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Much of the empirical growth literature has been devoted to trying to explain the enormous disparity of per capita
incomesthat is observed around the world. It is often noted that the wealthiest economies have alevel of per capita
income that iswell over 30 times greater than that of the poorest economies. Another important and often noted feature
isthat these disparities appear to be very persistent over time, and it is difficult to discern under what conditions we
might anticipate that these differences are likely to expand or diminish. A full explanation for this disparity and its
apparent persistence has el uded economists despite an enormous amount of research devoted to the topic.

Nonetheless, several important themes have emerged in recent years which have brought us closer to
understanding this phenomenon. For example, economists have long noticed that variations in the share of physical
investment resources that are devoted to production cannot alone explain the disparities that are observed in per capita
output. Easterly and Levine[2001] provide arecent survey of some of these sylized facts. This haslead many to
conjecture that certain forms of intangible capital, most notably human capital in the form of education, may play an
important role in the explanation. Early empirical work by authors such as Barro [1991] and Mankiw, Romer and Weil
[1992] demonstrated that accounting for levels of education goes along way toward explaining the observed cross
sectiona variationsin per capitaincome. More recently, many researchers have asked whether human capital alone
may not be enough to explain the disparity, and have looked toward more pervasive forms of intangible capital for
explanations, such as what some have termed “social capital”. Although researchers differ on the precise meaning or
intent, predominantly the concept has come to refer to intangible forms of capital such as social and political ingtitutions,
or even the presence of social norms and morals. The basic ideaisthat by fostering the productivity of more
conventional categories of productive inputs, these relatively difficult to quantify notions of capital may help to explain
why variations in measured inputs alone do not appear to be sufficient to explain the persistent long run differencesin
per capitaincomes that are observed across countries. Important examples of recent empirica research in thisarea
include among others Hall and Jones [1999] and Temple and Johnson [1998].

Another line of research which shares similar overtonesin some regards has attempted to explain more directly
the reasons why different countries do not appear to use the best available aggregate production technologies. Thisline
of research, exemplified in recent years by the works of Parente and Prescott [1994, 1999] and Prescott [1998]
emphasizes the importance of barriersto efficient production. Similar to the literature on social capital, this literature
appedl s to country specific institutional and political economic reasonsto explain why traditional forms of intangible

capital such asthelevel of education are not sufficient to explain the observed disparity in per capitaincomes. Theidea



isthat institutional and political factors can create incentives for firms not to employ the most efficient means of
production technology. A central implication of thisline of research is that despite a common set of globally available
production technologies, country specific barriers to the adoption of new technologies lead to a situation in which total
factor productivity may in effect grow at different rates across countries, depending on the nature and strength of such
barriers. Thisline of research helps to focus attention on the fact that it is the different rate of absorption of new
technologies that may help to explain why the variation in measured inputs alone cannot explain the persistent dispersion
of per capitaincomes across countries.

At abasic level, each of these approaches rely on the argument that certain intangible or unobserved factors
may help to explain the apparent inability of variations in observed factors to explain the disparity in observed per capita
incomes in amanner consistent with the basic neoclassical model with shared production technologies. Another
important tradition in the literature takes a somewhat different approach, and seeks to explain observed differencesin
per capitaincome relative to observed inputs by attempting to understand why the process of economic development
may lead to effectively different aggregate production functions, depending on the level of development experienced by
the country. Early examples of this line of research include among others the work of Aziardis and Drazen [1990],
which emphasizes the possibilities of threshold externalities associated with the level of human capital present, and the
works of Durlauf [1993] and Murphy, Schieifer and Vishney [1989] which emphasize how coordination failures can
produce the possibility of multiple steady states associated with different aggregate production parameterizations of
factor shares. A central implication of thisline of research isthat asingle log linear specification implied by common
aggregate production technologies may not be sufficient to characterize the steady state evolution of per capitaincomein
terms of factor inputs.

Many researchers, including recently Bernard and Jones [1996], Durlauf and Johnson [1995], Caselli, Esquivel
and Lefort [1996], Lee, Pesaran and Smith [1997, 1998] and Masanjala and Papageorgiou [2004] have noted that,
empirically, capital factors shares appear to vary considerably across countries. For example Durlauf and Johnson
[1995] employ aregression tree analysis to show that a cross sectional regression of the Summers and Heston data
appears to provide support for several distinct regimes in which aggregate production functions vary among countries
according to their level of development. As Durlauf and Johnson [1995] point out, however, a cross sectional based
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quantify. Thereason for thisis straightforward. In aconventional cross sectional based approach, omitted variables that
are important for conditioning may induce apparent differences in the dope coefficients of the linear regression fit. As
we will see, the nonstationary panel approach employed in this study will permit usto examine the distribution of key
dope coefficients across countries which will be invariant to a broad class of such omitted variables. Consequently, the
approach taken in this paper provides an aternative that helps to provide evidence that is more robust to omitted
variables than traditional cross sectiona based methods and therein compliments the growing literature that finds
evidence for theimportance of parameter heterogeneity and the need to consider specifications beyond the common
linear production function. It also allows usto examine in more detail the full sample distribution of implied production
function parameters.

It isimportant to distinguish a panel approach that exploits the nonstationary features of the data from more
traditional panel approaches. For example, while Durlauf and Johnson [1995] conclude that a panel approach may be
required in order to more fully investigate the nature of the cross country variations in these coefficients, Durlauf and
Quah [1999] point out that conventional panel approaches aso have important limitationsin that they may inadvertently
tend to uncover high frequency relationships rather than the long run low frequency relationships that are of interest for
the growth literature. The reason for thisis aso straightforward. In conventional panels which involve stationary
variables, the fixed effects tend to absorb those features of the sample which evolve at relatively low frequencies, leaving
the regressors to explain the higher frequency relationships.t

By contrast, the nonstationary approach that we employ explicitly estimates the long run low frequency
relationships among the variables, despite the presence of fixed effects. Aswe discuss below, the approach also allows
us to address many of the other issues that have been important for empirical work in the growth literature. For
example, our approach alows usto relax many important exogeneity assumptions, and also allows usto relax the
assumption that countries stay relatively close to their steady state positions at al pointsin time. For these reasons, we
believe that recent developments in nonstationary panel techniques offer considerable promisein further helping usto
distinguish among empirical relationships which can aid researchers to better pinpoint fruitful directions for the
development of growth theory. In this study, we demonstrate how such nonstationary panel techniques can be used to
investigate the distribution of coefficients which reflect key structural parameters of the production function in away that
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persistent per capitaincome disparities across countries. Furthermore, we do so in aframework which permits usto
link this directly to anotion of conditional convergence, aswewill see. The results of this study add to a growing
empirica literature that points to the importance of relaxing the traditional assumption of acommon linear production
function, and argues that an appeal to omitted factors aloneis unlikely to be suffice as a substitute for parameter

heterogeneity.

A. Empirical Analysis Based on Nonstationary Panel M ethods

The literature on the theory and application nonstationary panels methods has expanded rapidly in recent years. Recent
surveys of thisliterature include Baltagi and Kao [2000], Banerjee [1999] and Phillips and Moon [2000], each of which
includes discussions of some of the techniques used in this paper. In contrast to conventiona panel techniques,
nonstationary panel techniques deal explicitly with the low frequency nonstationarities that are typically present in the
individual time series that congtitute the members of the panel. Inthisregard, it can be argued that the approach is
particularly well suited for the empirical growth literature in that it focuses explicitly on the stochastic and nonstochastic
long run trending features of the data that are key to understanding the forces that shape economies over long periods of
time, while allowing us to filter out the effects of short run transitional dynamics. Ancther important attraction in this
approach isthat it offers alternative solutions to the issue of simultaneity that has plagued much of the empirical growth
literature. In many cases, the approach will alow usto obtain estimates that relate to the key structural parameters of the
production function which are robust to the fact that many of the determinants of per capitaincome arein turn
endogenously determined by the level of per capitaincome.

It isimportant to recognize that by using a nonstationary panel approach we are implicitly assuming that the
pattern of low frequency variations observed over time across a group of countries can aid us in understanding the nature
of the cross sectional dispersion of per capitaincomes. The basic reasoning that connects our empirical approach to the
issueisrelatively straightforward. The Solow growth model tells us that in the long run steady state, permanent changes
in the savings rate will be associated with permanent changes to the level of per capitaincome and that the relationship
is determined by the capital share parameters of the Cobb-Douglas production function. Since the share of investment is
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about this relationship, then we should search for instances in which permanent variations in the investment share have
occurred. These permanent changesin investment shares may be due to changes in tastes, changes in government
policy, or any number of reasons which may differ from case to case. What isimportant is simply that such permanent
variationsin investment shares are present so that we have the potential to observe any permanent comovements that
have been observed in per capitaincome.

One practical way to model these permanent variationsin investment shares empirically when they occur isto
treat them as changes to the expected long run values, so that the series for investment shares mimics a unit root process,
which isnon mean reverting. Clearly, it does not make sense to think of thisasaglobal property of investment shares,
since ultimately investments shares must be bounded by the resources available to an economy. Rather, we prefer to
think of this simply as a feature which describes the local behavior of the series within sample, and thus has implications
for the properties of the estimators that are constructed from these samples. Indeed, Jones [1995] points out that for
many countries, with the notable exception of the U.S.,, the series for investment shares appear to be consistent with such
unit root behavior within sample. We also find this to be the case for many countries, though certainly not all countries,
and as we explain below, we use this as a criteria for selecting countries from within the Summers and Heston panel
which are most likely to be informative for the questions we ask.

Aswe have noted, the reason that the presence of such permanent changes to savings rates, or by proxy
investment shares, are particularly informative is because the Solow model tells us that these should in turn be
associated with permanent changes to the level of per capitaincome, which tells us that we should expect to find a
cointegrating relationship between the two variables of the panel. Furthermore, as we demonstrate in section I11, when
the level of per capita effective human capital or other intangible capital inputs are relatively stable across countries, or
evolve relatively smoothly over the long run, then these features will be absorbed into the fixed effects or heterogeneous
deterministic trends for our panel specification, depending on the case. In such cases, the steady state relationship
between per capitaincome and investment shares characterized by the cointegrating relationship traces out the implied
curvature of the production function for each country as determined by the capital share parameters of the tangible and
intangible capital inputs. Aswe arguein section |11, in thisway our approach has the potential to uncover structural
characteristics of the production function which under a broad class of behaviors are robust to the presence of
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adoption of technological growth. Furthermore, the approach is robust to the violation of a number of strong
assumptions that have typically been made in the literature, including the assumption that regressors and omitted initial
conditions are exogenous, and that countries lie close to their steady state positions at al pointsintime. Consequently,
by examining the distribution across countries of the implied production function parameters that are obtained in this
manner, we can also ask whether or not these patterns correlate systematically with features of the economy that may be
helpful in explaining why we might expect such a distribution.

Finaly, it isinteresting to point out that this approach also provides us with a convenient link to the literature
on conditional convergence. Specifically, since the residuals of a cointegrated panel are by construction zero mean
stationary processes, these fit the criteriafor time series forecast convergence in the sense that their long run forecast
differences go to zero as described in Bernard and Durlauf [1996] for univariate series.  Consequently, any remaining
disparity must be purely transitory, and we see that under this interpretation, the cointegrating relationship for the panel
picks out precisely those features upon which it is necessary to condition per capitaincomesin order to obtain
convergencein thissense. In thisway, the approach has the ability to addressin awell defined context the question of
whether features such as unmeasured intangible capital and barriers to production are sufficient to explain empirically
the dispersion of per capitaincomes within the context of the conventional neoclassical model with common aggregate
production functions or, aternatively, whether we must also explicitly account for the heterogeneity of factor sharesin
order to explain the degree of persistent income dispersions.

The results of this study provide us with some intriguing empirical implications. In particular, while the results
point to an important role for unobserved mechanisms such as intangible capital and barriers to production that account
for differencesin long term productivity growth, such mechanisms alone do not appear to be entirely sufficient to obtain
conditional convergence in the framework of the neoclassical model with linear homogeneous production functions.
Rather, in order to obtain conditional convergence, our primary results point to a need for mechanisms that can also
explain the heterogeneity of capital sharesin the neoclassical production function. In broad terms, the finding could be
said to be consistent with the literature on multiple regimes. On the other hand, when we further examine the specific
pattern of distribution among capital shares, we find that the heterogeneity is pervasive across al levels of devel opment,
and cannot easily be explained by categorizing countries into income categories or categories for the levels of
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threshold effects due to human capital accumulation or the general level of development asindicated by the level of per
capitaincome. However, it isinteresting to note that we do find that the pattern of distribution appearsto be correlated
significantly with measures that have been used to proxy for socia capital. These features could point to a potentially
important role for certain forms of socia capital which goes beyond simply enhancing the productivity of other factors,
as one might expect for standard capital inputs. While many interpretations are possible in this context, the pattern
points to the importance of considering frameworks beyond the common linear production function and is consistent
with the possibility that socia capital may play afurther role in determining the effective heterogeneous
parameterization of the aggregate production function.

The remainder of the paper is organized asfollows. In the next section we discuss the details of our strategy for
selecting an appropriate sample from the Summers and Heston data. 1n section |11 we discuss the details of our
estimation procedure as it relates to interpretations of the steady state representation of the Solow model. In section IV
we characterize and interpret the cross country distribution of capital share estimates obtained from our procedure.
Section IV ends by investigating empirically afew possible explanations for the particular distribution pattern for the

implied share parameters, and section V offers some concluding remarks.

1. Sampling from the Summersand Heston Pandl
In this section we discuss our empirica strategy for selecting an appropriate sample from the Summers and Heston
panel. Unfortunately, in the rush to experiment, it is sometimes the case that new techniques are applied without
sufficient regard to their applicability to aparticular sample. We seek to avoid this pitfall, and believe it isworth
discussing in detail the approach that we take here.

An important argument for the informativeness of using both the time series and cross sectional dimensions of
the pandl isthat the neoclassical model tells us that permanent changes in savings rates should be associated with
permanent changesin per capitaincomes, and that this relationship should help usto trace out the curvature of the
production function, and in turn the cross sectional pattern of this curvature among different countries. Permanent
changes to savings rates may reflect changes in tastes, changesin government policy or any of a number of reasons

which may differ from country to country. If we measure thesein terms of investment shares, then we can think of these



as changes to the long run expected value in investment shares, in which case we can characterize this behavior by
modeling investment shares as a unit root process, which is non mean-reverting. Jones [1998] has also pointed out that,
with the notable exception of the United States, for many countries of the Summers and Heston panel, investment shares
appear to behave as a unit root process. Theimportant point in our interpretation of this feature of the dataisthat there
is nothing which necessarily indicates that investment shares must behave as a unit root process. The feature depends on
what has determined tastes, government policy and so forth in the post war period, which we anticipate to be relatively
country specific and sample specific.

