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Abstract

This paper extends the cross sectionally augmented panel unit root test proposed by
Pesaran (2007) to the case of a multifactor error structure. The basic idea is to exploit
information regarding the m unobserved factors that are shared by k other time series in
addition to the variable under consideration. Initially we develop a test assuming that m?,
the true number of factors is known, and show that the limit distribution of the test does not
depend on any nuisance parameters, so long as k > m® — 1. Small sample properties of the
test are investigated by Monte Carlo experiments and shown to be satisfactory. Particularly,
in contrast to other existing panel unit root tests, our test has correct size and reasonable
power for the case with an intercept and a linear trend as well as with an intercept only, for
all combinations of cross section and time series dimensions. An illustrative application is
also provided where the proposed panel unit root test is applied to Fisher’s inflation parity
and real equity prices.
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1 Introduction

There is now a sizeable literature on testing for unit roots in panels where both cross section
(N) and time (7") dimensions are relatively large. Reviews of this literature are provided in
Banerjee (1999), Baltagi and Kao (2000), Choi (2004), and more recently in Breitung and
Pesaran (2008). The so called first generation panel unit root tests pioneered by Levin, Lin
and Chu (2002) and Im, Pesaran and Shin (2003) focussed on panels where the idiosyncratic
errors were cross sectionally uncorrelated. More recently, to deal with a number of applications
such as testing for purchasing power parity or output convergence, the interest has shifted to
the case where the errors are allowed to be cross sectionally correlated using a residual factor
structure. These second generation tests include the contributions of Moon and Perron (2004),
Bai and Ng (2004) and Pesaran (2007).! The tests proposed by Moon and Perron (2004) and
Pesaran (2007) assume that under the null of unit roots the common factor components have
the same order of integration as the idiosyncratic components, whilst the test procedures of Bai
and Ng (2004) allow the order of integration of the factors to differ from that of the idiosyncratic
components, by assuming different processes generating the two. A small sample comparison
of some of these tests is provided in Gengenbach, Palm and Urbain (2009).

In the case of the panel unit root test proposed by Pesaran (2007), the cross section depen-
dence is accounted for by augmenting the individual ADF regressions of y;; with cross section
averages of the dependent variable (current and lagged values, Ay, g1 = N _1E§-Vzlyj,t,1).
These cross section averages are used as proxies for the assumed single unobserved common
factor. The panel test statistic is then based on the average of the individual t-statistics over
the cross section units and is shown to be free of nuisance parameters, although it has a non-
normal limit distribution as N and 7' — oo. Monte Carlo experiments show that Pesaran’s test
has desirable small sample properties in the presence of a single unobserved common factor but
show serious size distortions if the number of common factors exceeds unity. Bai and Ng (2004)
consider whether the source of non-stationarity is due to the common factor and/or idiosyn-
cratic component. Their method involves applying unit root tests to the common factors and
the idiosyncratic component separately, where the unobserved factors are replaced with consis-
tent estimates obtained by use of principal components (PC). The pooled tests they propose
require an estimate of the true number of factors and the factors themselves. Moon and Perron
(2004) follow a similar approach in that they base their test on a principal components estimator
of common factors. In particular, their test is based on de-factored observations obtained by
projecting the panel data onto the space orthogonal to the (estimated) factor loadings.

This paper extends Pesaran’s test and proposes a simple panel unit root test that is valid
in the more general case of multiple common factors. In so doing we utilise the information
contained in a number of k£ additional variables, x;;, that are assumed to share the same common
factors as the original series of interest, y;;. The ADF regression for y;; is then augmented
by the cross section averages of the dependent variable as well as the additional regressors.?
The test assumes that there exists a number of variables that are simultaneously affected by

'Other panel unit root tests include that of Chang (2002) that employs a non-linear TV method to account
for cross-section correlation and Phillips and Sul (2003) who use an orthogonalisation procedure to deal with
dependence arising from a single common factor. The former is valid for a fixed N and large T

2The idea of augmenting ADF regressions with other covariates has been investigated in the unit root literature
by Hansen (1995) and Elliott and Jansson (2003). These authors consider the additional covariates in order to
gain power when testing the unit root hypothesis in the case of a single time series. In this paper we augment
ADF regressions with cross section averages to eliminate the effects of unobserved common factors in the case of
panel unit root tests.



a given set of unobserved common factors. This requirement seems quite plausible in the
case of panel data sets from economics and finance where economic agents often face common
economic environments. For example, in testing for unit roots in a panel of real outputs one
would expect the unobserved common shocks to output (that originate from technology) to
also manifest themselves in employment, consumption and investment. In the case of testing
for unit roots in inflation across countries, one would expect the unobserved common factors
that cross correlate inflation rates to also affect short-term and long-term interest rates across
markets and economies. The fundamental issue is to ascertain the nature of dependence and
persistence that is observed across markets and over time. The present paper can, therefore, be
viewed as a first step in the process of developing a coherent framework for the analysis of unit
roots and multiple cointegration in large panels.

Initially we develop a test supposing that m?, the true number of factors, is known and that
all additional variables are I(1) and not cointegrated among themselves. We show that the limit
distribution of the test does not depend on the factor loadings or other nuisance parameters so
long as k > m®—1. But, in practice m? is rarely known. Given an assumed maximum number of
factors, mmax, we suggest two strategies for dealing with uncertainty that surrounds the value of
mP. One is to choose the number of additional regressors as k = Mmmax — 1. In this case, the true
number of factors are allowed to be any integer value between zero and mmax. However, when
Mmax 1S assumed to be large, in some situations it can be difficult to find a sufficient number of
suitable additional regressors. Another possibility is to estimate m® consistently using suitable
selection criteria, as is followed in the literature, for example, by Bai and Ng (2004) and Moon
and Perron (2004), amongst others.

The small sample properties of the proposed test are investigated by Monte Carlo experi-
ments. The test is shown to have the correct size in a number of different experiments and for
relatively small samples. This contrasts the results obtained for some of the prominent existing
tests in the literature such as the pooled tests of Bai and Ng (2004) and Moon and Perron
(2004) that tend to be over-sized.® In terms of power, when the model contains an intercept
term only, the pooled tests tend to display higher power in smaller samples as compared to
the proposed test, although this could partly reflect the over-sized nature of the pooled tests in
small samples.* In the case of models with linear trends, our experimental results show that the
proposed test can perform better than the pooled tests, both in terms of size and power. Em-
pirical applications to Fisher’s inflation parity and real equity prices across different economies
illustrate how the proposed test performs in practice.

The plan of the paper is as follows. Section 2 presents the panel data model and the testing
procedure and derives the asymptotic distribution of the proposed cross sectionally augmented
panel unit root test. Section 3 describes the Monte Carlo experiments and reports the small
sample results. Section 4 presents the empirical applications, and Section 5 provides some
concluding remarks.

Notation: L denotes a lag operator such that L'x; = x4y, K denotes a finite positive
constant such that K < oo, ||A|| = [tr(AA’)]'/2, A~ denotes the generalised inverse of A, I,
is a ¢ x ¢ identity matrix, 7, and 0, are ¢ X 1 vectors of ones and zeros, respectively, Oy« is a
g x r null matrix, = (ﬁ) denotes convergence in distribution (quadratic mean (q.m.) or mean

square errors) with 7" fixed as N — oo, = (ﬂ) denotes convergence in distribution (q.m.) with

3Westerlund and Larsson (2009) provide further theoretical results on the asymptotic validity of the pooled
versions of the PANIC procedure.

4We do not present size-corrected power comparisons, since such results are likely to have limited value in
empirical applications where such size corrections are not possible.



. N, T .
N fixed (or when there is no N-dependence) as T' — oo, == denotes sequential convergence

(

N,T), . . .
in distribution with N — oo first followed by T" — oo, :>)j denotes joint convergence in
distribution with N,T" — oo jointly with certain restrictions on the expansion rates of T' and
N to be specified, if any.

2 Panel Data Model and Tests

Let y; be the observation on the " cross section unit at time ¢ generated as

Ayit = ,Bi(yiytfl — O{;ydtfl) + OﬁgyAdt +uyg,t=1,2,...,N;t=1,2,...,T (1)

where 5; = —(1 — p;), d; is 2 x 1 vector consisting of an intercept and a linear trend so that
d; = (1,t)’. Without loss of generality, it is assumed that dg = 0. Consider the following
multifactor error structure

Uit = ’Y;yft + Eiyt (2)
where f; is an m® x 1 vector of unobserved common effects, Yiy is the associated vector of
factor loadings, and e;y; is the idiosyncratic component. This set up generalises Pesaran’s
(2007) one factor error specification. We assume that these error processes satisfy the following
assumptions:

Assumption 1 (idiosyncratic errors): The idiosyncratic shocks, €y, ¢ = 1,2,...,N; t =
1,2,...,T, are independently distributed both across ¢ and ¢, have zero means, variances 0 <
O’ZZ < K and finite fourth-order moments.

Remark 1 This assumption, which implies that the idiosyncratic shocks are serially uncorre-
lated, will be relaxed in Section 2.1. It is also possible to relax the assumption that the idiosyn-
cratic errors are cross sectionally independent, and replace it by assuming that 5;yt5 are cross
sectionally weakly dependent in the sense of Chudik, Pesaran, and Tosetti (2009). However,
such an extension will not be considered in this paper.

Assumption 2 (factors): The m® x 1 vector f; follows a covariance stationary process, with
absolute summable autocovariances, distributed independently of ;4 for all 4,¢ and t’. Specif-
ically, we assume that f; = ¥(L)v,, where v, ~ IID(0,1,,), which have finite fourth-order
moments, ¥(L) = > 02, ¥,L* with {£¥,}?°, being absolute summable such that > 72, €|¢$~?|
with @b%) being the (r, )" element of ¥, and specifically the inverse of A ¢ defined by

Ay =¥(1) (3)
exists.

