any complex estimation of the model itself. Thus I propose an appropriate growth model
that capture the salient features of the data. In Section 6, I conduct finite sample study to evaluate

the performance of the suggested and some available tests, and Section 7 concludes the paper.



2 A Brief Literature Review

The literature on growth convergence initiated by the seminal papers of Solow (1956) and Swan
(1956) is vast and it reached the ‘formal specification’ stage with the influential work of Barro and
Salai-Martin (1992) (henceforth BS) and Mankiw, Romer and Weil (1992), (henceforth MRW),
which derived the regression specification from the neoclassical growth model. MRW is based on
original Solow-Swan model, and BS on Cass-Koopmans’ (1965) optimal savings model. Both papers
derive the law of motion of capital and income around the steady state and then translate that into
an estimable cross-sectional regression equation. Similar results on conditional convergence across
countries are presented in Holtz-Eakin (1993), Sala-i-Martin (1996) and many others. One of the
crucial assumption of these cross-sectional models is that the differences in initial unobserved tech-
nology diffusion is considered to be a part of error terms. This assumption makes their equations
estimable by ordinary least square (OLS) method. Thus the cross-section approach to convergence
encountered some important limitations. Temple (1998) discussed the influence of possible mea-
surement errors on the results of MRW. The basic limitation lies in the fact that having just one
data for a country provides a weak basis for estimation of the convergence, which refers primarily
to a within-country process. There is too much heterogeneity across countries to validate the as-
sumption that cross country data can be treated as multiple data of the same country. Thus, the
convergence research gradually moved to other approaches like time-series and panel methods.

Lee, Pesaran and Smith (1992), Quah (1992), Binder and Pesaran (1999) support for time
series regression for each country separately to analyze the conditional convergence hypothesis. In
simple terms, convergence using time-series approach, implies whether income of a specific country
has unit root or not. They argue that standard cross-section methods throw away useful information
which can be taken care by analyzing each country separately. Moreover, time series analysis has
been applied to investigate across convergence too, see for instance Quah (1992), Bernard and
Durlauf (1995) and Evans and Karras (1996). Broadly speaking the time series analysis supports
a variant of conditional convergence hypothesis and thus results are not much different from those
implied by cross-section methods.

One of the crucial limitation of the cross-section approach is that it cannot capture the tech-
nological diffusion and capital deepening process, which are vital for income convergence across
countries. Thus many researchers used panel methods to capture such technology diffusion by intro-
ducing individual effects in the model. However, there are many ways to model the country-specific
effect. For instance, Islam (1995) strongly supports fixed effect estimation due to the assumption of
correlation of unobserved technology diffusion with the regressors. The key strength of this method
is that it takes care of one form of heterogeneity: any omitted variables that are constant over time
will not bias the estimates, even when the omitted variables are correlated with the explanatory

variables.



There are, however, some concerns about fixed effect specification. For instance, sometimes a
variable of interest is measured at only one point in time, and even if the variables are measured
at more frequent intervals, they are sometimes highly persistent. In that case the within-country
variation is unlikely to be informative. Too often researchers use fixed effects to analyze the
effects of variables that are fairly constant over time, or that affect growth only with a long time
lag. Standard transformation like first differences or “within groups” transformations are likely to
exacerbate the problem of measurement errors. They lead to large reduction in precision of the
parameter estimates since the between-country variation is thrown away. Koop and Steel (2000)
argues that much of variation in efficiency level occurs between rather than within countries. Thus,
a random effects generalized least square (GLS) estimator will be more efficient than within-country
estimator when the random effects assumptions are appropriate. Durlauf and Quah (1999) point
out that the individual effects are of fundamental interest to growth economists as they appear to be
the key source of persistent income differences. Thus they advocate for modeling the heterogeneity
in the model rather than finding the ways to eliminate its effects. In this paper, I adopt a random
effects model as I intend to test the significance of individual effects in the presence of time dynamics
and spatial dependencies, rather than just treating them as the nuisance parameters, as is done in
fixed effects model.

Recently, many researchers are using spatial models to analyze growth convergence. It is a
known fact that the economies are assumed to be independent in the neoclassical growth the-
ory. However, with globalization, technological advances in one economy are transmitted to other
economies. Thus, the closed independent economy assumption are not valid, and one needs to take
into account the possible spatial correlation, both in cross-sectional and panel data settings. From
statistical point of view, ignoring the presence of spatial dependence leads to unreliable inference.
In recent years many researchers have used spatial methods to capture such technology interde-
pendence and knowledge spillover effects. The main idea is to capture the impact of cross-country
spillovers on growth process. There are many ways to measure this interdependence. One of the
most common way is to express the aggregate level of technology of any country to be dependent
on the stock of knowledge/capital of its neighbors or trading partners by using geographic and
economic distances. For instance, Conley and Ligon (2002), Ertur, Gallo and Baumont (2006),
Ertur and Koch (2007), Yu and Lee (2009) and many others, have used spatial approach to analyze
growth convergence.

Each method, as I discussed, has its own merits and drawbacks. It is evident from the discussion
that the convergence research has not produced any concrete consensus. Given the differences in
approach, sample, data, model, estimation technique, etc., absence of consensus is not surprising
though. The crucial issue is to find a good approximation to DGP, and to achieve this objective, 1

start out with a general model in the following section.



3 The Model Setup

The model setup is the combination of all the piecewise frameworks I discussed earlier:

N N
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j=1
Vit = pjr—1 + e, where ey ~ ITDN(0, 03) (4)
fori=1,2,...,N;t =1,2,...,T. Here y; is the observation for i" location/unit at t'* time, X

denotes the observations on non-stochastic regressors and e;; is the regression disturbance. Spatial
dependence is captured by the weight matrices M = (m;;) and W = (w;;). Here m;; and w;; are
the (7,7) th element of weight matrices M and W respectively, which capture the interdependence
of income and unobserved error terms between the country ¢ and j.The matrices M and W are
each row-standardized and the diagonal elements are set to zero. In this model framework, time
dynamics (y), random effects (u;) with p; ~ I1D(0,0,), serial correlation (p), space recursive (9),
spatial lag dependence (7) and spatial error dependence () are considered.

In matrix form, the equations (1) - (4) can be written compactly as
y=1Ir@M)y+[(v+6M) @ Ir|ly + X5 + u, (5)

where y is of dimension NT x 1, X is NT' x K, is k x 1, wis NT x 1, Ip is an identity matrix of
dimension 7" X T" and ® denotes Kronecker product. Here [ is the lag operator, X is assumed to
be of full column rank and its elements are bounded in absolute value. The disturbance term can
be expressed as

u = (LT®IN)/J,—|-(IT®B_1>’U. (6)

Here B = (In — AW) and ¢r is vector of ones of dimension T. Under this setup, the variance-

covariance matrix of u is given by
Q=o0,[Jr®Iy]+[Ve (BB, (7)

where Jr is a matrix of ones of dimension T' x T', and V is the familiar 7' x T variance -covariance

matrix for AR (1) process in equation (12, i.e.,

V =FE@v) =] Vi@ ally =V, ® o1y, (8)

1 — p?



with

and V, = 1= V1.

The log-likelihood function of the above model can be written as:
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2
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(9)
where A = (Iy — 7M). Following Sen and Bera (2011), I can write

1 N 1 NT
5 Q= - In(1 - p?) + 5 |d*(1 — p)?¢In + (B'B)™!| + Tm(;g —(T—1)In|B|,
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where d?> = a? + (T — 1), a = ,/%z and ¢ = Z . Substituting 3 In |Q[ in L , I obtain

N

L:

_];Tln%r—i—g 1n(1—p2)—% In \dz(l—p)2¢IN+(B’B)_1\—g Ino24(T—1)In|B|+Tn |A]|

- %[(IT ® Ay — [(y+ M) @ Ir)ly — XA (Ir @ A)y — [(v + 0M) ® Ir)ly — XB] (10)

The likelihood function in equation (10), will be used to derive the test statistics in the next

section. Now I state the assumptions, needed for the validity of the asymptotic properties.

Assumption 1.

(i) W and M are row-standardized weight matrices whose diagonal elements are zero.

(ii) W and M are uniformly bounded in row and column sums in absolute value and (I — AW)~!
and (I — 7M)~! are also uniformly bounded.

(iii) A, = (I—7M)~Y(yI+6M) is also uniformly bounded in row and column sums in absolute value.

Assumption 2. The disturbances e;,7 = 1,2,...,N and t = 1,2,...,T, are ¢.7.d. across i and t

with zero mean, variance o2 and Ele;|*" < oo, for some 7 > 0.

Assumption 3. The element of Xy, are nonstochastic and bounded uniformly (BU) in n and 7.

Also, limp_, ﬁ Zthl X\ XNt exists and is nonsingular.

Assumption 4. N is a nondecreasing function of 7" and T goes to infinity.

Assumption 1 is standard assumption in spatial analysis and boundedness condition on W, M and



(I = AW), (I —7M) and A, limit the spatial correlation of manageable degree. Assumption 2
provides regularity assumptions on for e;. When exogenous variables Xp; are included in the
model, it is convenient to assume that they are uniformly bounded as in Assumption 3. Lastly, if

Assumption 4 holds then we can say that N, T" — oo simultaneously.

4 Derivation of the Test Statistics

The full model (1) - (4) has the following: linear regression coefficients and innovation variance
(8,02), time dynamics v, random effects O'Z, time-series correlation p, space-time dynamics param-
eter J, spatial error dependence A, and spatial lag dependence 7. The full parameter vector will be
denoted by 6 = (5',02,, ai, p, 9, A\, 7). T am interested in testing significance of last six parameters
individually in the possible presence of the rest. For example, in order to detect the time- dynamics
I would test, say, H? : v = 0 in presence of ¢ = (ai, p,0,7,\)". The usual practice is using likelihood
ratio test and conditional RS tests. However, those tests require estimation of both v and ¢ (or ¢
alone) along with (3,02). Instead, in this paper I contribute to the existing literature by developing
adjusted RS tests for specification search in dynamic panel spatial framework by using Bera and
Yoon (1993) test principle, which requires estimation of the simplest model under joint null of no
misspecification.

All the proposed adjusted tests are based on the joint null hypothesis (of no misspecifica-
tion), ie., H§ : v = JZ =p =0 =X =171 = 0. Thus under H?, the parameter vector is
0, = (B',02,0,0,0,0,0,0). The proposed tests can take care of the possible presence of all the
nuisance parameters indirectly through their respective Fisher-Rao score evaluated under the joint
null. Due to this estimation simplicity, the suggested tests are more amenable to use by empirical

researchers than the LR or conditional RS tests.