For some countries, these factors have been relatively stable and have lead investment sharesin turn to be
relatively stable. Other countries have had experiences that have lead to relatively frequent revisionsin the expected
long run investment share, which leads us to observe investment share series with permanent movements characteristic
of aunit root process. Since the neoclassical model in conjunction with our econometric technique tells us that these
permanent changes to investment shares can help usto uncover the implied parameters of the production function when
they are associated with permanent changes in output, our empirica strategy isto look for instances in which this pattern
has occurred in the Summers and Heston panel .2 Thus, we have selected from the Summers and Heston data a panel of
countries for which the investment share series are likely to be consistent with this feature. In doing so, our presumption
isthat the events that lead to unit root behavior of the investment sharesisrelatively pervasive in the data, but that it
need not be present in all countries. Consequently, we begin by using asimple unit root test as our primary selection
tool in determining whether or not to consider including a country in our core sample.

In practice, this means that for the 51 countries of the Summers and Heston panel for which the full span of
datais available from 1950 to 1992 for investment shares and per capita output, we eliminate from our core sample any
countries for which the investment share series does not pass asimple ADF unit root test. In particular, this sample
section procedure initialy resultsin the selection of atotal of 31 countries, of which 14 are OECD countriesand 17 are
non-OECD countries. By setting aside the other countries, we have in effect eliminated those countries for which the
investment seriesis unlikely to be informative about the relationship in which we are interested. This has the effect of
dramatically increasing the signal to noise ratio in the sample with which we are working. Of course, our sample
selection procedure is based on atest which takes the null hypothesisto be a unit root, and one might argue that it is
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rather than dropping those countries for which the unit root null is rejected, we should drop the countries for which
stationarity isrejected. In fact, we also compute results for the standard K PSS stationarity test applied to the individual
country series and the panel as awhole, and we also conduct our subsequent analysis for the subset of 23 countries for
which this stronger criteria applies and find similar results. However, our general view isthat in light of the relatively
weak power of either of these tests for any series which spans only 43 years of data, it would be excessive to demand that
we strictly reject stationarity. Rather, we simply wish to set aside those countries for which the evidence appears to run
contrary to the presumption that permanent changes to the savings rate have occurred that are consistent with a unit root
process, with the recognition that while this gtill leaves important sources of noise in the sample, it has substantially
reduced its prevalence.

Furthermore, to support the idea that the inclusion of this number of countriesin our sampleis not due smply
to lack of power intheindividual country ADF test, we also compute the panel based tests of Im, Pesaran and Shin
[2003]. Thistest allow usto test the null hypothesis that all members of the panel have a unit root versus the aternative
that some fraction are stationary. The results of this test, which are also reported in table |, are unable to reject the
hypothesisthat all countries have a unit root, despite the fact that this test is known to have high power in panels of this
dimensionality. On the other hand, as expected, we note that conversely, a panel test for the null of stationarity does
reject the hypothesisthat all countries are stationary against the null that a fraction contain unit roots. We computed this
panel test for the null of stationarity by constructing a group mean test based on the averaged Kwiatkowski et al [1992],
KPSS, test values standardized by appropriate correction terms for the expected value and standard deviation of the
nuisance parameter free limit distribution of the KPSS statistic.

According to the Solow model, these permanent changes in investment shares should be associated with
permanent changesin per capitaincome, which should be reflected as a cointegrating rel ationship between the two
variables. Consequently, we will want to check for this condition aswell in selecting our sample.  One could imagine
first testing each of the individual per capita GDP series, and then testing for cointegration. But establishing a unit root
for per capitaincome would actually be redundant once we establish a unit root for investment shares individually and
cointegration between the two. Therefore, since we are more directly concerned with the cointegrating relationship, we
base the second step of the sample selection procedure on the cointegration test between the two variables. Again, given

the low power of the individual tests, to be consistent with the way in which we based the decision for the unit root tests
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on investment shares, here we will want to eliminate any countries for which we can reject the null of cointegration on an
individual basis. For this, we used the Shin [1994] residual based test for the null of cointegration, which is analogous
to the KPSS test for univariate series.  Since our interpretation of the steady state regression in section 111 allows for the
possibility of country specific deterministic trends and intercepts, we included these in the tests. This procedure lead us
to reject an additional 2 countries from the sample, namely Thailand and Uruguay, which leaves us with atotal of 29
countries, 14 of which are OECD countries and 15 of which are non OECD countries.*

Furthermore, to support the idea that again the inclusion of this number of countriesin our sampleis not due
simply to lack of power in theindividual country tests, we also computed a panel test for the null of cointegration by
constructing a group mean panel test analogous to the one that we used for the KPSS based group mean panel test for
stationarity. The only differenceisin the value of the adjustment terms used to construct the panel statistic, since these
must be based on the estimated residuals of a cointegrating regression under the null .°> The test confirms that null of
cointegration is also not rejected for the sample treated as apanel. Likewise, we also computed individual tests for the
null of no cointegration, aswell as panel tests for the null of no cointegration using the tests from Pedroni [2004], which
were extended to the multivariate case in Pedroni [1999]. For al of the results reported in table |, we aso provide
results for the case in which the data has been demeaned with respect to cross sectional dimension for each time period,
which is comparable to the inclusion of time dummies. These serve to capture certain forms of cross sectional
dependency, and the effect of common disturbances that impact all members of the panel. Consequently, when the data
has been demeaned in thisway, we can al so interpret the results as relative to any common stochastic trend that drives
the different countries of the sample. It isimportant to account for the possibility of such common effects when
computing the panel statistics, and in table, the null of no cointegration isrejected in al cases for the panel once we
demean relative to the time effects.

Thelist of all countriesincluded in the sample based on the unit root and cointegration tests can be inferred
fromtable 1.5 Notethat in addition to each of the tests that we formally used in the sample selection process, in all
cases we have al so computed tests that reverse the null hypothesis.  Thus, while we use tests for the unit root null and
the cointegration null to select countries for our sample, for the sake of interest, we also report resultsin all cases for
tests of the null of stationarity and the null of no cointegration. We a so computed results for unit root and stationarity

testsindividually for both investment shares and per capitaincome, and constructed group mean panel testsin all cases.
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For unit root and cointegration tests that involve per capita output, we have alowed for a deterministic trend and
intercept, whereas for unit root tests involving only investment shares we did not include a deterministic trend, but have
allowed for heterogeneous fixed effectsin the intercepts. The panel tests for per capitaincome are unable to reject the
unit root null hypothesis, but strongly reject the stationary null hypothesis. These findings for per capitaincome are
consistent with numerous other studies, including Canning and Pedroni [1999], Cheung and Lai [2000] and L ee, Pesaran

and Smith [1997] among others.” Further details of the results are reported in table .

[11. Estimating and Interpreting the Steady State Relationship
Now that we have examined and selected an appropriate core sample from the Summers and Heston data, we arein a
position to discuss the estimation and interpretation of the typical Solow steady state regression from the perspective of a
nonstationary panel dataanalysis. We begin by describing our approach in relationship to what can be learned from a
cross sectional approach, and then show how the various mechanisms that explain per capitaincome dispersion can be
represented in a nonstationary panel framework.
In order to set notation, recall that the typical augmented Solow model analysis specifies an aggregate Cobb-

Douglas production function such as

o (])i 1-a;- ¢
(1) Y = Ky X (BiLy) ¢

where the share parameters are taken to be common across economies i = 1,...N, so that o =o, d)i = foral i .
The variable Xit isan intangible capital input such as human capital, and Eit isthe labor augmenting level of

productivity. Labor and productivity evolve as
) Lio= +mL » By = (1+9)E;

where N, and g, are the exogenous growth rates of labor and productivity, and g, istypically assumed to be common

across countriesso that @; = g for all I . Likewise, physical capital grows according to the accumulation equation

(3 Kig = L + (1-0)Ky , 1, =8Y,
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where Bi isthe constant rate of capital depreciation, and |it isthe rate of physical capita investment determined in the
Solow model as a share of output given by the savings rate SI .

When the model is augmented with an endogenous intangible capital such as human capital, then thisis taken

to evolve as

(4) X = e +(1-0)X, 1 =87,

where Bix isthe rate of depreciation of the intangible capital stock, and the rate of investment in this stock is determined
by a constant fraction of output S X, Themodel can then be solved for the steady state value of log per capitaincome,
Iny,, = InY, - InL

i(» interms of log investment shares, IN(1/Y),, = InS , which gives

Iny, = Ine, + ¢, (1-a) nx, o, (1-) In(n; +g, +6)
()
+ gt +o (1-a)tIn(I/Y),

as an approximation when the values of g, and Bi arerelatively small. Here €, istheinitia condition for labor
augmenting productivity, and Inx,, = InX,—InE; - InL, isthe steady state value of theintangible capital stock in

log per capita efficiency units.

A. Interpreting Cross Section Regressions

Many of the empirical contributions to the interpretation of the steady state relationship between per capita
incomes and investment shares have been made in the context of cross section regressions, and it isinstructive to
compare these to the framework we use in this study in order to gain intuition for what can be learned from the
nonstationary panel approach. Inthetypical cross section estimation of the steady state regression, annual per capita
incomes are measured at a point in time and regressed against time averaged values for investment shares along with
other variables that serve to proxy for the effect of the intangible capital stock or that serve to proxy for initia conditions
of labor productivity. Technology istypically assumed to be common across countries, so that the share parameters of

the production function, o; = o, d)i = ¢ aswell asthe growth rate of productivity, 0; = 9, and therate of capital
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depreciation, 0, = & , take on common values for all countries.
Furthermore, in these typical cross section implementations, the savings rates and population growth rates are
constructed using time averaged values, sothat S =T ’thT:l (1Y), and n. =T ’thT:l N, . Any differencesin

initial conditions for productivity across countries, Inei o

are assumed to be uncorrelated with In §| Thus, initial
conditions for productivity areimplicitly assumed to taketheform Ine, | = Iné_ +INE,, where the country specific
differences IN€, are uncorrelated with IN'S, and are absorbed into the regression residuals, and the global average
level of productivity InéO is absorbed into the regression intercept. Finaly, in the typical cross section implementation,
In §| isitself assumed to be strictly exogenous, and the economies are assumed to be close to steady state at al pointsin
time, so that the effect of transitional dynamics can be ignored.

When all of these assumptions hold, in the absence of intangible capital, X.., the relationship between the log

it’
of time averaged investment shares and log per capitaincome can be used to identify the share of physical capital from

the dlope coefficient of a cross sectional regression that takes the form
(6) Iny, =c + B(Ins -In(n, -g-9)) + 1,

where B = o (1-a) 1. For example, under these assumptions, Mankiw, Romer and Weil [1992] set g + & = 0.05,
and use the Summers and Heston panel to construct country specific values for §| and rTI based on sample averages
from 1960 to 1985, and use 1985 values of per capitaincomefor Y, . Based on this regression, Mankiw, Romer and
Weil [1992] point out that the resulting slope coefficient implies a capital share that isfar too large to be plausible, with
values ranging from 0.60 to 0.59 for two subsamples of non OECD countries, and 0.36 for the subsample of OECD
countries. The authors contrast this result with the case in which the Solow model is augmented to include human
capital, and a proxy for the country specific rate of human capital savings. To see this, note that equation (5) can be

rewritten in terms of the rate of savings, S X for the intangible capital stock, so that

Iny;, = Ing,+ §; (1 - - 4) NS - (e + ) (1 - o ) In(n, +g; +8)

+gt+a(1-a,-d) T In(/Y),

(7)

By making the same set of assumptions required for the typical cross section implementation and adding the additional
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assumption that country specific differencesin initial productivities, Inéi o, arealso uncorrelated with average
enrollment rates, § n , Which in turn are assumed to be strictly exogenous, Mankiw, Romer and Well [1992] estimate the

Cross section regression

(8) Iny, = ¢+ B,(In§ - In(, -g-8)) + B,In§" +

wherenow B, = ot (1-o -¢) tand B, = ¢ (1-o - ) *. Onthisbasis, the estimated slope coefficientsimply a
much smaller physical capital share value, with & ranging from 0.31 to 0.29 for the two non-OECD subsamples, and
0.14 for the OECD subsample, where thislast valueis statistically indistinct from zero due to the high standard error.

Inthisregard, it isinteresting to note that our sample produces very similar results for the typical cross section
regression specification. For example, when we estimate the regression in equation (6) using our selected sample, we
obtain a dope estimate which implies a capital share of 0.57. Thisis despite the fact that our data includes a different
subsample of countries and spans a different length of time,8which helps to further reassure us that aside from the
specific nonstationarity properties, the subsample that we have selected is not unusual relative to the full Summers and
Heston panel. Likewise, when we estimate equation (8) by including the same values for schooling, S n , that Mankiw,
Romer and Weil [1992] use, then the dope coefficient Bl falls relative to our estimate of 3 from equation (6), and the
corresponding implied physical capital share value similarly fallsto 0.37 for our sample of 29 countries.

Severd studies have noted that social indicators that can be interpreted to proxy for various forms of what may
be social capital tend to be strongly correlated with per capitaincome levels, and tend to substantially improve the cross
section regression fit. For example, Hall and Jones [1999] show that various proxies for social infrastructure have
explanatory power for the large variations in the Solow residuals across countries that reflect output differences that are
not accounted for by measured inputs. Likewise, Temple and Johnson [1998] show that indices of socia development
constructed in the 1960's have considerable predictive power for subsequent economic growth. These studies help to
point out that there may be other forms of unmeasured capital inputs in addition to human capital that may enhance the
productivity of measured inputs, and thus help to explain the inability of variationsin observed inputs aoneto fully
explain per capitaincome differences across countries.

On the other hand, studies such as Parente and Prescott [1994] and Prescott [1998] also provide convincing
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arguments for why we might anticipate that the role of unmeasured intangible capital stocks aone may not be sufficient
to fully explain the global disparity of per capitaincomes. These studies use a calibrated version of the neoclassical
model with common Cobb-Douglas aggregate production functions to show that in order to explain the global dispersion
of per capitaincomes, investment sharesin unmeasured intangible capital would either need to exceed 100% of GDPin
order to imply reasonable rates of return, or would need to imply excessively high returns of greater than 40% to imply
more reasonable investment shares. Instead, the authors argue that only explanations of the differencesin total factor
productivity can account for observed per capitaincome disparities. The authors argue that country specific ingtitutional
barriers to technological adoption that are maintained through monopoly rights may be able to explain apparently
differing rates of total factor productivity at the aggregate level, despite the fact that the technological knowledgeis
globally available. These types of arguments help to highlight the possibility that some mechanisms that seek to explain
persistent per capitaincome disparities may operate through implied differences in productivity growth itself, rather than
through unmeasured intangible capital stocks. In this case, one needs to consider the possibility that the mechanismsfor
explaining per capitaincome disparities may liein economic or political factors which produce country specific rates of
productivity growth. With thisin mind, we will want to take carein our specification of the nonstationary panel analysis
to be able to account not only for the consequences of unmeasured forms of intangible capital, but also for the possibility
of country specific factors that impact productivity growth.

Another line of research which we will want to keep in mind is the literature on threshold effects, which can
produce conditions in which the production function itself my vary depending on country specific conditions, despite the
fact that the same technology is available globally. For example, Aziardis and Drazen [1990] develop amodel in which
spillovers from individual’ s human capital investments lead to externalities which can trigger threshold effects, so that
economies with varying levels of human capital may in effect be characterized by aggregate production functions with
different share parameters. Similarly, Durlauf [1993] and Murphy, Schleifer and VVishney [1989] develop modelsin
which spillover effects in the production process lead to comparable predictions for the associated aggregate production
functions, which may depend on the level of development. If aggregate production functions vary across countries, then
this provides yet another avenue by which the effects of relatively small differencesin investment shares can be
amplified into larger dispersions of per capital incomes across countries.