Remark 2 Since W is not restricted it can always be chosen such that E(vyvy) = L, without
loss of generality. Assumption 2 is quite general but rules out the possibility of the factors
having unit roots. This seems reasonable since otherwise all series in the panel could be I(1)
irrespective of whether 3; = 0 or not. Also if 'ygyft is assumed to be I(1) and cointegarted with
Yit, then y; will be I(1) even if ; = 0, and as noted by Hansen (1995, p. 1159) in a similar
context, a test of B, =0 as a unit root test will not be meaningful.



Combining (1) and (2) it follows that
Ayit = B (i1 — agydi1) + af, Ady + v, £ + iy (4)

The hypothesis that all the series, y;:, have a unit root and are not cross unit cointegrated can
be expressed as
Hy: ; =0 for all 1, (5)

against the alternative
Hy:8,<0fort=1,2,...N,8;,=0fori=N; +1,Ny +2,.,N

where N1/N — kand 0 <k <1as N — oc.
Note that under the null hypothesis, (4) can be solved for y;; to yield

Yit = Yio + QG di + Vi Se 4 Siyt, 1 = 1,2, N3t =1,2,..,T (6)
where

Sft = fi+f6H+....+1,

Siyt =  Elyt + Eyt + - F Eiyts

with y;0 being a given initial value. Therefore, under Hy and Assumptions 1 and 3, y;; is com-
posed of the initial value, 150, a common stochastic component, sg; ~ (1), and an idiosyncratic
component, s;,; ~ (1), so that while all units of the panel share the common stochastic trends,
Sf¢, there is no cointegration among them. Under the alternative hypothesis, 3; < 0, we have
yit ~ 1(0), and it is essential that f; is at most an I(0) process.

In the case where m® = 1, Pesaran (2007) proposes a test of 3, = 0 jointly with f; ~ I(0),
based on DF (or ADF) regressions augmented by the current and lagged cross section averages
of y;; as proxies for the unobserved f;. He shows that the resultant test is asymptotically
invariant to the factor loadings, 7;,. To deal with the case where m® > 1 we assume that
in addition to y;, there exists k additional observables, say x;;, which depend on at least the
same set of common factors, sf;, although with different factor loadings. For example, in the
analysis of output convergence it is reasonable to argue that output, investment, consumption,
real equity prices, and oil prices have the same set of factors in common. Similarly, short term
and long term interest rates and inflation across countries are likely to have a number of factors
in common.

More specifically, suppose the k x 1 vector of additional regressors follow the general linear
process

Axy = A Ady + Ty £ + Eixt, t=1,2, .., N;t=1,2,....,T (7)
where Xi = (it, Tizt, -, Tikt)'s Tio = (Viers Viazs - Yiak)'s Aiw = (Qiz1, Aiz2, -, igr)’, and &gy
is the idiosyncratic component of x;; which is 1(0) and distributed independently of €;,; for all
1,t and t'. The level equation can be written as

Xt = X0 + Ajpdy + Fmet +Sizt, 0t =1,2,...,N;t=1,2,...,T (8)

where s;;; = 2221 €ixs-
Combining (6) and (8) we have

zit = zijo + U'ispe + Aidy + sy, 9)



where z; = (yit,x},), Ty = (’yiy,I‘fix)/, A; = (aiy,A;x)', and si = (Siyt, S,,)'. Without loss of

generality we set spg = 0,,0 and s;0 = Op41.

Assumption 3 (factor loadings): ||A;|| < K and ||I;|| < K, for all 4, and I'; are set such
that E(fif]) = L.

Assumption 4 (initial conditions): E|[ssi|| < K, and E||zy|| < K, E|[si1|| < K, for all 4.

Remark 3 Assumption 8 imposes minimal conditions on the factor loadings. For example, it
does not rule out possible dependence between the factor loadings and idiosyncratic errors. Also
the normalization of f; so that its variance covariance matrix is an identity matriz is innocuous
since otherwise I'; and f; can be suitably transformed so that Assumption 8 holds. Assumption
4 1s also routine in the literature on unit roots.

Averaging (9) across ¢ we obtain
z, =70+ I'spy + Ad; + 5, (10)

where z, = N1 Zfil zi, A = N1 Zi\il A;, and 5 = N1 Zfil sit.” Writing (4), (9) and
(10) in matrix notation, under the null for each i we have

Ayi = F7iy + ADaiy + &y, (11)
AZ; = FI', + ADA] + E;, (12)
AZ =FT' + ADA' + E, (13)

where F = (fl, fg, ey fT) /, AD = (Adl, AdQ, cey AdT) ,, Eiy = (5iy17 Eiyg, ceny Ein>/, AZZ =
(Azﬂ, AZiZ, ceey AZiT)/a El = (Eila EiDy euny EiT)/ with Eit = (5iyta E;xt), AZ = (Azl, AZQ, ceey AZT)/
and E= N1 Zf\il E;. From (13), if T has full column rank m?, it follows that

1

F—(AZ-ADA'-E)T (I'T) " (14)
However, from Appendix A.2.1 we have that E X0 for each ¢ and hence we obtain that
F- (AZ - ADA')T(I'T) ' Yo, (15)

This implies that the linear combinations of (AZ, AD) would be a valid approximation of F for
large N. This condition on the rank of the cross section average of factor loadings is stated as
an assumption below:

Assumption 5 (rank condition): The (k+ 1) x m® matrix of factor loadings T'; is such that

rank(T) =m® < k +1, for any N and as N — oo, (16)

where T' = N1 Zf\;l I';,and T A I', where T is a fixed bounded matrix with rank m?.

>Weighted cross section averages could also be used with appropriate granularity restrictions on the weights.



Remark 4 From the equations (9) and (14), it is clear that our approach approximates sy
of m® x 1 dimension by linear combinations of the cross section average Zy= (yji,%}) of k + 1
dimension for large N. Thus, the rank condition (16), rank(T) = m® < k + 1, which implies
k>m®—1, is of importance.

Remark 5 It is not necessary that y;; and (z;1¢,%iot,...,Tikt) have the same cross section di-
mensions. This is illustrated in Section 4.

Remark 6 Note that it is not necessary for the rank condition to hold for all cross section
units individually, but that it must hold on average. For example, the rank condition holds so
long as a non-zero fraction of factor loadings, T';, are full rank as N — oo. Also, so long as
Assumption 5 is satisfied, we do not necessarily require that limpy_,oo N1 Zfil IT; exists and
is positive definite, which is typically assumed for the identification of factors. See, for example,
Assumption A(ii) of Bai and Ng (2004) and Assumption 6 of Moon and Perron (2004).

In view of the above we shall base our test of the panel unit root hypothesis on the t-ratio of
the ordinary least square (OLS) estimate of b; (b;) in the following cross sectionally augmented
regression

Ayit = biyit—1 + €iZe—1 + hjAZ; + giAd; + €;¢.
The ¢-ratio of b; in this regression is given by
Ay'My,; 4 VT — (2k +5)Ay' My, _4
ti(N,T) = — 1z - 12 — 12
0 (y;,_lMyz',q) (Ay:M;Ay;) (yg,_1MY¢,71>

where Ay; = (Ayi, Ayiz, ... Ayir)’, yi—1 = Wio, Yit, - Yir-1) s M =Ipr — W (V_V'W)fl W,
W = (W1, W, .., wr), %, = (AZ,d,,7;_,),
52 = AYQMiAYi
' T —(2k+5)’
and MZ = IT — V_VZ (W;Wz)il W;, with V_Vz = (W,yi’_l).
Using (14) in (11)
Ayi = AZ(L =+ ADai + o;v;, (17)
where o _ ~
61- =T (F/F)_ 7iy’ a; = aiy — A’éi, v; = (Eiy - E(SZ) /O’i.
It is also easily seen that E(v;v}) = Iy + O(N~1). Therefore, we have
MAyi = O'il\_/I’Ui. (18)
From (12) and (13) we obtain
Zi,—l = TTZ;U + Sf7,1I‘§ + D_lAé + Si7_1.
Also
Z_l = TTZIO + Sf7,1f‘, + D_lA/ + Si,—l (19)

where Sy _1 = (0,,0,8¢1,..,8f7-1)"s Doy = (0,d1,....dr-1), Zi—1 = (Zi0,Zi1, s ZiT—1)
Si—1 = (041,81, - Si7—1)s Zo1 = (Z0,Z1, .., Zr—1) and Sy = NSNS, 4.
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Similarly from (17)

Yi—1 =YioTr + Z_18; + D_jc; + 0:5; _1, (20)
where
5i—1 = (Siy—1 — S—10;)/0i, (21)
Siy—1 = (0, Siy1, .-, Siy7—1)" and Fio = yio — Zy0;.
Therefore,
MYZ’,*]_ == O-ZM‘%Z,—]. (22)

Using (18) and (22), ¢;(N,T) can be re-written as
U;M§i7_1

t;(N,T) = —— -
N, o) ke /2
(vl iU )1/2 <5;’_1M5z’,—1>

T—2k—5

For fixed N and T, the distribution of ¢;(N,T') will depend on the nuisance parameters through
their effects on M; and M. However, this dependence vanishes as N — oo, for fixed T'. In the
case of fixed T however, the effect of the initial cross section mean, zy, must be eliminated in
order to ensure that ¢;(N,T) does not depend on nuisance parameters. This can be achieved
by working with the deviations, z;; — Zg.

The main asymptotic results concerning the distribution of ¢;(N,T) are summarised in
the theorems below. The proofs are given in the Appendix for the case where d; = (1,0),
t=0,1,...,T, which implies AD = 0. The asymptotic results for the case where d; = (1,¢)" can
be derived in a similar manner.