4.1 Bera and Yoon Test Principle

Consider a general model represented by the log-likelihood L(w,1), ¢) where the parameters w,
and ¢ are, respectively, (p x 1), (r x 1) and (s x 1) vectors. Here I assume that underlying density
function satisfies the regularity conditions, as stated in Serfling (1980), Lehmann and Romano
(2005), for the MLE to have asymptotic Gaussian distribution. Suppose a researcher sets ¢ = ¢
and tests Hy : 1) = 1)y using the log-likelihood function Li(w, ) = L(w, ¥, ¢o), where 1y and ¢q
are known. The RS statistic for testing Hy in Li(w,) will be denoted by RSy. Let us denote
0 = (w’,@b’,gb’)’(pHJrs)“ and § = ("D/’d’(l)v%),(mms)n , where @ is the ML estimator of w under

1 =1y and ¢ = ¢pg. I define the score vector and the information matrix, respectively, as



, Jo  Jup Jus
da(0) = and J(G)——E[lw]— Jow Jo  J (11)
T da - n 9000’ |7vw v v
Jow  Jep Jo

where a = (w, ¥, ¢) and n is the sample size. If L;(w, 1)) were the true model, then it is well known
that under Hy : ¢ = vy
1 - o -
RSy = —dy(0)Jy.w(0) Ly (6) — x7(0) (12)

where Jy,(0) = Jy — Ty Ty

Under local alternative Hy : ¢ = g + %, RSy — x%(M1), where the non-centrality parameter
A = M(Q) = ('Jyp.wC. Given this setup, i.e., under no misspecification, asymptotically the test
will have the correct size and locally optimal. Now suppose that the true log-likelihood function is
Ls(w, ¢) so that the considered alternative L;(w,)) is (completely) misspecified. Using the local
misspecification ¢ = ¢g + %, Davidson and MacKinnon (1987) and Saikkonen (1989) derived
the asymptotic distribution of RSy, under La(w,¢) as RS, — x2(\2), where the non-centrality
parameter A\g(d) = 5’J¢¢.MJJ3JJ¢¢_UJ5 with Jygw = Joyp — J(wa;lew. Owing to the presence of
this non-centrality parameter Ay, RSy, will reject the true null hypothesis Hy : 1) = 19 more often,
i.e., the test will have excessive size. Here the crucial term is Jyy, which can be interpreted as
partial covariance between the score vectors dy and d,; after eliminating the linear effect of d,, on
dy and dy. If Jye. = 0, then asymptotically the local presence of ¢ has no effect on RSy. Bera
and Yoon (1993) suggested a modification to RSy, to overcome this problem of over-rejection, so

that the resulting test is valid under the local presence of ¢. The modified statistic is given by

RSj, = %[dw(é) — Jyow(0)T5 0 (0)ds(0)][Ty.(0) = Jpo.(0) T & (0) .o (0)] "

[ () = Jys.0(0) T 5 (0)ds (). (13)

This new test essentially adjusts the mean and variance of the standard RS statistics RSy, and,
under H, : ¢ =1,
RS}, — x2(0) (14)

while under Hy : ¢ = g + &,
RS}, — Xx2(\3) (15)

where A3 = ('(Jypw — Jw.wj,;_ijw.w)@ Note the results in (14) and (15) are valid both under
presence or absence of local misspecification, since the asymptotic distribution of RS;Z is unaffected
by the local departure of ¢ from ¢g.

BY shows that for local misspecification the adjusted test is asymptotically equivalent to

Neyman’s C'(«) test and thus shares its optimal properties. Three observations are worth noting



regarding RS;,. First, RS] requires estimation only under the joint null, namely ¢ = 1o and
¢ = ¢o. That means, in most cases, as we will see later, we can conduct our tests based on
only OLS residuals. Given the full specification of the model L(w,, @), it is of course possible
to derive RS test for 1) = 1y after estimating ¢ (and w) by MLE, which are generally referred to
as conditional tests. However, ML estimation of ¢ could be difficult in some instances. Second,
when Jy4., = 0, RS;Z = RSy, which is a simple condition to check. If this condition is true, RSy, is
an asymptotically valid test in the local presence of ¢. Finally, let RSy, denote the joint RS test
statistic for testing hypothesis of the form Hy : ¢ = 1y and ¢ = ¢ using the alternative model
L(w,v, ). Then it be shown that [for a proof see Bera, Bilias and Yoon (2007), Bera, Montes-Rojas
and Sosa-Escudero (2009)]

RSyy = RS), + RSy = RS} + RSy, (16)

where RSy and RS;; are, respectively, the counterparts of RS, and RS:Z for testing Hy : ¢ = ¢o.
This is a very important identity since it implies that a joint RS test for two parameter vectors
¥ and ¢ can be decomposed into sum of two orthogonal components: (i) the adjusted statistic
for one parameter vector and (ii) (unadjusted) marginal test statistic for the other. Since many
econometrics softwares provide the marginal (and sometime the joint) test statistics, the adjusted
versions can be obtained effortlessly.

Significance of RSy indicates some form of misspecification in the basic model with parameter
w only. However, the correct source(s) of departure can be identified only by using the adjusted
statistics RS;Z and RS;) not the marginal ones (RSy and RSy). This testing strategy is close to the
idea of Hillier (1991) in the sense that it partitions the overall rejection region to obtain evidence
about the specific direction(s) in which the basic model needs revision. And it achieves that without

estimating any of the nuisance parameters. For detailed discussion, see Sen and Bera (2011).

4.2 Score Functions and Information Matrix

Recall that for the dynamic panel spatial model, the full parameter vector was § = (3, 02,7, O'Z, P, 0, A\, 7).
In context the notation of Section 4.1, § = (W', 4/, ¢'),’ with w = (5',02) and v and ¢ could be any
combinations of the parameters under test, namely (v, O'Z, p,0, A, 7). The restricted model (under

the joint null, Hf : v = O'i =p=06=A=r71=0) is simple panel model, i.e., y;y = Xy + us,
where, u; ~ IIDN(0,02). For simplicity I assume the weight matrices W and M to be same,
which is often realistic in practice. The score functions and information matrix J evaluated at the
restricted MLE of 6 with & = (3, 02) are:

oL
oL

e
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where @ = y — 23 is the OLS residual vector of dimension NT x 1, 02 =y and G = or |Ha,
where G is bidiagonal matrix with bidiagonal elements all equal to one. Yyr and Yy7_1 are vector
of y and lagged values of y respectively, each of dimension NT x 1.

The information matrix .J, equation (11), under H? is

[Js 0 Jz, O 0 Jgs Jgr O]
0 oz Iz Jggga 0 0 0 0

Jyg o Jyez Jy Jﬂ’ffﬁ Jyp 0 0 0

J(0,) = 0 Jgagg JUZ’Y Jgﬁ Jgﬁp 0 0 (25)

0 0 Jovy Jpgi Jp 0 0 0

Jsp 0 0 0 0 Js  Jsr Isa

J:3 0 0 0 0 Jrs Jr I

| 0 0 0 0 0 Jxs Inr JIn|

where J = E(—ﬁ%) evaluated at 6y. The detailed derivation and expression of each of
the terms of the information matrix are relegated to the appendix.
Apart from the RS statistic for full joint null hypothesis H§, I propose siz (modified) test
statistics for the following hypotheses:
I) H? : v = 0 in presence of aﬁ,p, 0,7, A
IT) HE : ai = 0 in presence of v, p,d, 7, \.
III) HY : p = 0 in presence of 7,057 0,7, A
IV) H¢ : 6 = 0 in presence of 'y,ai, 0, Ty A
V) HS : 7 = 0 in presence of fy,oi, 0,0, A
VI) HJ : A =0 in presence of ~, O'i,p, 6,7T.

10



Decision on testing these six hypotheses can guide a researcher to identify the correct source(s)
of departure(s) from H$ when it is rejected. One can test various combinations of I) to VI) by
testing on two/three/four parameters at a time under the null and compute additional ninety test
statistics (C§ + C§ + C$ = 90). I will demonstrate that it is unnecessary as these six (I -VI) tests
are “sufficient” to detect any misspecification in the basic model. Also keeping the total number
of tests to a minimum is beneficial to avoid the pre-testing problem. Since by construction the
proposed tests are independent of each other, so one can easily compute the overall significance
level.

Given the full model specification, it is of-course possible to derive conditional RS and LR
tests, say for A = 0 in presence of -, ai, p,6 and 7, however that would entail the estimation of
~, 03, p,0 and T parameters and also of A for LR test. For the adjusted RS test these estimations
are not required as it indirectly takes care of the possible presence of nuisance parameters through
the Fisher-Rao score function.

Let us take the case for HY : A = 0 in presence of ¢ = (v, O’i, p, 9, T), i.e., testing for spatial error
dependence in presence of time dynamics (), random effect (Uﬁ), serial correlation (p), space-time
dynamics (0) and spatial lag dependence (7). For this hypothesis, the term Jyg ., i.€., Jrgw 7# 0
where ¢ = (7, oi, p,8,7) and w = (B',02)". The term Jr¢.w can be interpreted as partial covariance
of scores of A\ and ¢ after eliminating the linear effect of w. Therefore, the parameter A is not
“independent” of (~, O'i, p,d,7)" and vice versa. Thus, the marginal RS test statistic based on the
score dy, i.e., RSy for HY : A = 0 assuming ¢ = (7, ai,p, 0,7) =(0,0,0,0,0) is not valid test under
the presence of ¢. In the next subsection, the proposed test statistic, RSY, that eliminates the
effects of ¢ without estimating them, and is more appropriate test will be presented. I will further
show, that test statistic for A is dependent on ¢ and 7 only, i.e., it is asymptotically independent of
(7, ai, p). Thus even if one is interested to evaluate conditional RS test for HY , then estimation of
all the parameters are not necessary as the test statistic for A in presence of ¢ is only affected by
the presence of other spatial parameters, i.e., § and 7 and not by panel parameters. These type of
analysis of inter-dependencies cannot be done using LR tests. The proposed adjusted tests make
this possible in an elegant way. Of course, given the current computing power, it is not difficult
to estimate a complex model; however, it could be sometime hard to ensure the stability of many
parameter estimates. Also theoretically the stationarity regions of the parameter space have not

been fully worked for the spatial model [See Elhorst 2010].

4.3 Adjusted RS tests

In this section I present the adjusted test statistics one-by-one, each of which asymptotically follows

X3 distribution under the respective null hypothesis. Detailed derivation are in the appendix.
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1) HS : v = 0 in presence of ¢ = (Ui,p, 5,7, \).

To recall, here I am testing the significance of time-dynamics () in presence of random effects

2
m

J¢.w, which can be interpreted as a covariance between parameter of interest, i.e., v and rest of

(o), serial correlation (p), and spatial dependence (d, 7, ). Using the information matrix in (25),

the parameters, i.e., ¢ = (aﬁ,p, 9,7, ) is given by Jyg0 = (J.

o202 J4p,0,0,0). From this we can

infer:

(i) unadjusted RS test for H? is not valid.

(ii) the partial covariance of d, and dgz, and, d, and d, are nonzero; while covariance with the
spatial parameters (0,7, \) are zero. Thus the test for « is affected by the presence of 02 and p
only.

The adjusted test, RSY, takes care of the presence of 02 and p using the score function of 03
and p, i.e., equations (20) and (21). These scores can be viewed as “sufficient” statistics and thus
can be interpreted as th§: indirect estimators of the respective parameters. For example, in a simple

"

time-series model, p = ﬁ, and Durbin-Watson test, which is essentially a RS test, are related

by: DW ~ 2(1 — p). Here, instead of direct estimation of the nuisance parameters, p and O'Z , the

adjusted test utilizes their respective scores, i.e.,

'lY(JT X IN)Q
't

oL NT
do_l% frg 8 5 el ~2
UU 206

[

_1]

0L NT @ (G®Iy)i
S Op 2 '

dp ]

One can note the similarity between p and d,. The adjusted test statistic for H, : v = 0 is:

. [d“/ - Jvag.ag J;ﬁl.ggdag - prjgldp]2
RS = — & — —. (26)
[Jy.w J’yoﬁ.og Jaﬁﬂg JO',%’}/.O’? vaJp Jm]

While the unadjusted counterpart is
d2
0

RSy = L.