In support of thisliterature, Durlauf and Johnson [1995] use a regression tree procedure to provide compelling
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evidence in support of thisliterature. Using the Summers and Heston data, they show that the Mankiw, Romer and Weil
[1992] cross sectional regression provides support for several distinct regimesin which aggregate production functions
vary among countries. |n particular, Durlauf and Johnson find evidence for four different characterizations of the
aggregate production function in term of physical and human capital shares among these groups of countries. The
evidence is compelling in its support for the possibility of multiple regimes characterized by aggregate production
functions with differing production functions. However, the approach is still subject to the usual assumptions that are
required for the typical cross section implementation. More fundamentally, a disadvantage inherent in a cross sectional
based approach to looking for evidence of multiple regimes stems from the fact that with only one dimension to work
with, it is difficult to distinguish between true heterogeneity of the dope coefficients and apparent heterogeneity due
spuriously to an omitted variable that may be responsible for determining the intercept coefficient. To giveasimple
example, imagine that something like social capital plays arolein determining the level of per capitaincome for any
given investment share. In across section regression, if this unmeasured capital is omitted, it can create theillusion of a
different slope coefficient for groups of countries with different levels of socid capital. Another inherent limitation due
to the single dimension of a cross sectional approach is that the number of categories for different linear specifications
must be relatively small in order to ensure enough observations for any one category, so that the differences can be tested
for satigtical significance. Durlauf and Johnson [1995] ultimately conclude that panel studies may be needed to further
sort out some of these issues, and we now turn to a discussion of how such steady state relationships can be interpreted

in the context of a nonstationary panel regression.

C. Interpreting Cointegrated Panel Regressions

Our hope isthat by using a nonstationary panel specification we can further sort out some of theseissuesin a
manner that is consistent with the possibility that unobserved factors such as intangible capital and barriers to production
arelikely to play an important role. Indeed, the extra dimensionality of the panel and the emphasis on long run
relationships that a nonstationary panel specification provides affords us with an opportunity to account for the effects of
each of these channels while investigating properties of the implied cross sectiona distribution of structural parameters
associated with the production function. The cointegrated panel specification is attractive in part for the simplicity of its

basic form, which can be written in terms of observable per capitaincome and investment shares as
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(9) Iny; = ¢ + g t+ BIn(I/Y), + by

where we have chosen a subsample of the Summers and Heston panel for which the time series properties of this
relationship can be characterized in terms of a cointegrating relationship so that |, is stationary with mean zero. The
fact that the residuals|;; are stationary with zero mean provides us with an appealing conceptual framework for relating
the various possible unobserved mechanisms that may explain per capitaincome disparitiesin away that maps naturally
and clearly into awell defined notion of conditional convergence that is appropriate for the nonstationary panel setting.
In particular, the fact that the regression picks out a cointegrating relationship that renders the residual's stationary
implies a close connection to the idea of conditional forecast convergence conventionally defined in atime series sense.
Specificaly, because the residuals of the cointegrating relationship are stationary mean zero processes, thisimplies that
any differences among the residuals are temporary.

Formally, we can say that for the residuals of the cointegrated panel specification given in (9), it must be the
casethat lim,_ E[W; (.« - I'lj,t+K] =0 forany i, countries. Thiscorresponds closely to Bernard and Durlauf’s
[1996] concept of time-series forecast convergence, except that we are applying the idea here to the residual s of a steady
state relationship rather than raw per capitaincome data. In thisway, the definition becomes appropriate for conditional
convergence in a nonstationary panel in that the cointegrating relationship picks out those features upon which it is
necessary to condition in order for per capita outputs to be conditionally convergent in the sense that any remaining
differences are only transitory. By construction, thisimplies that the various terms of the regression have directly or
indirectly accounted for any mechanisms that might possibly lead to permanent differencesin per capitaincome across
countries, including very broadly even those country specific features that may impact the level or trend terms.

In this context, an important distinction in the cointegrated panel specification relative to conventiona cross
sectional based specificationsis the treatment and interpretation of unobserved mechanisms that potentially explain per
capitaincome dispersion across countries. Aswe have seen, in the cross sectional framework it isimperative to find
direct quantifiable variables that can proxy for unobserved mechanisms. In the nonstationary panel framework, the
combination of the extra dimension and the long run properties of the cointegrating relationship provide us with an
alternative approach. Inthisframework statistical proxies such as the fixed effects and heterogeneous trend components

can serve to capture a broad class of these unobserved mechanisms as we will see. The key issue from our perspective



18
relies on the fact that by capturing the role of such mechanismsin these deterministic terms, we are able to study the
distribution of the structura parameters of the production function in away that isrobust to the presence of these
features. Aswe will argue below, the approach will also allow usto relax anumber of other key assumptions that have
typically been employed in the cross sectional and conventional panel data approaches to these issues.

Nevertheless, it isworth noting that the specific structural interpretation that is given to the deterministic fixed
effects and deterministic trends and even the slope coefficients will in fact vary depending on the nature of the
mechanisms that account for persistent per capitaincome disparities. For example, thiswill depend on how the
unmeasured intangible capital stocks are accumulated. In particular, we can think of two distinct categories for such
unmeasured capital inputs. Broadly speaking, we can think of one such class of unmeasured intangible capital input as
being similar to the way human capital istypically modeled in that the accumulation of human capital is accomplished at
the expense of some fraction of income. We can think of another possible class of unmeasured intangible capital as
differing from this to the extent that the accumulation of such capital stocks tends to be accomplished more generally by
means other than at the expense of some fraction of measured income. Thisis not to say that the accumulation of this
intangible capital stock is exogenous or independent of income, or that it occurs without effort or sacrifice. Rather, the
key distinguishing feature of this second class of intangible capital is that it does not specifically require a fraction of
incometo be set aside. Thismay be typica of many, though not necessarily al, forms of social capital. For example, we
might think of the development of trust or property rights, or common socia values to be examples of this type of
intangible capital stock, which evolve gradually over long periods of time and enhance the productivity of other
measured inputs, but do not necessarily require a fraction of measured income to be set aside in order to be accumul ated.
Most likely, the accumulation of these forms of socid capital require effort in the form of investment, but perhaps these
efforts are at the expense of personal resources that are not a part of aggregate measured income.

The reason it isimportant to bear in mind the distinction between these two different types of intangible capital
assetsis because they affect the structural interpretation of the parameters of the panel specification that is given in terms
of measured aggregate per capitaincome and investment shares of tangible physical capital. Consider first the type of
intangible capital input that is akin to the social capital that we have described as being accumulated without the need to
set aside afraction of measured income. In this case, the most suitable way to describe the role of this omitted factor

input islikely to bein terms of the steady state relationship given by equation (5).  In comparing equation (5) with the
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panel specification (9), we see that this form relates the omitted intangible capital input in terms of its steady state stock
value, measured in per log capita efficiency units, Inxit* . Inthis case, we might think of the fixed effects, C;, aspicking
up the effect of this unmeasured capital stock under certain scenarios. For example, if the level of such capital measured
in efficiency unitsis relatively stable over the length of the sample for any one country, then it will only impact the level
of per capitaincome after we have conditioned upon the measured physical capital investment shares, In(1/Y),,, and
any country specific trend growth rates, g;t. Thisislikely to be the case for certain types of broad social capital which
evolve only very dowly. If thelong run valueisrelatively constant for any one country, we can think of simply dropping
the t index, from the steady state specification, so that this could be represented simply as Inx;, = INZ " for some
unknown country specific value InZi* . Inthis case, these country specific values will be absorbed into the fixed effects

along with other relatively constant country specific factors, so that

(10) c =Ine,+d.(1-a)InZ - (1-)In(n. +g, +5)

Inthis sense, the unmeasured capital stock behaves no differently than the population growth rate, N, , which, even
though it may be time varying, is relatively stable and only impacts the country specific intercept of the log linear steady
state relationship. In fact, more generally the conditions under which this category of unmeasured capital stock will be
accounted for in the panel regression is even broader, and does not require that it be constant for the duration of the
sample. Rather, we simply require for this category of unmeasured capital that the value is stationary around its trend
values. Provided that this capital stock evolves relatively smoothly, even if it does change over the sample, it will be
absorbed into a combination of the fixed effects and country specific trend terms g; t. If all unmeasured intangible
capital were of thisform, then the panel specification could be interpreted in terms of equation (5), in which case the
dope coefficient for the measured share of physical capital investment would be a function solely of the production
function share parameter for physical capital, suchthat B, = o, (1- (xi)’l.

More generally, however, we can expect that other forms of intangible capital exist which do not necessarily
follow this behavior, and which require that a fraction of measured income be dedicated in order to accumulate the stock.
Most notably human capital has conventionally been modeled in thisway, and presumably there may be some forms of

unmeasured social capital that also better fit this description. In this case, the accumulation equation (4) applies, and the
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long run values for the stocks, Inxit* , of this capital type need not necessarily be stationary around trend even when
measured in log per capita efficiency units. The reason for this stems from the fact that the accumulation of this type of
capital depends on afraction of measured income, which in turn depends on the rate of measured physical investment
shares. In this case, the more appropriate steady state specification for per capitaincomesisin the form of equation (7),
which specifies the relationship in terms of the rate of savings, | nS X of thei ntangible capital, rather than the stock
value. Theimportant point to noticeisthat in this case the interpretation of both the intercept and the slope coefficient
changesin the panel specification. If all unmeasured intangible capital stocks were in thisform, then the fixed effects,

C, , would absorb the country specific rate of savings for the intangible capital stock such that now

(11) c =Ine,+d (- -d) NS (o, + ) (1 -, - d,) n(n, +g, +5)

and in this case the slope coefficient for the measured share of physical capital investment would be afunction of both
the physical capital and intangible capital share parameterssuch that B, = o, (1 -, - d)i)’l.

In the most general case, we might expect that some of both types of categories are likely to make up the stock
of unmeasured intangible capital stocks. In this case, we can think of amore finely specified production function that
includes both types of intangible capital, one of which requires a fraction of measured income in order to accumulate and
another which doesnot. Now the fixed effects absorb the impacts that both of these types of intangible capital inputs
have on the level of per capitaincome after conditioning on measured physical capital investment shares and any country
specific trend growth rates, g;t. But the slope coefficient on measured physical capital investment shares still depends
only on production function share parameters of the capital stock types which are accumulated by using afraction of
measured income, such as human capital and possibly some components of socid capital. The key point in this
discussion isthat the cointegrated panel specification is sufficiently general to handle a number of different possibilities
regarding the nature of the unmeasured intangible capital stock, but we must take care to interpret the meaning of the
dope coefficients accordingly. Similarly, the inclusion of the heterogeneous deterministic trend terms permits the panel
specification to be sufficiently general to accommodate mechanisms that might explain the cross country dispersion of
per capitaincomes in terms of differing rates of productivity. For example, if country specific barriers to the adoption of

global technologiesimpactsthe level of productivity, then thiswill be absorbed into the fixed effects, C, . More
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generally, if such barriersimpact the rate of technological adaptation, then thiswill be absorbed into the country specific
trend rates g; t.

What is particularly nice about this framework is that we can study the distribution across countries of the slope
coefficients that reflect parameters of the production function in a manner that accounts for the possibility of avariety of
mechanisms that impact the levels and trends of per capitaincome differently among countries. In thisway, we can
control for mechanisms that explain per capitaincome disparities across countries by operating through level and trend
effects while investigating the possible role of mechanisms that operate on the form of the aggregate production function
share parameters, as for example the literature on threshold externalities and multiple regimes. Provided that the
aggregate production function parameterizations are similar across countries, the slope coefficients that enable
conditional convergence will gtill be constrained to be common across members of the panel. By contrast, if the
production functions differ significantly, then even after controlling for mechanisms such as unobserved intangible
capital and barriersto production, we will still require heterogeneous slopes to obtain conditional convergence.

Furthermore, the nonstationary panel framework allows us to relax many of the other strong assumptions that
have typically been required in cross sectional based approaches and even in conventional panel based approaches that
do not consider the long run nonstationarity properties of the panel. For example, in contrast to these other approaches,
we do not need to assume that countries are close to their steady state, nor do we need to make any speciaized
assumptions regarding the dynamics around the steady state. Rather, the regression picks up the long run relationships
between the variablesin amanner that is robust to the presence of short run dynamics. The dynamics are relatively
unrestricted and are permitted to differ from country to country. Thisisasimportant distinction relative to conventional
dynamic panel approaches which typically require strong assumptions regarding the dynamics. As Durlauf and Quah
[1999] point out, conventiona dynamic panel approaches tend to inadvertently estimate higher frequency short run
relationships among the variables, while relegating the long run relationships to the fixed effects. This does not occur in
our nonstationary panel data setting, which explicitly extracts the long run relationship among the variablesin the form
of the cointegrating vectors which include the dope coefficients. By contrast, in our cointegrated panel specification,
transitional dynamics have only a second order effect on the estimated long run relationships and can be treated
effectively as nuisance parametersin the estimation and testing procedures.

In addition, this approach also allows us to completely relax the exogeneity assumptions that have been
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required in earlier approaches, without the need for external instruments. Again, this stems from the superconsi stency
properties of the panel cointegration regression, which picks up the long run steady state relationships even in the
presence of endogeneity. Instead, aswe will seein section 1V, in this framework the endogeneities that are present exert
only a second order effect on the estimated long run relationships, and can easily be adjusted for by using the differences
in measured investment shares as anatural internal instrument. This meansthat in contrast to other approaches, we do
not require that investment shares are exogenous. Neither do we require a host of other exogeneity assumptions that are
typically employed for identification in the cross section approach. For example, thereis no need to assume that any
country specific initial conditions such as Inei o, are exogenous with respect to savings rates. Nor do we require that the
unmeasured intangible capital stocks, nor savings rates, nor depreciation rates nor population growth rates are
exogenous. All of these factors are permitted to be determined endogenously in our framework.

Finaly, as we have already discussed, the approach that we employ also provides a conceptual framework in
which to evaluate mechanisms that can explain the cross country dispersion of per capitaincomesin away that maps
naturally and clearly into awell defined notion of conditional convergence that is appropriate for the nonstationary panel
setting. It tells usthat by construction the cointegrating relationship picks out those features upon which it is necessary
to condition in order for per capita outputs to be conditionally convergent in the sense that any remaining differences are
only transitory, so that we have directly or indirectly accounted for any mechanisms that lead to permanent differencesin
per capitaincome across countries. The fact that these include fixed effects and country specific trends implies that we
are allowing for possible explanations such as unmeasured intangible capital or even barriers to technology adaption that
might impact the rate of growth. In thisframework we can ask whether, even after having accounted for these channels
that affect the country specific levels and trend growth rates of per capitaincome, it is possible to obtain conditional
convergence and explain per capitaincome disparitiesin terms of the Solow growth model without appealing to
mechanisms that generate multiple regimes characterized by different aggregate production functions across countries.