Theorem 2.1 Suppose the series z, fori=1,2,...,.N, andt =1,2,...,T, is generated under
(5) according to (9), dy = 1 with Zog set to a zero vector. Then under Assumptions 1-5, the
distribution of t;(N,T) given by (23), will be free of nuisance parameters as N — oo for any
fired T > 2k + 4. In particular, we have (in quadratic mean)

€iySiy,—1 -1
Y=ty —qa .
N 2T Qi X prhir
tZ(Na T) - - ’
el e / -1, 1/2 s/ Siy — 1/2
iy~ Y _ giTQiT gir iy,—1°%y,—1 _ h/ T—lh
o2(T—2k—4) (T—2k—4) o272 i+ T
where
F/siy F/S¢y7_1
oiNT a;T3/2 )
. — Té”siy h, — T,TZSiyv*1 o — /qu
qiT = o /T ; iT = o, T3/2 , 8iT = Siy,—1€i
i iy, —17%
(2m+1x1) S}',_leiy (2m+1x1) Slf’,lsiy,—l oT
o; T o;T?
F'F FITT Flsf/,fl
T T T3 2 .
T/ F ‘l'/ S 71 TfT hZT
Y — T 1 T2f, — /
fr — T , , T3/2 ’ QiT = h’ Sz‘y,fésiyﬁl :
Sf7_1F Sf,—lTT Sf,—lsfyfl oI JiTz
T3/2 T3/2 T2

See Appendix A.3 for a proof.



Remark 7 When the factors are serially uncorrelated, namely £y = vy ~ I1D(0,1,,), (see
Assumption 2), even for a finite T the limit distribution of t;(N,T) as N — oo, does not
depend on the factor loadings and o;. In the case where the factors are serially correlated the
limit distribution of t;(N,T) does depend on the serial correlation patterns of £ when T is finite.
However, as stated in the next theorem, the dependence of t;(N,T) on the autocovariances of f;
disappears in the limit when T — oo and N — oo, jointly.

Theorem 2.2 Suppose the series z, fori=1,2,...N, t =1,2,...,T, is generated under (5)
according to (9) and dy = 1. Then under Assumptions 1-5 and as N and T — oo, such that
VT/N — 0, t;(N,T) given by (23) has the same sequential (N — oo, T — oo) and joint
[(N,T); — oo] limit distribution, is free of nuisance parameters, and is given by

1
/ Wi(r)dWi(r) — w! Gylmiy
CADF; = 0 (24)

1 1/27
</ W2(r)dr — 7r;-va17rZ-v>
0

where

1
Wi(1) Wi(r)dr
!
/[Wv(r)]Wi(T)dr

0
1
1 [Wv(r)]ldr
1 1 /]
/ (W (r)] dr / W ()] [W ()] dr
0 0

Wiy = ’

Gy =

)

Wi(r) is a scaler standard Brownian motion and W (r) is m®-dimensional standard Brownian
motion defined on [0,1], associated with €;,; and vy, respectively. Wi(r) and W (r) are mutually
independent.

See Appendix A.4 for a proof.

Remark 8 Conditional on W (r), CADF; and CADF; are independently distributed, but
unconditionally they are correlated with the same degree of dependence for all i # j.

Having established that the limit distribution of the individual ¢;(N,T) statistic is free of
nuisance parameters, we now focus on panel unit root tests based on the average of a suitably
truncated version of ¢;(IN,T") which we denote by ¢;(N,T'). The truncation is carried out as in
Pesaran (2007) to avoid certain technical difficulties concerning the existence of the moments of
the non-truncated version of the individual statistics when T is finite. The truncated statistics
are defined by

ti(N, T), if —Kp < ti(N, T) < Ko,
t;(N,T) =< —Kji, if t;(N,T) < —Kj,
K, if t;(N,T) > K,
where K1 and Ky are positive constants that are sufficiently large so that Pr[—K; < ¢;(N,T) <

K] is sufficiently large. Using the normal approximation of ¢;(N,T), we would have K; =
—~E(CADF;) — ®1(¢/2)\/Var(CADF;), and Ky = E(CADF,) + ®'(¢/2)\/Var(CADF,),



where ®~1( . ) is the inverse of the cumulative standard normal distribution function, and ¢ is
a sufficiently small positive constant. K; and K» can now be obtained using simulated values
of E(CADF;) and Var(CADF;) with e = 1 x 107¢ for N = 200, and T = 200. The truncation
does not affect the limit distribution and Theorem 2.1 continues to apply to ¢} (NN, T') so that

t; (N, T) — CADF} = o0,(1), (25)
where
CADF;, if — Ky <CADF; < K>,
CADF; = —Ki, if CADF; < —Kq,
Ko, if CADF; > K.

The panel unit root tests associated with the non-truncated and truncated versions of the
individual unit root tests are given by

N
CIPS(N,T)=N""Y (N,T), (26)
=1
and
N
CIPS*(N,T) = N"') t(N,T). (27)
=1

Since by construction all moments of ¢ (N, T') exist, using (25) it now follows (under assumptions
of Theorem 2.2) that

CIPS*(N,T) — CADF* = 0,(1), almost surely,

N
where CADF* = N—1 ZC’ADFZ-*. Hence, CIPS*(N,T) has the same limit distribution as
i=1
CADF*, almost surely. But following Pesaran (2007, Section 4), it can be seen that the limit
distribution of C AD F* exits and is free from nuisance parameters, although it is not analytically

N
tractable. But the critical values of the distribution of CADF* (or CADF = N—! Z CADF;)

i=1
can be obtained by stochastic simulations.%

2.1 The Case of Serially Correlated Errors

In this section we relax Assumption 1, and allow for residual serial correlation. The residual
serial correlation can be modeled in a number of different ways, directly via the idiosyncratic
components, through the common effects or a mixture of the two. We focus on the first speci-
fication where cross section dependence is present under the multifactor error structure

/
Uit = ‘yiyft + Ciyt
and reSidua]. Seria]. Correlation is modeled as

Ciyt = 9i<iy,t—1+niyt7 ’07/| < 17 for i = 1,2, ,N, t= 1,2, ...,CZ—'7 (28)

SWe only report results for the non-truncated version of the test statistics. The results for the truncated
version are very similar and are available upon request.
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where 7,,, is independently distributed across time, with zero mean and finite positive variance,

Ui"?'

In what follows we confine our attention to first order stationary processes for expositional
convenience, though the analysis readily extends to higher order processes as well as to the
alternative specifications of serial correlation mentioned above.

Under the above specification we have

Ayit = B (i1 — agyd 1) + g, Ady + i, + iy (65) (29)

where (;,(0;) = (1 —6;L)"'n;,,. We also assume the coefficients of the autoregressive process
to be homogeneous across i, although this could be relaxed at the cost of more complex math-
ematical details. Under the null that 5, = 0, with §; = 6 and d; = 1, (29) becomes

Ayit = Wgyft + Ciyt(9)7 (30)

or
Ayir = 0Ay; 41 + iy (£ — 08 1) + 14 (31)

Combining (7) with (30), similarly to (12) we obtain

where E; = (¢}, (0), Ej,) with Eiy = (€121, €12, -+, €iar)’and €, (0) = (Ciy1(0), Ciya(6), ..., Cin(e))/7
with the common factors F, and factor loadings I'; defined as in the previous section. Taking
cross section averages of (32) we have that

AZ = FT' + E,

where as before E = N1 Zf\il E;, from which it follows under rank condition (16) that

F=(AZ - E)T (P'F)". (33)
Thus in testing (5) we use the following cross sectionally augmented regression
Ay; = biyi 1+ Wirh; + ¢, (34)

where W1 = (Ay; —1,AZ,AZ_1,77,Z_1), which is a T x (3k + 5) matrix.
The t-ratio of b; in regression (34) is given by

Ay Myi VT — (3k + 6) Ay’ M1y, —
L(N, T) = yiMi1yi—1 B (3k +6)Ay;M;1y; 1 (35)

. P 1/2 o 12 [, 1/2°
G (yi,_1MiIYi,—1> (AyiMi1 pAy;) (yi7_1Mi1yi,—1>
where Mil =Ir — Wil(ngwﬂ)‘lwgl, (3'22 = [T — (3]€ + 6)]_1Ay;1\_/1i1,pAyi and Mil,p =
Ip — Py (P Pi) 'P), Pi = (Wi, y; ).
Writing (31) in matrix notation and using (33) we have

Ayz = GAYZ;—l —+ (AZ—@AZ_:[)(S% + Uinvi, (36)

with ~ ~
v; = [niy — (E—-0AE_1)d;])/0iy,
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and E(v;v}) = Ir + O(N~1). From (36) it follows that
Yi—1 = QiyTr + GioTr + Z_18; + OinSic—1

where
Sic,—1 = (Sic—1— S-10;) /oin,

sic,—1 = (0, i1 ory sicr—1) With sice = Y201 Ciya(0), S—1 = (5¢,-1,801) with 8¢ 1 = N7V 0 sic 1
and gio = Yio — Zp0;-
The test statistic (35) then becomes
o o
ti(N,T) = —— f@'M“Ei‘f’” . (37)
'U/-Mz‘l’p’ui /2 oy "/ ° 1/2
( T—3k—6 ) (ﬁic,—1Mil5iC,—1)

Theorem 2.3 Suppose the series z;, fori = 1,2,..,N, t =1,2,....,T, is generated under (5)
according to (32) and || < 1. Then under Assumptions 1-5 and as N and T — oo, t;(N,T)
in (37) has the same sequential (N — oo0,T — o00) and joint [(N,T'); — oo] limit distribution
given by (24) obtained for 6 = 0.

Proof: See Appendix A.5.

