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Abstract: This paper conducts a brief survey of spatial unit roots within the context of spatial
econometrics. We summarize important concepts and assumptions in this area and study the
parameter space of the spatial autoregressive coefficient, which leads to the idea of spatial unit roots.
Like the case in time series, the spatial unit roots lead to spurious regression because the system
cannot achieve equilibrium. This phenomenon undermines the power of the usual Ordinary Least
Squares (OLS) method, so various estimation methods such as Quasi-maximum Likelihood Estimate
(QMLE), Two Stage Least Squares (2SLS), and Generalized Spatial Two Stage Least Squares (GS2SLS)
are explored. This paper considers the assumptions needed to guarantee the identification and
asymptotic properties of these methods. Because of the potential damage of spatial unit roots, we
study some test procedures to detect them. Lastly, we offer insights into how to relax the compactness
assumption to avoid spatial unit roots, as well as the relationship between spatial unit roots and other
models, such as the Spatial Dynamic Panel Data (SDPD) model and Lévy—-Brownian motion.
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1. Introduction

There is an extensive literature using spatial statistics that deals with cross-sectional
correlation, and is popular in regional science, urban economics and geography, to mention
a few; see Anselin [1] for a nice introduction to this literature. Unlike time-series, there is
typically no unique natural ordering for cross-sectional data. Spatial dependence models
may use a metric of economic distance that provides cross-sectional data with a structure
similar to that provided by the time index in time series. Examples in economics usually
involve spillover effects or externalities due to geographical proximity. For example,
the productivity of public capital, like roads and highways, on the output of neighboring
states. Also, the pricing of welfare in one state that pushes recipients to other states. In a
linear regression model, this spatial correlation may be in the disturbances and is called
the spatial error model (SEM), or modeled on the dependent variable itself and named the
spatial autoregression (SAR) model, or the spatial lag model. Unlike the autoregressive
model or lagged model in time series where there is a natural ordering across time and
lagged values are well defined, in cross-sections, this is dealt with using neighbors whose
shocks or disturbances are affected by their neighbor’s shocks or disturbances in the SEM.
For the SAR, the dependent variable is affected by neighbors, like house price being affected
by neighboring house prices.This leads to the construction of a weight matrix that defines
one’s neighbors by distance or contagion; see Anselin [1]. So, rather than lagged house
prices as in an autoregressive time series model, own house price is related to a weighted
average of neighboring house prices. Spatial dependence has been extended from cross-
section to panel data; see Chapter 13 of Baltagi [2] or Elhorst [3] for a textbook treatment of
the subject.
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OLS yields inconsistent estimates in the SAR model due to the endogeneity of the
spatial lagged dependent variable and the disturbances. For the SEM model, OLS yields
an unbiased but inefficient estimator. Because of the limitation of OLS, (Q)MLE is of-
ten used to estimate the spatial models as in Ord [4], Anselin [1] and Lee [5]. However,
MLE is sometimes computationally intensive especially for large sample sizes because
of the requirement to compute the Jacobian term in the likelihood function. Ord [4] pro-
poses a simplified computational procedure only requiring the eigenvalues of the spatial
weight matrix, but computing accurate eigenvalues is increasingly difficult for large n.
Kelejian and Prucha [6] suggest a Generalized Method of Moments (GMM) estimator for
the SEM with SAR structure. Alternatively, constructing instrumental variables (IVs) from
the exogenous variables, Kelejian and Prucha [7] propose the GS2SLS estimator and Lee [8]
discuss the best GS2SLS estimator by using more efficient IVs. Lee [9] considers a GMM
estimator for the SAR models with exogenoues variables and showed it is more efficient
than the 2SLS estimator and is as efficient as the ML estimator asymptotically. Spatial
panel data models (with dynamic terms) are also estimated using MLE, 25LS or GMM as in
Yu et al. [10], Baltagi and Liu [11], Kapoor et al. [12].

However, for all of these estimation methods considered above, they constrain the
parameter space of the spatial coefficient to limit the degree of correlation between units.
This is because when such spatial correlation is too strong, the spatial echoes passing
through each unit do not die out and so the system cannot achieve an equilibrium. When
the spatial weight matrix is row-normalized by convention, such a constraint requires the
spatial coefficient to be smaller than 1 in absolute value. In this survey, we summarize
the developments that relax this constraint and allow the spatial coefficient to equal or
sufficiently approach unity, which is known as the spatial unit root. This is of practical
relevance because there are many cases where the spatial coefficients are close to 1. For ex-
ample, Keller and Shiue [13] detect the inter-regional trade of Chinese rice and find that
rice prices for different provinces are highly related with spatial coefficients lying between
0.9 to 0.95.

When (near) spatial unit roots exist, the standard estimation procedures are not
necessarily reliable and statistical inference is invalid. To remedy such a case, Fingleton [14]
avoids the circularity of the spatial weight matrix and conducts a Monte Carlo simulation
to explore the performance of OLS estimation. Alternatively, Lee and Yu [15] artificially let
the spatial autoregression coefficient sufficiently approach the unit roots and derive the
asymptotic behavior of QMLE and 2SLS estimators. The spatial unit roots have also been
generalized to Spatial Dynamic Panel Data (SDPD) model by Yu and Lee [16].

In order to investigate the possible spatial unit roots, several test procedures have
been proposed. Fingleton [14] suggests a “very high” value of the Moran’s [ statistic
could be useful for testing spatial unit roots. Lauridsen and Kosfeld [17,18] propose a
two-stage Lagrange Multiplier (LM) tests that distinguish the spatial unit roots from the
stationary positive spatial correlation. By the fact that spatial impulses do not die out
under spatial unit roots and lead to explosive variance, Beenstock et al. [19] numerically
calculate the critical value even under an irregular spatial weight matrix. These tests
have been extensively used in the literature; see Yesilyurt and Elhorst [20], Olejnik [21],
Machado et al. [22], Beenstock and Felsenstein [23].

This paper is organized as follows. Section 2 introduces some basic concepts in spatial
econometrics. Next, the parameter space of the spatial autoregressive coefficient and
the corresponding singular points are considered. Stationarity and spatial cointegration
concepts derived from spatial unit roots are introduced. General assumptions and the
corresponding implications in spatial econometrics are discussed. Section 3 introduces
the potential problems with the existence of spatial unit roots: spurious and nonsense
regression. Section 4 investigates estimation methods and inference under spatial unit roots.
Section 5 discusses how to test for spatial unit roots. Section 6 discusses spatial unit roots
in the SAR model while Section 7 concludes.



Mathematics 2024, 12, 1052

30f32

2. Basic Concepts in Spatial Econometrics

Spatial models study the spatial dependence between units. In practice, the spatial
weight matrix is used to describe such dependence. Let W, be the n x n contiguity-based
spatial weight matrix, i.e., w;*] = 1 if unit 7 and j are contiguous and 0 otherwise. Also,
the diagonal elements are set to 0 by convention. In practice, the spatial weight matrix is

%

generally row-normalized by w,, ;; = Zw#, so the row sum of W, will be one.
] “n,if
Different spatial model specifications have different implications. The SEM with

spatial autoregressive (SAR) structure on the n x 1 error vector u, can be expressed as
Uy = MWyt + €, = (In — 1y Wn)flen, where A; is known as the spatial coefficient and
satisfies some assumptions that will be introduced later, and €, is the n x 1 independent
and identically distributed (i.i.d.) innovations with variance 2. The error covariance matrix
for the u, with SAR structure is

Osar = E[unitl] = 02(In — W) " (I — MW,) ™' = 02(BLBy) ", (1)

where u/, = €,(I, — A{W,,)'"! and B, = I, — A{W,,. Though W,, may be sparse, (B;an)_1
is not necessarily so, thus the spatial covariance structure induced by such SEM model is
classified as global. Conversely, a spatial moving average (SMA) specification for the error
vector u, can be expressed as u, = AyWye, + €, = (I + AWy, )€y, and the corresponding
covariance matrix will be

Qsma = E[ugu] = 0?2 [1,1 + Ag (W + W) + A%an,’l], )

including only W, and W, W,, which are first and second order neighbors if W, is de-
fined as first-order contiguity. Hence, such a model is generally classified as local. See
Baltagi et al. [24].

Kelejian and Prucha [7] consider a “cross-sectional (first-order) autoregressive spatial
model with (first-order) autoregressive disturbances” (SARAR) and is labeled as spatial
autoregressive combined (SAC) model. If the right-hand side includes both the independent
variable and the spatially lagged dependent variable then it is termed the mixed regressive,
spatial autoregression (MRSAR) or mixed SAR model. The spatial Durbin model (SDM)
includes both the spatial lagged dependent variable and independent variables. A full
model labeled as general nesting spatial (GNS) model given in Elhorst [3] is

Yn - AanYn + Kly ‘I’ Xn‘B ‘I’ WanG + Uy,

©)
Uy = AWyl + €y,

where A, is referred as spatial autoregressive coefficient (SAC) and A, is called the spatial

autocorrelation coefficient.

2.1. Parameter Space of the Spatial Autoregressive Coefficient
Consider the pure SAR model with data generating process (DGP):

Y, = AW, Y, + €, (4)

where Y}, is an 1 X 1 vector of observations on the dependent variable, W, is an n x n
spatial weight matrix and €, is an n x 1 vector of disturbances which are assumed to be
iid. (0,02). The reduced form equation of Y, can be written as

Y, =S, ey, (5)

where S, = I, — AWj,. So to guarantee the system achieves equilibrium, a crucial assump-
tion is that the absolute value of the spatial coefficient A is strictly less than 1 (see Kelejian
and Prucha [6] (Assumption 2), Kelejian and Prucha [7] (Assumption 2)) to ensure the non-
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singularity of S,,. This assumption follows from a sufficient condition for the invertibility
matrix in Horn and Johnson [25] (Corollary 5.6.16, p. 351):

Theorem 1. An n x n matrix A, is nonsingular if there exists a matrix norm ||-|| such that
I, — Anl| < 1. If this condition is satisified, Ay = Yo o(In — An)F.

Thus, S, is invertible if there exists a matrix norm such that ||I, — (I, — AW,)|| =
AW, || < 1. Itis also well known that any norm of a matrix is larger than all of its
eigenvalues. Let X, be the eigenvector matrix and p;, i = 1, - - , 1, be the egienvalues of
W, then

|Pi|||Xn|| = HPanH = ”Wan“ < HWnHHXnH (6)
So it is easy to see that |A| < m and therefore
1 1
<AL , 7)
Pmin Pmax

because ) p; = tr(W,) = 0o that pi, <0 < Pmax. A useful result is given in Ord [4]:

Theorem 2. If W, has eigenvalues p1,--- ,pn, |0In — Wn| = TI'-1(0 —pi). Then for
Sn = Iy — AWy, det(S,) = [I — AW, | =TT, (1 — Ap;).