In other words, this setup allows for a broad set of mechanisms that may explain per capitaincome disparities
across countries. Our question is, even after allowing for all these different channels, isit possible to explain the
observed disparities? The answer appearsto be that although each of these channels playsarole, only by alowing for
the possibility of mechanismsthat generate different capital share parameterizations for aggregate production functions

among different countries can we fully explain the persistent degree of per capitaincome disparity that exists between
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countries. In the next section, we explain in detail the estimation and testing strategy in the context of the cointegrated
panel specification (9) which leads usto this conclusion. At the end of the next section we also investigate the specific

distribution patterns for these aggregate production parameterizations that are consistent with conditional convergence.

V. Estimating and I nterpreting the Cross Country Parameter Distribution
In this section we describe the details of the estimation and testing procedures that we employ for the nonstationary panel
specification, which allows usto investigate the distribution of parameters across countries. We begin by describing the
standard estimation procedure which allows us to compare the distribution of point estimates relative to the panel group
mean parameters. We then describe tests within this framework which alow usto ask whether it is possible to explain
cross country income dispersionsin the sense of conditional forecast convergence described in the previous section once
we allow for mechanisms that affect the country specific levels and trends for per capitaincome, or whether we need to
appeal to mechanisms that also explain the apparent heterogeneity of aggregate production share parameters across
countries. Finally, we conclude this section with an analysis of the specific distributional patterns of the implied
parameter shares as they relate to possible explanations.

The basic framework which we use is based on the group mean fully modified procedures for cointegrated
panels studied in detail in Pedroni [2001, 2000, 1996]. To keep notation as simple as possible, we describe here the
basic intuition for our approach in terms of variables that have already been standardized to account for any
deterministic components by demeaning and detrending where appropriate. Thus, the variables that we describe here
have aready been detrended and demeaned in accordance with the panel specification in (9), so that al country specific
intercepts, C;, and country specific trends, g, t, have been accommodated.

Furthermore, in many cases we report results for the case in which we have also demeaned variables over the
cross sectional dimension aswell, so that we alow for common time effects. Common time effects, also known astime
dummies, are often included in panel regressions to accommodate certain forms of cross sectiona dependency that may
be present in the data. More importantly, we report results in which the data has been demeaned relative to the panel
mean for each period in this way to accommodate the presence of common time effectsin order to alow for the
possibility that there is a simple common stochastic trend which is shared across the individual members of the panel.

Consequently, in this context conditional convergence becomes relative to any common stochastic trend that may
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concurrently drive al countries of the sample over time. An example of this phenomenon might occur if thereis
permanent component of productivity disturbances that are globally shared among countries of the sample.

Once we have accounted for all country specific intercepts, trends and common time effects corresponding to
the panel specification in (9), then we can estimate the dope coefficient of the cointegrating relationship using afully
modified transformation of the least squares regression. Fully modified OL S transformations for the estimation of
cointegrating vectors were first devel oped by Phillips and Hanson [1990]. The basic idea behind the transformation is
to use the fact that under cointegration aweighting of the differences of the regressors can serve as instruments for the
second order bias effect that the endogeneity of the regressors has on the estimated cointegrating vector. The
transformation also corrects for the effect that serial correlation can have in introducing nuisance parametersinto the raw
OL S distribution, and thus produces tests that are asymptotically invariant to the form of serial correlation present in the
data. Pedroni [1996, 2000, 2001] extends this basic approach to a nonstationary panel setting using group mean
estimation techniques, and shows how the technique can be used to accommodate the heterogeneity that istypically
present, both in the transitional seria correlation dynamics as well asin the long run cointegrating relationships. Other
studies of the use of FMOL Stransformations in cointegrated panels based on within-dimension estimatorsinclude
Phillips and Moon [1999] and Kao and Chiang [2000] and Pedroni [1996]. However, Pedroni [2000, 2001]
emphasizes the important advantages of using between-dimensioned group mean based estimators for panels such asthe
present one in which the cointegrating vectors may be heterogeneous, and one isinterested in comparing properties of
the distribution of individual parameters to group mean values. Other studies such as Pesaran and Smith [1995] have
also advocated the importance in general of using group mean estimators in the presence of parameter heterogeneity
among panel members. Accordingly, it is this group mean FMOLS approach based on Pedroni [2000, 2001] that we
will employ here for the group mean estimates.

The basic idea behind the group mean FMOL S approach is straightforward and very simple to implement since
it can be interpreted as the sample average of the individual member FMOL S estimators. Thus, to implement the group
mean FMOL S estimator, we begin by computing the FMOL S estimate for each of the individual countries of the panel
and computing the mean value. For the purposes of the discussion in this section, we will refer to the dependent
variable as Y;, and the regressor as X, so that corresponding with the panel specificationin (9), Y,; islog per capita

income and X;, isthelog investment share. As noted above, for simplicity of notation in this discussion, we will take the
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variables to be demeaned and detrended in accordance with the country specific deterministic termsin the panel
specification and common time effects. In terms of this notation, the group mean FMOL S s ope coefficient from Pedroni

[2000, 2001] can then be computed as
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Theregressor X, has been transformed by subtracting off the term %AXit which behaves as an instrument for the
endogeneity of the regressor. Theterm ?i actsto correct for the e1‘fe2<:2tI of seria correlation due to transitional dynamics.
It is composed of elements from the long run covariance matrix between the estimated residuals ﬂit from the panel
regression (9), and AXit . Specifically, thelong run covariance matrix between these seriesis denoted as Qi which
can be further decomposed into a standard variance, Q? , and the forward and backward sum of autocovariances

I, I‘i/ suchthat €. = Q? + T+ I‘i/ , and these can be estimated using standard kernel methods such as the Newey-
West estimator.

These transformations serve to modify the OL S regression in away that eliminates the second order bias of the
estimated slope coefficient, and also eliminates any nuisance parameters due to the serial correlation present in the
trangitional dynamics. Thus, in contrast to cross section approaches and conventional panel approaches, the estimation
procedure that we use here does not require us to assume that the determinants of per capitaincome are exogenous, nor
do we need to assume that the economies are close to the steady state, since any transitional dynamics away from the
steady state will be absorbed into the residuals and accounted for in the FM transformation. Furthermore, our group
mean approach is sufficiently flexible asto allow for these transitional dynamicsto differ from country to country.

The notation in (12) isfairly standard for FM transformations, and in fact we can see from expression (12) that
we can think of the group mean FMOLS estimator for the panel as composed of aweighted sum of the corresponding
FMOLS estimators for each of theindividual countries of the panel, since the expression following the summation over
I isidentical to the conventional time series FMOL S estimator. Thus, we can think of the group mean panel FMOLS

AGFM _ AFM . : : .
estimator as composed of [3 lZIN: 1 B where BIF M is the conventional FMOLS time series estimate for
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the i ! country of the panel. Thisis particularly convenient for the questionsin which we are interested, since it allows
usto easily examine the distribution of theindividual country estimates relative to the group mean estimates for the
sample asawhole. Pedroni [2000] also studies the small sample properties of the group mean FMOL S estimators and
shows that the bias of the estimators and the size distortion of associated tests are very small even in relatively short
panels. Furthermore, the power to distinguish among hypotheses quickly rises to 100% as the cross sectional dimension
increases, even for relatively short panels. Thus, even though the FMOL S estimates and tests for any one country based
on only 43 years of data may not be very accurate, as the number of countries increases, the tests become increasingly
reliable. 1n short, even though we need to use caution when interpreting the estimators and tests for the data of any one
individual country, estimates and tests regarding properties of the distribution become viable as the cross section
dimension increases. Intuitively, even though the long run signals contained in 43 years of data may be relatively weak
for any one country, as the signal pattern is repeated over a number of countries, the signal is amplified sufficiently to be
observed and tested.

In table 11 we report the individua country FMOLS estimates for our sample and in table 111 we report the
panel group mean estimates for various subgroupings of the sample.® Our intuition is borne out by these results. The
FMOLS group mean estimator for the panel as awhole, aswell as various subgroupings provide credible estimates for
the dlope parameters as well as the average mean and average trend values. For example, for our sample of 29
countries, we find the estimated group mean trend growth rate to be 2.4%, and the group mean s ope estimate BGM to
be 0.37, which implies a capital share parameter valuec. = 0.27 with astandard error of 0.01. The group mean point
estimates are superconsistent, and for the cointegrated panel converge at therate T\/N , which permits usto obtain
much more accurate estimates than would be possible with conventional methods. Furthermore, as predicted in our
discussion of section 111-B, the point estimates for the group mean val ues are reasonabl e despite the fact that our panel
regression does not include direct proxies for the intangible factors, and despite the fact that the regressors are
endogenous. Thisis dueto the fact that the group mean estimation is robust to endogeneity of the regressors, and the
fact that for the cointegrated panel specification the effect of the unobserved factors are captured by the deterministic
fixed effects and heterogeneous trends, so that the slope coefficient becomes a superconsistent and unbiased estimate
which depends only on the structural parameters of the underlying production functions. These values arein stark

contrast to the results from cross section regressions, which tend to produce unreasonably large estimates for the implied
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share parameters when intangible factors are not directly included in the regression. We also report anal ogous group
mean valuesin table l11 for the case in which the individual country data has been demeaned relative to the panel time
period means, as previoudly discussed. When we include these terms, the group mean slope estimates drop dlightly, and
theimplied capital share parameters also decrease to 0.22 for the full sample.®

We also report group mean estimates for various subsamples, such as the subset of OECD and non-OECD
countries aswell as groupings that correspond to the nodes selected by Durlauf and Johnson’s [1995] cross section
based regression tree method. Durlauf and Johnson identify 4 different nodes, which appear to differ in their production
function share parameterizations. Within our sample, 6 countriesfall into their second node and 11 countriesfall into
each of their third and fourth nodes, while none fall into their first node.** Consequently, in table 111, for comparison we
also report the panel group mean estimates for these different nodes. We will primarily beinterested in examining the
distributions within these nodes, which we turn to in section IV-B. For comparison to the results of our full sample, we
also report group mean estimates for two other samples. One is for the subsample of 23 countries which pass the more
strict qualification that the null of stationarity is rejected on an individual basis for each country > The results for this
subset are similar to the results for our core panel of 29 countries. Finally, for comparison, we al so report results for the
greater initial sample of 51 countries for which the full data series are available, regardless of their time series
properties. While the inclusion of these other countriesislikely to increase the noise to signal ratio present in the data
with regard to the structural parameters of interest for reasons which we have discussed in section | and 11, the group
mean FMOL S estimator nonethel ess has the property of being robust to the inclusion of some countries whose series
may be better represented as individualy stationary. Inthis case, the FMOL S transformation results in the over-
differencing of those regressors which are stationary. This has the effect of introducing noise, but this effect alone does
not impact the limiting behavior of the statistic provided that the sample is sufficiently large and the proportion of
cointegrated regressorsis sufficiently large. On the other hand, for these countries, the individual estimates will not be
superconsistent, and the usual endogeneity problems will still be present. Nevertheless, it isinteresting to note that the
group mean FMOL S results for the broader sample of 51 countries are remarkably similar to the results for selected
sample of 29 countries. This may point to the reassuring possibility that our sample selection procedure in section |1 has
been very conservative, and that the long run cointegration properties that we have described are actually relatively

pervasive among the greater sample as well.
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When considering the specific interpretation of the various estimates reported in table |1 and 111, it isimportant
to recall from our discussion in section |11 that the interpretation of the dlope coefficients as they relate to the structural
parameters of the production function depend in turn on the precise nature of the intangible capital stocks that have been
omitted. To the extent that the omitted intangible capital stock accumulates without the need to set aside a portion of
measured per capitaincome, the slope parameter reflects only the physical capital share parameter, such that
B = o(1- oci)’l as per the steady state specification in equation (5) so that we can compute o, = 3,(1+ Bi)’l. Itis
this value which we report in the column labeled «; intablell. Onthe other hand, to the extent that some component
of the omitted intangible capital stock only accumulates by setting aside some portion of measured per capitaincome,
then the relationship is determined by both the share of this factor and the physical capital factor, such that
B, = o(l-o - (j)i)’l as per the steady state specification in equation (7). In this case, the value
o, = Bi(l + Bi)’l represents an upper bound on the share of the physical capital factor, such that the actual value for
the share of physical capital is decreased in proportion to the value of the intangible capital share, sincein this case the
true value for the physical capital sharewill be & = (1-¢)e, = (1-¢,) B.(1+B,) . Notice, however, that the
extent to which such types of intangible capital exist only affects the implied values of the tangible capital share versus
the intangible capital share. It does not impact whether or not slope coefficient are common across countries. In other
words, the more significant the share of thisintangible capital input is, the further the share of physical capital will be
from the reported upper bound. However, the values will be shifted downward uniformly for all members of the panel if
the share parameters of the production function are uniform.

Nonetheless, it is still interesting to compare the implied values for the upper bound values ¢; with the
corresponding values for &i that are typically implied by the presence of intangible capital stocks such as human capital
that follow accumulation eguations such as (3) which require the sacrifice of current output in order to accumulate the
intangible capital stock. To get arough idea of the quantitative implications for this effect on the implied share
parameters for the tangible physical capital, we report such estimatesin the column labeled &i by using the cross
sectiond information regarding the human capital share parameter. Specifically, for ease of comparison we use the
schooling data from Mankiw, Romer and Well [1992] to estimate the cross section regression given by equation (8) to
obtain an estimate for [52 which is specific to our sample of countries. As previously mentioned, the value is similar to

the one obtained by Mankiw, Romer and Weil for their broader sample of countries.’® We then combine this with our
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panel estimate for 3, from equation (9) to compute &, = [3,(1+f, + [52)’1. The standard errors for theseimplied
share parameters are computed by numerical simulation, and take into account the standard errors for both Bi from the
panel regression and [52 from the cross section regression. From this perspective, we can see that the valuesin the
column labeled &i can be interpreted as the distribution for the tangible capital share parameters conditional on a
common human capital share parameter ¢ . Intable 111 where we report group mean estimates for the various
subsamples of the panel, we al so estimate separate cross section values for [52 for each subsample, so that value for ¢
is permitted to differ among the subsamples. Consequently, the columnslabeled & in table 111 can be interpreted as
implied values for the group mean physical capital share parameter conditional on acommon human capital share
parameter for the specific subsample.

Keep in mind however, that although the FMOL S estimates of the individua vaues Bi and the group mean
estimates BGFM from equation (9) are superconsistent, thisis not true for the cross sectional estimate for [52 based on
equation (8). Therefore, we report the columns labeled &i here simply as a separate matter of interest, and we will
return to these in subsection 1V-B. However, each of the tests for the parameter distribution in the next subsection 1V-B
are based directly on the estimates of Bi from equation (9), and thus are not in any way affected by cross section

estimates for ¢ .