(27)

From equation (26) it is quite apparent how RS takes care of the possible presence of nuisance
parameters (ai, p) using their respective scores evaluated under joint null HZ. It is based on the
effective score d7 = [d — Jwﬁ 02 ‘](;gl.agdcrﬁ vaJp_ldp] which renders d7 to be orthogonal to dgﬁ and
d,. For other nuisance parameters, (4,7, ), no such adjustments are necessary as it is evident
from the expression of J,4.. that J -0 = (0,0,0), i.e., asymptotically they do not affect vy as far
as testing is concerned. Thus inference on + is affected only by the presence of panel and time-

series parameters i.e., 02 and p, and not by the presence of any spatial parameters (4,7, \). This

m
separation between time and space parameters is quite interesting, and RS takes full advantage

of it which is not possible under other test procedures.
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For the following hypotheses, I mention the respective test statistics.

IT) HS : ai = 0 in presence of v, p, d, T, A.

o

Here, I am testing for random effects (UZ), in presence of time dynamics (), serial correlation
of errors (p), space-time dynamics (9), spatial lag dependence (7) and spatial error dependence ().
The crucial quantity is Joz4., = (Jgfmgg, J525,0,0, 0) where ¢ = (v, p, 0,7, \)

The adjusted RS test statistics is:

[dag - Jaafy.ag J»?c};dv - JoﬁpjgldP]Q

RS*Q - — — ’ (28)
i [Jaﬁ.az - Jafpy.ag J’Yi}f‘]'yoﬁ.ag - Jaﬁp‘]ﬂ ljpaﬁ]
and the unadjusted one

2,
RS2 = r 29
0-121 Jo—2.02 ( )

m
Here JZ is dependent only on v and p, therefore RSC,a uses the effective score d7, = [daﬁ —

o

ngzﬁ.ag J;&,dv - JoﬁpJp_ldp], making it orthogonal to d, and d,.

III) H¢ : p = 0 in presence of ’y,ai, 0,7, A
Here, ¢ = (7,02,5, 7,A) and Jppw = (Jpys JPC’E’O’O’O)'

Thus, the adjusted test statistic is:

B 15 _ ~1 2
RS: = o = Tioz oty = ot Jogaz o) (30)

-1 -1
[Jp — Jov.o2Iywdyp.o2 = Jpaﬁﬂ% Jag.ag Joﬁpﬂg]

and while the unadjusted one is :
d2
_

RS, = (31)

It is evident from the term J,4,,, that among all the nuisance parameters, serial correlation
(p) is directly affected by presence of only time dynamics () and random effects (UZ). Thus, the

. .. -1
effective score of the test statistic [d} = d, — J, Iy wdy — J,

py.02
clearly reveals this, i.e., dj is made orthogonal to d, and dgi .

Uﬁ-og‘]a_gl.agdoﬁ ], in equation (30),

IV) HE : 6 = 0 in presence of ’y,ai, Dy Ty A

13



Here, ¢ = (77 0_}2” Py T, )\) and J&zﬁ,w = (07 07 0, J5)\.,37 J&T.,B)-

The adjusted RS test statistic is:

[ds — J&A.ﬁJ{,éd,\ — deﬂJ{édT}Q

RS = - — (32)
’ [Js5.6 — Jﬁ)\.BJ/\ﬁlJ/\&B — J5T./3JT.51J75.5]
and the unadjusted one is
d2
RS; = 5 g (33)
5.8

V) HS : 7 = 0 in presence of ’y,ai, 0,0, A
The set of nuisance parameters is ¢ = (7, Uﬁ,p, 5, A), and Jr4 = (0,0,0, J75.8, Jrr)-

The adjusted test statistic is:

RS — [dr — Jns./az]géda — Jr,\.BJ,{/lgdA]Q (34)
R PAVES JTﬁ.ﬁj(;[}J(sTﬂ - JTA.BJ,CEJATM

The unadjusted test statistic is:
dz

RS, =

(35)

Similar to the other proposed test statistics, RS also takes care of the presence of nuisance

parameters through their respective scores. This is evident from the equation (34).

Lastly,
VI) HJ : A =0 in presence of v, O'i,p, 6, 7T.

Here, ¢ = (v, ai,p, 0,7) and the partial covariance term, i.e., Jyxso = (0,0,0, s, Jx-). The
proposed adjusted test takes care of the interdependence of the two nuisance parameters, space-time
dynamics (6) and spatial lag dependence (7), through their score functions. Thus, the adjusted

test statistic is: 1 1
[d)\ — JA5J(;ﬁd5 - J)\TJ;ﬂdT]Q

RSy = — — (36)
M = Das s don — Iarsd ]
The unadjusted RS is :
d2
RSy =2 (37)
A

Using these proposed adjusted test statistics, I will address the empirical question at hand,
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i.e., specification search for growth model. Specifically, I will start with the basic panel model and
estimate it by OLS method and then will use the proposed tests to identify the specific sources of
departures. Before embarking on data analysis, I discuss some further elegant and useful features

of specification search.

4.4 Analysis of Misspecification

Earlier I demonstrated that the“time and panel” parameters (v, O'Z, p) are orthogonal to the “spa-
tial” parameters (J, A, 7) in the sense of testing. Thus the joint RS statistic for HZ : v = ai =p=

0 =7=MX=0, RS; decomposes naturally into two orthogonal components:
RS; = RS’yaﬁp + RS§s. . (38)

As I noted there is no further orthogonality among (within) time and panel parameters (-, ai, 0),
and spatial parameters (§,7,\). Thus one needs to use the adjusted tests to decompose stﬁ o

and RSs,y further. From the expressions of different test statistics it follows that

RS’VU,%P == RS:;IO.‘QL/) + RSUEP = RS:‘O'Z,D + RS:’E‘P + RS = RS:/‘UZP + RS;‘UE + RSU}% (39)

where RSY , is the adjusted test derived in equation (26), RS’;Q‘p(RS;'UQ) is the adjusted test
w w u

statistics for o7, (p) after taking care of the parameter p (07). Moreover, the analytical form of

RSZ, , and RS , are same as derived in Sen and Bera (2011) under static panel spatial model

n B

framework.

Alternatively, one can also write:

RS,y2, = RS}, + RS, = RS,

s2iye + RS, + RS, = RS, + RSp|y* + RS, (40)

2l lp Zlvp

or,

RS

roip = BS3o2 + RS, s = RSYy. o + RS30 + RS2 = RSY o + RS3a + RS, (41)

Most computer software reports joint and unadjusted (one-directional ) RS tests. Above decom-
position suggest that one can obtain all the adjusted test without any extra computation. Similar

decomposition will hold for the adjusted RS test statistics for the spatial parameters (J,7 and A).

RSsex = RS}, + RS;x = RSj\ + RSY, + RSy = RS}, + RS}, + RS, (42)

Therefore, the proposed adjusted test statistics aid the researcher in model specification with mini-
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mum estimation, and its elegant additive property give the researcher a wide flexibility in selecting

a model framework.

5 Specification Search for Growth Model

5.1 Data

The data is from Penn World Tables (PWT, version 6.1), which contain information on real income,
investment and population (among many other variables) for a large number of countries. In this
paper, I use a sample of 91 countries over the period of 1961 - 1995. These countries are those
of MRW (1992) non-oil sample which has been used extensively by other researchers for empirical
work on growth convergence.

The dependent variable is real income per worker is measured by real GDP computed by chain
method, divided by number of workers. I computed the number of workers following Caselli (2005):
RGDPCH x POP/RGDPW , where RGDPCH is real GDP per capita computed by chain method,
RGDPW is real GDP per worker and POP is population. The independent variables are same as
in MRW (1992). They are n, which measures the average growth of the working-age population
(ages 15 to 64), the savings rate s is measured as the average share of gross investment in GDP.

There are many ways one can specify the weight matrix W, for example, geographic distance,
k-neighborhood matrix, contiguous neighborhood matrix, economic distance, etc. (See Conley and
Topa (2002), Eaton and Kortun (1996), Klenow and Rodriguez-Clare (2005) and Ertur and Koch
(2007).) I consider three different specification of weight matrix, mainly to check the sensitivity of
the test result to different definition of spatial connectedness. Here, W7, Wy and W3, where W7 are
defined. The elements of Wiare wl;; = Xi-ii_f’ such that d;; = 0 and d;; is the euclidean distance
between country’s capital. Other two matrices, Ws and W3, are based on k-nearest neighbors, with

k = 8 and 20 respectively, nearness being measured in terms of the geographic distance.

5.2 Specification Search

First I present some basic features of the income distribution of the 91 non-oil countries over the
35- year period 1961 - 1995, in Figure 1 for four groupings of cross sectional averages of per capita
real income, where the groups are selected based on initial income of these countries in 1961.
[The details of each group is provided in the appendix|. Averages, maximum and minimum are
shown across the four panels. Panel A, B, C, D are respectively, for the poorest, middle, rich
and richest income groups. A, B and C each is based on 24 countries, and Panel D represents 19
countries. The trajectories in Figure 1 provide some idea of the variability in the actual growth
trajectories over time within these groupings. It also indicate that some members of each group

have substantial prospects of moving into higher income groups over the 35 year period. However,
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Figure 1: Real per-capita income trajectories of 91 countries: 1961 - 1995
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assuming homogeneity of technological progress and speed of convergence (which is usually assumed
for 8- convergence in cross-sectional studies) rules out this possibility. It is only when one allows
for heterogeneity in technological progress over time and over cross-sectional units ( while at the
same time requiring that the growth rate of technological progress converge to a common constant
over time to ensure convergence), then the realistic patterns as shown in Figure 1 can emerge (for
detail, see Philips and Sul (2003)). Using the proposed specification tests our objective is now to
identify a model that captures such essential features of the data.

Table 1 reports the joint RS test RS; for the null HY : v = Jﬁ =p=>0d=7=XA=0,
joint test for time dynamics (7), random effect (07.) and serial correlation (p) RS,52,, joint RS
test for space recursive (0), spatial lag (7) and spatial error lag (A\) RSs,) and Table 2 reports the
unadjusted single-directional RS tests for each of the six parameters, and the proposed adjusted RS
test statistics (noted by ‘*7) for all the parameters. Except RSy, RSWZ , and RSsry , each of the
test statistics follow x? distribution asymptotically. RSy ~ x2, and RSWﬁ pand RSsr\ ~ x3. Each
of these tables report the test statistics for same model under three different specification of the
weight matrix W. Recall, W; uses the geographical distance between the capital of the countries,

Wy and W3 use eight and twenty nearest neighbors, respectively.

Table 1: Specification Search using Full Sample of 91 countries over 1961 - 1995.
’ Test Statistics ‘ Specification with Wj ‘ Specification with Wy ‘ Specification with W3

RS, 231.91 177.16 217.16

RS2, 188.19 141.19 179.19
"

RSs.a 43.72 35.97 37.97

Table 2: Specification Search using Full Sample of 91 countries over 1961 - 1995.

Parameters RSw, [ RSy, |RSw, | RSy, | RSw: | RSy,

Time-Dynamics - 7 8112 || 48.11*** | 60.09™** || 37.51%* | 79.51*** || 43.75"**
Heterogeneity - oﬁ 92.45%** || 59.17*** | 79.12*** || 43.68*** | 89.03"** || 54.84***
Serial Correlation - p | 32.31%** || 15.79""* | 24.69*** || 9.94*** | 27.23*** || 12.55"**
Space-Time Dyn - § | 8.51*** 1.11 6.42** 0.19 7.50%** 0.12
Spatial Lag - 7 7.96%** 2.42 5.91* 1.74 6.96*** 1.82

Spatial Error - A 41.92%** || 40.68*** | 33.31*** || 31.17"** | 36.14™* || 35.57***

Note: * indicates significant at 10%, ** indicates significant at 5% and *** indicates significant at 1%.