Moreover, the log-likelihood function for Yy, given Y;, = y in (4) is

n 1
Ao?) =3 1n(2m72) ~ 553/ ShSuy +In[Sul, (8)
and [S,| =TT, (1 — Ap;) > 0, of which a sufficient condition is Ap; < 1, for all i. Again,

since py,i < 0 < pmax, We obtain the range of A that is given in (7).

However, either by Theorem 1 or 2, (7) is a sufficient condition for the invertibility
of S,. The singular points of S, are plT" -, % by Theorem 2, and the number of these
singular points are at most countably many as n — co. This raises a problem as stated
in Kelejian and Robinson [26]. These singular points can be determined generally by the
nth polynomial numerically, and to avoid inconsistency, they should be removed from the
possible values of A. Griffith [27] (p. 19) states that this condition also ensures stationarity,
but Kelejian and Robinson [26] give a counter example showing that it does not when W,
is a row-normalized double queen weight matrix.

When the matrix is row-normalized, Kelejian and Prucha [6] (Note 8, p. 120) show
that pmax = 1 by Gersgorin’s theorem, and typically, |0in| < 1 [26]. We assume |[A| < 1,
and this is why A is generally interpreted as the spatial autocorrelation coefficient similar

to its counterpart in time series.

2.2. Stationarity, Order of Integration and Cointegration

Stationarity is a key assumption in time series. Similarly, in spatial econometrics,
when the stationary assumption does not hold, spurious or nonsense regression appears,
as will be shown in the next section. Stationarity is tightly connected with S;,. The formal
definition of stationarity is given in Anselin [1] (p. 42):

Definition 1. A process is strictly stationary if any finite subset {x;, x;, - - - , x| from the stochas-
tic process {x;,i € 1} has the same joint distribution as the subset {x; s, Xjtsr ", Xnts ) for any
s, where s represents an uniform shift in time, space or time—space.



Mathematics 2024, 12, 1052

5o0f 32

But we generally consider a weaker version, covariance stationarity. For the intuition
of stationarity and the connection with the inverse of S;, see Beenstock et al. [19]. Consider
the pure SAR model in (4) and (5), the covariance matrix for Y}, is

Var(Y,) = E[Y, Y] = 025,15, 1 = 02B,, 9)

where B, = S, 15/”’1 and S, ! is defined in (5). Letting by; be the (k, j) element of the matrix
By, by normalizing 02 =1, Y has variance by and covariance byj with Y;. By Definition 1,
stationarity requires that by, and by; remain unchanged asymptotically (this implicitly
assumes that both location j and k are far away from the edge). Note that by Theorem 1,

we have
o0

Sit=Y (In—S0) = Y (AWW)F = L + AW, + A2W2 + -+ (10)
k=0 k=0

So the stationarity assumption is equivalent to A" KW=k — 0, for all k as m — oo.
Since m < n and m — oo, m represents the “remote” area, and W,T’k is the m — k step
neighborhood of unit k. Thus, intuitively, stationarity requires that the shocks from far
away locations will asymptotically not affect the epicenter area.

Another two concepts tightly connected with unit roots and stationarity are the order
of integration and cointegration. The order of integration is originally a concept in time
series that describes the minimum number of differences that a non-stationary process
needs to be (covariance) stationary. Cointegration, on the other hand, describes the mini-
mum order of integration of a combination of two or more series with the same order of
integration. The formal definitions of the order of integration and cointegration are given
in Hamilton [28]:

Definition 2. A time series is integrated of order d, denoted 1(d), if (1 — L)? X, is a stationary
process, where L is the lag operator and 1 — L is the first difference.

Definition 3. Time series X and Y are cointegrated of order 1(d,b), if both of them are I(d),
and there exists a cointegrated vector (a,b) such that aX +bY ~ I(d — b).

In time series, the lag operator L is defined by LX; = X;_1 because of the natural order
of temporal data. In spatial econometrics, we regard W, as the spatial lag operator and
I, — Wy, as the first order spatial difference, see Anselin [1] (pp. 22-26). We also use I(d)
and I(a, b) to refer to spatial integration and spatial cointegration respectively.

More specifically, for the pure SAR model in (4) with a row-normalized weight matrix,
if A =1,Y, ~ I(1) since €, is stationary. Also, suppose both Y}, and X, are I(1), but they
have a long-term equilibrium relationship Y, = X, + €, then obviously, (X;,Y,) are
I(1,1) with cointegrated vector (—p,1).

2.3. Some Fundamental Assumptions

Different assumptions are made in spatial econometrics for different estimation meth-
ods. The most common ones are listed here, and the implications are explained.

Assumption 1. The disturbances €1, - - - , €, are i.i.d. for all n (so uniformly) with zero mean and
finite variance o2. Additionally, fourth moments exist.

Assumption 2. The elements of the exogenous variables X,, are uniformly bounded for all n.

!
The limy, 00 XnXn

L=t exists and is nonsingular.

Assumption 3. The matrix S, is nonsingular.

The existence of up to the fourth moment of disturbances is needed to apply the central
limit theorem for (a system) of the linear-quadratic form (see Kelejian and Prucha [29]
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(p- 226) and Kelejian and Prucha [30] (p. 63)). The nonsigularity of S, makes sure the
system achieves an equilibrium as well as ensuring that the mean and variance of Y, exist.

Assumption 4. The matrices Wy, and S;* = (I, — AW,,) ~! are uniformly bounded (UB) in both
row and column sums for all n. (We say a matrix is UB in row (column) sums if its maximum row
(column) sum is finite. This property preserves under finite matrix multiplication.)

The UB condition for W, implicitly assumes a limited number of neighbors for all
units even as n — o, so the weight matrix W, is sparse for large n. This assumption is
relaxed in Lee et al. [31] by introducing dominant (popular) units. In practice, the spatial
units have a limited number of neighbors. Though sometimes w;,, ;; may be defined as the
inverse of the distance between i, j physically or economically, w;, ;; tends to be 0 between
far away units as 7 increases. So in general this assumption is satisfied. The UB of {S, !}
is to ensure the covariance matrix Var(Y;) in (9) is still UB, which limits the correlation
between two different units since the UB property preserves under matrix multiplication.

Other assumptions to ensure identification conditions or the derivation of asymptotic
distributions of estimators will be mentioned when needed.

3. Spurious Regression When (Near) Unit Roots Exist

The variance of Y}, explodes when unit roots exist, and OLS estimation may perform
unsatisfactorily: the estimators are inconsistent, the test statistics do not have familiar
distributions, and may even converge to a constant. These phenomena have been studied
extensively in time series, and similar symptoms occur in spatial econometrics.

3.1. Spurious Regression of Driftless Series and Spatial Integration

Fingleton [14] studies unit roots and spatial cointegration in spatial econometrics.
Using Monte Carlo simulations, he finds that spatial unit roots will lead to a spurious
regression and proves that when two vectors are spatially cointegrated, even running a
regression on the error-correction model yields inconsistent estimates. Beenstock et al. [19]
distinguish between the terms spurious regression and nonsense regression and argue that,
Fingleton [14] refers to nonsense regression instead of spurious regression. When Y}, and
Xy, are driftless random walks, the nonsense regression occurs because of the increased
variances of Y;, and X, over time. On the other hand, the spurious regression occurs when
Y, and X, are independent random walks with drift, which causes their means to increase
over time. See also Mur and Trivez [32].

To run the simulation, two independent pure SAR processes Y; and X,, containing
spatial unit roots are generated separately as in (5). But as discussed in Section 2.1, S;;!
does not exist under a row-normalized weight matrix when A = 1. To avoid this, Fingleton
introduces the “unconnected central cell”, which manually sets one row of the spatial
weight matrix equal to 0 to avoid circularity. This is a time-series analogy because there is
always a starting point in temporal data (t = 1). By doing so, the singular point is slightly
larger than 1, and the existence of S;; 1 is ensured [32]. Regressing X, on Yy, the t-statistic
and coefficient of determination R? show the significance of the parameter between two
unrelated variables when spatial unit roots exist. Letting e be the OLS residuals, Moran’s I,
defined as

n e'W,e
im1 o1 Wnij €le
e Wye
T e

Invtoran =
(11)

(when W,, is row-normalized),
is the spatial version of the Durbin-Watson statistic, and thus is a measure of spatial

autocorrelation. The simulation results of Moran’s I show a high level of positive spatial
autocorrelation in the residuals and evidence for the presence of a spurious regression.
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To remedy this situation, spatial differencing is introduced to the SAR process with
unit roots:
AYy = yAXy + €n, (12)

where AY;,, = Y, — W, Y, and AX,, = X,, — W, X,,. When both Y;, and X, are spatial I(1)
processes, we have AY,, = ey and AX,, = ex. The regression of the first-order spatial
difference variable is equivalent to regressing two independent I(0) processes, which
should theoretically yield 4 = 0.

Next, spatially cointegrated series are considered. To generate (X, Y,) ~ I(1,1),
the “error-correction representation” is used. The idea is adopted from Robert [33] that
the existence of error-correction representation is a necessary and sufficient condition for a
cointegrated time series. The spatial analogy is

Yy = Wy Yy, + C(ann - WnYn) =+ e1n,
Xy = WyXy + d(Wan - WnYn) + ez,

o1y ~ N(o, (7121,1),

ean ~ N(o, a%ln),

(13)

where W, X,, — W,, Y, is the equilibrium error assumed (for simplicity) stationary and hence
the name “error-correction”. The spatial unit root series X, and Y, have a long-term
equilibrium X, = Y;,. Note that (13) has two equations and two unknowns and W, is a
noncircular matrix.

Moran’s I statistic may act as a useful indicator for cointegration because the cointe-
gration regression (regress Y, on Xj;) involves endogenous variables. Also, the first-order
regression is inappropriate because of omitted variable bias concerning the equilibrium
error W, X, — W, Y. Rearranging (13) yields the appropriate specifications:

Yn - WnYn = C(Wan - WnYn) + e1n,

(14)
X — WXy = d(Wu Xy — Wi Yy) + €2

But OLS estimation for either c or d is inconsistent because of the presence of a spatially
lagged dependent variable, which is different from the traditional time series counterpart.