A. Testing the Parameter Distribution

In this subsection we examine tests for the parameter distributions among the individual countries of the panel,
aswell as within various subsets of the panel. Our primary question of interest in this subsection is whether or not the
parameterization of the aggregate production function that is consistent with conditional convergence once we account
for the effect unmeasured factors such as intangible capital and barriers to production requires us to consider parameters
that differ across countries. Clearly, theindividual country FMOLS point estimates reported in table |1 appear to show
considerable heterogeneity for the slope coefficients, which in turn implies heterogeneity for the structural share
parameters of the neoclassical aggregate production function. However, we should keep in mind that in contrast to the
group mean estimates reported in table 111, the individual country estimates reported in table |1 are based on arelatively
small number of data points and are not asreliable. It ispossible that the apparent heterogeneity stems largely from the

effect of sampling variation and the fact that the span of dataisrelatively short for any one country. The differencesin
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the group mean estimates for the subsamples of the panel reported in table |11 give us a stronger indication that the
heterogeneity is not smply dueto small sample effects. But in these cases, we would like to know further whether the
heterogeneity islimited to different country types, or whether it is pervasive even within these country groups. For
example, isthe parameter heterogeneity attributable simply to whether a country is a member of the relatively more
devel oped OECD group or the less devel oped non-OECD group, or is there substantial true heterogeneity within these
groups aswell?

Thus, we would like to investigate more formally the probability that the true parameter distribution is
heterogeneous such that the group mean val ue represents the average of heterogeneous individual values, or whether the
group mean actualy represents a common value for the individua countries, which individually are simply estimated
poorly. In particular, we construct two tests. Thefirst isarelatively conventional F-test for the restriction implied by a
common parameterization within each grouping. The second is atest which allows us to reverse the form of the null
hypothesis, aswewill see. Firgt, for the more conventional F-test, we can use the sum of squared errors from the panel
FMOL S regression, to construct a consistent tests for the restrictionsimplied by the case in which the parameterizations
are taken to be common across the countries of the particular sample. Thisis equivaent to asking whether the values for
theindividual parameters which are consistent with conditional convergence for the sample as defined in section |11 are
also consistent with a common production function.  Specifically, we can construct a Wald statistic that compares the
sum of squared errors for the restricted case when Bi = fordl i versusthe case with unrestricted heterogeneous Bi
vaues that are consistent with cointegration in the panel. In this case, the Wald statistic for the null hypothesis
H,: Bi = B takes the standard form of an F-test. It isnot difficult to see that the F-test should have no problem
distinguishing the two hypotheses in this case. When the restriction under the null isincorrect, thisimpliesthat avalue
for Bi is being used which does not represent a true cointegrating vector, in which case the residuals from the regression
will be nonstationary. Consequently, when the restriction is incorrect, then the F-statistic will quickly diverge and reject
the null hypothesis. Thisis exactly the scenario that we encounter. The results of the tests applied to the panel asa
whole aswell as the various subsamples are reported in table IV under the columns labeled “ F-tests’.  In all cases, the
F-tests strongly reject the null hypothesis that the values for Bi are homogeneous. Therefore, we can interpret thisas
indicating that, even conditional on the fixed effects and heterogeneous trends, per capitaincomes still do not appear to

be converging to acommon steady state. Rather, it is only after we allow for heterogeneous production function
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parameterizations that we achieve conditional convergence.

The results of these F-tests provide compelling evidence in favor of theidea that while intangible capital and
barriers to production may be important, these alone are unlikely to be able to explain the persistent disparity in per
capitaincomes that are observed, and that only by looking for mechanisms that can explain the heterogeneity of
aggregate production functions can we fully explain per capitaincome disparities. However, we wish to take this one
step further.  Throughout this paper we have reported the results of tests both in terms of the conventional null
hypotheses, and in terms that reverse the null hypothesis with the alternative hypothesis. 1n keeping with this spirit, we
next consider whether it might be possible to do the same in the context of tests regarding the parameter distribution. In
other words, given that we have found compelling evidence to reject the hypothesis that conditional convergenceis
possible in terms of a single common production technology, isit possible to construct atest that reverses this
hypothesis, and if so are the results consistent with our conclusions regarding conditional convergence? Furthermore, as
we will see, combining the results of the F-tests with the results of such areverse test also provide us with some
interesting implications for the patterns within the subsamples.

Before we proceed to discuss the test and the results, it is worth discussing the nature of the test itself.
Reversing the null hypothesis requires some explanation in this context. In particular, what we have in mind isto ask
the following question. Given that we have estimates of theindividual slope coefficients that reflect share parameters of
the production function which vary across countries, do we reject the hypothesis that the true parameters are
heterogenous in favor of the aternative hypothesis that a common parameterization can produce conditional
convergence. To explorethis possibility, we consider the following arguments to motivate arelatively simple test.
Imagine that we had estimated equation (9) as a cointegrated regression with the homogeneity restriction imposed on the
dlopes such that Bi = . Upon examining the residuals, we find that we cannot reject that they contain a unit root, so
that we write ﬂit ~ 1(1). Ingenera, thismay be for one of two reasons. Either the variables are not cointegrated, or,
the variables are cointegrated but with heterogeneous cointegrating vectors such that Bi # [3 foral i . Thequestionwe
ask then is whether, in the case where the variables are cointegrated, it is possible to use atest regarding [1;, ~ (1) to
infer something about the likelihood that the unit root in ﬂit stems from the fact that the true cointegrating vectors are
heterogeneous. Notice that when we pose the question in this form, we are effectively trandating the null hypothesis

H,: Bi # [3 for an unknown value 3 into the equivalent but more manageable hypothesis that H,:p; =0 forall i



32
for the autoregressive coefficient of the estimated residuals A[L, = p, [, ; + M., where 1), isastationary process.

In this case we are interested to know the distribution of such atest. Sincethetest isin the form of aunit root
test on the panel of residuals, it would be nice if the test had a panel unit root distribution. But the test involves the
estimate of avaluefor [3. Therefore, to ensure that the test has the same distribution as a unit root test, we would need
to account for the estimated regressor effect of having to estimate an unknown valuefor [3. A solution to this problem
turns out to be somewhat similar in spirit to the transformation that is used in the fully modified OL S regression to
eliminate the effect of the feedback from the regressors on the limiting distributions.  Specifically, for the fully modified
OL S regression, the dependent variable is transformed by subtracting off afunction of the differences in the regressor, so
that, using the symbols Y, andX;, to refer generically to the right hand side and |&ft hand side variables of the
QZl

oneuses V. =Y, -~ —AX, intheregression, where Q,,. and Q.. are obtained asthe

regression, in place of Yy it o 21i 22i

it’

elements of the long run covariance matrix between the estimated OL S residual s from the cointegrating regression, ﬂit ,

and AXit for each 1 . Here, by contrast, we will instead transform the dependent variable by asimilar weighting of the
QZl

X

levels of the regressor, so that in place of Y. o it
22

.t» we will be using Yit =Y~ Another difference, since we will
be using the test to determine whether or not the slope coefficient can be treated as homogeneous or nat, is that we will
use estimates of the group mean vaues for the elements of the long run variance weighting terms, so that

Q, =N —12’;121 Q, andQ,, =N —12’;121 Q,,. aretaken as the averages of the corresponding elements of the
long run covariance matrices for the differences of the original variables, Ayit and Axit.

This transformation accomplishes two objectives.* Firgt, it eliminates the estimated regressor effect, and
secondly, it resultsin asituation in which the limiting distribution for the test HO: p; = Oforal i forthe estimated
residuals Afl, = P; o g + M,, isasymptotically equivalent to araw panel unit root test, despite the fact that we have
estimated 3. Theinsight for this comes from aresult in Pedroni [1997], which demonstrated the conditions under
which tests based on estimated residuals from cointegrating regressions for panels could be made to be asymptotically
equivalent to raw panel unit root tests in the specia case when the cointegrating regressors are common across members
of the panel. The transformation that we apply here is exactly the transformation that induces these conditions for the

residuals, ﬂ; , of the transformed regression of Yit on X,. Specifically, when we apply this transformation to produce

Yit, it implies that the resulting regression Yit = G;T X + u;, produces a modified OL S estimate that takes the form



33

A+ N T 21y N T Qy 2
(13) Bur = ( 1 D1 Xit) 121 ( Xityit_Q_int)

From Pedroni [1997], we know that this transformation ensures that G;T - 0 atrate T\/N. Asaresult, panedl unit
root testsfor H_: p, = O forall i applied to the residuals i, of the transformed regression of Y, onX, will have the
same limiting distribution as any standard panel unit root test under the null hypothesis that H o Bi # 3 foran
unknown value [3, and will diverge under the alternative hypothesisthat H,: 3, = Bfor all i for an unknown value 3.
To see how the test works, notice that under the alternative hypothesis, when Bi =P fordl i, wecanwrite

the estimated residua from the transformed cointegrating regression as

*

A QZl A * QZl A *
(14) Mit = Yit — Q_szit - BNT Xip = My * (S Q_zz)Xit - BNT Xig ~ 1(0)

where again, we are assuming the deterministic components have already been accommodated. The key isto note that
the estimated residuals of this transformed cointegrating regression can be written in terms of the sum of three
components. Thelast of these goesto zero as G;T - 0, and what remains is the true cointegrating residual, which is
stationary, so that we writethat it is 1(0), plus another component, (f - z—z) X;, whichis | (1), and depends on the
difference between the true cointegrating vector and the estimate of QZl/ sz . If the true cointegrating vector is
homogeneous, then = Q,,/Q.,,, and this term vanishes asymptotically. Consequently, the estimated residuals will be
1(0), and unit root tests constructed for the null hypothesis H_: p, = O for all i will divergewhen 3, = 3 forali ,
and we will rgject the null hypothesisin favor of the alternative.

By contrast, under the null hypothesis for Bi ,namdy H o Bi # [3 fordl i , then the true cointegrating

resduasaregivenby W, =Y, - [5ixit and we write the estimated residuals as

*

A Q A * Q A *
(15) Bie = ¥ = 5%~ Brr X = M = By — 5% — Brr X ~ 1(D)
22 22

Although the last term still goes to zero, and the true residuals, €, , are (0), now, since 3, # [3 for all i ,

t
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B, # Q,,/Q,, for all i , and therefore theterm (B, - %) X;, does not vanish asymptotically. Consequently, the
residuals will be [(1) under the null hypothesis H o Bi # 26 Furthermore, when we construct panel unit root testsin
thiscasefor H_: p, = O for all I using the estimated residuals, ﬂ; , these tests will not depend on the true value of 3,
and in the limit will have the same distribution as araw panel unit root test under the null hypothesis. The reason for this
is because the transformation is constructed in away that induces the estimated regressors effect to vanish
asymptotically, so that the remaining terms that affect the limit distribution are identical to those of araw panel unit root
test. .

Of course in practice, for small samples the limiting distribution may be a poor approximation. Typicaly, for
panel unit root tests, the small sample distribution is sensitive to a number of choicesthat can affect the size of the test.
For example, in parametric ADF type tests, the distribution is sensitive to the choice of lag truncation. In semi-
parametric Phillips-Perron type tests, the distribution can be sensitive to the choice of bandwidth for the kernel
estimator. In the test that we have described here, we have these usua concerns. In addition, we have to worry about
similar choices for the kernel estimation of QZl/ QZZthat is used for the transformation of the cointegrating regression.
To deal with theseissues, and the size distortion that they are likely to create relative to the limiting distribution, we
perform a simple bootstrap exercise to improve the small sample properties of thetest. Specifically, most panel unit
root tests take theform v ~( Zyr - uw/N) ~ N(0,1) where Z,; isthe properly standardized panel unit root
statistic, and U and V2 are the mean and variance adjustment terms respectively that are required to render the
distribution standard normal. In the limiting distribution, U and v2 depend only on the moments of the underlying
Brownian mation functionals, whereas in small samples, they can be sensitive to the choice of lag truncation. Im,
Pesaran and Shin [2003], for example, report valuesfor U and v2 for their pane unit root test depending on the
particular lag truncation that is chosen. Here, we use a bootstrap to obtain small sample adjustment terms for the values
of U and V for the various panel unit root tests that we implement. We implement the procedure for three different
panel unit root tests applied to the residuals of the transformed regression. .*® Thefirst is a semi-parametric test based on
the autoregressive parameter, analogous to the Phillips-Perron p test, which welabel SP-p intable |V, the second is
a semi-parametric test based on the t-test for the autoregressive parameter, analogous to the Phillips-Perron t-test, which
we label SP-t, thethird is a parametric ADF style test, which we label ADF —t. These also correspond to panel-rho,

panel-pp and panel-adf statistics discussed in Pedroni [1997] and Pedroni [1999], except that here they are being treated
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astests for heterogeneity under cointegration, rather than tests for the null of no cointegration.

The results for these tests are reported in table IV for the full sample as well as for the various subsamples,
both for the raw data as well as for the data demeaned with respect to the time period means, which again is comparable
to the inclusion of common time dummies. In both cases, al tests are unable to reject the null hypothesis of
heterogeneity for the full panel aswell asfor the subset of 23 countries for which the stronger criteria of individual
rejection of the null of stationarity for investment shares applies. The rejection of the null hypothesis of heterogeneity in
these cases implies that we cannot reject the possibility that conditional convergence requires heterogeneous production
function parameters among these countries even when we allow for the effects of country specific intangible capital or
barriers to production through the fixed effects and country specific trend terms of equation (9). The result is consistent
with the previoudly discussed F-tests, which reject the null hypothesis that a common set of values for the production
function parameters are consistent with conditional convergence under these conditions.

Of course, just as we argued with the F-tests, it may hardly be surprising to find for such alarge and varied
group of countries that the production function parameters are heterogeneous. Conseguently, we also examine this
hypothesis for various subsets of countries which are more similar to one another, such as the OECD and non-OECD
groupings, and the various nodes determined endogenously by the Durlauf and Johnson [1995] cross section based
regression tree analysis. In these cases, the combination of the F-tests for homogeneity and the bootstrapped tests for
heterogeneity reveal a somewhat more interesting pattern. For example, in the case of the non-OECD group of 15
countries, al of the bootstrapped statistics for the null of heterogeneity also fail to reject, which accords with the
rejection of homogeneity by the F-tests for these groups. By contrast, for the OECD group of 14 countries, when we
examine the data relative to the time means, all three statistics result in arejection of the null of heterogeneity. What
does thisimply considering that the F-tests also reject the null of homogeneity? The answer appearsto be that for this
group of 14 countries there exists a smaller subgroup for which the production functions are in fact similar, even though
they are not similar across the entire group of 14. To seethis, consider the logic of combining the two different null
hypotheses in the case where the sampleis potentially mixed in the sense that it contains two possible subgroups that
differ with regard to whether or not they share common production function parameterizations. In this scenario, the F-
test rejects the null hypothesisthat in order to be consistent with conditional convergence within the sampleit is possible

to have acommon parameterization for the production function implied by the group mean estimate. Thus, the F-test
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impliesthat thereis at least some significant fraction of countries within the sample for which heterogeneous
parameterizations are required in order to achieve conditional convergence, even when we account for unobserved
mechanisms such as intangible capital and barriersto production. Then, by way of the bootstrap test for heterogeneity,
we also reject the null hypothesis that we require all countries within the sample to possess different production function
parameterizations in order to achieve conditional convergence. Consequently, we conclude that there must be at least
some sizeable or at least nonnegligible subgroup of the sample of 14 OECD countries for which the production function
parameterizations can be taken to be common such that we still achieve conditional convergence. In other words, within
the OECD, there appearsto be asmall but nonnegligible club of countries for which thisistrue, even though it is not
true, even as an approximation, for the OECD group asawhole. A casual glance at the figures provided in the next
subsection shows that in fact there is a small subset of the OECD for which the implied parameters are fairly similar, as
we will see.