No matter which W is chosen, RS; is always highly significant at any significance level. Given
the orthogonality between spatial and panel-time parameters, as given in the additivity result in
equation (38), we can conduct the joint tests stﬁ p and RSs;y . These joint tests are also highly

significant after comparing with x3 critical points at any significance level; however they are not
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informative about the specific direction(s) of the misspecification(s). Thus based on the results for
the unadjusted tests, it would appear that the features like time dynamics, serial correlation of
error, random effects, spatial dependencies are the features of this dataset and therefore should be
added to the basic model (joint null). However, as we discussed earlier, the inference based on the
unadjusted tests can be highly misleading as they fail to take into account the possible presence of
other parameters and their interdependencies.

Significance of each parameter can only be evaluated correctly by considering the modified
tests. Out of all the six adjusted test statistics, only four, namely, RS:;,RS;Z, RS} and RS} are
significant, irrespective of the choice of weight matrix W. It is interesting to note the difference
in values of the test statistics; the adjusted test statistics are much lower than their unadjusted
counterparts. The striking differences in values can be noted for RSjs, RS, with their adjusted
counterparts, i.e., RSj and RS} respectively. The value of RS} falls below the critical point of
X3 at any significance level, after it takes into account the possible presence of 7 and A. Similarly
spatial lag dependence (7) parameter loses its significance as the test statistic drops from 7.96 to
2.42 after adjustment. Viewing the test statistics as a measure of degree of misspecification, we
find that out of all the departures from the joint null, most of the misspecification is attributed to

59.17 48.11

o7 (e = 26%) and time dynamics v (55557 = 21%) followed by spatial error dependence (which

captures the indirect cross-sectional dependence among these countries). This holds true with Ws;

for W5, however, when the weight matrix is relatively sparse. Thus for W5, the misspecification
due to spatial dependence is relatively low. This may be due to the fact that W5 is sparse and
thus dilute the degree of spatial dependencies. However, no matter what form of W is chosen,
misspecification due to time dynamics, serial correlation and random effects are always strong.
Thus, when the full sample of annual data is used for 91 non-oil countries for the period 1961 -

1995, the relevant growth regression E| would be

Yit = VYit—1 + B1Tit + pi + €it (43)
€t =AY wijeje + Vit (44)

J#
Vit = PUit—1 T €t (45)

Note that this specification, interestingly, also supports kind of trajectories Figure 1 demon-
strates as it can take into account the heterogeneity in technological progress across countries

and across time, captured through the spatial dependence (which can account for the technology

2Concerns may be raised regarding the estimation of such model specially when the time dynamics is present along
with the random effect, as it is generally believed that the inclusion of lagged dependent variables in a panel model
necessarily renders random-effect estimators inconsistent. However, it has been shown in Ashley (2010) that if the
variables X are strictly exogenous then the lagged value of the quasi-differenced dependent variable is uncorrelated
with the quasi-differenced model error, and thus usual random effect estimator would provide consistent estimators
of the parameters.
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transfer between countries) and the serial correlation (which captures the differences across time)ﬂ

MRW (1992) considers a cross-sectional regression model for the non-oil sample with s and n as
explanatory variables and finds the rate of conditional convergence be to be very low, 0.00606(0.001)
(speed of convergence = —(1—a&)(n+g+¢), where @& is the estimated share of physical capital, n is
working population, g is growth rate of the country, £ is depreciation of capital), implying a half-life
of 114 years, which is indeed very long. Islam (1995) uses fixed effect dynamic panel data model and
allows for the unobserved technological diffusion through the fixed effects term, and estimates the
rate of conditional convergence to be 0.0434 (0.007) (speed of convergence measured as % In 4, where
A is the time difference between two consecutive periods and 4 is the estimate of time dynamics
parameter in a fixed effect dynamic panel data model) . It should be noted here, that Islam (1995)
used minimum distance (MD) estimator to estimate his model using similar data as MRW(1992).
According to Islam (1995), the panel estimate of the convergence rate increases 7.2 times (relative to
its OLS estimates that ignores technological differences, as in MRW (1992)) in the non-oil sample,
thus concluding that for these countries the half-life is 16 years approximately. Lee et al. (1997)
estimate the rate of convergence to be 0.1845 for the same sample of countries by allowing the
growth rate g to differ across countries and also for possible serial correlation of error. Ertur and
Koch (2007) consider the growth convergence model allowing for regional knowledge and technology

spillover effects through spatial dependence, and estimate the rate of convergence to be 0.012 (0.00),

N (nytg+e)
with half life around 59 years (speed of convergence = 2712]; q); ; - Z;\le Uij @%(nj +g9+¢),
j=1 i ®;

where u;; is a function of estimates of capital share, spatial dependence and elements of W matrix,
®; and ©; are the rate of convergence of capital and income, respectively, to the steady state, of
country j. For details see, Ertur and Koch (2007).) Thus, the speed of convergence and the implied
half-life clearly depends on the model framework. For same dataset, under different frameworks,
researchers got widely varying rates of convergence and widely varying half-life estimates (number
of years needed forconditional convergence) corresponding to each of the respective convergence
estimates. This is a surprising fact and hasn’t been considered so far by any research papers. So
it is obvious that these models could not capture all the salient feature of the underlying data and
thats why the estimate of growth convergence from these models can result in potentially misleading
policy implications. The proposed tests can aid the researcher in tackling this difficult task- i.e., to
understand the DGP with minimum estimation a priori. As I discussed, given the annual data for
the sample of 91 countries over the period 1961 - 1995, the most appropriate model specification is
given by equations (43) - (45).

In Table 3 and 4, I have considered specification search for growth models under different time
frames. I consider the test statistics when the time span is five - year intervals. Thus considering the

period 1961 - 1995, I have seven data (time) points for each country: 1965, 1970, 1975, 1980, 1985,

30nly assumption required for convergence here is that over time (technically t — oo) the technological differences
between countries ¢ and j should go to zero.
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1990, 1995. The variables are averages over five -year time intervals. Islam (1995) pointed out that
“yearly time span are too short to be appropriate for growth convergence. Short-term disturbances
may loom large in such brief time spans.” Following his work, many researchers considered this data
setup so that the growth convergence estimates are less influenced by business cycle fluctuations
and less likely to be serially correlated than they would be in a yearly data setup. I also divide the
data in two subsamples to investigate if the the model specification search is robust. Therefore,
RS, RSs1, RS, and RSsa are respectively the adjusted and unadjusted test statistics for the
annual data for 91 countries for the subsamples 1961 - 1980 (referred as S1) and 1981 - 1995

(referred as S2) respectively.

Table 3: Specification search using different time specification.
’ Test Statistics \ b-year time interval \ Subsample: 1961 - 1980 \ Subsample: 1981 - 1995

RS; 87.41 170.82 154.86
RS2, 70.13 145.14 131.47
RSs7 17.28 25.68 23.39

Table 4: Specification search using different time specification.

Parameters RS5_years H RSg‘,years RS H RS%, RSg9 H RS%,

Time-Dynamics - v 18.50%** 10.96*** 72.29%* || 37.11%** | 69.51"** || 33.75"*"*
Heterogeneity - 0’2 25.27**F 14.07*** 89.31™** || 41.11*** | 80.23*** || 39.17***
Serial Correlation - p | 14.01"** 2.80 21.69*** || 6.94™** | 24.23*** || 7.55"*"*
Space-Time Dyn - § | 8.05"** 1.31 5.33** 1.56 7.68"** 1.87
Spatial Lag - 7 1.01 0.009 4.79** 1.19 6.45%** 1.43
Spatial Error - A 15.16%** 14.22** 22,1177 || 20.17% | 21.14™ || 19.81***

Note: * indicates significant at 10%, ** indicates significant at 5% and *** indicates significant at 1%.
S1: Subsample: 1961 - 1980, S2: Subsample: 1980 - 1995.

It is evident from Table 3 that all the joint tests are significant irrespective of the time span
of the data. From column 2 of Table 4, it is evident that only the heterogeneity (O‘Z) and time
dynamics () are most prominent features when 5 year time interval is chosen. RS is significant
at 5% level. Interestingly although the unadjusted test for p is significant, but adjusted one is no
longer so. Thus when the data setup is based on 5-year time interval, the relevant growth equation
is very similar to Islam (1995), i.e., dynamic panel data framework augmented for cross-sectional
dependence also. Indeed 5 -year time span removes effect of serial correlation of errors.

Column 4 - Column 7 of Table 4 indicate that the relevant feature of growth regression are
similar to equation (43) - (45). Although the relative values of the test statistics are different, but
the inference remains same. This supports the robustness of the results using the proposed test

statistics.
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To summarize, in this section I use my proposed test statistics from Section 4, for the proper
specification search of growth model. As explained in Section 4.1, I need to estimate only the
simple panel model in order to apply the proposed tests. Thus, no complex estimation is necessary.
I show how one can unravel the salient features of the underlying DGP using the proposed tests.
In particular, I show that for the given dataset of 91 non-oil samples from Penn World table, the
most relevant features are heterogeneity, time dynamics and indirect cross-sectional dependence.
Thus a researcher analyzing the growth behavior of these 91 countries should take care of these
departures in his/her model; otherwise the model would be misspecified which would lead to wrong
policy implication. For example, as I have shown here, if one assumes a cross-sectional regression
model, then the growth convergence rate is very low, implying the half-life to be 114 years. Again
assuming a fixed effect dynamic panel model will yield a much higher rate of convergence for the
same dataset, implying half-life to be as short as 16 years. It is evident that the convergence
rate of income vary wildly, even when same dataset is used. Thus one should consider a proper
specification search before directly going into model implication and policy analysis. Tables 1 and
2 illustrate this important fact and Tables 3 and 4 demonstrate the robustness of the proposed test
result.

In the next section I demonstrate that though the suggested tests are valid only for large

samples and local misspecification, they perform quite well in finite samples.

6 Monte Carlo Results

The proposed tests are valid only asymptotically. As in our empirical application, in the real world
data will be limited. Therefore, we need to evaluate the performance of the tests under a finite

sample scenario. The data for Monte Carlo study were generated based on the model (1) - (4).

N N
Yit = VWit—1 + T > migyie +0 Y migyie—1 + XieB + ua (46)
s j=1
Uit = i + €t (47)
N
it =AY wijeji + vit (48)
=1
Vit = puit_1 + eit, where e ~ ITDN (0, 02) (49)

We set @ =5 and 8 = 0.5. The independent variable Xj; is generated using;:

Xit = 04X 1+ @it (50)
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where ¢ ~ Uni f[—0.5,0.5] and X;o = 5+10¢;0. For weight matrix W, I consider rook design. I fixed
0%+ 02 =20 and let n = %
a range from 0 to 0.5 . I have considered two different pairs for (N, T') namely (25, 10), (49, 20). For

Values of all the six parameters 7, az, 0,0, 7 and A are varied over

lack of space I report the results for (25,10). The results for (49, 20) are quite comparable to the re-
ported ones and are available on request. Each Monte Carlo experiment is consist of generating 1000
samples for each different parameter settings. Thus the maximum standard error of the estimates
of the size and power would be W = 0.015. The parameters were estimated using OLS, and
fifteen test statistics, namely RSy, Rsvaﬁpv RSs:x, RSY, RS, RS;?/ RSUﬁ , RS, RSy, RS§, RSs, RS,
RS;, RS and RS, were computed. As discussed earlier, in practice it is not necessary to compute
all these statistics ; I do it here only for comparative evaluation. The results are based on the
nominal size of 0.05.