3.2. Spurious Regression with Deterministic Trends

Fingleton [14] studies the effect of spatial unit roots by simulation while Mur and
Trivez [32] show that the variance of the spatial unit roots series explodes. For the DGP
in (4)

Yy = AW, Yy +€n = Yy = (I, — AWy,) ey = S en, (15)
since the contiguity-based spatial weight matrix is symmetric, W, can be decomposed as
Wi = QuAnQ;, 1 no matter whether it is row-normalized or not. Thus S, = I, — AW,, =
Qu(ly — AN Q; ! = QuAnQ, ! where A, is the eigenvalue matrix of W, and thus A, is
also diagonal. So, Mur and Trivez [32] derive the variance of Y, as

Var(Y,) = 02(B,B,) "
= ?Qun, Q1 (Q)) T'A (16)
= 02Qui; 1 (Q4Qn) A 1Q,

with



Mathematics 2024, 12, 1052 8 of 32
q11 . qin
qui - g 1 1 1-Ap1 1—Apn
A_l — . dla P = . t. . . 17
an g 1_/\.01, ’1_)\pn . . . ( )
Ce . qnn
dn1 qnn T—Ap T—Aon

Let m;; be the element of row i and column j of the matrix (Q, Qn)_l, and the variance of
the r-th element of Y, is then

e Tirdjr
Var(Y,,,) = o2 mj;. (18)
" ;; (1= Api) (1= Apj) 7

If W, is row-normalized, at least one p; = 1, which means that if the spatial unit roots
exist and A = 1, Var(Y,) explodes. If W, is not row-normalized so that Q, is symmetric
and orthogonal with Q},Q, = I, Var(Y;,) = 0?QuA,;>Qy, then Mur and Trivez [32] show
the variance of the observation at r reduces to

n 2
q; 1
Var(Y,,) =0*Y — ~ —c0, whenA= —. (19)
i; (1-Ap;)® bi

But when A is not one of the singular points of S,;, Var(Y;,) is not necessarily a function
of n, i.e., the variances of Y}, do not increase as the sample size grows [32]. This is in
line with the discussion of stationarity in Section 2.2 and reveals the possible source for
nonsense regression concerned with the spatial unit root SAR series [34] (p. 303).

Mur and Trivez [32] focus on the spurious regression when a spatial deterministic
trend exists and show that under such circumstances similar symptoms related to unit
roots occur. Consider the DGP

Y, = 6ty + AW, Y, + €. (20)
— Yi’l — (In - /\Wn)_l(fsln + en) (21)
=5tk + 5, ey, (22)

where 1, is an 1 x 1 unit vector and /} = S, ;. Comparing the term 6% in (22) with the

”

time trends in a typical time series model, “1;;” is similar to the time trend “#”: t is different
in terms of the relative position in time and the element of i is different in terms of its
relative position in space. Also, the presence of such a trend term in the SAR process leads

to spurious regression. Consider the simple regression
Yin = a+ Y2up+ pin, (23)
where Y7, and Y3, are unrelated SAR processes generated by (20), respectively

Yi, = 61tn + AW Y, + €10 = Y1, = 515fnlln + anleln, (24)
Yan = 62ty + AaWi2 Yoy + €20 = Yau = 62551 + S5, ean.

Assuming €1, and €y, are independent white noises, we expect the estimate of § in (23) to
be 0. However, this is generally not the case which means spurious regression occurs. This
can be seen from the fact that the correlation coefficient between Y3, and Y5, given in Mur
and Trivez [32]

Y (Yinr — Y1) Yon,r — You)
o 2 = 2
\/Er(Yln,r = Y1u)" X (Yo, — You)

Y Yon = —1, n—oo. (25)
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Though Fingleton argues that a high value of Moran’s [ statistics may be a good
indicator for the existence of spatial unit roots and spatial cointegration, he cannot dis-
tinguish between them, or even from the (genuine) positive spatial autocorrelation case.
Some testing methods are developed and summarized in Section 5. The trend SAR series
proposed by Mur and Trivez [32] seems to receive less attention, which may be due to the
fact that when the mixed SAR process contains only a constant exogenous variable and W
is row-normalized, multicollinearity occurs; see Kelejian and Prucha [7] (p. 105), Lee [35]
(p- 258), Lee [5] (p. 1907).

3.3. Spurious Regression under the near Unit Roots with a Row-Normalized, Circular
Weight Matrix

The spurious regression considered in the previous two sections is under a row-
normalized, noncircular weight matrix, which implicitly assumes an unconnected central
unit in the spatial system, and is too restrictive to be used in empirical applications. Thus,
Lee and Yu [34] study the spurious regression under a circular, row-normalized spatial
weight matrix. The DGP process for the (mixed) SAR series is

in’l = A]HW]HY]H + Z]n’)/] + ejn/ ] - ]-/ AU (26)

In this case, Aj;, # 1, since the unit roots are singular points of Wj,. They study the
consequence when A, approaches 1, namely

1
Ao =1-——, 27
n0 lpn ( )

where ¢, — 00 as n — co.

3.3.1. Decomposition of Y},

Though the variance of Y, explodes as A;, —+ 1, Y, can be decomposed into a stable part
and an unstable part by the decomposition of the weight matrix W,,. This decomposition
given in Lee and Yu [15] is used in Yu et al. [10,36], Yu and Lee [16] to study unit roots in
a spatial dynamic panel data (SDPD) model. Because of its importance, this procedure is
summarized here. See Baltagi et al. [37] and Lee and Yu [15,34] for more information.

Theorem 3. Suppose that Wy, is a row-normalized weight matrix from a symmetric matrix Cy,
ie., Wy = A;;1Cy, where Ay, is a diagonal matrix with its diagonal elements formed by the row
sums of Cy,. Then (i) the eigenvalues of Wy, are all real; and (i)W, is diagonalizable.

(i) can be easily seen from the fact that all symmetric matrices have real eigenvalues.
For (ii)
1 _1 _1 _1
Wy = A 1Co = AZWLA, 2 = A, 2CuA, 2. (28)

_1 _1
Let D;; be the eigenvalue matrix of A, *C, A, ?, and R}, be the corresponding orthog-

_1 _1 ;
onal eigenvector matrix, i.e., A, *CyA, * = R;;D;R};. Lee and Yu [15] show W, can be
expressed as:

A D
- (An R;i) D; (R:;*A%) (29)
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_1
Let R, = A, *R};, D, = D;. By definition, R, is the eigenvector of W, and D,, = D},
is the corresponding eigenvalue, so the eigendecomposition of W, is

W, = R,D,R; L. (30)

Moreover, the largest eigenvalues of a row-normalized matrix are 1 in absolute value.
Without loss of generality, Lee and Yu [15] assume there are m,, eigenvalues equal to 1
and let

Dy = diag{Lu,,dnm i1, »dun}, (31)

where 1,,, is 1 X m, vector of ones and |d,,;| < 1 for all i. So the eigenvalue matrix D, can
be decomposed into two parts:
D, = J,+ D, (32)

where [, = diag{1y,,0,---,0} and D, = diag{0,---,0,dpm,+1, - ,dun}. Accordingly,

Wy = RyDyR; " = Ry (Ju + D) Ry,

e , )
= RyJuR,; "+ RyDyR; " = W)+ W,
where W¥ = R, J,R,;' and W,, = R, D, R, !.
Lee and Yu [15] note that J,J,, = J, and J,D,, = 0, so
WEW! = W', WEW, =0, W,W! =W« (34)

Denoting S, (A) = I, — AW, = Ry, (I, — AD,)R;!,and S, = S, (A,0) where A, is the true
value of A, they obtain S;;*(A) = R, (I, — AD,) 'R, ! and thus

I, — )\nODn — dlag{(l _ /\”0), e, (]_ — /\HO)/ (1 — )\nodn,mn+1)/ cee, (]_ — )\m)dnn)}/ (35)
1 1

— (I, — AwoD _1:dia{ PR } 36

(In n0Dn) 8 ¥n Y 1 — Apodn,m,+1 1 — Apodun %)

since A, g =1— ﬁ Similarly,

o 1 1
I, — AyoD = diag< 1, , PEERN . 37
( " "0 n) g{ i 1- )\nOdn,anrl 1- /\nOdnn } ( )
Comparing the first m,, diagonals of (I, — AyoDy) " and (I, — AyoDy) ! itis easy to
obtain (In - AnODn)_l = PuAnofu + (In - /\nODn)_lr thus

- oy —1
S (Ano) = PudnoWE + (L — AyoWn) . (38)

Denote G, = W,,S,, 1, by (38) and (34):
G = PuA oW + Wi (I — Ao Wy) (39)
Thus, Lee and Yu [15] decompose Y}, = S];Zl (Ajn)(Zjnyj + €jn) into two parts by (38):
Yiu = Yl + Vi, (40)

where Yfi = Aju Wit (Zy; + €ju) and Yy = (b = AjaWin) ™ (Zin7; + ).

It can be seen from (38) that when A,,p — 1, S;; 1()\n0) is ill-conditioned because
P, — co and hence the variance of Y, explodes. This is caused by the first unstable term
in (40) (the second term is stable). Thus, Yj, is of order ¥;,, which may grow too fast to

1

yield useful asymptotic analysis. Thus, a rate-adjusted factor o is needed to maintain
jn
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a controllable rate. A similar idea applies to QMLE and 2SLS methods for estimation as
shown later.

3.3.2. Spurious Regression of OLS under Near Unit Root

To study spurious regression, following Fingleton [14], Lee and Yu [34] consider the
DGP that is similar to (26) but without exogenous variables:

an = )\jnanan + €jn, j=1---,m. 41)

Denote Y_1, = [You, -+, Y], Xu = [tn, Y_1,,] Where 1, is the n x 1 vector of ones.
Let A be a scalar, B = (B2, -+, Bm) bean (m — 1) x 1 vector and 6 = (A, f/)’. OLS, which
may yield spurious regression, is then

Yl}’l = Ay + Y—],nﬁ + Vn = Xn5 + VTZ/ (42)

where V, is an n x 1 vector of disturbances. To make sure the variable of interest is under
controllable order, scale Yj, and S].;ll S;;l as

1 1

jn lpijnyjnr s 1g—1 j=1---,m. (43)

-2 °in CPjn 7
¢jn]/

Lee and Yu [34] introduce a sufficient condition for Assumption 4 that ensures the UB
of S;1, by (38):

Assumption 5. (I, — A;,Wj,) L and Wi, are UB.

Under Assumption 5, Sj, is UB. To study the properties of OLS estimation, it is suffi-

cient to show the asymptotic behaviors of ﬁX;‘l’ Y7, and %Yi’;’ Y;;, where X = [Ln, Yil,n} .
Proofs of these properties are about orders of matrices and random vectors as well as
first and second moments of quadratic forms (some useful lemmas can be found at
https:/ /www.asc.ohio-state.edu/lee. 1777 /wp/sar-qml-r-appen-04feb.pdf, accessed on
28 March 2024). The OLS estimates for a and B: (&, B,,) = (X,Xu) " (X}, Y1,) can be

expressed in terms of ﬁX;‘l’ Y;, and ﬁXZ’XZ

& IS DU S A R
ﬁ( E’; ) —llJlnYm1<an/Xn> (\/EXH’YM) (44)
where
P2, O .0
1 0 0 ¢ --- 0
Ym<0 YZm) and Yy, = . (45)
0 0 SRR 1 .