For an AR(p) error specification in (28), the relevant ¢;(IN,T) statistic will be given by the
OLS t-ratio of b; in the following p** order augmented regression:

Ay; =biyi—1+ Wiphip + €,

where W, = (Ayi—1, AYi—2, .y Ayi —p; AZ,AZ_y, ..., AZ_,;T1;Z 1), whichisa Tx[(k + 2)(p + 2) — 1]
matrix.
However, it is easily seen that the limit distribution of ¢;(N,T) with N — oo for a fixed
T depends on the augmentation order, p. Thus, we will obtain critical values of t;(N,T') for
different choices of p.

2.2 Uncertainty about the Number of Factors

So far we have considered the case in which the true number of unobserved factors, m?, is

given. In practice m® is not known, although it is reasonable to assume that it is bounded
by a sufficiently large integer value, mmax. In the case of the proposed test there are two
possible ways that one could proceed when m? is not known. One possibility would be to set
k = Mmax — 1, if there exists mmax — 1 I(1) and not cointegrated additional regressors for
augmenting the ADF regressions. In this case, the true number of factors are allowed to be any
integer value between zero and mpy,x. However, when mp,.x is assumed to be large, it can be
difficult to find mmax — 1 such regressors. Alternatively, m® can be estimated consistently using
suitable selection criteria, as is followed in the literature, for example, by Bai and Ng (2004)
and Moon and Perron (2004), amongst others. Since typically m® is estimated to be around
2 to 4 in most economic applications, it may not be particularly difficult to identify suitable
additional variables for augmentation.”

"One could follow the bounds test approach proposed by Pesaran et al. (2001) when there is uncertainty in
integration and/or cointegration properties of k additional regressors. This route is not pursued in this paper.
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2.3 Ciritical Values
The critical values of CADF; and CADF = N~} Z@]L CADEF; for different values of k, N, T

and lag-augmentation p, are obtained by stochastic simulation. Based on the results in Section
2 the limit distribution of CADF does not depend on the factor loadings I'; or ¢;. This implies
that the distribution of the test statistic is invariant to the choice of I'; and o; so long as
m® < k 4 1. Thus, without loss of generality we set I' = I' = 0, and 0; = 0 = 1 in the
simulation exercise.

To be more precise, the y;; process is generated as

Yit = Yit—1 + 5iyt7 1= ]-a 25 aN, t= 1727 "'7T’

where g4, ~ #dN(0,1) with y;0 = 0. The 4t element of the k x 1 vector of the additional
regressors T, is generated as

Tijt = Tijt—1 + Eixjt, 1= 1727 7N7 j = 1727 7k7 t= ]-7 27 "'7T7 (38)

with 5i:pjt ~ iidN(O, 1) and .’L‘z’jg =0.

The CADF; test statistic is calculated as the t-ratio of the coefficient on ;1 of the regres-
sion of Ay on yir—1, Zy_1, (Az{; 4,...,Az;, ), (AZ;_4,...,AZ_,) where the following cases
for the deterministics are entertained

Case I:  no deterministics,
Case II:  intercept only,
Case III: an intercept and a linear trend,

and E(CADF;) and Var(CADF;) are obtained as an average over all replications of CADF; and
the square of the standard deviation of C ADF;y respectively, for N,T = 200. The a% critical
values of the CADF; and CADF statistics are computed for N,T = 20, 30,50, 70, 100, 200,
k=1,2,3and p=0,1,...,4, as the a quantiles of CADF, and CADF for o = 0.01,0.05,0.1.%
The critical values of the CADF statistic for case II and III are reported in Tables 1 and 2,
respectively. Critical values for the CADF statistic for case I as well as for the individual
statistics CADF; are available upon request. All stochastic simulations are based on 10,000
replications.”

3 Small Sample Performance: Monte Carlo Evidence

In what follows we investigate the small sample properties of the CIPS test defined by (26) and
compare its performance to the pooled tests by Bai and Ng (2004), and the ¢; and t# tests by
Moon and Perron (2004), by means of Monte Carlo experiments. The ¢; test statistic is for
the case with an intercept only, and the t# test statistic is for the case with an intercept and a
linear trend.

The pooled test statistics proposed by Bai and Ng (2004), using our notation as set out in
Section 2, are computed as follows. Firstly we define the transformed Ay,

Ay = { Ayit, for the case with an intercept (39)

Ayis — Ay, for the case with an intercept and a linear trend

8The critical values for k = 0 are tabulated in Pesaran (2007).

9Tt is also possible to simulate the critical values directly using (24) by replacing the integrals of the Brownian
motions with their simulated counterparts. Our analysis suggests that the critical values obtained from this
procedure closely matches the ones tabulated in the paper.
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with Ay, = T7! ZtT:l Avyir. Apply principal components to the transformed series to esti-
mate F, denoted as F, which is /T times the m eigenvectors corresponding to the first m
largest eigenvalues of the 7' x T matrix AY AY’, where AY = (&1,&2,...,g]v) with
Ay, = (%ﬂ,%ﬂ, ...,%ZT)’. Under the normalisation F’F/T =1,,, the estimates of the fac-
tor loadings are given by %,, = F;&Z /T, which yield the residuals &;,; = %it — ﬁ/;yft. Now
set eyt = Zi:l Eiys, and compute the ADF statistic for the ADF(p) regressions in e;,; without
deterministics for each cross section unit. Denoting this statistic by t%,,; if yi+ has individual
effects, and by ¢5y ; if yi has a linear trend, the pooled test statistics are then defined as

(—22, n(pve) - 2N) ot (—2 ) n(pv7) — 21) |

VAN VAN

where pvi and pv; are the p-values of the {3y ; and ¢}y ; statistics, respectively. These statistics
are asymptotically distributed as standard normal so that the null hypothesis is rejected if P
(or P7) is larger than 1.645 (at the 5% level).!”

We also consider variants of P{ and P that make use of all the available variables, y;;
and X;, to estimate the common factors. This version is more directly comparable to the
test proposed in this paper which makes use of the additional variables, x;;. The procedure is
similar to that described above with the principal component estimator of F now computed using
Az, = (Ay,,, Ax!,), whereAx;, is constructed from Ax;; in a manner similar to that specified
by (39) for%i .- These variants of P; and P7 are denoted by Pj  and Pf , respectively.

The ¢; and t# test statistics are as defined by Moon and Perron (2004). The ¢} test is for
the case with an intercept only, and the t# test is for the intercept and a linear trend case.!!
The tests are based on de-factored panel data obtained by projecting the panel data onto the
space orthogonal to the (estimated) factor loadings. The nuisance parameters are defined on the
residuals of the de-factored data where the long-run variance is estimated by employing Andrews
and Monahan’s (1992) estimator based on the quadratic spectral kernel and pre-whitening. The
null hypothesis is rejected if the test statistics are less than -1.645 (5% level test).

For further details on the above statistics see Bai and Ng (2004) and Moon and Perron
(2004). We consider experiments where the number of factors is treated as known as well as
unknown.

P =

3.1 Monte Carlo Design

Initially we consider dynamic panel models with fixed effects and a two-factor (m® = 2) error
structure. The data generating process (DGP) is given by

Yit = (1 - pz)aly + piyi,t—l + Viylflt + 7iy2f2t + Eiytai = 17 27 7N7t = _497 7T (40)

with y; 50 = 0, where ajy, ~ 7@dN (1, 1), 7,1 ~ idU|0, 2], ;0 ~ #dU|0, 2],

foe = proefres—1 + ver,vg ~ iidN(0,1— p%,), fo—50 =0

10Tn our experiments the P; statistics are computed by a GAUSS code which is a translation of the Matlab
programme provided by Serena Ng. p-values of t5y; and tzy,; are obtained using the tables ‘adfnc.asc’ and
‘Im1.asc’, respectively, also provided by Serena Ng.

U The ¢ test, which is also proposed by Moon and Perron (2004), is not considered in our simulations since
the ¢} test is preferred in their paper.
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for £ =1,2, and
Eiyt = PiyeCiyt—1 + Niyts Miyt ™~ iidN<0> (1 - pzzya)aiz)v Eiy,—50 = 0, (41)

02 ~ iidU|0.5,1.5].
We include at most two additional regressors, x;1; and x;o; in the experiments. The DGPs
are
Tijt = Tijt—1 + Vigj1 1t + VigjoSot + €ixjt for j =1,2, (42)
1= 1, 2, ceey N;t = —49, ,T with Ti5,—50 = 0,

Eixjt = PigjCizjt—1 T Tixjts» Diajt ~ 11N (0,1 — pzzxj)a (43)

with €irj,—50 = 0, and pmj ~ iidU[O.Q, 0.4] for j = 1, 2.

The first set of experiments assumes that m" = 2 is given and, hence, k is equated to
m®—1 = 1. We use only one additional regressor, Z1;. The factor loadings in (42) are generated
as Y;p11 ~ 14dU0,2] and 7,,15 = 0, so that

B(Ty) = ( X (1) > (44)

of which the rank condition (16) is satisfied.!> Note that Z1; contains ss1; only under this
design. As discussed in section 2.2, this is enough for augmenting the CADF regression to
asymptotically eliminate two factors in the y;; equation.”® We consider three combinations
of serial dependence in the errors: (A) serially uncorrelated e;,; and fj; (p; = pye = 0 and
pr1 = pro = 0); (B) serially correlated eyt (p;,. ~ 1idU[0.2,0.4] and psy = pyp = 0); (C) serially
correlated fp (,oiy‘E =pye =0and pp; = ppo = 0.3). Note that x;,j+ are serially correlated in all
experiments for j = 1,2, as specified above.
In addition, we consider spatially correlated factor loadings generated as

N
Vir — Cr = )\Z sij (Vjr — ¢r) + irs Pip ~ 10dN (0, aii), r=yl,y2, 211,212
j=1

where s;; is the (¢, j) element of an (N x N) spatial weighting matrix, S = {s;;}, which is row
standardised with s;; = 1 if units ¢ and j are adjacent and s;; = 0 otherwise. We set A = 0.8.
The parameter o2, is chosen so that var(y,,) = 1/3, and we set ¢,1 = 1, ¢y2 = 1, cp11 = 1,

pi
ce12 = 0, for the results to be comparable to our other experimental designs.'*

12 Another experiment relating to the specification of the factor loadings is considered, where

o [ iidU[0,2] iidU|0,2] o
Ti = (Viy» Viz1) = ( #dU[0. 2] 0 fori=1,2,...,N/2

but
0

0 .
so that the rank condition is satisfied. The results are very similar to those using (44).
"3We have also implemented the experiments with v,,,, replaced by non-zero values, generated as 7,15 ~
19dU[—0.5,1.5]. The results are very similar to those with 7,,,5, = 0, and are available upon request from the
authors.