Given these results, one might wonder then how it is possible that we do not observe the same pattern of test
results for the full panel of 29 countries. In other words, if there is a subgroup of the 14 OECD countries for which the
parameterizations can be taken as common, then by construction there must also be a subgroup for the full panel of 29
countries for which thisistrue. There are two reasons to anticipate such results. One reason is that the group mean
value which is being compared in the two samples are not same. In other words, for the full panel, we are in essence
asking whether the parameterizations for all countries are heterogeneous and distinct from the group mean for the full
panel. For the subset of OECD countries, we are instead asking whether the parameterizations for all OECD countries
are heterogeneous and distinct from the group mean of the OECD. The other, more substantial reason why such aresult
isto be expected is because a rejection implies that a sufficient nonnegligible proportion of countries exhibit properties
contrary to the null hypothesis. Thus, for the smaller sample, the absolute number of countries that must contradict the
null hypothesisin order to obtain arejectionisin turn smaller. Consequently, if the number of individual countries that
meet the criteriafor rejection is fixed, then we should anticipate that the null hypothesisis more likely to berejected in a
subset of the full sample that includes a higher proportion of these countries then does the full sample, which is exactly
the result that we find. Specifically, we reject the hypothesis and conclude that for the OECD sample of 14, thereisa
nonnegligible subgroup of countries for which the parameterizations are not significantly distinct from the OECD group

mean. At the sametime, by virtue of the F-test applied to the OECD subset, we know that the subgroup is limited to
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something substantially |ess than the entire set of OECD countries. Conseguently, we can see how using the
combination of F-tests for homogeneity and bootstrapped tests for heterogeneity becomes informative beyond the use of
either one of these alone, particularly when we apply the combination to different subsets of the sample.

For the Durlauf and Johnson [1995] nodes, we obtain very similar results. Nodes 2 and 3 contain
predominantly less developed economies, and for these the bootstrap tests are unable to reject the null of heterogeneity
when we consider the tests for the data rel ative to the time means, just as we found for the subset of non-OECD
countries. Node 4 on the other hand, contains predominantly more developed economies, and for this node we find a
combination of tests results similar to the ones obtained for the OECD subsample. For this node, we can reject by virtue
of the F-test that the production function parameterizations can be treated as common across all countries, while the
bootstrap tests for heterogeneity tell usthat there must exist at least some nonnegligible subgroup within this node for

which the parameterizations can be treated as common.

B. Interpreting the Cross Country Distribution Patterns

From a broader perspective, the results so far from tables 11 through 1V show us that even when we account for
unmeasured mechanisms such as intangible capital or barriersto production, we still require heterogeneous
parameterizations of the production function, and furthermore that the result continues to hold even for groups of
relatively similar countries. In this subsection we ask whether there are any systematic recognizable patterns of the
distribution of the parameter sharesimplied by these results. In particular, we examine which types of correlates may
help to explain the distributional pattern of the implied parameter shares that are consistent with conditional
convergence after having allowed for unmeasured factors such as intangible capital and barriersto production.

One of the most striking patterns of the distribution of implied share parametersis depicted in figures| and I1.
In figure | we can see that the pattern of implied parameter shares is completely uncorrelated with initial values of per
capitaincome take from 1950 as we would expect from the neoclassical production function. Infigurell, however, we
can see that the same pattern of implied parameter shares consistent with conditional convergence is highly correlated
with the subsequent average annua growth rates over the sample period. In comparing figure | with figure Il we can
see that a rough mapping exists between thetwo.  Specifically, we can imagine rotating all those countries which liein

the upper hdf of the vertical planein figure | rightward, and all those countries which like in the lower half of the
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vertical planeleftward. Doing so transforms the pattern in figure | into the pattern that we observein figurell. In other
words, while the size of the implied capital share parameter is uncorrelated with income at the beginning of the sample,
it becomes a good predictor of the subsequent rate of growth inincome. Thus, countries such as Venezuela, which
began with relatively high initial levels of per capitaincome but had relatively small capital shares tended to rotate
leftward in moving from figure | to arelatively low growth rate in figure I1. Countries such as Japan, with relatively low
initial values of per capitaincome but high capital share values tended to rotate rightward toward high growth rates. By
contrast, countries such as Egypt or Morocco, which began with low incomes and small capital share parameters tend
not to rotate in moving from figure | to 11, and have stayed poor, with low subsequent growth rates. Closer visua
ingpection of the two figures shows that this phenomenon is not limited merely to the distinction between OECD and
non-OECD countries, but holds within these subsets aswell. A more formal regression analysis of these correlation
patternsisreported in table V. In dl cases we have used the values for &i that are reported in table |1 to represent the
implied capital share. Since &i isamonotonic transformation of ¢; it does not matter much in terms of the basic pattern
which of these values we use. We have chosen to use &i simply to represent a somewhat more interesting set of scale
values on the vertical axis of the figures. In both the diagrams and the regressions we have omitted Peru, since the
standard error for Peru is uniquely large and the point estimate is dightly negative. However, the correlation and
regression fit is actually not much affected by the inclusion or exclusion of Peru. Infigure Il, Japan appears asan
extreme case along the regression line. When we experimented by omitting Japan, the correlation and regression fit
further increased dightly, as should be visibly apparent based on figure 1.

Figures| and Il can be interpreted as a visua depiction of the fact that allowing for heterogeneous parameters
opens up an additiona channel through which we can explain the disparity of per capitaincomes, and once we allow for
this channel it becomes possible to achieve convergence in the conditional forecast sense that we have defined in section
[1l. This begsthe question as to what economic features might account for the particular distribution pattern for the
implied parameter sharesin thefirst place. Consequently, we experimented with a number of common measures that
have been used to proxy variables that might be associated with such a pattern. For example, acommon theme in much
of the literature on multiple production regimesis that human capital may serve to produce threshold effects which result
in production regimes in which the share parameter for capital should be higher for countries with higher levels of per

capita human capital. Thus we experimented by comparing the implied parameter shares with the values for per capita
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human capital for these countries, as reported in Hall and Jones [1999]. However, astheanalysisintableV revedls,
there does not appear to be any systematic correlation between the level of per capita human capital and the implied
capital share parametersfor the core sample. The sameistrue for the rate of human capital investment as proxied by
schooling rates taken from Mankiw, Romer and Weil [1992]. There does not appear to be a systematic relationship
between schooling rates and the implied share parameters.

By contrast, when we experimented with various measures for socia capital infrastructure, we did find a
systematic positive relationship between these measures and the implied capital share parameters. For example, table
V reports astatistically significant positive correlation between the implied capital share values and the government
anti-diversion index used in Hall and Jones [1999] as well as the economic openness measure used in Hall and Jones.
Hall and Jones aso construct what they refer to asa socia infrastructure measure by using a combination of the
openness and government anti-diversion index. Figure 11l depicts the positive correlation that we find between this
socia infrastructure measure and the implied capital shares. In this case we notice the sample splits broadly into two
major clusters which are responsible for the overall relationship. It isalso interesting to note that unlike human capital
levels or schooling rates, literacy rates do appear to be positively correlated with the implied parameter sharesthat are
consistent with conditional convergence. It is possible that basic literacy behaves much like a proxy for social capital in
the sense that it proxies the overall level of social cohesion rather than proxying the level of human capital embodied in
the population. The fact that these various measures for socia infrastructure capital help to explain the distribution
pattern for the implied capital shares may point to an important role for social capital which goes beyond simply acting
as an unmeasured production factor that enhances the productivity of other inputs or inhibits barriers to the adoption of
new technologies that impact the estimated country specific trend growth rates. The positive relationship between socia
infrastructure measures and capital share parameters may point to a possible role that socia capital might play in
generating multiple production regimes, much in the way that human capital has been modeled in the literature. 1n other
words, these patterns appear to hint at the possibility that the key may be in understanding the role that social capital,
perhaps by facilitating the coordination of production externalities, may play in helping to explain the fact that countries
experience different log linear production regimes corresponding to different aggregate share parameterizations for the
neoclassical model.

Finally, we also experimented to see whether these correlation patterns were limited to our sample, or whether
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they also extended to the broader sample of 51 countries. The results for these are also reported in table V.  Indeed, we
see that the basic pattern appears to extend to the broader sample aswell, in that initial income levels are uncorrelated
with the parameter shares, while growth rates are positively correlated. Likewise, schooling measures are also
uncorrelated, and human capital measures are only very weakly correlated with only amarginal level of significance,
while social infrastructure continues to be significant and positively correlated. For reasons that we have discussed
previoudly, the individual estimates are likely to contain a higher proportion of noisein the greater sample, and it is not
surprising to find that in those cases where a positive correlation holds for the broader sample, the R 2 measures are
considerably weaker than for our core sample of countries. In fact, oneinteresting detail to note isthat for the broader
sample of 51 countries we can no longer detect a positive correlation for the government anti-diversion index and the
economic openness measure. In this sense, focusing on the narrower sample may aso help usto uncover particular

patterns that would not otherwise be apparent for the specific distribution patterns.

V. Concluding Remarks
In this study we have exploited recent advances in the econometrics of nonstationary dynamic panels to study the steady
state relationship implied by the neoclassical Solow growth model. In contrast to conventional panel data techniques,
nonstationary panel techniques allow us to focus explicitly on the low frequency relationships. At the sametime, the
techniques permit usto treat the transitional dynamicsin avery flexible manner and aso allow usto relax many of the
strong assumptions that have typically been employed in the empirical growth literature. For example, the techniques no
longer require us to assume that economies are observed close to their steady states at all pointsintime. Furthermore,
the techniques have alowed usto treat all variables as fully endogenous, and does not require us to make any of the
usual exogeneity assumptions.

Most importantly, the combination of an emphasis on low frequency relationships and the dimensionality of the
panel has permitted us to examine patternsin the data that would be difficult if not impossible for conventiona cross
section based methods.  In particular, the approach has allowed us to study the full distribution over countries of
parameter shares associated with the aggregate production function, and has allowed us to do thisin amanner that is
consistent with alowing for the possibility of unobserved country specific factors that impact the levels and growth rates

of per capitaincome in the steady state relationship. In thisway, we have been able to study the distribution across
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countries of theimplied share parametersin a manner that allows indirectly for the anticipated role that intangible
capital, such as human capital and social infrastructureislikely to have on the level of productivity. Likewise, the
approach alows for the role that these factors can have in deterring barriers to production that may impact the rate at
which technology is adopted across countries. Finally, by relating the empirical specification to anotion of long run
conditional forecast convergence, we can also ask under what conditions the steady state specification is able to explain
persistent per capitaincome disparities across countries.

In this framework our primary results have shown that the implied share parameters of the neoclassical
aggregate production function appear to be heterogeneous across countries.  More to the point, we are able to show
formally in this context that only by allowing for share parameters to vary across countries can we explain persistent
cross country disparitiesin per capitaincome, and most importantly, that this continues to be the case even when we
allow for the effect of factors such as country specific intangible social capital or country specific institutional barriersto
the adoption of new technologies. Furthermore, the phenomenon appears to hold across various levels of devel opment,
and even among relatively similar countries. Upon examining the specific distributional pattern, we find that the
estimated values for the implied parameter shares appear to be positively correlated with various measures of social
infrastructure, including an index of government anti-diversionary behavior. While the correlation may be consistent
with a number of explanations, it does point to the possibility that in fact socid infrastructure capital may play abroader
rolein terms of the way that it enhances productivity. For example, the distribution patterns may point to an additional
role for socid infrastructure in facilitating production regimes, much as the earlier literature on multiple regimes had
postulated for human capital. This may be sensiblein terms of the way that we think about social infrastructure as
potentially helping to facilitate the coordination of productive behavior that can lead to positive production externalities
at the aggregate level. Likewise, social infrastructure capital may aso help to channel behavior away from diversionary
activities that can lead to negative production externalities at the aggregate level.

The approach used in this study has provided us with opportunities to study empirical relationships that would
otherwise be difficult to observe with the limited data that is available. At the sametime, it isimportant to recognize
some of the limitations that are present in the approach that we have taken here. For example, although we have
occasionally studied properties of abroader sample of countries, for the most part we have limited our analysisto a core

set of countries for which we are relatively confident about the presence of permanent variations within sample for the
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investment share. While we have checked in a number of instances to confirm that our sample is representative in other
regards, whether or not al of our results necessarily extend to a broader sample of countries may be regarded as an open
question. On the other hand, by construction, we can say that our primary result is a statement that can be applied to the
broadest set of all countries. Specifically, since we have shown that the common log linear relationship does not hold for
asizeable subset of countries even after we account for unmeasured effects that impact the level and trend of per capita
income, then by construction it must be the case that a common log linear relationship does not hold for the set of all
countries. More importantly, the same logic applies to the set of all countries that fall into the smaller subgroup
classifications that we have examined in our sample so that for example we can say with confidence that the common log
linear relationship also does not hold even for the OECD countries alone.

Another important point to recognize is that our approach has smply identified the fact that for the neoclassical
production function, we must consider mechanisms that explain the heterogeneity of share parameters at the aggregate
level. We cannot, however, say for certain which particular combination of the share parameters are necessarily
responsible for the heterogeneity. We expect that it is most likely due to a combination of physical and human capital
share parameters that vary across countries. Since our best available data measures variations in tangible physical
capital investment, we have focused on reporting the implied cross country variation in physical capital shares &i
required for conditional forecast convergence. If the panel time series data on human capital were aswell measured, we
could just as well imagine reporting the implied cross country variationsin human capital sharesimplied by conditional
forecast convergence. Thekey point that remains, however, isthat one way or another the parameterization of the
aggregate production function must be allowed to vary across countriesif we are to explain the observed relationship
between permanent variations to investment shares and per capitaincome in a manner otherwise consistent with the
basic neoclassical model. Fundamentally, the result derives from the heterogeneity of the slope coefficient of the panel
specification, regardless of the specific interpretation that is given to theimplied share parameters and provides further
support for considering production functions that deviate from the common linear production technology. This can be
viewed as further support for the fruitfulness of considering alternative such as the CES production function asin
Masanjala and Papageorgiou [2004].

Finally, we should emphasize that our analysis has been directed toward studying a fixed distribution of implied

parameter shares across countries based on the observed relationship between variations to investment shares and per
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capitaincome in amanner that accounts for unmeasured factors that impact the level and trend of per capitaincome.
Our analysis allows these parameters to vary across countries facing different conditions or experiencing different levels
of development, and takes these parameters to be fixed over the duration of the sample. In this sense, we have implicitly
treated the parameters as if they are determined by features which change only sowly over time, and tend to be relatively
constant within sample. Needlessto say, this does not preclude the possibility that over sufficiently long periods the
parameters of the production function may aso be changing over time. In this manner, one can think about the
possibility that countries might nevertheless converge to acommon log linear steady state relationship as the parameters

of the production function themselves change, and possibly converge to a common set of values.
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Endnotes
1. Nevertheless, earlier panel studies provided important advances in the empirical literature, as the two dimensional
treatment of the data allowed researchers to relax many of the strong assumptions that had been made in the initia cross
sectional based literature. Important early examples include the works of Caselli, Esquivel and Lefort [1996], ISlam
[1995], Knight, Loayza and Villaneuva [1993]. Many early works were also focused explicitly on estimating the
implied speed of convergence. See Idlam [2000] for a recent survey and discussion of some of the small sample
difficulties associated with the use of conventional dynamic panel techniques. Another important approach to studying
growth relationships in panels is the approach pioneered in the work of Quah [1993], which uses kernel methods to

estimate the evolution of cross sectional distribution dynamics.
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2. From abroader perspective, it isinteresting to note thisis akin to looking for specific potential case studies that have
occurred within a sample that can aid in discerning a hypothesized relationship, except that we are implicitly drawing on

many such events.