Lee and Yu [34] notice that the scaling factor Y, is needed because the columns of X,
have different orders (1, 2y, - - - , Ymn) and Yj, is of order 9y,,. Based on this fact, they give
the following result:

1 1
;XZ/X; =D}y +0p (ﬁ) , (46)

where D, ... = diag{l,azz%tr(SZn), e ,afn%tr(Smn)} , Op(ﬁ) means the remaing terms

of %X,’;’ X, are at most of order % and S;,, symbols are defined in (43), forall j = 2,-- - ,m.
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Moreover, %X;’ Y], has limiting variance matrix:

X . .1 .1 1
Y= (712 d1ag{nlgx;lo El;Slnln,cTZz nlgxgo Etr(Sanln)/. .. /Urzn nlgr.}o ntr(SmnSln)}. 47)

Lee and Yu [34] also adjust Assumption 2 to ensure %X,ﬁ’ X is of full rank when n — oo
and obtain the asymptotic distributions of the OLS estimators:

Assumption 6. lim;, e %tr(S]'n) #0forj=1,2,---,m.

Denoting
E I * : 2 1: 1 2 1. 1
D}, = nlgn D;, ,x = diagq 1,03 nlgn ;tr(SzH), Ce O nlgn Etr(Smn) , (48)
then
Vn
lpln

Since Y1, is independent of Yj,, one may expect insignificant  in (42). How-

Yor (Au, B) = N (0, (D3] 25 D3] ) (49)

ever, whether ,Bj converges to 0 in probability or not depends on the factor w—\/jlpjn for
2 < j < m (note that Y,, in (49) is diagonal): if w—‘/jtpjn — 00, ,Bjn Poois T‘/lzt,bjn-consistent;
if w—\/jlpjn — ¢ < o, ﬁjn is asymptotically normal because its limiting variance does not

converge to 0; if lp—\/ftpjn — o0, B jn 18 not bounded in probability and diverges. Intuitively,

n

spurious regression will not occur if i1, approaches co faster than ¥;,, or equivalently, A1,
approaches 1 more quickly than A;, [34].

3.3.3. Other Test Statistics

It is also important to discuss the statistical properties of other test statistics based on (42),
which could be potentially useful for distinguishing spurious regression. Lee and Yu [34] give
the following theorem as a prerequisite:

Theorem 4. Under Assumptions 1 and 4, for any nonstochastic UB square matrix By,

1. , 1

EylanPnyln - Op E . (50)
where P, = X, (X, X)X/, is the projection matrix of X,,

Based on this theorem, Lee and Yu [34] show the order of the estimated variance of

the disturbances 67 is

1 ., 1 [ éen 0y 1
= ) = e o () v

and

n- tr(§jnS1n) .
— e~ |, f 2<j7<m, 52
lim tr(Sjn) Tt(S1y) orevery2 <j<m (52)

1
4 U Uy, (53)

P
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) o ) tr(SjySip
where U, is an m — 1 random vector with its elements u im~ N0, limy; o tr(SuSun) .
tr(Sjn)tr(Sln)

Thus tﬁj does not have a familiar asymptotic standard normal distribution, and the F-
statistic has no familiar y?(m — 1) distribution either.

Even though the ¢- and F-statistic are not reliable, Lee and Yu [34] suggest the com-
bination of R?> and Moran’s I could be a good indicator for spurious regression under
near unit roots. Let M2 =1, — %lnl,’q, where [, is an n x 1 vector of ones, the coefficient of
determination R? is

R ehen L enen/ (ni,) -0 <1> *oo. (54)

And the Moran’s I statistic is

1, tr( ¥~ 1w, 51
~el W,e ( 1 no1 1
IMoran = nln ntn - n n ) +Op<)

nehen w(splsg ) Vv (55)

LA 1, when W, = Wy,.
3.3.4. Constant Terms in the DGP of Yin's

Lee and Yu [34] also study the constant term and unit roots at the same time. It could
be shown that the estimation of f is the same as in (49) after reparameterization. Consider
the DGP of series Y]Cn with near unit roots and a constant term ¢;,, as

Y]Cn = )L]-,IW]»”Y]% + Cjutn +€ju, foreveryj=1,---,m. (56)
Regress Y§, on 1, and Yil,n:
chn = “Cl” + Yil,n:BC + Vrf (57)

where a° is a constant and Y¢  is similarly defined as Y_; above. Since Wj, is row-
normalized, Wiy, = iy, we have Y]?n = S].*n1 (Cjnln + ejn) = PjnCintn + S]«;,lejn = PjnCintn +
Yjy. So (57) could be rewritten as:

m
Y1, = (D‘C — P1uCin + 2 lzb]'ncjnﬁjc'n) In + Yfl,n,BC + V}i' (58)
j=2

Compare (58) and (42), OLS estimation of € is the same as that of p and thus the
corresponding statistics would be the same.

3.4. “Spurious” Regression with Equal Weights

Baltagi and Liu [38] show that under the special case where the spatial weight matrix
is row-normalized and with equal spatial weights, i.e.,

0 ,ifi =7,
Wy ij = e g 59
i {nll ,ifi . (59)
spurious regression will not occur. This spatial weight matrix “is naturally suggested if
all units are neighbors to each other and there is no other natural or observable measure
of distance [39]”, such as interactions between students in a class or workers in a firm, etc.

Without loss of generality, the DGP is assumed to be

Yn = AlwnYn + €1n,

(60)
Xﬂ - /\ZWan ‘l’ €24
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Consider the regression
Yy = aty + Xy + Vi (61)

By the Frisch-Waugh-Lovell Theorem, the OLS estimation of f3 is B = (X,Ep Xn)le; E.Y.,
where E, = I, — % and J, is an n x n matrix of ones. Kelejian and Prucha [39] show the
inverse of the matrix S, = I,, — AWy, k =1,2,is

St ="0uln— oln, (62)

and 0, = —=1_. Using the fact that E,, J;, = 0, Baltagi and Liu [38]

where 6y = ( T

Ak
n71+)tk)(17)\k)

show %X{l E X, - 03 and ﬁX,’q E,Y, AN (0,0%03), so the asymptotic distribution of

B is given by

-1
Vip = (iX;E”XO (\}ﬁx;l-:nyn> LN N(o,a%/ag). (63)

The asymptotic distribution of 3 does not depend on A; and A, and is /7 consistent
(compared with (49)), which means that the spurious regression does not occur.

4. Estimation and Inference

The spurious regression studied in the previous section suggests that OLS is not a
good estimator in the SAR model with spatial unit roots. QMLE and 2SLS are alternative
methods of estimation. This section briefly reviews these estimators and their performance
under near unit roots.

When the error term of the DGP has a spatial autoregressive structure, OLS and
(feasible) generalized least squares ((F)GLS) estimators are consistent. The efficiency
of the OLS estimator was considered by Kramer and Donninger [40], Tilke [41] for the
symmetric spatial weight matrices, and generalized by Kramer and Baltagi [42] with a
broader covariance matrix. But the symmetry of the weight matrix is too restrictive to
be used in practice, so Martellosio [43] generalizes this to nonsymmetric weights ma-
tr{var(XBGLs)]
tr[var(XBOLS)]
papers generally focus on the relationship between W, and X, for example, when the
column space of W, is contained by the column space of X. Following Lee and Yu [34],
Baltagi et al. [37] derive the asymptotic properties of OLS, (F)GLS of § and point out
important differences from conventional theory based on stationary spatial error.

A special SAR model has also been considered in regular lattices under spatial unit
roots with the form

trices. The efficiency of the OLS estimator is defined as 7 := . But these

P1 P2
Yo=Y @i Ve ii—j+ex, a0 =0. (64)
i=0j=0
The simplest case of this special SAR model is the doubly geometric spatial autoregres-
sive process:
Yig = aYje—11 + BYj i1 — Y111 + k- (65)

It is called “unilateral” because only the previous units have effects on the latter ones and

have a lower triangular weight matrix. It can be considered as the combination of two

autoregressive (AR) models [44]. This model has been widely used in the area of image

processing, agriculture trials, digital filtering, and other different fields. Model (64) is

unstable when either |¢| > 1 or |B| > 1 because of the existence of spatial unit roots [45,46].
A more complicated special case of the unilateral model is

Yii = aYi_1;+ BYki—1+ Y111+ €k (66)
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Because of its simple form, the estimation and inference of (64) can be derived without
too many assumptions, as will be seen shortly. Moreover, when spatial unit roots exist,
the limit of the variance of Y} ; are analytically obtained in Baran [47] when the parameters
(a, B,y) are located on the interior, on the edges, and on the vertices of the domain of
stability. Paulauskas [48] explicitly shows that the growth rate of the variance of Y is
different in dimensions d = 2,3 and d = 4. Though this approach studies spatial unit roots
from a different angle than that of Fingleton [14], it points to some similarity as in a recent
paper [49] that will be discussed in Section 6.

Another possible way to remedy the problem caused by spatial unit roots in the SAR,
SEM model is to relax the compactness assumption. When some parameters approach the
boundary of the parameter space, consistency of extremum estimators could be obtained
with compact parameter spaces. Thus the compactness assumption is standard in spatial
econometrics because of the existence existence of the singular point panx’ see proofs in
Kelejian and Prucha [6] Lee [5], Gupta [50]. But such an assumption is also restrictive in
the sense that if we choose an arbitrary compact set on the open parameter space, the true
global optimizer may be exclusive, especially for near unit root cases. A recent paper by
Liu et al. [51] generalizes Theorem 2.7 in Newey and McFadden [52] (p. 2133), which relaxes
compactness when the objective function of an extremum estimator is concave and allows
the non-stochastic objective functions to depend on the sample size n. This generalization
is suitable for spatial econometrics models because the sample observations are usually
in triangular arrays. (A triangular array is a doubly indexed sequence of numbers or
polynomials. Each row of the array is only as long as the row’s index. For example, the ith
row contains only i elements.) The consistency of the QMLE of the SAR model and the
MLE of the SAR Tobit model are investigated. But a closed-form solution is not obtained.
On the other hand, Gupta [53] proposes a Newton-step computational algorithm of QMLE
for a large-parameter-size SAR model, which is free from the compactness assumptions.
Under the normality assumption, it has the same asymptotic efficiency as MLE, but has a
closed-form solution and is computationally simple.

4.1. QMLE and 2SLS Methods for the (Mixed) SAR Model
4.1.1. Quasi-Maximum Likelihood Estimation Method

Lee [5] investigates the asymptotic distribution of the QMLE estimator of the mixed
SAR model, which is the starting point for further analysis when spatial unit roots exist.
This analysis is based on the discussion of the singularity of the information matrix of
the log-likelihood function. Especially when the information matrix is singular, a scaling
factor —— is needed, where % is the order of the elements of the spatial weight matrix W,

Vhn

and thus \/1? is the order elements of G, = W,,S,, 1. We have seen in (39) that the order of

elements of Gy is ¥, in the near unit roots case; thus, a similar scaling factor will be needed.
The (mixed) SAR model under consideration is

Yy = XuB+ AW,Y, + Vi, (67)
with its reduced form

w = S (XuBo + Vi)

» (68)
= Xn,BO + /\OGan,BO + Sn Va,
since I, + AgG,, = Sn_l.
Also, Lee [5] imposes a weaker assumption about the spatial weight matrix and derives
the information matrix.