"We further generated bounded factor loadings where 7v,,; = ;.1 /1 /Zj.vzl 2,1 and ¥, = Ciaa/ Z;\]:l (G

and (,,; and (;,, are draws from different uniform distributions, #idU (0, 1). The factor loadings ~,,, and v,,, are
generated as in the spatially correlated case with zero expected values. Results were similar to the spatially
correlated case.
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In another set of experiments, we consider the case in which m® = 2 is not known but
the maximum number of factors is assumed to be three, i.e., mmax = 3. Here the value of
m? is estimated (denoted by m°) based on the information criterion ICj, proposed by Bai
and Ng (2002) and used in the simulation exercises of Bai and Ng (2004). Accordingly, 1m°
factors are extracted from y;; for the Py and ¢ (t#) statistics and from (s, 14, z40¢) for the
Py, statistic. For the CADF regressions k = m? — 1 additional regressors are included in the
augmentations. At most we need mmax — 1 = 2 additional regressors. In this experiment we
consider uncertainty about the integration properties of the two needed additional regressors.
The CIPS test is implemented assuming x;1; and x;9; are I(1) and not cointegrated, but in
the DGP z;1; and x;9; are generated as cointegaretd variables. The factor loadings in (42) are
generated as ;.11 ~ 19dU|0,2], V91 ~ 1dU[0,2], Vip12 = Vizae = 0, with €55 replaced by its
first difference Ag;zj; so that the cumulative sum of the idiosyncratic errors in z;;; becomes

61'13'15 ~ I(O), and
1 11
E(Fi)_<1 0 0)'

Under this design 15 ~ I(1) and 29 ~ I(1) but they are cointegrated. When m° = 2, only
one regressor is required by CADF augmentation, thus, x;1+ is included in the experiment. If
m? = 1 or 0, no additional regressors are included. For this set of experiments we confine our
attention to case (A) with regard to serial dependence in the errors.!?

Similar sets of experiments are carried out for the model with a linear time trend. The
DGPs corresponding to (40) and (42) are

Yit = Miy + (1 —p;)dit + PiYit—1 + ’}/iylflt + 7iy2f2t + iy, 0 =1,2,.., N;t =—49,..T

Tijt = Tijt—1 + Niwj + Vigjr J1t + VigjaSot + Eixjt, for j =1,2 (45)

respectively, where p;, ~ iidU|0.0,0.02], §; ~ iidU[0.0,0.02], iz ~ iidU[0.0,0.02] for j = 1,2,
The rest of the variables are defined as above.

The parameters &, piye, Viyer Pros Pis Viwjts Pizjs Fiys 0ir and Aizj are drawn once and fixed
over the replications. For size the DGP is given by (40) with p; = p = 1, and for power with
p; ~ 11dU[0.90,0.99]. All tests are conducted at the 5% significance level. All combinations of
N, T = 20,30,50, 70,100, 200 are considered, and all experiments are based on 2,000 replications
each.

3.2 Results

Size and power of the tests are summarized in Tables 3 to 8. Recall that for all experiments, the
models contain two factors, m® = 2, and the idiosyncratic errors of additional regressors, Vizjt,
can be I(1) or I(0) and are generated as serially correlated variables. Also note that in the
case of serially correlated idiosyncratic errors, lag augmentation is required for the asymptotic
validity of the CIPS test and the pooled tests of Bai and Ng (2004), while the ¢} and ¢ tests of
Moon and Perron (2004) correct for the residual serial correlation in a non-parametric manner.

The results reported in Tables 3 to 7 are obtained assuming that m® = 2 is known and that
the one additional regressor to augment the CIPS test statistic (k = 1) is known to be I(1).
Table 3 provides the results for the model where the factors, fi; and for, and the idiosyncratic
components, €;y¢, are serially uncorrelated. Panel A of the table reports the results for the case

!5 Another experiment, in which x;1; and x;2; are generated as I(1) and non-cointegrated, is considered, but
the results are very similar and will not be included below to save space.
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of an intercept only. The P{ and Pf , tests of Bai and Ng (2004) tend to over-reject the null
moderately, with the extent of over—;rejection rising as N increases. The same applies to the
Moon-Perron test, ¢;. These results are consistent to those reported in Gengenbach, Palm and
Urbain (2009). In contrast, the CIPS test has the correct size for all combinations of sample
sizes, even when T is small relative to IN. In terms of power, the CIPS test seems less powerful
than the other tests for small values of T' (which could partly be due to the over-sized nature
of the other tests), while in general it tends to be more powerful for larger N and T'. In panel
B of Table 3 the results for the case with an intercept and a linear trend are reported. Now
the P and P7 , tests severely over-reject the null hypothesis in all experiments. Even when
T = 200 and N = 200, the size of these tests is around 13%. The size distortion of the t# test
is even worse for all experiments. On the other hand, the CIPS test has the correct size for all
combinations of sample sizes. Not surprisingly, the power of the CIPS test in the linear trend
case is lower than the intercept only case. This is a feature common to all unit root tests in the
literature.

Table 4 (Table 5) presents the results for the case where ¢, are positively (negatively)
serially correlated but fi; and fo; are serially uncorrelated. With time series augmentation the
size and the power properties of the CIPS test are similar to those reported in Table 3. The
Pg, Pg ., Pi and Py , tests display a higher tendency to over-reject the null relative to the case
where the idiosyncratic errors are serially uncorrelated. The ¢; and t# tests show slightly less
(more) size distortions as compared to the results given in Table 3 when &} ;s are positively
(negatively) serially correlated.

Table 6 provides the results for the experiments where f1; and fs; are serially correlated,
but €;,; is not. In this case all the tests exhibit size distortions unless 7" is sufficiently large
relative to N. However, the extent of over-rejection of the CIPS test is less than that of the
P¢ and Pf, tests. The performance of the t; test is similar to that reported in the previous
experimenfs.

Table 7 displays the size results for the case of spatially correlated factor loadings when
the factors, fi; and for, and the idiosyncratic components, €;y¢, are serially uncorrelated. The
results are similar to those in Table 3.

Table 8 gives the results for the case where m®(= 2) is unknown, and is estimated using
the selection criterion ICy of Bai and Ng (2004), with mmax = 3. Recall also that in these
experiments z;o; and x;1; are I(1) and cointegrated.'® The results are similar to those in Table
3, in that the CIPS test has the correct size in all designs considered, maintaining reasonable
power. Thus, cointegration between the additional regressors might not be a problem if the there
is a sufficient number of I(1) regressors amongst the additional regressors under consideration.

4 Empirical Applications

As an illustration of the proposed test we consider two applications. One to the real interest
rates across N = 32 economies, and another to the real equity prices across N = 26 markets.
Under the Fisher parity hypothesis, the real interest rates, the difference between the nominal
short-term interest rate and inflation rate, are stationary. For both applications we employ
quarterly observations over the period 1979Q2—2003Q4 (i.e. 99 data points). Existing evidence
on the validity of the Fisher parity is rather mixed. The second application is chosen since it is

16We found that the results for 77° matched those of m® in most cases except when T or N were small.
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generally believed that real equity prices are non-stationary, and it would be interesting to see
if the outcomes of the tests considered in this paper are in line with this belief.

As discussed in Section 2.2, we begin with a choice of the maximum number of factors, mmax,
as with other panel unit root tests that are based on principal components. We believe that
it is reasonable to suppose that both the real interest rates and the real equity prices contain
at most six unobserved common factors. As we set mmpax = 6, our test requires at most five
additional regressors (k = mmax — 1 = 5), with their cross section averages being I(1) and not
cointegrated. The set of regressors that are likely to have common factors with real interest
rates, 'rft — 7, and real equity prices, eq;t, are as follows:

Vit candidates of x;;
Real Interest Rates (N = 32) | rf; — i | (poils, ], eqit, epit, gdpir) (46)
Real Equity Prices (N = 26) eqit (poils, i, mit, epit, gdpit)

where

r5 = 0.25 % In(1 4+ R5/100), 7y = pir — pir—1 with py = In(CPI;), poil; = In(POILy),
riLt =0.25%In(1 + RiLt/IOO), epit = ey — pix with e = In(Ey), eqiy = In(EQu/CPlLy),
gdpit = IH(GDF’”/CPI“)

with Rf; the short rate of interest per annum in per cent (chosen to be a three month rate) in
country i at time ¢, CPI; the consumer price index, POIL; the price of Brent Crude oil, RZ-Lt
the long rate of interest per annum in per cent (typically the yields on ten year government
bonds), E;; the nominal exchange rate of country ¢ in terms of U.S. dollars, EQ;; the nominal
equity price index, and GD P;; the nominal Gross Domestic Product of country ¢ during period
t in domestic currency, so that 7“5 is the quarterly short-term interest rate, m;; is the quarterly
inflation rate, poil; is the logarithm of the nominal oil price, 7“{; is the quarterly long-term
interest rate, eq;; is the logarithm of the real equity price index, ep;; is the logarithm of the real
exchange rate and gdp;; is real log output.!”