As noted in Section 4, the parameters (’y,az, p) are orthogonal to (0,7, ) as far as testing
are concerned. So I report the key results in two tables. Table 5 reports the size and power of
RSZ, RS, RS;E’ RSJI%, RS7, RS, and Table 6 reports the size and power of RS§, RSs, RSY, RSy, RS}
and RS). Results RS],RS,YO-EP
them achieves nominal size under joint null, and expected power properties.

and RSs,) are not reported for lack of space. However, each of

In Table 5, I vary the parameters (7,7, p) from 0 to 0.5, one and two at a time, keeping the
spatial parameters zero. RSJ is size robust while RS, performs badly when v = 0 and when either
or both n # 0 and p # 0. For example, when v = 0,17 = 0, p = 0.3, rejection probability of RS is
0.048 and that for RS, is 0.888. Similarly, when v = 0.3, = 0, p = 0 then rejection probability
of RS;E is 0.054 and that of RSUa is 0.231. When v = 0.4,n = 0, p = 0 the rejection probability
of RS} is 0.040 and that of RS, is 0.166. Thus as expected by construction, the adjusted test
statistics are size-robust under (local and in some cases even global) misspecification while their
unadjusted counter parts are not. However, there is slight loss in power for these adjusted test
statistics compared to the unadjusted ones, when adjustments are made even when there is no
misspecification. This loss in power however reduces as the parameter values deviates further from
the null. As discussed in Sen and Bera (2011), this loss in power can be regarded as the premium
one pays for the validity of the adjusted test under local misspecification, i.e., the cost of robustness.

In Table 6, I vary the spatial parameters (0,7, A) from 0 to 0.5, one and two at a time, keeping
other parameters at zero. It is evident from Table 6 that RSS, RS} and RS} are more size-robust
than RSs, RS and RS) respectively. For instance, when § = 0,7 = 0.4, A = 0.4, the rejection
probability of RS} is 0.049, whereas for RSs it is 0.997. Again when 6 = 0.4,7 = 0, A = 0, the
rejection probability for RSY is 0.038 and that for RSy is 0.99. Further Monte Carlo results on
RS, RS, RS;Z’ RSgg, RS}, RS,, RS§, RSs, RST, RS-, RS} and RS) are reported in the Appendix.
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Table 5: Estimated Rejection Probabilities with 6 =7 = A = 0. Sample size: N = 25,7 = 10

v Lo [B [ms, | [R5 (R [R5,
0 0 0 0.055 | 0.057 | 0.058 | 0.051 | 0.058 | 0.054
0.1]0 0 0.058 | 0.497 | 0.069 | 0.091 | 0.115 | 0.198
0210 0 0.060 | 0.769 | 0.054 | 0.107 | 0.105 | 0.291
0310 0 0.048 | 0.888 | 0.035 | 0.131 | 0.267 | 0.316
0410 0 0.049 | 1.000 | 0.066 | 0.108 | 0.277 | 0.460
0510 0 0.044 | 1.000 | 0.041 | 0.344 | 0.314 | 0.698
0 0410 0.054 | 0.682 | 0.119 | 0.099 | 0.034 | 0.110
011040 0.068 | 0.798 | 0.155 | 0.112 | 0.296 | 0.332
021040 0.084 | 0.894 | 0.151 | 0.202 | 0.287 | 0.413
031040 0.078 | 0.959 | 0.238 | 0.346 | 0.375 | 0.534
041040 0.081 | 1.000 | 0.324 | 0.425 | 0.451 | 0.611
051040 0.091 | 1.000 | 0.211 | 0.492 | 0.524 | 0.723
0 0110 0.065 | 0.753 | 0.161 | 0.212 | 0.045 | 0.111
0 0210 0.065 | 0.861 | 0.166 | 0.202 | 0.032 | 0.203
0 0310 0.072 | 0.952 | 0.191 | 0.346 | 0.035 | 0.298
0 0410 0.097 | 0.955 | 0.206 | 0.425 | 0.044 | 0.229
0 0510 0.069 | 0.965 | 0.263 | 0.492 | 0.054 | 0.398
0410 0 0.014 | 1.000 | 0.043 | 0.109 | 0.230 | 0.157
041010 0.015 | 1.000 | 0.113 | 0.129 | 0.239 | 0.264
041020 0.019 | 1.000 | 0.217 | 0.258 | 0.329 | 0.319
041030 0.029 | 1.000 | 0.217 | 0.254 | 0.354 | 0.401
041040 0.029 | 1.000 | 0.323 | 0.432 | 0.448 | 0.503
041050 0.045 | 1.000 | 0.343 | 0.521 | 0.570 | 0.512
0 0 0.1 ]| 0.153 | 0.745 | 0.078 | 0.071 | 0.049 | 0.109
0 0 0.2 || 0.127 | 0.865 | 0.067 | 0.207 | 0.044 | 0.111
0 0 0.3 || 0.231 | 1.000 | 0.054 | 0.231 | 0.046 | 0.209
0 0 0.4 || 0.226 | 1.000 | 0.045 | 0.208 | 0.040 | 0.166
0 0 0.5 || 0.334 | 1.000 | 0.066 | 0.344 | 0.043 | 0.254
0410 0 0.044 | 1.000 | 0.053 | 0.111 | 0.221 | 0.188
0410 0.1 || 0.302 | 1.000 | 0.091 | 0.201 | 0.210 | 0.582
0410 0.2 || 0.401 | 1.000 | 0.061 | 0.294 | 0.311 | 0.889
0410 0.3 || 0.504 | 1.000 | 0.051 | 0.363 | 0.333 | 0.965
0410 0.4 || 0.534 | 1.000 | 0.076 | 0.388 | 0.355 | 0.994
0410 0.5 || 0.621 | 1.000 | 0.056 | 0.424 | 0.368 | 0.996
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Table 6: Estimated Rejection Probabilities with v = 02 = p = 0. Sample size: N =257 =10
|6 [ [Xx [|RS; |RSs |RS; |RS: |RS; |RS\ |
0 0 0.049 | 0.056 | 0.053 | 0.054 | 0.047 | 0.061
0 0.1 || 0.047 | 0.694 | 0.161 | 0.783 | 0.052 | 0.953
0 0.2 || 0.045 | 0.786 | 0.133 | 0.950 | 0.157 | 0.995
0 0.3 || 0.051 | 0.964 | 0.255 | 0.992 | 0.372 | 1.000
0 0.4 || 0.061 | 0.933 | 0.235 | 1.000 | 0.635 | 1.000
0 0.5 || 0.039 | 0.863 | 0.356 | 1.000 | 0.861 | 1.000
0410 0.051 | 1.000 | 0.965 | 1.000 | 0.031 | 1.000
0.4 0.1 0.038 | 1.000 | 0.990 | 1.000 | 0.044 | 1.000
0.4 ]0.2 | 0.039 | 1.000 | 0.995 | 1.000 | 0.128 | 1.000
4103 || 0.047 | 0.992 | 0.993 | 1.000 | 0.229 | 1.000
0.4 0.4 || 0.057 | 0.980 | 0.982 | 1.000 | 0.464 | 1.000
0.4 | 0.5 || 0.060 | 0.943 | 0.939 | 1.000 | 0.780 | 1.000
0110 0.037 | 0.782 | 0.284 | 0.893 | 0.058 | 0.759
0210 0.031 | 0.876 | 0.867 | 0.992 | 0.070 | 0.996
0310 0.051 | 0.934 | 0.934 | 1.000 | 0.067 | 0.999
0410 0.051 | 1.000 | 0.961 | 1.000 | 0.065 | 1.000
0510 0.041 | 1.000 | 0.979 | 1.000 | 0.078 | 1.000
0.1 ] 0.4 || 0.048 | 0.951 | 0.950 | 1.000 | 0.648 | 1.000
0.2 104 || 0.063 | 0.968 | 0.964 | 1.000 | 0.640 | 1.000
0.3 104 || 0.037 | 0.974 | 0.971 | 1.000 | 0.487 | 1.000
0.4 104 || 0.049 | 0.994 | 0.985 | 1.000 | 0.479 | 1.000

O OO OO DD IDODDODODDODDODDODODODOOO oo o
(e}
4;

0 0.5 104 | 0.056 | 0.986 | 0.990 | 1.000 | 0.468 | 1.000
010 0 0.238 | 0.798 | 0.114 | 0.712 | 0.055 | 0.789
0210 0 0.333 | 0.894 | 0.267 | 0.871 | 0.068 | 0.849
0310 0 0.357 | 0.976 | 0.334 | 0.967 | 0.054 | 0.977
0410 0 0.459 | 1.000 | 0.261 | 0.989 | 0.038 | 0.990
0510 0 0.600 | 1.000 | 0.379 | 0.996 | 0.090 | 0.993
0 0 0.4 || 0.049 | 0.947 | 0.143 | 0.999 | 0.674 | 1.000
010 0.4 | 0.368 | 0.991 | 0.189 | 1.000 | 0.445 | 0.999
020 0.4 ] 0410 | 1.000 | 0.292 | 1.000 | 0.301 | 1.000
0310 0.4 || 0.505 | 1.000 | 0.395 | 1.000 | 0.295 | 1.000
0410 0.4 || 0.601 | 1.000 | 0.391 | 1.000 | 0.376 | 1.000
0510 0.4 || 0.632 | 1.000 | 0.492 | 1.000 | 0.448 | 1.000
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7 Conclusion

The growth convergence debate has always occupied a central stage in economics. This is mainly
because of the existence of the variety of issues regarding such models, like different forms of
convergence, estimation techniques, data, variables, sample and so on. In this paper I address one
specific concern, i.e., what is the most appropriate model given the data. Thus the contributions
of this paper are twofold. Firstly, this paper develops adjusted RS test statistics, which are robust
under local misspecification in a dynamic panel model allowing for cross-sectional dependence.
Secondly, using the proposed tests I address the issue of growth model specification objectively.

To achieve these objectives, robust RS tests for time dynamics, random effect, serial correlation
of errors, space-time dynamics and spatial dependence are proposed using Bera and Yoon (1993) test
principle. These six adjusted tests are robust under “all” possible misspecification. This robustness
is achieved without any estimation of the nuisance parameters. For example, the proposed adjusted
RS test for time dynamics is made robust to the presence of random effect, serial correlation of
errors, space-time dynamics and spatial dependence. 1 take care of these possible presence of
nuisance parameters using their respective Fisher-Rao score functions. Thus, there is no need to
estimate the nuisance parameters as usually it is done for conditional LM and LR tests. The
proposed (robust) tests are simple to compute and interpret as they are essentially based only
on OLS residuals and score functions. In addition, due to an attractive additive property, the
robust tests require very little extra computation. Thus one can compute these robust tests for
each parameter from the standard RS tests (joint and marginal). Due to this simplicity in terms
of computation, the researchers can identify specific direction(s) to reformulate the basic growth
model quite easily.

In the empirical application, using these tests, I find that most of the misspecification is at-
tributed to heterogeneity (random effects), dynamic time effects and indirect cross-sectional depen-
dence, irrespective of the specification of weight matrix and time span of the sample. In addition,
I demonstrate how the exact nature of dependencies changes the growth model specification for
different time framework. Different researchers have derived widely different convergence rates for
the same dataset, as they considered either only cross-sectional, spatial, panel, or dynamic panel
models. It is quite possible that those models cannot capture all the salient feature of the data.
Using a model framework which combines all these piece-wise models considered so far in the liter-
ature, I conduct the growth model specification search using the proposed test statistics developed
for the dynamic panel model with cross-sectional dependence. One should note that the proposed
tests are general and can be used for many other specification search of econometric models, for
example, hedonic price models, unemployment models. Lastly, through simulation study I demon-
strate that the proposed tests, are not only theoretically and asymptotically valid, but can also be

used in finite samples exercises where availability of data is often limited.
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8 Appendix

We consider the following dynamic panel spatial model which is the combination of all the different

piecewise framework which has been discussed in Section 2.