Assumption 7. The elements wy, ;; of Wy, are at most of order h,; L, denoted by O(1/hy,), uniformly
in all i, j where the rate sequence {hy } can be bounded or divergent. The ratio h, /n — 0 as n goes
to infinity.
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Let V,(6) = Y — XuB — AW, Yy, where 6 = (B, A)/, then the log-likelihood function
of (67) is
n n 1
InLy(0) = —7 In(27) — - Ino? +1n|S,(A)| — @V,;(é)vn(s), (69)

where 6 = ( B, A, 02) ' The information matrix is

<181nLn(60)181nLn(60)> __E<1a21nLn(60)

N R L W 9096’ )+Q"'”’ 70)

where

_E<1a21nLn(90)>

n 0606
%X;Xn UginX;(Ganﬁo) 0 71)
= | (GaXuBo)Xu - (GuXuBo) (GuXnBo) + Ltr(G5Ga)  -tr(Gy)
0 0 1 0 1
0 @tr(Gn) ﬂ
with G;, = G, + Gj,. The existence of the extra (g, is because V; is not necessarily

normally distributed.

A 2
To ensure the asymptotic distribution of QMLE 6 exists, Y9 = — lim;, e E (% al%a’égeo)

must be well defined. Lee [5] proves the nonsingularity of X4 can be guaranteed by the fact
that there does not exist a nonzero vector A = (/\’1, As, )\3)/ such that a linear combination
of columns of Xy is 0. This condition could be simplified as: there does not exista A # 0,
such that

. 1 '

i — (G X M, (G, X
{”ggo nag( n n,BO) n( n n,80)+ (72)
lim © [tr(G,’an) + tr(G,%) — it#(cn)} }/\2 =0.

n—oo N

Since each term in (72) is greater or equal to O (the first term is non-negative because it is sym-
metric; for the second term, tr(G,G},) + tr(G2) — 2tr?(G,) = %’cr[(C,’1 +Cn)(C), + Cn)/} =
%tr(C,ﬁ’ C3) > 0where C, = G, — Mln and C5, = C;, + Cy), Lee [5] studies the singularity

of the information matrix in terms ofn these two terms, respectively. For the first term, by the
partition matrix formula, lim; e %(Xn, Gu Xy ﬁo)/ (X, GnXnPo) is nonsingular if and only
if limy oo %X; X, and lim;; 0 %(Gan ﬁo)/Mn(Gan Bo) are nonsingular. Moreover, un-
der Assumption 7, if G, X,,p and X, are independent, one sufficient condition for the
nonsingularity of Xg could be:

Assumption 8. lim,_« %(Xn, Gu Xy ﬁo)’(Xn, GnXnPo) exists and is nonsingular.

However, Lee [5] states that if G, X, B0 and X, are linearly dependent, for exam-
ple, when W, is row-normalized and the relevant regressor is only the constant term,
Assumption 8 should be adjusted to guarantee the second term in (72) is greater than 0:

Assumption 9. lim, 0 (G XuBo) Mn(GuXuPo) = 0 and the {hy} is a bounded sequence
and, for any A # Ay,

(1 w1 el
}}gr;o(nln‘agsnlsn 1‘ — —In|o2()S; ' (V)S; 1()\)‘) £0. (73)
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Then under Assumption 7 and either 8 or 9, the asymptotic distribution of QMLE 8
will be

Vi (0s —60) B N (0,27 + 27003, 78)
where (g = limy 00 Qg , Xg = — limy 00 B (% %

The above results are based on Xy being invertible of which a necessary condition
is that {hn} is a bounded sequence. However, when lim,,_, /1, = 00,3y will become
singular because 1tr [(C,’1 +Cp)(C), + Cn)/} =0 (i) = 0(1). Also, the singularity of the
information matrix implies that the score function will be too flat to be useful and thus an
adjustment of the rate should be imposed as in Lee [5]

Assumption 10. The {h,} is a divergent sequence, elements of My, (G, XnBo) have the uniform

order O(\/l}T), and limnﬁoo(%)(annﬁo)’MH(GnXmBo) = cwith 0 < ¢ < oo. Under this

situation, either (a) c > 0, or (b)ifc =0

h—"ln
n

n—oo\ 1

lim (h” 1n‘a§s,;1s§;1‘ - ag(A)snl(A)s;l(A)D £0, (75)

whenever A # Ay.

Lee [5] gives the asymptotic distributions of the QMLE under this rate-adjusted
assumption:

\/Z(ﬁn — o) 3 N(0,63),

\/,7 (B = Bo) 3 N (0,63 lim (X, X,) ™ X, (G Xo) (G XuB0) X (X0 Xa) ), (76)
. 1 ¢

V(o3 -af) = ﬁ;(a;_ag) +o0p(1) 3 N (0, s — of).

4.1.2. Generalized Spatial Two-Stage Least Squares (GS2SLS) Method

Kelejian and Prucha [7] proposed the GS2SLS method for the “cross-sectional (first-
order) autoregressive spatial model with (first-order) autoregressive disturbances”:

Yo =XaB+AW, Yy +u, Al <1
Uy = pMuliy + €n, ol <1,

where Z, = (X, W,Y,) and 6 = (B/,A)’. Since W, Y, is endogenous, it should be instru-
mented. Assume p is known (a consistent estimator is given by Kelejian and Prucha [6]),
a Cochrane-Orcutt (CO)-type transformation applied to (77) yield the transformed regression

Yo = Z,+0 + €,
= (I, — pMy) Zné + €4 (78)
— (Z]’l - pMTlZﬂ)(S + €n.

M, Z,, should be instrumented. The ideal instruments are of course
E[Z,] = (Xu, WhE[Yy]) and E[M,Z,] = (MyXn, MyWLE[Y4]). (79)

Then, by (10), E[Y;] = (I, — )\Wn)lenﬁ = [ o A'W!] X, B, the ideal instruments are:

Hy = [ X, Wi X, W2Xo, -+, My X, My W X, My WEX,, - . (80)
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In practice, Hy, = [Xu, Wi Xy, W2 Xy, My X, My WXy, MyW2X,] is used.

Assumptions about the instrument matrix are made to ensure that lim,,_4 %H;, Zy
exists and is of full rank. In the near unit roots case, similar to the QMLE method, scaling
factors are needed to guarantee this property as we will see later. With these assumptions,
the GS2SLS procedure has three steps, as in Kelejian and Prucha [7], as follows:

1. Run2SLSonY, = Z,6 + u, with instruments H,,. This yields 6, = (Z;Zn) 712,’11/”,
where Z, = Py 7, = (Xn, m) , Pp, is the projection matrix of Hj,

and 6, = 6 + Op(n_%) .

2. Estimate p by Kelejian and Prucha [6] according to the GMM system: p, = GyA + Vj,
where A = (p, pz,(TZ),, then solve A = G/,g;, orby A = argmin,, ;> V!V,. Both A and

A are consistent, but A is more efficient.

3. Assuming p is known, run 2SLS on the CO transformed regression (78) with instru-

ments H, yields é, = (Zn*zn*)’lz,g*yn*, where

Zn* = PHnZn* = PH,, [Xn — oMy Xy, W,Y, — PManYn]

— (81)
= [Xn — My Xy, WYy — pManYn].

By replacing p by its consistent estimation g, (in Step 2). The feasible 2SLS estimator is

Sk = [Zo (D) Zu (9)] " Zone (P) Yo (P). (82)

Obviously, this procedure is for a SARAR model. If it is a SAR model, only step 1 is
needed and H, = [X,, WE X, W2X,, - -]

4.1.3. Best Generalized Spatial Two Stage Least Squares (BGS2SLS) Estimators
Lee [8] does not drop the higher-order terms in (80) but use the fact that W,E[Y,] =
Wi (I, — /\Wn)len B = G, X, B by the definition of G, and proposes the best instrument:

Hy = (b= pMa) (X, Wa (I = AWa) ™ X

(83)
= (In — pMy)[Xn, Gn Xn |-
With the corresponding simple instrumental variable estimator, the BGS2SLS is
Spn = [Hy'Zu] " Hy' Yo (84)
If there is no SAR structure in the disturbance term, the best instrument is
H; = [Xu, GuXnB), (85)

and B in (85) could be replaced by any consistent estimator such as the KP-GS25SLS estimator.

Compared with (80), H;; does not drop off the higher-order terms and is numerically
equivalent to the ideal instrument, which in turn yields asymptotically optimal instrumental
variable estimators.

4.2. Near Unit Roots in the SAR Model

Lee and Yu [15] study the asymptotic distribution of QMLE and 2SLS estiamtors of
the SAR model by decomposing Y}, (see Section 3.3.1). The model is given as

Y, = /\nownYn + Xn[BO + €y, (86)
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where A,;p =1 — e

And the reduced form, again, is

Yy = S, (XuBo + Vi) = XuBo + A0GnXuBo + Sy V. (87)

42.1. QMLE

Obviously, the generated regressor G, X, B is explosive because of ¢, in Gy, see (39).
This is very similar to the case in Assumption 10 (a) with limy, 0 /1, = o0 in Section 4.1.1.
This implies that the convergence rate of estimators of p,q is not the usual /n case as
in (76).

Additional assumptions are made in Lee and Yu [15] to control the magnitude of the un-
stable part of W, (Assumption 11), and specify the identification condition (Assumption 12),
which are adjusted from Assumption 8:

Assumption 11. (1) lim,_eo 22 > 0; (2) limy e n’ltr(Wr’,” WY) > 0; (3) for any finite

n

constant ¢,limy, 0 n‘ltr[(ln — W (I, — cWﬁ‘)} > 0.

Assumption 12. B{ lim, 0 (n™1 X}, W/ M, WEX,,) Bo > 0 holds.

Assumption 11 (1) (2) guarantee that m,, is not too small compared to # and (3) implies
that it is not too large. Assumption 12 is equivalent to (see Lee and Yu [15] (p. 338, Lemma 1
(7)) limy, 00 ﬁ (Gn Xn,BO)'Mn (GnXuPo), which is a rate-adjusted version of Assumption 8,
that ensures the identification uniqueness and implies nonsingularity of Xy. For a detailed
discussion of these two assumptions, see Baltagi et al. [37] (p. 6). Also, since the adjusted

rate is ﬁ, QMLE A,, would be \/nipy-consistent, see (76) derived under Assumption 10.