The 32 countries considered are: Argentina, Australia, Austria, Belgium, Brazil, Canada,
Chile, China, France, Finland, Germany, Indonesia, India, Italy, Japan, Korea, Malaysia, Mex-
ico, Netherlands, New Zealand, Norway, Peru, Philippines, Spain, Sweden, Switzerland, Sin-
gapore, South Africa, Thailand, Turkey, UK. Note that not all candidates of x;; variables are
available for all countries due to data constraints. In particular, there are 26 series for egq;, 31
series for ep;; (excluding the US), and 18 series for r%.

For mupax = 6, we estimated the true number of common factors in T%S; —m;¢ and eg;¢, using the
Bai-Ng information criterion IC1, since it performs well in the Monte Carlo exercises reported
by Bai and Ng (2004). According to IC4, 1y = 2 for the real interest rates and g = 3 for the
real equity prices. Therefore, to apply the CIPS test we require only one additional regressor
for testing the unit root hypothesis in the real interests, and two additional regressors for the
real equity prices. To check the robustness of the test outcomes to the choice of the additional
regressors used in augmentation we present the CIPS test results for all possible combinations
of candidate regressors. We consider lag orders p = 1,2, 3, 4.

The test results are reported in Table 9. Panel A of this table reports the results for the real
interest rates. As can be seen, the null hypothesis of a panel unit root is strongly rejected at the
5% level for all cases considered across different choices of Z; and the lag-augmentation orders, p.

"For a detailed description of the data and sources see Supplement A of Dees, di Mauro, Pesaran and Smith
(2007).

18



These results suggest that for a significant number of countries the Fisher parity holds and are
in line with recent findings reported in Westerlund (2008) using panel cointegration tests. Panel
B of Table 9, summarises the test results for the real equity prices. For all the ten combinations
of additional regressors and all the values of p, the null hypothesis of panel unit root cannot be
rejected at the 5% level. This result is in line with the generally accepted view that real equity
prices approximately follow random walks with a drift.

We also applied the tests proposed by Bai and Ng (2004) and Moon and Perron (2004).
Specifically, the tests discussed in section 3, Py, P; . and tj or t# are computed for the real
interest rates and the real equity prices, using the same estimates of 7° as above. In the case of
the Py and P; , tests, up to four lags are considered for the underlying ADF regressions. The
test results are summarised in Table 10. The results for the real interest rates are summarised
in Panel A, and show that the P{, P, and t; tests reject the null hypothesis of a panel unit
root at the 5% level for all autoregressi(/e lag orders, p, considered, which accord with the results
of the CIPS test. Panel B in Table 10 reports the test results for the real equity prices. The
results of the P} and Py , tests are sensitive to the choice of lag orders. When p = 1, they do
not reject the null of panel unit root. However, when p > 1, the null is rejected. This is in
contrast to the results of our CIPS test, which could not reject the null for all lag augmentation
orders and for all combinations of additional regressors considered. The t# test also does not
reject the null hypothesis. But since t# lacks power when the regressions include a linear trend,
the test outcome might not be reliable.!®

As a way of dealing with the sampling uncertainty associated with the choice of m°, we
also consider the application of the CIPS test assuming mmax = 6, allowing m? to take any
value between 0 and 6. Panel A of Table 11 reports the results for the real interest rates, and
shows that for all lag orders considered, all the panel unit root tests point to a clear rejection of
the null hypothesis. This is in line with the previous results obtained with an estimated value
of m®. The test results for the real equity prices are given in Panel B of the table. For all
lag-orders considered, the CIPS test does not reject the null, but as before the results of the
P7 and P, tests are sensitive to the choice of lag orders. But now t# tests reject the null
hypothesis,’indicating the sensitivity of this test to the choice of the number of factors.

5 Concluding Remarks

This paper considers a simple panel unit root test that is valid in the presence of cross section
dependence induced possibly by m common factors. The proposed test is based on the average
of t-ratios from ADF regressions of the variables of interest augmented by the cross section
averages of the dependent variable as well as k additional regressors with similar common factor
features. Initially we develop a test supposing that m°, the true number of factors is known,
and show that the limit distribution of the test does not depend on any nuisance parameters,
so long as k 4+ 1 > m®. However, in practice m® is not known. Given an assumed maximum
number of factors, mmax, We suggest two strategies for dealing with uncertainty that surrounds
the value of m%. One is to choose the number of additional regressors as k = Mmpyax — 1, which
avoids having to estimate m®. In this case, the true number of factors are allowed to be any
integer value between zero and mmax. However, for large values of mmpax , in some situations
it can be difficult to find a sufficient number of additional regressors. Another strategy is to

8The t# test has the asymptotic power within a N71/6T71—neighbourhood of the null hypothesis of a unit
root. Moon, Perron and Phillips (2007) show that a full bias correction, rather than just a correction to the
numerator of ¥, is required to achieve power in N~¥/47~1 neighbourhood of the null.
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estimate m® consistently using suitable selection criteria, as followed by Bai and Ng (2004) and
Moon and Perron (2004), amongst others.

Small sample properties of the proposed test are investigated by Monte Carlo experiments,
which suggest the test has the correct size and reasonable power for larger values of 17" and N.
In comparing the performance of the proposed test with that of Moon and Perron (2004) and
Bai and Ng (2004) when a constant only is included in the data generating process, we find
that the CIPS test is somewhat less powerful than the pooled tests of Bai and Ng (2004), which
partly could be due to the over-sized nature of the latter. When both an intercept and trend
are included, the CIPS test has correct size for all combinations of sample sizes in contrast to
the pooled tests of Bai and Ng (2004) and Moon and Perron (2004) that tend to over-reject the
null hypothesis, in some cases substantially.

The various panel unit root tests are applied to real interest rates (Fisher’s inflation parity)
and real equity prices across countries. All tests reject a unit root in real interest rates which
is in line with panel cointegration tests of the Fisher equation. However, the pooled test of Bai
and Ng (2004) in real equity prices produces rather mixed results. The tests are in favour of the
rejection of the unit root hypothesis in real equity prices for moderate lag orders (p > 1) while
they do not reject the null for lag orders of one (p = 1). Also the Moon and Perron test results
tend to be sensitive to the choice of the number of factors. This is in contrast to the results
of our proposed test that does not reject the null of panel unit root in real equity prices for
all lag-orders considered, which accord with the generally accepted view that real equity prices
approximately follow random walks with a drift.

The better small sample results reported for the CIPS test as compared to the other tests
proposed in the literature comes at a cost, as the test requires the existence of additional (1)
regressors that share the same common factors as in y;;. We have argued that this might not be
a problem when my, the true number of factors in ¥, is not too large. For example, if m® < 2,
only one additional regressor is needed at most to apply the test, and this is unlikely to be a
problem in practice. For larger values of m® a more careful consideration of the testing problem
is required. In such cases it seems more appropriate if the problem of panel unit root testing
is considered as part of a more general problem, where robustness of the panel unit root test
outcomes to alternative assumptions regarding the integration and cointegration properties of
the additional regressors is considered and evaluated.
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Appendix A: Mathematical Proofs

A.2 Preliminary Order Results

The results shown below are for the serially uncorrelated case. For the serially correlated case, analogous order
results are obtained.

A.2.1 Order Results A

Under Assumptions 1-5,

eiyéy 1 e;yE 1
= OP ’ p( )>
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=/ = =
E €y 1\ EE 1
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T P\VTN) T P\VTN)’

A.2.2 Order Results B

Under Assumptions 1-5,

A.2.3 Order Results C
Recall that v; = (Eiy — E(‘L)/oz and éi,_l = (S§y7_1 — S_l&;) /O’i. ThuS, from (13) and (19) we have

AZ =FT' +E, (A1)

and
Z_y=70%0+Ss; 1T +8S_1. (A.2)
Using (A.1), (A.2), Order Results A and B, under Assumptions 1- 5, we obtain the following expressions
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A.3 Proof of Theorem 2.1:
A.3.1 T fixed and N — >

Recall equation (23) that can be written as

e
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t:(N,T) = T
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T—2k—4 T2

Expanding v;M$; _1 /T gives
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Next, note that M;v; are the residuals from the regression of v; on W; = (V_V,yi’_l)7 but from equation
(20) ys,—1 has components (Z_1,77,8;,-1). As (77,Z-1) C W, but §; _1 is not contained in W, by regression
theory

1\_/Iivi = Mj'UL

where

with I:IZ = (W,§i771). Thus

where
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CHv; = ( 8 )T ),CHiHZC = ( & WB/T & 8 T )

Under Assumptions 1-5, using the order results in Appendix A.2 and assuming Zo = 0 or re-defining z;: as
the deviation from Zg, as N — oo with T fixed,

Also,
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The (2k + 3) x (2k + 3) matrix
under Assumptions 1-5 we obtain
Eéysiy,—l

o2
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EY s7E’ has rank 2m + 1 < 2k + 3 due to rank condition (16), and thus
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where the last line follows using the results of generalised inverse (Magnus and Neudecker, 1999; Miscellaneous
Exercises 6, p.38) and similarly for gi7Z. (2. QirEL)” Exgir, it follows that for rank(T) = m° <k + 1,
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A.4 Proof of Theorem 2.2:
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A.4.1 Sequential Asymptotics: N — oo then 7" — oo

Using Proposition 17.1 and 18.1 of Hamilton (1994; p.486, p.547-8), under Assumptions 1-5 we have
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where Ay is defined by (3), Wy,;(1) = plimr—. T-1/2 Zle Vi€iyt/o; with v as defined in Assumption 2,
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0 0
where W;(r) is a standard Brownian motion and Wy (r) is an m°-dimensional standard Brownian motion defined

on [0,1], associated with €;,+ and v¢. These two groups of Brownian motions are independent of each other. From
the results in Appendix A.2 we have that

Gy = , (A.5)
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Recall that A} defined by (A.3) is non-singular by Assumption 2.