N N
Yit = VYit—1 + T Z mijyj¢ + 0 Z mjYje—1 + Xt B + it (51)
j=1 J=1
Uit = i + €t (52)
N
€t =AY wijejt + vy (53)
j=1
Vit = puit_1 + i, where ey ~ ITDN(0, 0?) (54)
fori=1,2,...,N;t =1,2,...,T. Here y; is the observation for i*" individual/observation at tth

time, X;; denotes the observations on non-stochastic regressors and w;; is the regression disturbance.
Spatial dependence is captured by the weigh matrices M = (m;;) and W = (wj;). In this framework,
I have considered spatial lag dependence (7), time dynamics (7y), space recursive (4), spatial error
dependence (), serial correlation in error (p) and individual effect (u;). I consider random effect
model here, i.e., 1; ~ IID(0,0,), like Sen and Bera (2011). W and M are row-standardized weight
matrices whose diagonal elements are zero, such that (I —7M) and (I —AW) are non-singular, where
I is an identity matrix of dimension N. I assume that the model satisfies the regularity conditions
given in Lee and Yu (2010).

In matrix form, the equations (9) - (12) can be rewritten as
y=7(Ir @ M)y + [(v+ M) @ Ir)ly + X+ u (55)

where y is f dimension NT x 1,X is NT x K,B is k x 1 and uw is NT x 1. Here [ is the lag
operator, X is assumed to be of full column rank and its elements are bounded in absolute value.

The disturbance term can be expressed as
w= (17 @ IN)p + (It ® B~ 1) (56)

where B = (Iy — AW), vy is vector of ones of dimension T, I is an identity matrix of dimension
T x T and ® denotes Kronecker product. Under this setup, the variance-covariance matrix of u is
given by

Q=0,[Jr®IN]+[Ve (BB (57)

where Jp is a matrix of ones of dimension 7' x T', and V is the familiar 7" x T variance -covariance
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matrix for AR (1) process in equation (20), i.e.,

with

and V), = ﬁvl.

The loglikelihood function of the above model can be written as:

I NT

(59)
where A = (Iy — 7M) and following Sen and Bera (2011), I can write

1 N 1 NT
10 == In(1 - p?) + ;I |d*(1 — p)?¢Ix + (B'B) ! + 711103 — (T —1)In|B]

where d®> = o2 + (T — 1), a = / }+Z and ¢ = 4. Thus substituting 1 In|Q| in L , I obtain

mw“‘; [

—NT
L=

1 NT
ln27r-|- In(1—p? In|d*(1—p)?¢In+(B'B) |- ——Ino?+(T—1)In|B|+T1n|A
2 2 ¢

Sl A)y — [(y+ M) ® Iglly = X6/ (I © A)y — (3 + 6M) ® Ir)ly — X5] (60)

8.1 Derivation of Score

gg — X' (61)

gfg Ll (@ _02)2"3“ - f @V (BB) N e (62)

‘;5 = (It ® Ynr_1)'Q 'u (63)

ggzé __% trc1(d2(1;g,0)2[1v N ;u,ﬂ,l( Jr o I (64)

gﬁ 17 +3 trC Ho+(T-1)(1- p)¢IN)+§“< S5 _1p2>2[2pvl+<1—p2>Fp]®<B’B>‘1>u
(65)
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gf; = KW & IT)YNT,l]Qflu (66)

ZL = —Ttr(A™'W) + %Q*l(IT ® W)y (67)

T

O (B~ W)+ O (BB BW + WBI(BB) ) - 07 (@ (B'B) 0

1))
(68)
where C' = (d?(1—p)2¢In+ (B'B)~1). The score functions evaluated under HY, i.e., restricted
MLE of 6y with @ = (3, 02) are:

OL
a5 0 (69)
oL
902 " (70)
OL [l ® Ynr_1]u/
. (71)
L NT @ In)t
g (72)
do. 202 a'a
OL NT @(G®Iy)i
- 2 wa | (73)
oL _ @'[(Ir ® W)Ynr1]
e /! A
90 o2 (74)
~/
oL _ w[(Ir @ W)Ynr] 75)
or 02
OL NT @/(Ir @ (W +W'))a
o 2 @i ] (76)
where @ = y — 23 is the OLS residual vector, and ~§ = ]ﬂv'%

8.2 Derivation of Information Matrix

To derive the information matrix under joint null HZ, I need to derive the second order derivatives

and take expectation. Differentiating equation (69) wrt 3, 02,7, ai, p,0, T and A, we get

2
8% aLﬁ/ = -X'Q'X (77)
2
agal;‘z = —/Q NV, ® (B'B)"HQ'X (78)
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0L

8/88’)/ = —(IT & YNT_l)/Q_lX (79)
0?L
95007 = ~X'Q Y Jr @ Iy)Q (80)
M
2
;ng =-X'0 NV, ®(B'B)"HQ u (81)
0L
6586 = —[(W &® IT)YNTfl]/Q_lX (82)
0L
50T = X' QY Ir W)Y (83)
82L r0—1 / —1 —1
aBaA:—XQ (V,® (B'B)"HQ tu (84)

Differentiating equation (70) wrt -, ai, p, 6, T and A, we get

O%L

90207 = —(Ir @ Yyr—1) 1 (V, ® (B'B) H)Q u (85)
9’L 1 -1 d2(1 - P)2IN 1/l py—1 -1 -1 I y—1y—1
m = 575?"[(7 TC (B B) ] — uf? (JT ® IN)Q (Vp & (B B) )Q u (86)
OL [ (ot (1 p)(T — 1) (B'B)
80’38p 1Y P N
_ p 2 1 e IR
—uf) 1[[21 e Vi + 1_7p2F,)] ® (B'B) 10 (V,® (B'B)"HQ
1 -1 2p 1 1 3\-1
62L ry—1 / -1 —1
90205 — (W@ Ir)Ynr-1) Q™ (V, ® (B'B)")Q™ u (88)
82[1 1—1 / -1 —1
5oor = —(W @ I7)Ynr) Q' (V, ® (B'B) ) tu (89)
2
6825/\ = —%tr[C_l(B’B)_l(B’W+W’B)(B’B)_lc_l(B’B)_l—irC_l(B’B)_l(B’W—i—W’B)(B’B)_l]
U@
T-1

tr[(B'B)"Y{(BW+W’'B)(B'B)—uQ ' [V,@(B'B) [BW+W'B|(B'B) Q" (V,®(B'B)"HQ 'u

+ %uﬁ—l(vp ® (B'B)"Y(B'W +W'B)(B'B) ") u (90)
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Differentiating equation (71) wrt -, O’i, p, 0,7 and \, we get

0L

9 = —(IT & YNT_l)/Q_l(IT ® YNT—l) (91)
Oy
32[/ 10—1 -1
37902 = ~Ur @ Yar) QT (Ur @ ) (92)
o
O*L fv—1 2p 1 F o —110y—1
82L 10—1
55 = T © Yaro) 7 (W & )Yy (94)
82L 10—1
ovor = —(Ir @ Ynr-1)'Q (W ® IT)YNT] (95)
9*L ry—1 o\ =1 o / F oy —170y—1
79 =—UIr@Ynr—1)Q [V, ® (B'B)"(B'W+W'B)(B'B)""|Q u (96)

Differentiating equation (72) wrt UZ, p, 0,7 and \, we get

O*L 1 1d2(1 - p)?In C_1d2(1 —p)?Iy

=[O~ —u! INQ Y Jr @ IO 97
60’380’5 2t’l”[C 03 0'2 ] U (JT@ N) ( T® N) U ( )
0L 1, d*(1—p)?In .4 —1 ro—17.2 2
= —tr[——— 2 " [C™ T—-1)(1-— I Q 2pV1
5oz~ 1 gp IO o+ (T =D = p)oInC ]+ (ot
+ (- AEF) ® (BB (Jro In)Q 'y (98)
L = —[(W @ Ip)Ynr 1) Q Y Jr @ IN)Q (99)
6038(5— T)YNT-1 T®IN
azL 10—1 —1
WI*[(W@)IT)YNT]Q (Jr@IN)Q u (100)
0,07
0L 1, d*(1-p)? 1 d*(1 - p)? -1
=y et g
o200\ 2”[ o? NC o2 NC

+'Q o2(V, @ [(B'B) ' [B'W + W B|(B'B) M (Jr @ IN)Q 'u (101)
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Differentiating equation (73) wrt p,d, 7 and A, we get

2 _ 2
S = e 5120 (T = D= )OI)IC o+ (T = D1 = p)TxC

(102)

0 A PRV + (1= )R © (B'B) 0 o2 (=) "2V
+(1=p*) Fle(B'B) Q™ utu H[o( _1/)2)2[2V1—2pr]+4(1—p2)ﬂ(2pV1+(1—pz)Fp)®(B’B)‘1]Q‘1u
2
E?pgé =—-[(Wa IT)YNT—l]Qfl[[(l _2[;,2)2‘/1 1 _1p2 F)l® (B'B)"Q 'y (103)
2
;;T =-(We IT)YNT]Q—l[[(l _2’;2)21/1 + 5 _1p2 F,]® (B'B)™Q " u (104)
O°L L l(B'B) " [B'W + W'B|(B'B)"\C6 1p+ (T —1)(1 —p))oInC!
m—gr[[( )l + |(B'B) —1(p+ (1" — —p))dINC ]
+ uQ_l[ag(l —

P2Vi - 20F,] @ (B'B) ) [o2(V, @ [(B'B)"\[B'W + W'B](B'B) e~
%UQ_1[04(71

7 )2[2Vh — 2pF,) @ [(B'B) " [B'W + W B|(B'B)"'|(B'B) |0 'u (105)
Differentiating equation (74) wrt 0,7 and A, we get

0L _
= —[(W @ I)Ynr 1 Q (W @ Ir)Ynr_1] (106)
0006
82L ro—1
=—[(W & In)YNr-1])Q (W @ I7)YNT] (107)
60T
9L 1o—1 I o\—1 /117! / ! oyv—1y—1
= (W @ )Y [T (V(B'B) (W B+ BW)(BB) )R (108)
Differentiating equation (75) wrt 7 and \, we get
0*L —1117\2 -1
9or ~Ttr((A7'W)?) = Ynr (I @ W)Q ™ (Ir @ W)Ynr (109)
L _ —uQ YV, ® (B'B)"H)Q Iy @ W)u (110)
OTo\ r
For % please see Sen and Bera 2011, Technical Appendix.
Under the joint null HS : v = ai =p=40=7=A=0, the non-zero second-order derivatives
are :
2L _ _X'X
opos -
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RL _ _ (Ir®YNr1)'X

950y o2
2L _  [(WeIr)Ynr_1]'X
9505 — o2

2L _Xl(W®IT)XB
9por g

?*L _ _ _NT
002007 954

82L  _  (Ir®YnT_1)Ur®IN)u
9020y 204
_9L__ _NT
90200y, — 244

2L _  (Ir®Ynr-1)'(Ir®YnT-1)
oyoy 02

02L  _  (Ir®YNnr_1) (Jr®IN)u
ooy, 204

L _ _ Ur®YNr 1) (Ir®IN)u
9v0p 204

9°L  _ _ NT?
do2do2 2‘7%

82L _  N(T-1)
do2dp 02

o’L _ _
Dp0p = N(T -1)
2L _  (WRIr)Ynr— 1) (WIr)YNnr—1)
9505 g

2L _  (WRIr)YNr—1) (WRIT)YNT-1)
20T — g

2L _  (WRIr)YnT— 1) (Ur@W+W')))u
QOON UE

2 B X! (I @W')(Ir@W) X B
867—8LT _ —(TtT’(W2 + WW/) + B'X'(Ir® A)( T@W) /3))

2
Oe

2 2
TL = 0L = —Tor(W2 + WW').