The information matrix will be the same as in (70). In Section 3.3.2, when studying the
spurious regression of OLS, we mentioned that the scaling factor Y, is needed in terms of
the order of X;,. Here, for the QMLE, similar scaling factor will also be introduced because
elements of X, and (), have different orders as the existence of G,. The second column
and row of X, and (},, which are the derivatives with respect to the spatial coefficient
Ay contain Gy, thus, they have to be scaled by a factor ﬁ Specifically, the (2,2) element

should be scaled by a factor é This can be done by a left and right multiplying matrix

Y;,i, where
You  Oger1)x ) < Ik Opx1 )
Yo, = ’ and Y, = . 88
o ( 01><(k-i—1) 1 o O1xk  ¥n (88)
Thus, Lee and Yu [15] give
~ -1
Y. (4 _ [yl 0*In Ly (0,) v-1) y-1_1 InLa(B0)
\/E on (9” - 9”0) -\ teny 000’ on G,nﬁ 20 : (89)

Let & = limy e Yy ;ZnY; ; and Q = limy 0 Y, ;QnY; ; and assume they exist,
the asymptotic distribution of 8, is

VY, (6, — 0,0) 2 N(QZ*l + Z”QZ*). (90)

Recently, Rossi and Lieberman [54] combine the near unit roots with a similarity-based
weighted matrix and study the consistency of the QMLE estimator when the spatial coeffi-
cient0 < A < 1and A = 1, by allowing uncentered units. The element of similarity-based

S (x irX j;wO ) . .
— ) _ wheres (xi, Xj; wo) is some function that measures
Tjzi5(xixjiwo)
the similarity between unit i and j according to some parameter wy. The parameters they
are most interested in are 6, = (A, w’)’. They establish the connection between the A and the

weighted matrix is w; ; =
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order of uniform absolute row-sum norm of Sy !, [|Sy ! ||e = ||S71(620) ||, = O(n?). This
means that A\g = 1 < 7 = 1 [54] (p. 11, Proposition 1). Recall that Var(Y,) = ¢25,15,71,
so when v = 0, the variance is independent of n, corresponding to the standard SAR
setup (A < 1 and fixed). In the case 0 < 7 < 1, the variance increases with the sample
size but with a lower speed, which is the case that we have seen when studying near
unit root; but when v = 1, A = 1, the variance increases so fast that the non-standard
limit distribution of § = (A, w) has to be established on a case-by-case basis, according
to the resulting S;;!. Their result is much more complicated than that of Lee and Yu [15]
because of the introduction of similarity structure in the weight matrix, but are much more
flexible since now W, is no longer fixed but data-driven, and is potentially more useful in
empirical work.

4.2.2. GS52SLS and BGS2SLS

Lee and Yu [15] derive the 2SLS estimators and their asymptotic distributions using
the procedures mentioned above. Using instruments defined in (80), the GS2SLS estimator
of 0,0 is

o -1
571,2515 = (Z; PHn Zn) Z;PHn Y. (91)

Since Z,, = [X;;, Wy Y| contains Wy, the adjustment by Y; ,, is needed. The asymptotic
properties of the GS2SLS estimators of A9 and B are obtained as follows:

Yé,n\/E(gn,Zsls - 5110) = ( \F;I/jn((‘g}tlf;lssls__ﬁ/{)r)lo) ) i N(O, CI>2515) (92)

1 .
where &y, = 02 (hmn% Y517}y, an;;) . So the GS2SLS estimator A, 15 of Ay is

V/nipy-consistent, which is higher than the usual /7 rate in Kelejian and Prucha [7] and
Lee [8], but Bn,Zsls has the usual /7 rate of convergence.

Choosing the instrument H;; = [X,, G, XB0] as in (85), the BGS2SLS estimator is
b pasts = (Hj Zn)le,’;’ Y, with asymptotic distribution:

. d
Y51V (002515 — 0n0) — N (0, Pposis) (93)

where ®pygs = ag <1imn_>oo %Y(S_,}Z HZ’HZY{;;) l. Since ®yps1s — Pogys is negative semidefi-
nite, the BGS2SLS estimator is more efficient.

The above result is based on the fact that G, X, and X, are independent, which
makes sure that the instrument matrix is of full rank, otherwise the 2SLS estimator will be
inconsistent [9]. Liu [55] shows that even though G, X, and X, are linearly dependent,

ie., Gy XuB = Xucn, where ¢, is a nonzero vector, we still have prsrs —p = OP(%)/

,Bk,ZSLS — B = Op(%’:) + Op(ﬁ) under near unit roots case; and ppsrs —p = Op(1),
ﬁk,ZSLS — Br = Op(ckn) +Op (ﬁ) under the regular case, as long as ¢, = 0(1). This is
equivalent to G, X, and Xj;, which are asymptotically independent.

To provide guidelines for empirical studies, Lee and Yu [15] conduct simulations to
compare the performance of QMLE and 2SLS methods. QMLEs are relatively robust
whether the error term is normally distributed or not. Moreover, as n increases (and the
spatial coefficient is closer to the spatial unit roots), the QMLEs perform better than the
25SLS estimators because of smaller variances. One interesting phenomenon is that the best
2SLS estimators are even worse than the regular 2SLS estimators in some cases, which
violates the theoretical result as shown in (93). One possible reason for this is that the best
25SLS estimator requires an initial consistent estimator by construction (see (85)) and under
spatial unit roots, such an initial estimator may not be accurately calculated.
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4.3. Near Unit Roots in the SEM Model

Baltagi et al. [37] extend the study of near unit roots from SAR model to SEM model
by considering the OLS, GLS and FGLS estimation and properties of the corresponding
statistics. The model is given as

Y, = Xn,BO + Uy,

(94)
Uy = AWty + €,
with Ay =1— ﬁ Similar to Lee and Yu [15], u,; could be decomposed to
-1 u =\ 7!
Uy = S?’l €En = anWn €n + (Iﬂ - )\nOWn) €n. (95)

One more assumption that they impose is
Assumption 13. The elements of X,, are nonstochastic and bounded, uniformly in n, limy, e =1 X}, X,
exists and is nonsingular. lim,, o n~ 1 X, W W,”l" Xy, exists. Furthermore, lim,, 0o 11X} S" S, X,

exists and is nonsingular.

The OLS estimator fors = (X, X,) ' X,Y, has the asymptotic distribution when

P
W—>O

1 -1
\IIJF(,’SQLS - Bo) 4N <0 7 (hm 'd Xn>
n
1 -1
<l1m — X, WHWH Xn> (hm 'l Xn> ),
n—oo n n—oo N

and when % — ¢ < 0, Bors — Po = Op(1). Thus Bors = Bo + Op (f) which is

(96)

%-consistent and is slower than the stationary error term case.
Baltagi et al. [37] also study the asymptotic properties of the GLS and FGLS estimators.
If Ao is known, Bers = (XS} SuXu) ' X,S!S,Y,, and

~ d . 1 -1
Vit(Boss - o) % N(o, a3 fim L Xi5u50%, > ©7)

which implies that B¢y s is robust for the near unit roots in the error term because it has
\/n rate of convergence. The feasible GLS (FGLS) could be achieved by replacing A by a
consistent estimator A, which yields

Brors = (X,5,8,Xn) ' X1818, Y, (98)

where §n =1,— )Atn W,,. It can be seen that FGLS is identical to the QMLE: concentrated log
likelihood function of (94) with respect to A is

InLy(A) = —g(InZH +1)— glnff,%(A) +1n[Su(A)], (99)

where

Or(A) =y Su(A) Py (A) S (A ), (100)
Pa(A) = I — Su(A) X [X5Sn(A)' S (M) X ]~ XS0 (A)". (101)
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The QMLE is of order 1y, (}\n — Ano) = 0p(1), which is §,-consistent and

A A A A -1 A o

Ba(An) = [X0Su (M) 'Su(Aa) X~ X180 (An) S (An) Vi,
. , (102)

A%()\n) - Eu;sn ()\n) pﬂ ()\n)Sn (/\n)un.

Comparing with (98), B (A,) is a FGLS of B using A,. Thus, the QMLE B, and
the infeasible GLS estimator 8 s have the same asymptotic distribution as shown before.
Next, Baltagi et al. [37] consider the Wald test statistic for the null hypothesis Hy : R = r
for OLS, GLS and FGLS, where R is a g X k matrix of rank 4 < k and r is g x 1. For OLS,

~ _ -1 ~
Wors :=(RBors — V)/ {@%LSR(XZXn) 1R'} (RBors — 1)
1 (103)

-1
d 2( 1s 1 ulyATU : 1, /
oy <nh_r>1;10 Etr(Wn WU)R(HIE}; anXn) R] g,

S

where
&~ N(0,03R(lim 11X}, X,) ™! (Tim n ™ X W X, (lim 071X X,) TIRY), (104)

does not have a standard x? distribution, which is similar to the F-statistic shown above.
However, the GLS Wald statistic

A _ -1
Wers = (RBers — ) [8R(X'S18:X) 'R (RBars —r) -2k, (105)

has a chi-squared limiting distribution.

Baltagi et al. [37] conduct extensive simulations. Using the root mean squared error
(RMSE) as the evaluation criteria, the QML (FGLS) estimators perform uniformly better
than the OLS estimator. In particular, when the spatial coefficient is sufficiently close to
1 and the sample size n increases, the RMSE of the OLS estimator grows dramatically.
Together with the fact that the Wald test statistic based on the QML method has a standard
Chi-squared distribution, QMLE is recommended when near spatial unit roots exist in the
spatial error model.

4.4. Doubly Geometric Spatial Autoregressive Process

The main difference between the SAR and the doubly geometric spatial autoregressive
models is that the spatial dependence form of the latter is clearly specified. However,
for the SAR model, such dependence relies on the specification of W, whose explicit form
varies in different situations.

For model (65), based on the observation {Xk,é 1<k<mand1</{¢< n}, Baran [47]
mp — & D
)
N(0,%,,) in the stable case (|«| < 1and |B| < 1), with some covariance matrix Z, 4. For the
unstable case (¢, — 1, B, — 1), using the martingale central limit theorem, Bhattacharyya
et al. [56,57] show “one step Gauss-Newton” estimators are asymptotically normal with
convergence rate n%/2. This is different from the classical time series AR(1), where the
OLS estimator converges to a fraction of functionals of the standard Brownian motion:

2_
T(apys —1) = % [58] (p. 281).

Baran and Pap [59] consider the more complicated model as in (66). The model is
stable if and only if (a,B,7) € S, where S is the open tetrahedron with vertices V :=
{(1,1,-1),(1,-1,1),(-1,1,1), (-1, -1, —1) }. They also prove that the OLS estimator is
asymptotically normally distributed with the convergence rate n when the model is stable,
and 1%/2 otherwise. (The simpler model Y;; = aYy_1; + BYy 1 + €k, with possibly & = 8

shows that the asymptotic normality of the estimators (&m,n, an) is y/mn (
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was investigated in Baran et al. [60], Baran et al. [44], Baran and Pap [61] under stable and
unstable cases. Under different settings, the limiting distribution of the OLS estimator is
normal but has different rates of convergence.)

Roknossadati and Zarepour [62,63] study the limiting behavior of M-estimation for the
near unit roots of model (65). The M-estimator (&n, ﬁn) of (ay, Bn) is defined to minimize
of the objective function

n n

§(an, Bn) = Y Y A(Yij— anYioq,j — BuYij-1 + anPuYi1,j-1), (106)
i—2j=2

for some convex function A(-). Roknossadati and Zarepour [62] show that the self-
normalized M-estimators are asymptotically normal, and when the series is stable, the con-
vergence rate of M-estimators is still 73/2, same as in Bhattacharyya et al. [56,57]. But if it is
unstable, i.e., when the model has infinite variance innovations, the M-estimates have a
higher consistency rate.