A.4.2 Joint Asymptotics
From the results in Appendix A.2 it follows that

1
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as T and N go to infinity so long as v/T' /N — 0. This condition is satisfied as T/N — &, where § is a fixed finite
non-zero positive constant.

A.5 Proof of Theorem 2.3

Recall equation (37) that can written as
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Using the results set out above, together with the results in Propositions 17.3 and 18.1 of Hamilton (1994), for
example, as N and T — oo (sequentially and) jointly such that vT /N — 0, we obtain
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where Ay and A} are defined by (3) and (A.3), respectively, Wy (1) = plimr— T2 Zthl Vit /Tin, Wi(r)
is a standard Brownian motion and Wy (r) is an m°-dimensional standard Brownian motion defined on [0,1],
associated with 7, , and vy, respectively, and w;y is as defined by (A.4). Also
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where 7r;y is defined by (A.4). Next,
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For the term vQM“,pvi, following a similar reasoning as in the uncorrelated case we can write
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Thus, under Assumptions 1-5, assuming Zo = 0 or re-defining z;: as the deviation from zg, as N and T — oo,
sequentially or jointly such that /T /N — 0, we obtain (since A3} is a non-singular matrix)
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which is identical to the limit distribution obtained for 8 = 0.
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Table 1: Critical Values of Average of Individual Cross-Sectionally Augmented Dickey-Fuller

Distribution, Intercept Only
E=1

1% (CADF) 5% (CADT) 10% (CADF)
p|(TN)| 20 30 50 70 100 200 | 20 30 50 70 100 200 | 20 30 50 70 100 200
20 |-2.64 256 251 -2.45 -2.42 2.30|-2.44 -2.38 -2.34 2.30 -2.20 -2.26 | -2.33 -2.28 -2.25 -2.22 221 -2.10
30 [-2.64 -2.55 -2.48 -2.46 -2.44 -2.40|-2.45 -2.39 -2.35 -2.33 -2.31 -2.29(-2.34 -2.30 -2.27 -2.25 -2.24 -2.22
0| 50 |[-2.62 -2.56 -2.49 -2.46 -2.44 -2.42|-2.45 -2.40 -2.36 -2.34 -2.32 -2.30 |-2.35 -2.32 -2.28 -2.27 -2.26 -2.25
70 |-2.64 -2.55 -2.49 -2.46 -2.45 -2.43|-2.46 -2.40 -2.37 -2.35 -2.33 -2.32|-2.36 -2.32 -2.30 -2.28 -2.27 -2.26
100 |-2.63 -2.56 -2.51 -2.47 -2.45 -2.43|-2.47 -2.41 -2.38 -2.35 -2.34 -2.32|-2.37 -2.33 -2.31 -2.28 -2.28 -2.26
200 |-2.63 -2.56 -2.50 -2.48 -2.46 -2.43|-2.46 -2.42 -2.38 -2.36 -2.35 -2.33|-2.37 -2.34 -2.31 -2.29 -229 -2.27
20 |-2.63 254 -2.45 -2.41 -2.40 -2.35|-2.38 -2.32 -2.27 -2.23 -2.22 -2.19|-2.26 2.20 -2.17 -2.14 -2.12 -2.10
30 [-2.61 -2.52 -2.46 -2.43 -2.41 -2.36 |-2.41 -2.34 -2.30 -2.28 -2.26 -2.24|-2.29 -2.24 -222 -2.19 -2.18 -2.17
1] 50 |-2.62 -2.55 -2.48 -2.44 -2.43 -2.40|-2.43 -2.37 -2.33 -2.31 -2.30 -2.28|-2.33 -2.29 -2.25 -2.24 -223 -2.21
70 |-2.62 -2.54 -2.47 -2.45 -2.43 -2.41|-245 -2.39 -2.35 -2.33 -2.32 -2.29 |-2.35 -2.30 -2.27 -2.26 -2.24 -2.23
100 |-2.62 -2.54 -2.50 -2.46 -2.44 -2.41|-2.45 -2.40 -2.37 -2.34 -2.32 -2.31|-2.36 -2.32 -2.30 -2.27 -2.26 -2.24
200 |-2.62 -2.55 -2.50 -2.47 -2.46 -2.43|-2.46 -2.41 -2.37 -2.36 -2.34 -2.32|-2.37 -2.33 -2.30 -2.28 -2.28 -2.26
20 |-2.44 234 225 221 -2.17 -2.12|-2.18 -2.11 -2.06 -2.01 -1.09 -1.96|-2.03 -1.95 -1.04 -1.00 -1.80 -1.88
30 [-2.50 -2.41 -2.33 -2.30 -2.28 -2.24 |-2.27 -2.21 -2.17 -2.14 -2.12 -2.10|-2.15 -2.11 -2.07 -2.05 -2.04 -2.03
2| 50 |-2.55 -2.49 -2.40 -2.37 -2.35 -2.32|-2.35 -2.31 -2.25 -2.24 -2.22 -2.20|-2.25 -2.22 -2.17 -2.16 -2.15 -2.13
70 |-2.57 -2.49 -2.43 -2.41 -2.39 -2.36|-2.39 -2.34 -2.29 -2.27 -2.26 -2.24 |-2.30 -2.25 -2.22 -2.20 -2.19 -2.18
100 |-2.59 -2.51 -2.46 -2.42 -2.40 -2.38|-2.41 -2.37 -2.33 -2.30 -2.29 -2.27|-2.32 -2.28 -2.26 -2.23 -2.22 -2.20
200 |-2.61 -2.54 -2.48 -2.46 -2.43 -2.40|-2.43 -2.39 -2.35 -2.34 -2.33 -2.30|-2.35 -2.31 -2.28 -2.26 -2.27 -2.24
20 |-2.45 -2.32 221 -2.13 -2.09 -2.02|-2.12 -2.06 -1.07 -1.90 -1.89 -1.85|-1.06 -1.00 -1.83 -1.80 -1.77 -1.74
30 [-2.43 -2.34 -228 -2.24 -221 -2.18|-221 -2.13 -2.09 -2.07 -2.05 -2.03|-2.09 -2.02 -1.99 -1.97 -1.96 -1.94
3| 50 |-2.53 -2.45 -2.38 -2.36 -2.33 -2.30 |-2.32 -2.27 -2.22 -2.20 -2.19 -2.17|-2.21 -2.18 -2.13 -2.12 -2.11 -2.09
70 |-2.56 -2.47 -2.42 -2.39 -2.37 -2.35|-2.37 -2.31 -2.27 -2.25 -2.24 -2.22(-2.27 -2.23 -2.19 -2.18 -2.16 -2.15
100 |-2.59 -2.50 -2.46 -2.42 -2.39 -2.37|-2.39 -2.35 -2.32 -2.29 -2.27 -2.25|-2.30 -2.26 -2.24 -2.21 -2.20 -2.19
200 |-2.61 -2.54 -2.47 -2.45 -2.43 -2.40|-2.43 -2.39 -2.34 -2.33 -2.32 -2.30|-2.34 -2.31 -2.27 -2.26 -2.26 -2.24
20 - - - - - - - - - - - - - - - - - -
30 [-2.29 -2.20 -2.12 -2.06 -2.05 -2.03|-2.05 -1.99 -1.94 -1.91 -1.89 -1.86|-1.93 -1.87 -1.84 -1.81 -1.79 -1.78
4| 50 |-2.44 -2.37 -2.30 -2.28 -2.23 -2.21(-2.24 -2.19 -2.14 -2.12 -2.11 -2.08 [-2.13 -2.09 -2.05 -2.04 -2.02 -2.01
70 |-2.52 -2.43 -2.37 -2.34 -2.32 -2.30|-2.32 -2.26 -2.22 -2.20 -2.19 -2.17|-2.22 -2.17 -2.14 -2.12 -2.11 -2.10
100 |-2.54 -2.48 -2.42 -2.38 -2.35 -2.33(-2.36 -2.31 -2.28 -2.25 -2.23 -2.22 |-2.26 -2.23 -2.20 -2.17 -2.17 -2.15
200 |-2.60 -2.52 -2.46 -2.44 -2.42 -2.39|-2.41 -2.37 -2.33 -2.30 -2.30 -2.28|-2.32 -2.29 -2.26 -2.24 -2.24 -2.22
k=2
1% (CADF) 5% (CADF) 10% (CADF)
p|(T,NJ| 20 30 50 70 100 200 | 20 30 50 70 100 200 | 20 30 50 70 100 200
20 |-2.84 2.78 -2.68 -2.65 -2.50 -2.57|-2.60 -2.56 -2.49 -2.48 -2.45 -2.43|-2.48 -2.45 -2.40 -2.39 -2.37 -2.35
30 [-2.84 -2.76 -2.68 -2.65 -2.63 -2.59 |-2.64 -2.58 -2.53 -2.51 -2.50 -2.47|-2.53 -2.49 -2.45 -2.43 -2.42 -2.40
0| 50 |[-2.84 -2.77 -2.70 -2.67 -2.66 -2.62|-2.66 -2.61 -2.56 -2.55 -2.53 -2.51 |-2.57 -2.52 -2.48 -2.48 -2.46 -2.45
70 |-2.86 -2.78 -2.72 -2.68 -2.67 -2.64 |-2.67 -2.62 -2.58 -2.56 -2.55 -2.53|-2.58 -2.54 -2.50 -2.49 -2.48 -2.47
100 |-2.85 -2.79 -2.72 -2.69 -2.67 -2.64|-2.68 -2.64 -2.59 -2.57 -2.56 -2.54 |-2.59 -2.56 -2.52 -2.50 -2.49 -2.48
200 |-2.87 -2.80 -2.74 -2.70 -2.68 -2.66 |-2.69 -2.65 -2.61 -2.58 -2.56 -2.55|-2.60 -2.57 -2.53 -2.52 -2.50 -2.49
20 |-2.78 -2.68 -2.55 -2.53 -2.48 -2.46 |-2.47 -2.40 -2.33 -2.32 -2.30 -2.27|-2.33 -2.27 -2.23 -2.21 -2.19 -2.17
30 [-2.76 -2.69 -2.61 -2.57 -2.56 -2.51|-2.54 -2.49 -2.43 -2.41 -2.39 -2.36|-2.42 -2.38 -2.34 -2.32 -2.31 -2.29
1] 50 |-2.80 -2.74 -2.67 -2.64 -2.61 -2.58|-2.61 -2.56 -2.51 -2.50 -2.47 -2.45|-2.50 -2.47 -2.43 -2.42 -2.40 -2.38
70 |-2.83 -2.75 -2.68 -2.65 -2.64 -2.60|-2.65 -2.59 -2.53 -2.52 -2.51 -2.49 |-2.54 -2.49 -2.46 -2.44 -2.44 -2.42
100 |-2.84 -2.78 -2.70 -2.67 -2.65 -2.62|-2.65 -2.61 -2.57 -2.54 -2.53 -2.51 |-2.56 -2.52 -2.49 -2.47 -2.46 -2.45
200 |-2.85 -2.80 -2.72 -2.69 -2.67 -2.65|-2.69 -2.64 -2.60 -2.57 -2.56 -2.54|-2.59 -2.56 -2.52 -2.50 -2.49 -2.48
20 |-2.71 251 -2.33 -2.27 2.21 -2.16|-2.29 -2.17 -2.08 -2.03 -1.99 -1.95|-2.08 -2.01 -1.93 -1.00 -1.87 -1.84
30 [-2.58 -2.50 -2.41 -2.36 -2.34 -2.30 |-2.35 -2.30 -2.22 -2.20 -2.18 -2.15|-2.21 -2.17 -2.12 -2.10 -2.10 -2.07
2| 50 |-2.70 -2.63 -2.55 -2.53 -2.50 -2.47|-2.50 -2.45 -2.39 -2.39 -2.37 -2.34|-2.38 -2.35 -2.30 -2.30 -2.28 -2.26
70 |-2.75 -2.68 -2.61 -2.58 -2.57 -2.53|-2.57 -2.51 -2.46 -2.44 -2.44 -2.41|-2.45 -2.42 -2.38 -2.37 -2.36 -2.34
100 |-2.79 -2.72 -2.65 -2.62 -2.60 -2.57|-2.60 -2.56 -2.51 -2.49 -2.47 -2.46 |-2.51 -2.46 -2.44 -2.42 -2.40 -2.39
200 |-2.84 -2.77 -2.69 -2.66 -2.65 -2.62|-2.67 -2.62 -2.57 -2.54 -2.53 -2.51|-2.56 -2.53 -2.49 -2.48 -2.46 -2.45
20 - - - - - - - - - - - - - - - - - -
30 |-2.47 -2.37 -2.27 -2.21 -2.19 -2.16 |-2.20 -2.14 -2.07 -2.04 -2.02 -2.00|-2.07 -2.02 -1.96 -1.94 -1.93 -1.90
3| 50 |-2.64 -2.57 -2.49 -248 -2.44 -2.41|-2.43 -2.38 -2.32 -2.31 -2.29 -2.27|-2.31 -2.28 -2.23 -2.23 -2.21 -2.19
70 |-2.72 -2.65 -2.56 -2.54 -2.53 -2.49 |-2.51 -2.47 -2.42 -2.40 -2.39 -2.36 |-2.41 -2.37 -2.33 -2.32 -2.31 -2.30
100 |-2.77 -2.69 -2.63 -2.60 -2.58 -2.54|-2.58 -2.53 -2.49 -2.46 -2.45 -2.43|-2.48 -2.44 -2.41 -2.39 -2.37 -2.36
200 |-2.82 -2.76 -2.68 -2.65 -2.63 -2.61 |-2.65 -2.61 -2.55 -2.53 -2.52 -2.50 |-2.55 -2.52 -2.48 -2.46 -2.44 -2.44
20 - - - - - - - - - - - - - - - - - -
30 [-2.28 -2.15 -2.04 -2.01 -1.97 -1.89|-2.00 -1.90 -1.83 -1.81 -1.78 -1.72|-1.85 -1.77 -1.72 -1.70 -1.68 -1.64
4| 50 |[-2.53 -2.45 -2.38 -2.35 -2.31 -2.28|-2.31 -2.25 -2.20 -2.19 -2.16 -2.14 |-2.19 -2.15 -2.10 -2.10 -2.08 -2.06
70 |-2.64 -2.59 -2.50 -2.48 -2.45 -2.41|-2.45 -2.38 -2.34 -2.32 -2.31 -2.29|-2.33 -2.29 -2.25 -2.24 -2.23 -2.21
100 |-2.71 -2.65 -2.58 -2.55 -2.53 -2.49|-2.53 -2.47 -2.44 -2.41 -2.39 -2.37|-2.43 -2.38 -2.35 -2.33 -2.32 -2.30
200 |-2.80 -2.74 -2.66 -2.63 -2.60 -2.58 |-2.62 -2.58 -2.53 -2.51 -2.49 -2.47|-2.52 -2.49 -2.45 -2.43 -2.42 -2.41
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(Continued)