3. Specifically, let X, bethe KPSStest value for the series of country i . Let U = lim_ E[KPSS] and

v2= lim_ E[KPSS] 2 e the mean and variance of the limit distribution of the KPSS test under the null

hypothesis, and let X = N ’lZiN:l X; be the group mean value for X;. Then the panel statistic

v L/N(X - u) =>N(0,1) isdistributed normally under the null hypothesis that all series are stationary, and isa
right tailed test that diverges to positive infinity under the alternative. We simulated U and v2 using 20,000 .i.d. draws
fromani.i.d. distribution to construct KPSS under the null.

4. Again, we could narrow the sample further by requiring that countries also individually reject the reverse null, namely
the null of no cointegration, but again, given the weak power of the individual tests, we do not want to be excessivein
eliminating countries from the sample. Nevertheless, we did also experiment with this even narrower subset for the

proceduresin section IV and did not find any substantial differencesin the results.

5. Specifically, in this case we constructed the KPSSI test from the estimated residuals of aregression
y,=C+ gt + bXt + U, and smulated the values U and V2 based on the residuals from 20,000 such regressions

where X;; and Y, were drawn as independent random walks.

6. Table Il reports results discussed later in section IV. However thelist of countriesincluded isidentical. Tablel of
this section reports only a summary of the panel results regarding unit root and cointegration properties. The full set of
country by country tests for unit root and cointegration propertiesis not included in the interest of space. However, a

copy of the full set of resultsis available from the author upon request.

7. Evans [1998] also conducts panel tests for the unit root null for per capitaincomes and is unable to reject the null for
the raw series, but finds a rejection when the time means are subtracted, while we do not. We anticipate that this stems
in large part from the difference in our samples, since we specifically sought out those countries for which investment
shares behave as a unit root process, which in turn implies that per capita outputs can be expected to follow a unit root
process, even relative to the sample mean. Another possible difference may stem from the fact that we have used the Im,
Pesaran and Shin [2003] test, which allows for greater flexibility under the aternative hypothesis, and the fact that we

also allow for the presence of country specific trend terms.

8. Our samples aso differ somewhat further in that Mankiw, Romer and Weil [1992] use the real GDP per effective
adult, RGDPEA, measure for GDP, while we have used real GDP per capita, RGDPL, since the former is generally not
available for aslong a span as RGDPEA for many countries. Also, we have used the more recent version 5.6 Penn
World Table data set, which includes updated series through 1992.
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9. Individual FM estimates relative to mean that were used to compute group mean results relative to mean in table 11

are not reported in table |1 in the interest of space, but are a so available upon request.

10. Naturally, demeaning the data with respect to the time period means implies that the group mean intercept and group

mean trend estimates become approximately zero, as reported in table I11.

11. Specifically, the countries in our sample which fall into Durlauf and Johnson’s [1995] second node are Egypt,
Kenya, Morocco, Nigeria, Bolivia, and Turkey, and in the third node are South Africa, Dominican Republic, Brazil,
Columbia, Paraguay, Peru, Japan, Philippines, Sri Lanka, Ireland and Spain. The remaining countriesfall into their
fourth node, except for Luxembourg, which is not included in their study.

12. Thissubsample of 23 excludes Morocco, Nigeria, Chile, Belgium, Denmark and Sweden.

13. We also experimented with using the panel series for years of education per worker from Swanson, Nehru and Dubai
[1993] in order to obtain an estimate, but found that the series generally did not cointegrate with our other series, and
often gave nonsensical results for the dope coefficients. Thus, for the purposes of our rough estimate of the impact of
human capital on the values of &i relativeto o; we prefer to use the more conventional cross section data for schooling,

which aso facilitates comparison with Mankiw, Romer and Weil [1992] and subsequent studies.

14. It isworth elaborating a bit here to develop an intuition for how the tests work. However, readers who prefer to

forego this may skip the next three paragraphs without loss of continuity.

15. A technical appendix which provides a derivation of this property of the limiting distribution is available upon
request.

16. A more detailed description of the bootstrap procedure is also available in the technical appendix, which is available
upon request.
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Tablel. Pane Unit Root and Cointegration Properties

| raw | relative to mean | raw | relative to mean
| (log investment shares) | (log per capita income)
L[EN R ((V)] 1) KO (6N I (V)] (1) 1(0)
unit root: -0.80 13.8 *** -0.87 15.9 *** 4.58 17.4 *** -0.31 14.1 ***
pp pD adf shin shin
cointegration: 1.31 1.58 -1.91** -1.3* -0.55 0.73

Notes: For univariate tests, columns labeled 1(1) report the | PS panel test for the unit root null, columns labeled | (0) report an analogous group mean
test for the stationary null based on the KPSS test. For the cointegration relationship tests, columns labeled PP and ADF report the Pedroni [1999]
group mean panel tests for the null of no cointegration based on the Phillips-Perron and ADF tests, and columns Iabeled shin, report an analogous
group mean panel test for the null of cointegration based on the Shin [1994] time seriestest. Fixed effects have been included in al cases, and
heterogeneous trends have been included for all testsinvolving log per capitaincome. Columnslabeled “relative to mean” refer to resultsrelative to
panel means, comparable to common time dummies. The symbols* ** *** denote 10%,5%,1% rejections respectively. See section |l for further
details.

Tablell: Individual Coefficient Estimates

country intercept trend dope  sder o std err &i std err

Egypt 6.31 0.029 0.09 0.05 0.08 0.04 0.05 0.02
Kenya 6.05 0.014 0.08 0.07 0.08 0.06 0.05 0.04
Morocco 6.52 0.028 0.04 0.06 0.04 0.06 0.02 0.04
Nigeria 4.84 0.022 0.58 0.09 0.37 0.04 0.26 0.01
S. Africa 6.13 0.017 0.50 0.06 0.33 0.03 0.23 0.00
Dominican R 6.42 0.019 021 0.08 0.17 0.05 0.11 0.03
Bolivia 6.31 0.019 0.22 0.04 0.18 0.03 0.12 0.01
Brazil 4.93 0.036 0.72 0.11 0.42 0.04 0.31 0.01
Chile 6.95 0.011 0.31 0.09 0.24 0.06 0.16 0.03
Columbia 7.13 0.022 0.04 0.12 0.04 0.12 0.02 0.08
Paraguay 6.47 0.008 0.30 0.11 0.23 0.06 0.15 0.04
Peru 7.68 0.010 -0.04 0.20 -0.04 0.29 -0.03 021
Venezuela 8.52 0.004 0.08 0.10 0.07 0.09 0.04 0.06
Japan 4.80 0.041 0.87 0.09 0.47 0.02 0.35 0.00
Philippines 5.87 0.013 0.41 0.07 0.29 0.04 0.20 0.01
Sri Lanka 6.32 0.007 0.37 0.11 0.27 0.06 0.19 0.03
Austria 6.78 0.032 0.44 0.10 0.30 0.05 021 0.02
Belgium 7.04 0.029 0.41 0.09 0.29 0.04 0.20 0.02
Denmark 7.39 0.026 0.36 0.03 0.26 0.01 0.18 0.00
Finland 6.74 0.035 0.41 0.07 0.29 0.04 0.20 0.01
Germany, W. 491 0.036 1.01 0.14 0.50 0.04 0.38 0.01
Ireland 7.25 0.030 0.19 0.05 0.16 0.03 0.10 0.01
Italy 6.04 0.039 0.58 0.16 0.37 0.07 0.26 0.04
Luxembourg 7.92 0.025 021 0.05 0.17 0.03 0.11 0.01
Netherlands 6.53 0.029 0.58 0.11 0.37 0.04 0.26 0.02
Norway 7.75 0.034 0.16 0.05 0.14 0.04 0.09 0.02
Spain 5.24 0.030 0.83 0.12 0.45 0.04 0.34 0.01
Sweden 7.48 0.023 0.39 0.09 0.28 0.05 0.19 0.02
Turkey 6.51 0.024 0.24 0.07 0.19 0.05 0.13 0.02

Notes: Estimatesare FMOLS coefficients of equation (9) in section I11. Columns labeled oci and &i report implied share
parameters as defined in section I11. Standard errors for implied estimates were computed by numerical simulation.
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Tablelll: Panel Group Mean Coefficient Estimates

Raw data

sample intercept  trend slope std err o stderr o stderr
full panel (29) 6.51 0.024 0.37 0.02 0.27 0.01 0.18 0.01
subset (23) 6.46 0.024 0.37 0.02 0.27 0.01 0.19 0.01
All-ctrys (51) 6.66 0.023 0.34 0.01 0.25 0.01 0.18 0.01
non-OECD (15) 6.43 0.017 0.26 0.03 0.21 0.02 0.15 0.01
OECD (14) 6.60 0.031 0.48 0.02 0.32 0.01 0.27 0.03
DJ-node2 (6) 6.09 0.022 0.21 0.03 0.17 0.02 0.12 0.01
DJ-node3 (11) 6.20 0.021 0.40 0.03 0.29 0.02 0.31 0.03
DJ-node4 (11) 6.92 0.027 0.43 0.03 0.30 0.01 0.24 0.01

Relative to Mean

full panel (29) 0.01 -0.001 0.28 0.02 0.22 0.01 0.14 0.01
subset (23) 0.01 -0.001 0.27 0.02 0.21 0.01 0.14 0.01
All-ctrys (51) -0.00 -0.000 0.27 0.01 0.22 0.01 0.15 0.01
non-OECD (15) 0.04 -0.001 0.20 0.03 0.17 0.02 0.12 0.00
OECD (14) -0.01 -0.000 0.29 0.03 0.22 0.02 0.18 0.01
DJ-node2 (6) 0.02 -0.002 0.26 0.03 0.21 0.02 0.15 0.01
DJ-node3 (11) 0.01 -0.000 0.33 0.03 0.25 0.02 0.27 0.02
DJ-node4 (11) -0.02 0.000 0.18 0.03 0.15 0.02 0.12 0.01

Notes: Estimates are group mean estimates for the coefficients of equation (9) in section 111, based on the Pedroni [2000] group mean
panel FMOLS estimator discussed in section V. Columnslabeled ¢ and ¢ report implied share parameters as defined in section
I11. Standard errors for implied estimates were computed by numerical simulation. Rows labeled “relative to mean” refer to results
relative to panel means, comparable to the inclusion of common time dummies. See section IV for further details, including
descriptions of the various subsamples.

TablelV. Pane Testsfor Cross Country Parameter Distributions
Consistent with Conditional Conver gence

raw data | relative to mean
sample F-test PP-r PP-t ADF F-test PP-r PP-t ADF
Full Panel (29) 4439 *** 6.33 8.07 2.82 90 *** 1.36 2.00 -0.26
Subset (23) 5621 *** 9.07 13.85 -0.12 100 *** 1.82 251 0.69
Non-OECD (15) 1687 *** 3.45 3.31 0.42 58 *** (.85 0.81 -0.22
OECD (14) 11240 ** 3.83 4.66 3.41 B2 **x 6,83 *** 241 ¥+ 2 A7 **x
DJ-node2 (6) 1048 *** 0.69 0.53 0.26 32 ** 0.05 -0.06 -0.79
DJ-node3 (11) 5107 *** 3.19 4.33 -2.81 *** 101 *** -0.07 0.48 0.45
DJ-node4 (11) 6459 *** -3.16 *** -4.14 *** 350 *** 16 *** -2.06** -3.61 *** -2.37 ***

Notes: Columnslabeled F-test arefor the null hypothesis of equal Sopes, Bi :B , for equation (9) of section I1l.  Columns labeled PP-r, PP-t and
ADF report tests for null hypothesis of heterogeneous slopes, i * B , for equation (9) of section 11, based on the bootstrap. Columns labeled
“relative to mean” refer to results relative to panel means, comparable to the inclusion of common time dummies. The symbols* ** *** denote
10%,5%,1% rejections respectively. See section |V for further details regarding the tests and discussion of the bootstrap procedure.



TableV. Correlation Analysis of Distribution Pattern for Share Parameters

Consistent with Conditional Conver gence

core sample (N=28) broader sample (N=51)

correlate dope  t-test R? sope  t-test R?
initial log per capita output 0.02 0.74 0.02 0.03 121 0.03
per capita output growth 533 343 0.31 3.48 209 0.08
schooling (MRW) 0.01 1.36 0.07 0.00 0.79 0.01
schooling (HJ) 0.01 0.98 0.04 0.06 0.86 0.01
per capita human capital (HJ) 0.08 0.95 0.03 0.06 1.70 0.06
log total factor productivity (HJ) 0.04 1.18 0.05 -0.00 -0.10 0.00
government anti-diversion index (HJ) 0.17 1.99 0.13 -0.04 -0.66 0.01
economic openness (HJ) 0.11 1.90 0.12 0.09 117 0.03
social infrastructure (HJ) 0.15 2.07 0.14 0.10 192 0.07
literacy (DJ) 016 262 0.21 0.15 263 013

50

Notes: Computed pairwise by linear regression. Dependent variablein al casesisthe &i estimate from table |1 or equivaent for the

case of the broader sample. Columns labeled t-test report significance tests. Column labeled R “ reports regression fit. Intercept
values are not reported in the interest of space. Abbreviationsin parentheses for correlates indicate source of data asfollows. MRW:
Mankiw, Romer and Weil [1992], HJ: Hall and Jones[1999], DJ: Durlauf and Johnson [1995]. See section |V for further details.

Figurel. Absence of Relationship Between Initial Per Capita Output

and Parameter Shares Consistent with Conditional Convergence
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Figurell. Relationship Between Per Capita Output Growth and Parameter Shares

Consistent with Conditional Convergence
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Figurelll. Relationship Between Social I nfrastructure and Parameter Shares

Consistent with Conditional Convergence
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Al
Technical Appendix

In this appendix we describe briefly an example of the algebrainvolved for one of the teststhat is employed in section
IV, specifically the one which is used to reverse the usual null hypothesis and test for heterogeneity rather than
homogeneity under the null. Thus, we discuss here the distributional properties of the statistic that isindirectly used to
test H_ : 3, # B for somearbitrary and unknown value of [3*

To see how this can be done, we begin by writing the appropriate expression for the unit root test for the
transformed residuals, |, of equation (15) in section IV as Afl, = P; o g + M;, » S0 that now the test is expressed as
HO: p; = O for al | intermsof the underlying data, Yii» X and G;T For example, the numerator term for a unit
root test typically takestheform Q. =T 1Y, , (ﬂ;_lAﬂ; - 5‘.) where ii is an estimate of the forward spectrum of
M;.- For smplicity, we are considering here the typical semi-parametric test. For parametric ADF style unit root tests,
the form is similar, except that lagged differences of [l , namely ZE';l d)iAﬂiik, are used to model the serial
correlationin 1, and ii is dropped.