All the other second derivatives becomes zero under joint null. Thus the information matrix

J, equation (12), under HY is

[Js 0 Jz, O 0 Jsgs Jgr O]
0 Joz Jo2y Je2e2 00 00
A N S (N
7(0,) = 0 Jo2o2 Jozy oz Jp2, 000 (11)
0 0 Jy 2 J, 0 0 0
Jss 0 0 0 0 J5 Jsr Jsx
Jrs 0 0 0 0 Jrs Jr Jn
00 0 0 0 Jw I ]

where J = E(—+t 8%28%,) evaluated at 6.
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8.3 Derivation of test statistics

Recall from Section 3:

RSy, = %[dw(é)—J¢¢.w(5)J¢Zi,(§)d¢(9)][Jw(5)—Jw¢.w(5)Jq§i(§)J¢w.w(5)]_1[dw(9)—Jw¢.w(§)J<;i(é)%(é)]’
(112)

where w = (8/,02)',% and ¢ are different combinations of the parameters (7, Ui, P,0,T, ).

I) H? : v = 0 in presence of ¢ = (O’i,p, 5,7, ).

Here we are testing the significance of time-dynamics =y, in presence of random effects, serial corre-

lation, and spatial dependence.

dy = d,

dy = (dgg,dp,d(g,dﬁd)\)

Tppw = oo — Tyl 5 ow = (Jy02 02, 39, 0,0,0)

Jow = Jo = Jouwd 5 g =

Jozo2 Jo2p O 0 0

Jpgﬁ Jp 0 0 0
0 0  Jsp Jsrp Jsa
0 0 Jrsp Jrp Jra
0 0 I I In]

Therefore, adjusted proposed test statistic for time-dynamics +y is:

—1 —1 —1
.02 Jaa agdoﬁ - ‘]’YPJP dl’”‘]’}“w - nyaﬁ.ag JJZ

RS: =[d, —J

—1 -1
o2 02 JUZW.UE - J’YPJp Jpr]

[y = ao2.02 2 20z = Ty ol = X3(0). (113)

IT) HE : 02 = 0 in presence of v, p,d, 7, \.
Here ¢ = (v, p, 8,7, \)

dy = dg ,

dy = (dy,dy, ds,dr,dy)

Jpso = (Jo2y.02, J52,0,0,0)

Jyw Jyp 0 0 0
Je J, 00 0
Jow=10 0 Jsg Jsrp Jox
0 0 Jwsp Jrp Jea
0 0 Jx  Ir JIn]

RS}
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The adjusted RS test statistics is:
-1 -1 -1 -1 -1
RS:;EL = [daﬁ - Jaﬁv.agjy.de - Jaﬁp']p dp] [']Jﬁ.ag - Joﬁ’y.agj'y.wjvaa.og - JaﬁpJp Jpaﬁ]

[daz - Jaﬁfy.agjy_.id’y - Jaﬁp‘]p_ldl)], — X%(O)v (114)

III) H¢ : p = 0 in presence of 'y,az, 0,7, A

Here ¢ = ('y,ai,é, T, \).
dy =d,
dg = (dy, dy . ds, dr, dy)
0 = (Jpys 2. 0,0,0).

[ Jyw o2 O 0 0]
Jo2y.02  Jo2 52 0 0 0
m e ne
Jpw = 0 0 Jsg  Jsr.g Jsa
0 0 JT§.B JTB JT)\
|0 0 D I I

The adjusted test statistic is:

RS, = [dp — Ty 52 Jw_.a}zdv - Jpa,%ﬂ% J;al.agdaﬁ”*]p ~ Jpy.02 J;cluj'ypﬂg - Jpoﬁ-ﬂ% Jz;gl.ag Jaﬁpﬂ?]_l
[dp - Jpv.ag J’?idv - Jpaﬁ.ag Jg_il_ogdaﬁ]/ — X% (115)

IV) HS : 6 = 0 in presence of ’y,ai, Py Ty A

Here ¢ = (v,ai,p, T, ).
dy = dg
d¢ = (d’Yde'HQadpadT’d)\)
Jppw = (0,0,0, J5x, Js5r.3)-

Jyw  Tyzar Ty 00

Jaﬁw.ag Jcrﬁ.az ‘]crgp 0 0
Jow=| Jp  Juz 00
0 0 0 Jp Jon

0 0 0 I I

The test statistic for space recursive parameter ¢ is directly affected by the other spatial parameters

A and 7, and not by other parameters. The separation between the spatial parameters and all the
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other parameters is also distinct here, as far as the test statistic is concerned. The adjusted RS

test statistic is:

RS5 = ds—J(57).(r.8) I (.= (67.8) AT o9y A Qe )15 = T (52).7.8) T (.9 T00) (7-8) T 6.8 AT ey a8y )
[ds = T35 75 .y = Jr8)0T (15 207] ~ X1 (0) - (116)

V) HS : 7 = 0 in presence of 'y,oi, 0,0, \.

Here ¢ = (77 UZ?p? 67 A)
dw =d,
d¢ = (d’Y?dCf‘ﬂ?dpad(s:d)\)

Jyppw = (0,0,0, 758, Jrr)-
_ Jryw Jwg.ag Jrp 0 0 _
Ja‘zﬂ'ag Jgﬁ.gz Jgap 0 0
Jpw | Jpy J 52 Jp 0 0
0 0 0 J&T J(;)\
0 0 0 Js I

The adjusted test statistic is:

* -1 —1 —1 - -
RS} = [dr—J(r5.8) 0 (5.9 286~ Ion(5.8) 75 (5.5) N5 =T(r6.8) 0 (5.9y w5780 A= Tea(6.8) I 5.0y I (6.0
[dr — Jirs 3y 2T 5.3y 405 = Tex 6.8 (5,3 IN ~ x1(0)  (117)

Lastly, VI) HJ : A = 0 in presence of , ai,p, o,7T.

Here, ¢ = (’y,ai, p,0,T)
dy = dy
dy = (dy dy . dy, ds. dy)
Jpow = (0,0,0, Jrs, Jrr).

Jow  hzer O 0
Jgizﬁ'ag Jaa.gg Jaﬁp 0 0
Jpw | Jpy Jpo2 Jp 0 0
0 0 0 Jsg  Jsrp
0 0 0 Jwsp Jrp




The adjusted test statistic is:

* —1 —1 -1
RSY = [dx = J038).(08)7 (5.8).(r.) %6 = Ine6.8)) (7. ).(6.8) 07T = 008).(7.8) ) (5.8 () T (60).(7-5)

-1 — —1 -1
— D5 Iy 6. on 6o Ay = J00). (28T 5.9y (r9) B8 — Ine6.8) ) (55 dr) ~ XE(0)  (118)

8.4 Country Lists and Groups

Here are the list of countries in each group divided based on their initial income in 1961:

Panel A (Poorest): The average of real per-capita income has grown by 2.7% over 35 years.
Bangladesh, Benin, Botswana, Burkina Faso, Central African Republic, Chad, Congo Dem. Rep.,
Ethiopia, Ghana, India, Indonesia, Kenya, Madagascar, Malawi, Mali, Mozambique, Nepal, Niger,
Rwanda, Sierra Leone, Sri Lanka, Tanzania, Uganda, Zimbabwe.

Panel B (Middle): The growth rate of the real per capita income is 5.19% from 1961 - 1995.
Angola, Bolivia, Cameroon, Republic of Congo, Cote d‘Ivoire, Dominican Republic, Ecuador,
Egypt, Honduras, Malaysia, Mauritania, Mauritius, Morocco, Nigeria, Pakistan, Papua New Guinea,
Paraguay, Philippines, Senegal, Syria, Thailand, Tunisia, Zambia.

Panel C (Rich): The average of real per capita income has grown by 4.83 % over 35 years.
Argentina, Brazil, Chile, Colombia, Costa Rica, El Salvador, Finland, Guatemala, Hong Kong,
Ireland, Jamaica, Japan, Jordan, Korea, Mexico, Nicaragua, Panama, Peru, Portugal, Singapore,
South Africa, Spain, Trinidad and Tobago, Turkey, Uruguay.

Panel D (Richest): The average growth rate of per capita income of this group is 4.37 %.
Australia, Austria, Belgium, Canada, Denmark, France, Greece, Israel, Italy, Netherlands, New

Zealand, Norway, Sweden, Switzerland, United Kingdom, United States, Venezuela.

Ranking of Countries according to income in 1995:

Poorest: Zimbabwe, Congo Dem. Rep., Burundi, Ethiopia, Central African Republic, Malawi,
Mozambique, Madagascar, Niger, Togo, Rwanda, Burkina Faso, Tanzania, Sierra Leone, Ghana,
Uganda, Nepal, Kenya, Bangladesh, Benin, Mali, Mauritania, Cote d‘Ivoire, Chad, Senegal.
Middle: Zambia, Cameroon, Nigeria, Papua New Guinea, Republic of Congo, Nicaragua, Philip-
pines, Pakistan, India, Angola, Indonesia, Bolivia, Paraguay, Sri Lanka, Morocco, Honduras, Syria,
Thailand, Peru, Egypt, Ecuador, Jordan, Tunisia, Guatemala, El Salvador.

Rich: Brazil, Colombia, Panama, Dominican Republic, Uruguay, Mauritius, Botswana, South
Africa, Venezuela, Jamaica, Argentina, Costa Rica, Malaysia, Turkey, Chile, Mexico, Portugal,
Trinidad and Tobago, Korea, New Zealand, Spain, Israel, Greece, Japan, Finland.

Richest: United States, Italy, Belgium, Norway, Australia, Canada, France, Hong Kong, Nether-
lands, Denmark, Switzerland, Israel, Sweden, United Kingdom, Greece, Venezuela, Singapore,

Ireland, Norway.

41



As can be seen from the lists and also evident from Figure 1 and its subsequent discussions, there

has been some transitional changes among the groups.