5. Tests for Spatial Unit Roots and Nonstationarity

Recognizing the possible consequences of spatial unit roots, it is necessary to test for it.
In fact, in nonstationary cases, the estimator is inconsistent and diverges [64]. If the series
contains spatial unit roots, one may employ the spatial first difference as recommended by
Fingleton [14]: after the first-order difference, such series will be converted to a stationary
one, otherwise it is over-differenced and spatial correlation still exists. Based on this idea,
Lauridsen and Kosfeld [17,18] propose two-stage LM tests to check for spatial unit roots.
However, such LM tests have a high power function because of LM > LR > Wald in finite
samples and are not useful for spatial cointegration since they mis-specify the regression in
the second stage. A Wald test is proposed by Lauridsen and Kosfeld [65] but it does not
have a usual x? distribution so simulation has to be conducted before each test to obtain
the critical values. A different approach introduced by Beenstock et al. [19] uses the fact
that when spatial unit roots exist, the variance explodes and the spatial impulse does not
die out as distance increases, so they iterate on the parameter space to find out the value
of the unit roots (for irregular lattice) and then generate nonstationary series to conduct
interval estimation.

Martellosio [66] derives the power properties of invariant tests, for example, ﬁ;%ﬁ,
where i is the OLS residuals and Q is a fixed matrix. When Q = W,,, we obtain the
Cliff-Ord test. When the regression contains only a constant, the Cliff-Ord test reduces to
Moran'’s test as introduced before, which is best locally invariant as shown by King [67].
It has been shown that for the SEM model, as A T ﬁ, the test power vanishes. For the

SAR model, as A 1 ﬁ, the limiting power is either 0 or 1. Krdmer [68] shows similar
conclusions but focuses on the symmetric weight matrix. Martellosio [69] further shows
the power of any test vanishes as spatial correlation increases for a set of regression spaces.
Heteroskedasticity robust tests have been studied. For example, Born and Breitung [70],
Baltagi and Yang [71] design diagnostic tests for SEM and SAR employing the outer product
of gradients (OPG) variant of the LM test which are robust against heteroskedastic (and
non-normal) errors. But these tests suffer from the same deficiency as in Martellosio [66]
because such test is asymptotically equivalent to Moran’s I. Baltagi and Yang [72] have
also shown that the standard LM test undergoes finite sample distortion when spatial
dependence is heavy in both spatial and panel data settings. Recently Preinerstorfer [73]
suggests some modified tests to avoid this “zero-power trap” phenomenon, which works
well for small spatial autocorrelation, but still has limiting power smaller than 1 (only 0.619
by simulation). Thus, the invariant test of I(0) null hypothesis is not satisfactory when
spatial unit roots exist, and methodologies to determine it (Tests of the I(1) null hypothesis)
deserve more attention.
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5.1. Two-Stage LM Test for the Sources of Spurious Spatial Regression

Lauridsen and Kosfeld [17] develop a two-stage LM test to distinguish between two
possible sources for spurious regression. The first one is the existence of spatial (near) unit
roots in the regressand and/or regressors as in Fingleton [14], Lee and Yu [34]; the second is
that the spatial error term itself is nonstationary. So the LM tests are essentially testing if the
spatial process is stable or not. The idea originates from the fact that Fingleton [14] suggests
a high value of Moran’s I statistic as an indicator for both spatial nonstationarity and
spurious regression, but we cannot distinguish between them or even distinguish between
the nonstationarity and the positive spatial correlation among the error terms, which by
definition imply a high value of Moran’s I. Specifically, we are trying to distinguish if (i) the
X, is a SAR process and we regressed Y, on X, or (ii) the model itself is SEM as Y;, = X,,8 +
€y, where €, = A¢Wy,€,, + 1y, because both (i) and (ii) can cause spatial autocorrelation.

There are at least three advantages of the LM tests [17]. First is that compared with
Wald or LR, LM is usually simpler to compute because it is constructed under Hy. Second
is that with the LM test, it is possible to control for some omitted model features such as
heterogeneity and autoregression, as in Anselin [74], which will be discussed later. The last
one is that, other statistics may not have a standard asymptotic distribution, such as the
OLS Wald type statistic as in Baltagi et al. [37]. The proposed two-stage LM test is based on
the SEM model and all four possible results are summarized in Lauridsen and Kosfeld [17]
(Table 1):

1.  Under Hyp : A¢ = 0, the LM error statistic (LME) developed by Anselin [74] (p. 11,

Equation (35)) is
(¢ Wye/0?) 2

tr(W2 + W,W,)
Thus large values of LME reject the null hypothesis, which implies either 0 < A < 1
orAe = 1.

2. The next step is to test if Hy : A¢ = 1. This could be carried out by using the spatial
differencing we introduced before. Under Hy, Ae = y, thus the first order difference
on the regression, AY,, = AX;,f + puy, yields i.i.d. error y,, which means the value
of differenced LME (DLME) should be close 0 under Hy. But if A¢ < 1, A represents
overdifferencing, i.e., Ae, = (I, — Wy,) (I, — )LEWW)’1 Un, SO spatial correlation in the
error term still exists, and we cannot reject Hy.

LME = (1), (107)

Similar procedures could be used to investigate whether Y, or any X, are spatially
nonstationary, as the case in Lee and Yu [34]. Letting Z, be one of Y, X1, Xn2,- -,
Lauridsen and Kosfeld [17] suggest using the regression

Zy = &y + €4,

(108)
AZ, = alAi, + Ae, = A€y,

to obtain LME and DLME, respectively. Z,, is regressed on a constant term because there is
no meaningful regressor but we still need the residuals.

Spatial cointegration could also be tested using this LM test. Thus, after determining
Y, and X, are nonstationary, regress Y, on X, and AY; on AX,, to obtain LME and DLME.
The cointegration relation exists if LME is 0; and non-cointegration if LME is positive and
DLME is 0; the limiting case of “near cointegration” occurs if LME and DLME are positive.

Moreover, Lauridsen and Kosfeld [18] generalize their two-stage LM test to account for
unobserved heteroskedasticity. They specify the covariance matrix of ey,
O = diag{alz, el 0'%}, have the diagonal element 0'1-2 = f(Zi,Az), where Z; is P x 1
vector of observations of exogenous variables for region i, related to o7 via the P x 1 vector
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of parameters Az. So the statistic in (107) should be adjusted as in Anselin [74] (p. 9,
Equation (29)):

(e’Wne/cTZ)2 +f’Z(Z’Z)AZ’f N

LMEH =
tr(W2 + W) W,) 2

(P +1), (109)

with f; = s—i —land Z as the n X P matrix containing the Z vectors that cause heteroskedasticity.

However, the Lauridsen and Kosfeld test procedure is not without problems. Been-
stock et al. [19] point out that this procedure is not suitable for testing spatial cointegration
since the second stage is misspecified. To see it more clearly, regress AY;,, = BAX, + vy.
The LM procedure asserts that if v, is not spatially correlated, then X, and Y, are spatially
integrated; and if v, is spatially correlated, X, and Y, are not spatially integrated because
of overdifferencing. Nevertheless, regressing AY; on AX,, is equivalent to regressing two
white noise series, ey and €x; because Y and X are both I(1). Hence, the corresponding
residuals must be not spatially correlated as long as €y and ey are independent, regardless

of whether v, is spatially correlated, nonstationary, or not.

5.2. A Wald Test for Spatial Nonstationarity

Lauridsen and Kosfeld [65] suggest a Wald post-test statistic. Based on MLE, under Hy :

RO = g, the general form of the Wald test is W = (Rf — q)/(RVR') (R — q), where
V = I7! is the inverse of information matrix. If we specify the null hypothesis as A = 1,
then with R = (0/,1,0) and g = 1, we have W = ()“;71)2, where V) is the diagonal element
of V corresponding to A. However, as mentioned before, Wald statistics may not have a
standard distribution so simulations are conducted. Unlike Fingleton [14], to generate SAR
series with spatial unit roots, Lauridsen and Kosfeld [65] do not introduce the noncircular
matrix. Thus A = 1 is a singular point of (I, — AW, ) so the inverse does not exist. To solve
this issue, they use the Moore-Penrose pseudoinverse.

According to Monte Carlo simulation, they find the critical limit of the Wald test under
spatial nonstationarity is higher than the x?(1) distribution, especially for the 5th and
10th percentile.

5.3. Test Unit Roots and Cointegration in the Sense of Spatial Impulses

Beenstock et al. [19] come up with an innovative method to test spatial unit roots and
spatial cointegration by considering the behavior of the variance and the spatial impulse.
Also, they do not assume unconnected spatial units or row normalize the spatial weight
matrix either. Thus, based on the topology of the unit neighborhood, the spatial unit
roots are A* = % in the regular lattices where # is the maximum and general number of
neighbors of each unit. For example, n = 2, for bilateral space, n = 4 for rook lattice and
n = 8 for queen lattice, with A* = 1, 1, I respectively. (“The weight matrix with first-order
contiguity according to the rook criterion has the cells immediately above, below, to the
right, and to the left, for a total of four neighboring cells. The weight matrix with first-order
contiguity according to the queen criterion is eight cells immediately surrounding the
central cell” [75] (p. 131). For the introduction of other types of the spatial weight matrices,
see Kelejian and Robinson [26] (pp. 94-95).) And with spatial unit roots, (I, — A*W,,) ! is
still well-defined because of the existence of the edge effect, that is, there exist some units
having fewer neighbors than n. However, even though (I, — )\*Wn)_1 exists, the variance
tends to explode even in finite sample space, which provides us with a way to determine
the spatial unit roots for any arbitrary irregular lattices.

5.3.1. Spatial Impulse

The spatial impulse response is essentially the consequence of the shocks from one
location to another. Intuitively, shocks should have no effect on the remote units if the
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spatial data are stationary. Beenstock et al. [19] first consider the simplest SAR model in
lateral space:

Y= )\(Yn,jJr] + Yn,jfl) FUyj, [=—00, 00,
— (1 AL+ LZ) Y, = _Ailun,j—lr 10)

where L denote a spatial lag operator such that LiYn,J- = Y,;i- The auxiliary equation is
- A x4 1=0. (111)

When the discriminant of the above equation is greater than 0,0 < A < 3, and there
are two different solutions, x; < 1 < x2, by Vieta’s formula. Hence, Beenstock et al. [19]
express Y, ; as

A1 x© . oo
Yoj = —g—— [} Mnji+ ) Xilujyi|, 112)
Xy =X =1 iz0
., A, A
= = -
_1 7
aun,]?i aun,jJri X=X

where (112) is known as the Wold representation that expresses Y}, ; in terms of the shocks.
The impulse from location j — i to i tends to 0 because x; < 1. Also, x1 varies with A. When
A=A"= %, x1 = xp = 1, so the impulse does not die out with distance and explodes. This
fact can also be seen from

A2 1+ x%) )

2 _1 20—11'
(1—x%) (x1 — x1)

If0 < A < 3, Var(Y,) is finite and independent of j; if A = 3, x; = 1, and Var(Y,, ;)
is infinite.