Now, if we expand out the term for the numerator in termsof y,, X;;, and ﬁ;” using

A~ K sz_ A *
(A.D) Hit = Yie ~ Q_szit = Brr %

we get the form

T L .. T T
Qr= T_lz Yir-18Yi; - (QzllgzzfﬁNT) (T 12 Yie 1% = T 12 X 14Y;)
(A.2) t-1 t-1 t-1
. N N A* T N
+ (Qzllgzz’BNT)zT_l; X 1A%~ A

We are treating the simplest case here, in which there are no deterministic termsin the regression. In this case, when
we expand out the terms that include (£A221/£A222 - ﬁ:”) , we know that any of the resulting expressions that are

multiplied by G;T will vanish asymptotically. Thisis because each of the terms that involve summations over the raw

! This discussion isintended simply as a heuristic derivation based on sequentia limit arguments. A formal generalization
requires establishing the joint limit distribution under general conditions. Phillips and Moon [1999] discuss regularity conditions
under which convergence in sequentia limit implies convergencein joint limit. A likely practical implication of the sequentid limit
argument isthat thetestsrely on large T relative to N. We address the issues of finite T properties via the bootstrap discussed in the
next section of the appendix.



A2
data have already been standardized by T 1 oothat they converge to nondegenerate random variables. Since G;T
convergesto zero at rate T«/N, thisimpliesthat the products will go to zero in the limit.
To evaluate the remaining terms, we know from a multivariate functional central limit theorem that the random
variables to which these statistics converge as T grows large can be represented in terms of Brownian motion
functionals. In particular, if welet Z, = (yit, Xit)/ , then we know from a multivariate functional central limit theorem

that in the limit we can represent these statistics in terms of the 4 elements of

(A.3) Ty 112,87, => Li/f:OWi(r)dWi(r)/Li

for any given member i , where WI(r) = (W,;(r),Wj(r))’ isavector of independent standard Brownian motion, and
Li isthe triangular decomposition of Qi the asymptotic covariance matrix for AZit. For regressions with deterministic
components, we substitute demeaned or demeaned and detrended Brownian motion as the case may be in place of
standard Brownian motion. Now, substituting these for the remaining expressionsin (A.2) gives
2 2
Qr => (Lll WidW, + Ly Ly ( f W dW, + f WdW)) + Ly Wzdwz)

Q21

0

(A.49)

o
(Q_Z[Llll-zz( f WidW, f WHAWE) - 2L Ly [WoWG] -+ (G22I Wzdwz])

where for convenience of notation we have left off the | index and r index on the V, Wand L terms.
Next, in order to construct the numerator of the panel based test, we take the standardized sum of this

expression, which converges in distribution to anormal asfollows

(A5) m[%ﬁ;QiTE[QiT]) -> N(0,var[Q])

Now, when we take the expectation of QiT in equation (A.2), the L termsthat areindexed by i converge to the mean

valuefor L, since E[L] =lim N’lziN:l L. Since Q,,/Q,, = L, /L,,, whenwe take expectations, the terms

22’

in Q,; cancel out, so that we are left with just

(A.6) E[Q] = LA [Wdw, ;  Var[Q,] = Var[L] [W,dw]



A3

which is exactly the same as the numerator of araw panel unit root test.
Using asimilar approach, the denominator term for a unit root test typically takes the form
RiT =T ’ZZtT -1 ﬂifl. Using equation (A.1) to expand out the expression for the denominator intermsof Y, , X,

and G;T gives

_ i QZl A * _ T QZl Ak _ T
(A.7) Ry=T 2; yi%—l - 2(?7BNT) T 2; Yie-1 %1t (?7BNT)2T 2; Xif—l

Again, when we expand out the terms that include (£A221/£A222 - ﬁ:”) , we know that any the resulting expressions that

are multiplied by G;T will vanish asymptotically, and we can use

(A.8) T2 122y => Li/f:OWi(r)Wi(r)/Li

to evaluate the remaining terms. Consequently, these can be represented as

Ry => LA [V2+2L,L, [WW+ L} [W?

A.9
9 ) z_Z[ZLuLzz(f VW s Ly Ly [W2)] + (2_2)2“_222[ Wi

Next, in order to construct the denominator of the panel based test, we then take the mean of this expression,

which convergesin probability limit as follows

N

(A.10) S2Rr = ERY

i=1

Since Q,,/Q,, = L,,/L,,, when we take expectations, thetermsin R cancel out, so that we are left with just

(A.11) ER] = L (W,

which again is exactly the same as the denominator of araw panel unit root test. Consequently, any panel unit root test

that we construct using the estimated residuals ﬂ; will have the same asymptotic distribution as a panel unit root test



A4
constructed from raw data. This occurs because the transformation that we have applied induces the estimated
regressors effect to vanish asymptotically. For the case in which deterministic components have been included in the
regression, the standard Brownian motion functional s are replaced with either demeaned or detrended and demeaned
Brownian motion functionals, and the remaining distribution will correspond to araw panel unit root test that includes
constants and or trends, depending on the case.  Of course, for small samples this limit result is only an approximation,

which iswhy we use the bootstrap to obtain small sample estimates of the mean and variance adjustment terms.

The Bootstrap: In particular, we conduct our bootstrap as follows. First, we write the cointegrating relationship given

by equation (9) in triangular form, so that we have

My, = |r’|yit -Cc +Qt+ Bi |I”I(|/Y)it

A1 Hai = Aln(I7Y);,

so that the vector L, = (ulit,HZit)/ is stationary by construction. We obtained an OL S estimate of [1,., from the
cointegrating regression and differenced the regressorsto obtain |, . Wethen fitted the vector L, = (uli ol t)/

using afinite order VAR approximation, R.(L)L,, = €,,, where E(€,) =0, E(eitei/t) = X.. Four lags appeared to

it’
be sufficient to pick up all of the serial correlation. We then drew 20,000 realizations of €, ~ N(0,2.) of length T, for
eechof the i =1,....,N members of the panel, and used the fitted values of R(L); to reconstruct 20,000 realizations of
the vector |, = (ulit,um)/ . Wethen used these combined with the estimated coefficients of the cointegrating
regression to produce 20,000 artificial realizations of the panel data Iny,,, In(1/Y),,.

This procedure for constructing the bootstrap allows us to maintain the cointegration structure, and allows usto
study the behavior of the statistic under the null hypothesis. Specifically, by generating 20,000 realization under the
maintained assumption of cointegration, with the heterogeneous Bi taken from the estimated G 1rees BN values, we are
essentialy studying the property of the statistic under the null hypothesis that the heterogeneous estimated values are the
true heterogeneous values for Bi , rather than being the reflection of poorly estimated values (due to sampling variation)
of the same common value Bi = fordl i . Wethen usethese 20,000 realizations to estimate the appropriate small
sample mean and variance adjustment terms, U and V, under the null hypothesis.  We then use these small sample

adjustment terms in the construction of the final test statistic, described above, to test whether Bi # [3 inour data

sample.



Table A-1. Individual and Panel Unit Root Properties

A5

country

Egypt

Kenya

Mor occo

Ni geri a

S. Africa
Dom ni can R
Bolivia
Brazi |
Chile

Col unmbi a
Par aguay
Peru
Venezuel a
Japan

Phi | i ppi nes
Sri Lanka
Austria
Bel gi um
Denmar k

Fi nl and
Germany, W
I rel and
Italy
Luxenbour g
Net her | ands
Nor way
Spai n
Sweden

Tur key

group test

individual
1(1) 1(0)
-2.22 0.52 * -2.
-0.47 0.93*x _Q.
-2.13 0.19 -2.
-2.04 0.31 -2.
-1.50 0.32 -2.
-2.14 0.79*x -2,
-1.24 0.59 * -0.
-1.72 0.30 -2.
-1.90 0.18 -1.
-2.47 0.73* -2.
-1.30 1.13** -Q.
-2.49 0.31 -2.
-2.38 0.40* -2.
-2.24  0.81* -1,
-1.54 0.73** -1,
-0.71 1.04* -Q.
-1.54 0.59 * - 1.
-1.90 0.20 -1.
-1.57 0.25 -2.
-1.03 0.47 * - 1.
-0.95 0.71* -1.
-1.92 0.49 * -2.
-1.45 0.61 ** -1.
-1.95 0.74* -1,
-1.56 0.41 * - 1.
-0.14 0.57 ** -0.
-1.87 0.52 * - 1.
-1.67 0.25 - 1.
-2.25 0.79*x -2,
-0.80 13.8** _Q.

log investment shares

13
83
47
22
11
04
94
58
38
33
39
13
61
68
80
37
37
84
25
38
25
61
20
80
31
77
21
32
28

87

relative to mean |

I(1)

1(0)
.44
9 8 *k%k
19
.29

5 3 *%
7 9 *k%k
7 O *%*
6 7 *%*
19

7 O *k%k
l 6 *k%k
4 3 *%*
5 5 *%*
8 2 *k%k
8 2 *k%k
9 9 *k%k
48 **
32
.21

6 8 *%
7 7 *k%k
4 7 *%
6 7 *%
6 8 *%*
5 4 *%*
9 O *k%k
41 *
.33

8 7 *k%k

OO0 0000000000000 00R000000000O0

15, 9 #**

log per capita income

individual

I(1)

-2.
-3.
-3.
-1.
0.
-2.
-2.
-1.
-2.
-2.
-2.
1.
-2.
- 0.
-1.
-1.
-1.
- 0.
- 0.
- 0.
- 3.
-2.
- 0.
-1.
-1.
-1.
-1.
- 0.
-1.

4.

51
18
33~
58
32
01
01
13
76
07
12
00
43
48
29
29
26
74
94
21
10
83
77
85
20
77
34
30
57

58

relative to mean

1(0)
.10
12+
.10
.15 *
2 6 *%k%
l 8 *%
l 8 *%
l 6 *%
11
13 *
13 *
2 8 *%k%
2 6 *%k%
2 8 *%k%
2 3 *%k%
2 6 *%k%
2 9 *%k%
2 2 *%k%
2 5 *%k%
2 4 *%k%
2 8 *%k%
11

3 O *%k%
11

2 7 *%k%
13 *
2 7 *%k%
. 2 9 *%k%
l 5 *%

OO0 0000000000000 0000000000000

17. 4 ***

I(1)

-3.
-1.
-3.
-1.
-1.
-3.
-2.
-1.
-1.
-1.
-2.
0.
-2.
-1.
-4.
- 0.
-1.
-2.
-2.
- 3.
- 3.
-1.
-2.
- 0.
-2.
-1.
-1.
-2.
- 3.

- 0.

01

17 *k*k

83 *%
86 *%

68 *%

31

1(0)
17 *
22 *%k%
08
13 *
21 *%
10
13 *
11
13 *
28 *%
20 *%
27 *%k%
21 *%
26 *%k%
14 *
27 *%k%
22 *%k%
11
11
05
19 *%
22 *%k%
22 *%k%
24 *%k%
18 *%
23 *%k%
24 *%k%
12+
.08

OO0 0000000000000 00000000000000

14, 1 ***

Notes: Columns labeled |(1) are ADF tests for the unit root null hypothesis. Columns labeled 1(0) are KPSS tests for
stationarity under the null hypothesis. Therow labeled “group test” reports the | PS panel test for the unit root null
hypothesis and an analogous group mean panel based test for stationarity. Fixed effects have been included in all cases.
For per capitaincome series, heterogeneous trends have been included, while for investment series they have not.
Columns labeled “relative to mean” refer to results relative to panel means, comparable to common time dummies. The

symbols* ** *** denote 10%,5%,1% rejections respectively. See section Il for further details.



A.6

Table A-11. Individual and Panel Cointegration Properties

individual | relative to mean
country pp adf shin pp adf shin
Egypt -2.59 -3.08 0. 26 ** -3.16* -3.34+ 0. 21 **
Kenya -4, 17 -4, 12 0.11 - 3. 65 * -2.18 0.14
Mor occo -2.58 -3. 55 % 0. 16 -2.95 -3.77* 0. 21 *
Ni geri a -2.77 -2.74 0.11 -2.68 -2.65 0.11
Sout h Africa - 3. 93 ** -2.53 0.14 -3.09 -3.05 0.14
Doni ni can R. -1.86 -1.84 0.15 -3.48 * - 3. 44 0.16
Bol i vi a -1.99 -1.97 0.12 -2.45 -2.42 0.13
Brazi | -2.31 -2.28 0.11 -2.02 -2.00 0.11
Chile -2.80 -3.05 0.12 -3.25* -3.22+ 0.11
Col unmbi a -2.09 -2.07 0.11 -2.36 -2.33 0.14
Par aguay -3.48 * -3.44 % 0. 16 -3.25+* -3.21+% 0. 15
Per u -1.22 -0.70 0.14 -2.72 -3.24+ 0.15
Venezuel a -2.43 -2.11 0. 15 -2.96 -3.10 0.17
Japan -2.41 -2.38 0.15 -2.03 -2.00 0.14
Phi | i ppi nes -3.62* - 3. 58 ** 0. 20 ** -3.97 * - 3. 93 ** 0. 26 ***
Sri Lanka -1.47 -1.11 0.13 -1.31 -0.76 0.13
Austri a -2.40 -1.89 0.16 -2.73 -2.70 0.15
Bel gi um -0.79 -1.34 0.11 -2.93 -2.90 0.19*
Denmar k -2.53 -2.50 0.15 -1.49 -1.47 0.15
Fi nl and -2.24 -2.21 0.14 -3.43 * -3.39~* 0.18
Ger many, W -2.27 -2.24 0.19 -4, 37 w* -2.31 0.18
I rel and -1.81 -1.79 0. 16 -1.92 -2.13 0. 16
Italy -0.21 -1.18 0.14 -1.48 -1.47 0.14
Luxemnbour g -3.39+* -3.35+% 0.19 -3.26 -3.22 0. 15
Net her | ands -0.92 -0.91 0.12 -2.07 -2.66 0.12
Nor way -2.48 -2.45 0.13 -1.80 -1.66 0.13
Spai n -1.71 -1.69 0.15 -2.26 -2.24 0.13
Sweden -1.05 -1.03 0.14 -4, 02 x> -3.97 ** 0.16
Tur key -4, 56 *** - 3. 88 ** 0. 33 *** -3.96 * - 3. 82 % 0. 30 **=
group test 1.31 1.58 -0.55 -1.91 * -1.29~ 0.73

Notes: Columns labeled PP and ADF report the Phillips-Perron and ADF tests for the null of no cointegration
respectively. Columnslabeled Shin report the Shin [1994] test for the null of cointegration. Critical values for the Shin
test are based on simulated fractiles for samples of length T=43 under the null. The row labeled “group test” reports the
corresponding Pedroni [1999] group mean tests for the null of no cointegration, and an analogous group mean test for
the null of cointegration. In all cases heterogeneous trends and fixed effects have been included. Columns labeled
“relative to mean” refer to results relative to panel means, comparable to common time dummies. The symbols * ** ***
denote 10%,5%,1% rejections respectively. See section |1 for further details.