8.5 More Monte Carlo Results

In addition to Table 3 - 4, in Section 7, I provide Tables 5 - 8, in addition to support the good

finite sample properties of the proposed tests. The tables are listed in the next page onwards.
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Table 7: Estimated Rejection Probabilities with § = 7 = A = 0. Sample size: N = 25,7 = 10

p n Y RS’ RSy RSq2" RS2 RS,” RS,
0.0 0.2 0.0 0.066 0.955 0.043 0.099 0.072 0.166
0.1 0.2 0.0 0.030 0.997 0.071 0.111 0.112 0.231
0.2 0.2 0.0 0.075 1.000 0.053 0.205 0.192 0.312
0.3 0.2 0.0 0.042 1.000 0.135 0.214 0.274 0.401
0.4 0.2 0.0 0.054 1.000 0.313 0.358 0.440 0.521
0.5 0.2 0.0 0.034 1.000 0.203 0.189 0.712 0.682
0.0 0.0 0.2 0.107 1.000 0.037 0.107 0.035 0.105
0.1 0.0 0.2 0.305 1.000 0.045 0.123 0.127 0.108
0.2 0.0 0.2 0.293 1.000 0.053 0.253 0.120 0.118
0.3 0.0 0.2 0.331 1.000 0.091 0.147 0.209 0.499
0.4 0.0 0.2 0.401 1.000 0.061 0.311 0.219 0.881
0.5 0.0 0.2 0.554 1.000 0.051 0.556 0.293 0.994
0.0 0.0 0.4 0.611 1.000 0.041 0.031 0.051 0.182
0.1 0.0 0.4 0.602 1.000 0.042 0.082 0.104 0.336
0.2 0.0 0.4 0.742 1.000 0.061 0.141 0.202 0.692
0.3 0.0 0.4 0.739 1.000 0.038 0.231 0.284 0.944
0.4 0.0 0.4 0.779 1.000 0.049 0.419 0.335 0.995
0.5 0.0 0.4 0.891 0.999 0.001 0.627 0.207 1.000
0.0 0.2 0.2 0.105 1.000 0.184 0.207 0.035 0.191
0.1 0.2 0.2 0.204 1.000 0.304 0.313 0.125 0.302
0.2 0.2 0.2 0.305 1.000 0.305 0.545 0.112 0.351
0.3 0.2 0.2 0.312 1.000 0.502 0.790 0.201 0.565
0.4 0.2 0.2 0.441 1.000 0.589 0.811 0.304 0.628
0.5 0.2 0.2 0.618 1.000 0.612 0.812 0.419 0.920
0.2 0.0 0.0 0.082 1.000 0.056 0.159 0.097 0.118
0.2 0.1 0.0 0.077 1.000 0.062 0.312 0.109 0.212
0.2 0.2 0.0 0.093 0.998 0.164 0.302 0.118 0.318
0.2 0.3 0.0 0.092 0.999 0.161 0.316 0.199 0.401
0.2 0.4 0.0 0.075 0.998 0.251 0.515 0.100 0.399
0.2 0.5 0.0 0.094 0.998 0.298 0.532 0.109 0.333
0.0 0.0 0.2 0.107 1.000 0.060 0.117 0.032 0.092
0.0 0.1 0.2 0.118 1.000 0.097 0.105 0.036 0.108
0.0 0.2 0.2 0.204 1.000 0.104 0.209 0.024 0.112
0.0 0.3 0.2 0.204 1.000 0.203 0.306 0.022 0.308
0.0 0.4 0.2 0.307 1.000 0.335 0.413 0.036 0.410
0.0 0.5 0.2 0.406 1.000 0.416 0.508 0.028 0.399
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Table 8: Estimated Rejection Probabilities with § = 7 = A = 0. Sample size: N = 25,7 = 10

p n Y RS’ RSy RSq2" RS2 RS,” RS,
0.2 0 0 0.036 0.845 0.041 0.103 0.104 0.301
0.2 0 0.1 0.330 0.990 0.031 0.115 0.147 0.306
0.2 0 0.2 0.275 1.000 0.040 0.151 0.114 0.213
0.2 0 0.3 0.201 1.000 0.051 0.184 0.102 0.394
0.2 0 0.4 0.311 1.000 0.037 0.123 0.105 0.682
0.2 0 0.5 0.314 1.000 0.045 0.152 0.143 0.846

0 0.2 0 0.052 0.970 0.162 0.206 0.042 0.112
0 0.2 0.1 0.141 1.000 0.133 0.301 0.073 0.212
0 0.2 0.2 0.206 1.000 0.205 0.335 0.026 0.102
0 0.2 0.3 0.331 1.000 0.201 0.421 0.051 0.211
0 0.2 0.4 0.312 1.000 0.333 0.533 0.059 0.181
0 0.2 0.5 0.415 1.000 0.398 0.546 0.071 0.253
0 0.4 0 0.041 0.990 0.152 0.550 0.058 0.123
0 0.4 0.1 0.142 1.000 0.225 0.601 0.043 0.233
0 0.4 0.2 0.106 1.000 0.105 0.607 0.027 0.341
0 0.4 0.3 0.204 1.000 0.204 0.715 0.043 0.311
0 0.4 0.4 0.301 1.000 0.301 0.681 0.043 0.368
0 0.4 0.5 0.411 1.000 0.312 0.747 0.039 0.221
0.2 0.2 0 0.070 1.000 0.049 0.302 0.100 0.230
0.2 0.2 0.1 0.212 1.000 0.117 0.315 0.139 0.101
0.2 0.2 0.2 0.307 1.000 0.107 0.449 0.216 0.141
0.2 0.2 0.3 0.301 1.000 0.201 0.568 0.206 0.256
0.2 0.2 0.4 0.412 1.000 0.312 0.621 0.301 0.561
0.2 0.2 0.5 0.512 1.000 0.376 0.632 0.303 0.770
0 0 0.4 0.328 1.000 0.041 0.110 0.057 0.033
0 0.1 0.4 0.399 1.000 0.197 0.215 0.034 0.178
0 0.2 0.4 0.458 1.000 0.104 0.311 0.042 0.108
0 0.3 0.4 0.502 1.000 0.233 0.311 0.047 0.271
0 0.4 0.4 0.555 1.000 0.358 0.529 0.034 0.390
0 0.5 0.4 0.419 1.000 0.427 0.599 0.052 0.383
0.2 0 0.2 0.103 1.000 0.030 0.162 0.113 0.115
0.2 0.1 0.2 0.103 1.000 0.103 0.246 0.114 0.176
0.2 0.2 0.2 0.203 1.000 0.103 0.237 0.202 0.243
0.2 0.3 0.2 0.203 1.000 0.193 0.226 0.314 0.330
0.2 0.4 0.2 0.301 1.000 0.301 0.331 0.416 0.419
0.2 0.5 0.2 0.422 1.000 0.402 0.512 0.515 0.613
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Table 9: Estimated Rejection Probabilities with v = Ui = p = 0. Sample size: N =25,T7 =10

A T 5 RSs*  RSs RS, RS, RS, RS;
0 0.2 0 0021 0999 0907 0991  0.051  0.997
0.1 0.2 0O 038 0999 0971 0999  0.061  1.000
0.2 0.2 0 0051 0996 0991  1.000 0.166  1.000
0.3 0.2 0 0470 0989 098 1000 0358  1.000
0.4 0.2 0 0028 0965 0961 1.000 0.639  1.000
0.5 0.2 0 0039 0914 0911 1.000 0.859  1.000
0 0 02 0091  1.000 0261 0.870 0.037  0.950
0.1 0 02 0112 1.000 0394 0968  0.122  0.991
0.2 0 02 0263 1000 0328 0997 0.151  0.997
0.3 0 02 0309 1.000 0479 0999  0.127  0.998
0.4 0 02 0398 1.000 0496  1.000 0.288  1.000
0.5 0 02 0402 0998 0593  1.000 0.578  1.000
0 0 04 0116 1.000 0070 0977  0.052  0.987
0.1 0 04  0.127 1.000 0341 0998  0.147  1.000
0.2 0 04 0320 1000 0418  1.000  0.149  1.000
0.3 0 04 0309 1.000 0476  1.000  0.264  1.000
0.4 0 04 0419 1.000 048  1.000  0.153  1.000
0.5 0 04 0393 1.000 0598  1.000 0.314  1.000
0 0.2 02 0115 1.000 0.897  1.000  0.070  1.000
0.1 0.2 02 0109 1.000 0957  1.000 0.116  1.000
0.2 0.2 02 0271  1.000 0979  1.000  0.243  1.000
0.3 0.2 02 0314 1.000 0990  1.000 0199  1.000
0.4 0.2 02 0519 1.000 1.000  1.000 0241  1.000
0.5 0.2 02 0602 0999 0998  1.000 0485  1.000
0 0 02 0081 1.000 008  0.881  0.056  0.950
0 0.1 02 0102 1000 0788  0.993  0.069  0.998
0 0.2 02 0363 1.000 0862  1.000 0.071  1.000
0 0.3 02 0309 1.000 0923 1.000 0.050  1.000
0 0.4 02 0378 1000 0944  1.000 0.080  1.000
0 0.5 02 0410 1.000 0936  1.000  0.072  1.000
0 0 04  0.092 1.000 0094 0985  0.058  0.990
0 0.1 04 0202 1000 0822  1.000 0.028  0.999
0 0.2 04 0343 1.000 0885  1.000 0.036  1.000
0 0.3 04 0409 1.000 0915  1.000  0.041  1.000
0 0.4 04 0418 1000 0912  1.000  0.041  1.000
0 0.5 04 0471  1.000 0932 1000 0.047  1.000
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Table 10:

Estimated Rejection Probabilities with v = o

2:
n

p = 0. Sample size: N = 25,7 =10

A T 5 RSs*  RSs RS, RS, RS, RS;

0 0.2 0 0.021 0.999 0.907 0.991 0.051 0.997
0.1 0.2 0 0.380 0.999 0.971 0.999 0.061 1.000
0.2 0.2 0 0.051 0.996 0.991 1.000 0.166 1.000
0.3 0.2 0 0.470 0.989 0.984 1.000 0.358 1.000
0.4 0.2 0 0.028 0.965 0.961 1.000 0.639 1.000
0.5 0.2 0 0.039 0.914 0.911 1.000 0.859 1.000

0 0 0.2 0.091 1.000 0.261 0.870 0.037 0.950
0.1 0 0.2 0.112 1.000 0.394 0.968 0.122 0.991
0.2 0 0.2 0.263 1.000 0.328 0.997 0.151 0.997
0.3 0 0.2 0.309 1.000 0.479 0.999 0.127 0.998
0.4 0 0.2 0.398 1.000 0.496 1.000 0.288 1.000
0.5 0 0.2 0.402 0.998 0.593 1.000 0.578 1.000

0 0 0.4 0.116 1.000 0.070 0.977 0.052 0.987
0.1 0 0.4 0.127 1.000 0.341 0.998 0.147 1.000
0.2 0 0.4 0.320 1.000 0.418 1.000 0.149 1.000
0.3 0 0.4 0.309 1.000 0.476 1.000 0.264 1.000
0.4 0 0.4 0.419 1.000 0.489 1.000 0.153 1.000
0.5 0 0.4 0.393 1.000 0.598 1.000 0.314 1.000

0 0.2 0.2 0.115 1.000 0.897 1.000 0.070 1.000
0.1 0.2 0.2 0.109 1.000 0.957 1.000 0.116 1.000
0.2 0.2 0.2 0.271 1.000 0.979 1.000 0.243 1.000
0.3 0.2 0.2 0.314 1.000 0.990 1.000 0.199 1.000
0.4 0.2 0.2 0.519 1.000 1.000 1.000 0.241 1.000
0.5 0.2 0.2 0.602 0.999 0.998 1.000 0.485 1.000

0 0 0.2 0.081 1.000 0.086 0.881 0.056 0.950

0 0.1 0.2 0.102 1.000 0.788 0.993 0.069 0.998

0 0.2 0.2 0.363 1.000 0.862 1.000 0.071 1.000

0 0.3 0.2 0.309 1.000 0.923 1.000 0.050 1.000

0 0.4 0.2 0.378 1.000 0.944 1.000 0.080 1.000

0 0.5 0.2 0.410 1.000 0.936 1.000 0.072 1.000

0 0 0.4 0.092 1.000 0.094 0.985 0.058 0.990

0 0.1 0.4 0.202 1.000 0.822 1.000 0.028 0.999

0 0.2 0.4 0.343 1.000 0.885 1.000 0.036 1.000

0 0.3 0.4 0.409 1.000 0.915 1.000 0.041 1.000

0 0.4 0.4 0.418 1.000 0.912 1.000 0.041 1.000

0 0.5 0.4 0.471 1.000 0.932 1.000 0.047 1.000
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