For the bilateral space case, A* = 1 are the spatial unit roots as shown before. Be-
cause of the edge effect, the singular point is strictly greater but approaches A*. This
fact shows a downside of the row-normalized spatial weight matrix: it overstates the
true weight of the unit at the edge of the lattice. For example, in a rook lattice, the units
have three neighbors with weight 1 at the edge, and four neighbors with weight § in the
center. The row-normalized procedure assigns a higher weight to the neighbors of edge
units. This weight assignment is not necessarily reasonable and makes the spatial unit
roots the same as the singular points. Moreover, without row-normalization, the edging
units play the role of the unconnected unit as in Fingleton [14]. The general SAR model
in bilateral space is Y, = AW, Y, + u;, and the Wold representation is Y, = A,u;,, where
Ay = (I = AW,) L =1, + Yioq MWL Let the spatial impulse response be defined as
dY,; ay,
W,,] = 4ajj and du,
and higher dimension lattices are not obtained, but Beenstock et al. [19] expect a;; to be
positively related to the number of spatial units because of the larger spillover effect and 4;;
varies inversely with the distance between i and j in the stationary case. If spatial unit roots
exist, as in the lateral case, the impulse a ji would not die out as the distance increases. This
is supported by the simulation, though only the finite sample case could be simulated, see
Beenstock and Felsenstein [76] (Figures 5.2 and 5.4). Compared with A < A*, when A = A%,
it obviously shows a qualitative difference in the persistence of spatial impulses, as well as
in the tendency for the explosion of the variance.

Var(Y,,;) = (113)

Z = aj;. Analytical solutions of spatial impulse response in bilateral
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In the irregular lattices, the number of neighbors for the unit is undetermined generally,
so the spatial unit roots, A*, cannot be calculated as the reciprocal of n. However, since the
nonstationarity implies that spatial impulses do not disappear, one can find the empirical
spatial unit roots by simulation.

The simulation method in Beenstock et al. [19] to calculate the critical value is pretty
flexible and can be adapted to different models. For example, when both dynamic and
spatial terms are included, Beenstock and Felsenstein [23] develop a similar procedure for
testing cointegration in nonstationary panel data when estimating the spatial spillover
effect in housing construction for Israel.

5.3.2. Spatial Unit Roots and Cointegration Tests

Knowing the spatial unit roots A*, Beenstock et al. [19] conduct Monte Carlo simu-
lations to generate the artificial SAR series and use the MLE method to estimate SAC to
obtain the corresponding distributions under different topologies (different sample size,
criteria, etc.). Results show that the empirical distribution of SAC could be used to construct
interval estimation and critical values for statistics that test spatial unit roots. For the spatial
cointegration test, a similar procedure applies, but OLS estimation is used.

5.4. Some Applications

Kosfeld and Lauridsen [77] offer an application of the two-stage LM test in Section 5.1
to the income and productivity convergence in the German regional labor market. They
find highly significant LME and DLME statistics (refer to formulas above like (107)) for
all variables, which means the spatial unit roots are rejected. Yesilyurt and Elhorst [20]
estimate the spatial interaction effects of inflation in Turkey. Because the regional inflation
rates have a high tendency to co-move over time, they question whether the inflation rates
of different regions are stationary in space. Using the two-stage LM statistics from (108),
they find that the inflation curve is stationary in space. Olejnik [21] studies the income
process of the extended European 25 based on the augmented Solow model taking into
account the spatial autocorrelation effect. The stationarity of the error term as well as
all variables in the model are investigated. No problem of spurious regression is found.
Machado et al. [22] examine the spatial correlation of traffic accidents of vulnerable road
users (such as pedestrians and cyclists) in big cities and detect the factors that contribute to
these accidents. Because their study covers several cities, the model specifications may vary
across different locations. Thus they use the two-stage LM statistic to choose the best model,
see Machado et al. [22] (Table 4). Though the Wald post-test in Lauridsen and Kosfeld [65]
is asymptotically equivalent to the LM test, “It is generally recommended to choose among
these alternatives on the basis of computational ease [78] (p. 94)”.

6. Related Topics

Spatial panel data have been studied extensively. The spatial dependence is incorpo-
rated in the error component [12,75,79] or by spatial lag dependence [11,80]. See Baltagi [2]
for a textbook discussion. Also, the panel data model can have time lagged dependent
variables. If the panel data model includes both spatial and dynamic features, it is named
as spatial dynamic panel data (SDPD) model by Yu et al. [10]. Yu et al. [10], Yu and Lee [16]
and Yu et al. [36] study the QMLE estimator of the SDPD model under stable, unit roots,
and spatial cointegration respectively. The concept of unit roots under the SDPD model is a
combination of the spatial and dynamic one. To see this more clearly, Yu et al. [10] specify
the model as

Your = AoWnYaur + Y0 Ynt—1 + poWn Y i—1 + XutBo + cno + Vi, (114)

where Yur = (Y1, Yot - - - ,ynt)/ and Vi = (v1, 021, - ,vnt)/ are n X 1 column vectors.
Since S, (A) = I, — AW, assuming S, is invertable, the reduced form is

Ynr = AnYn,t—l =+ Sy?lxnt,BO + Sn_lCnO + lXtOS;:lln + S;Iant/ (115)
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where A, = S; ' (yoly + poWy). If the infinite sums are well-defined, then by continu-
ous substitution

Yor = Y ARS (cuo + Xiup—nBo + Viugn)- (116)
h=0

So instead of focusing on the singular points of S,;, A, should be considered, which con-
tains A, 7y and p: the parameter of contemporaneous spatial effect, time lagged variable and
time-spatial effect. A similar process as in Section 3.3.1, letting @,, = diag{ @1, W2, - - - , Wnn }
be the eigenvalue matrix of W, Yu et al. [10] show that the eigenvalue matrix of A, is

D, = (I, — /\Oz‘un)_l('mln + po@y, ), which can be decomposed as D, = 71@/{)00 Jn + Dy

h -
The power matrix of A, follows as A" = (?_74;‘;0) RyJuR; ' + B! with B} = R,D!R;!

since the eigenvector matrix R; is orthogonal and J, D, = 0. Thus, whether Y; is stable or

not depends on the value of zoj)ﬁ)o compared with 1. Consequently, the decomposition of Yy,

which is a generalization of (40), can be expressed as

Yot = Yoy + Yor + Yo, (117)

where Y}, is a possible stable part, Y}, is a possible unstable part, and Y}, is the time effect
part, see Lee and Yu [81] for details. A data transformation procedure is imposed by them
to eliminate both the time effects and the possible unstable term. Based on their analysis,
the eigenvalues of A;, the asymptotic properties of QMLE and bias are derived. When
eigenvalues of A, are all less than 1 (g + Ao+ po < 1), orsome equal to 1 (yg+ Ag+po =1
and yp # 1), orallequal to 1 (y9 + Ag + po = 1 and y¢ = 1), the information matrix has
different properties, see Yu and Lee [16] (Table 5).

Thus, the test for the unit eigenvalues of A, is of great importance. Most attention is
paid to the unit roots in the time dimension, i.e., 79 = 1 and equivalently, if Ag + pg = 0.
Unit root tests in panel data under spatial dependence have been extensively studied, see
Baltagi [2] (Section 12.3) for a summary. Also, the performance of different tests has been
considered in Baltagi et al. [24]. The test for Hy : yg + po + A9 = 1 has been investigated in
Lee and Yu [81] (Section 14.3.4). Such a test works well when Ay + 9 + pg < 1. However,
when Ag + yo + po > 1 and T is small, it is not reliable. Thus, further study of the unit root
test for the SDPD model should be investigated.

Recently, another approach to describe strong spatial dependence has been proposed
by Miiller and Watson [49]. Since the spatial units are not neatly arranged, i.e., irregular
lattice, they do not model the spatial dependence by SAR model but “posit a continuous
parameter model of spatial variation [49]”. They use the Lévy-Brownian motion to define
the spatial I(1) process, L(s),s € RY, which is a generalization of the Wiener process that
is widely used in time series in d dimensions (when d = 2, it could be regarded as a
random walk on the plane). The advantage of the Lévy—Brownian motion is that such a
process is isotropic, which means the relative variance between two locations is determined
by the distance but not the orientation (see Anselin [1] (p. 42)). The functional central
limit theorem (FCLT) is established to measure the asymptotic behavior of such a process.
When regressing two independent I(1) processes, spurious regression also occurs since
classical, HAC-corrected and clustered standard errors F statistics diverge to infinity, which
is similar to that in Fingleton [14]. To remedy this situation, “difference” regression is again
considered. Unlike time series, Miiller and Watson [49] introduce the isotropic differences
that treat all directions symmetrically. That is, they regard the weighted values of the
neighborhood as the “average” value of the current location, just as W, Y, in the SAR model.
And the difference transformation is defined as y; = %25# (A se — 1)) (ve — w1),
where x;, is some weighting function. Their simulations show regressions using isotropic
differences do not suffer from spurious regression problems and valid inference can be
conducted. Some test procedures for Hy : I(1) and Hy : I(0) are also suggested.
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7. Conclusions

This paper briefly surveys spatial unit roots in spatial models. First, some fundamental
concepts in spatial econometrics are introduced. Spatial unit roots in SAR and SEM models
may lead to spurious regression. For the estimation and inference in the presence of
spatial unit roots, QMLE and 2SLS methods are generally used and have satisfactory
properties after scaling. The compactness assumption has been recently relaxed in spatial
econometrics which potentially makes the spatial unit roots no longer a concern but
its implication to concepts like stationarity, and spatial cointegration should be further
investigated. The doubly geometric spatial autoregressive process, has been widely used
in some scientific fields of which the most concern is about regular lattice. Similar to time
series, exact orders of convergence for different estimators are obtained because of its
simple specification. But this limits its application in economics where irregular lattice and
different types of weight matrices are applied.

To detect possible spatial unit roots, as well as spatial cointegration, several test
procedures have been proposed. Their applications are rather limited and depend heavily
on simulations to obtain critical values. This could be explained by the fact that statistics
under spatial scenarios generally do not have standard asymptotic distributions, not to
mention the irregular lattice.

Lastly, some related topics were introduced. The idea of singular points is generalized
in SDPD model because such a model includes the time lagged variable that is based on
the traditional SAR model. However, the existing literature focuses on the temporal unit
roots in the SDPD model. Recently, an innovative way to study spatial unit roots describes
the underlying spatial process using Lévy—Brownian motion, which is a generalization and
spatial analogy to the time series counterpart. The limitations of different approaches and
further research were also discussed.
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