E=3
1% (CADF) 5% (CADF) 10% (CADF)
p|(T,N)| 20 30 50 70 100 200 | 20 30 50 70 100 200 | 20 30 50 70 100 200
20 [2.09 2.01 -2.82 -2.76 2.75 2.71]-2.73 2.65 2.63 258 257 254 2.60 -2.56 2.52 2.40 2.48 2.45
30 [-3.00 -2.89 -2.85 -2.81 -2.78 -2.73|-2.79 -2.73 -2.69 -2.66 -2.64 -2.61 |-2.68 -2.63 -2.60 -2.57 -2.56 -2.54
0| 50 [-3.01 -2.95 -2.88 -2.86 -2.82 -2.80|-2.83 -2.79 -2.74 -2.72 -2.70 -2.69 | -2.73 -2.70 -2.65 -2.64 -2.63 -2.62
70 |-3.04 -2.97 -2.89 -2.86 -2.84 -2.82|-2.86 -2.81 -2.77 -2.74 -2.72 -2.71|-2.76 -2.73 -2.69 -2.67 -2.66 -2.65
100 |-3.05 -2.97 -2.92 -2.8%8 -2.86 -2.83 |-2.87 -2.82 -2.78 -2.76 -2.74 -2.73|-2.78 -2.74 -2.71 -2.69 -2.68 -2.66
200 |-3.07 -2.99 -2.92 -2.90 -2.87 -2.85|-2.80 -2.84 -2.80 -2.79 -2.76 -2.75|-2.80 -2.76 -2.72 -2.71 -2.70 -2.68
20 [ 2.0 2.77 -2.66 2.58 2.52 2.47] 2.55 2.47 2.39 2.34 2.30 2.26 | 2.37 -2.30 2.25 2.20 2.19 2.15
30 [-2.86 -2.77 -2.69 -2.67 -2.62 -2.59 |-2.63 -2.56 -2.52 -2.49 -2.46 -2.42|-2.50 -2.45 -2.41 -2.39 -2.38 -2.35
1| 50 |-2.94 -2.88 -2.80 -2.78 -2.74 -2.72|-2.75 -2.69 -2.65 -2.62 -2.61 -2.59|-2.65 -2.60 -2.56 -2.54 -2.53 -2.52
70 [-2.99 -2.90 -2.85 -2.82 -2.79 -2.77|-2.80 -2.75 -2.70 -2.67 -2.67 -2.65 |-2.70 -2.66 -2.62 -2.60 -2.59 -2.58
100 |-3.01 -2.93 -2.87 -2.84 -2.83 -2.80 |-2.83 -2.78 -2.74 -2.72 -2.70 -2.68 |-2.73 -2.70 -2.66 -2.64 -2.63 -2.61
200 |-3.05 -2.96 -2.90 -2.89 -2.86 -2.82|-2.87 -2.82 -2.77 -2.76 -2.74 -2.72 |-2.78 -2.74 -2.70 -2.69 -2.68 -2.66
20 - - - - - - - - - - - - - - - - - -
30 [-2.50 -2.47 -2.39 -2.35 -2.31 -2.27|-2.34 -2.27 -2.20 -2.17 -2.15 -2.11|-2.20 -2.15 -2.10 -2.07 -2.05 -2.02
2] 50 |-2.81 -2.74 -2.65 -2.63 -2.58 -2.58 |-2.60 -2.55 -2.50 -2.46 -2.45 -2.44 |-2.48 -2.45 -2.40 -2.38 -2.37 -2.35
70 |-2.90 -2.81 -2.76 -2.72 -2.69 -2.67 |-2.70 -2.65 -2.60 -2.57 -2.57 -2.54|-2.59 -2.55 -2.52 -2.49 -2.49 -2.47
100 |-2.96 -2.88 -2.81 -2.78 -2.75 -2.72 |-2.76 -2.71 -2.67 -2.64 -2.63 -2.61|-2.67 -2.62 -2.59 -2.57 -2.55 -2.54
200 |-3.01 -2.94 -2.87 -2.85 -2.83 -2.79|-2.84 -2.79 -2.74 -2.73 -2.71 -2.69 |-2.75 -2.70 -2.66 -2.66 -2.65 -2.63
30 [-251 -2.35 -2.19 -2.14 -2.09 -2.02|-2.15 -2.04 -1.96 -1.92 -1.89 -1.84 |-1.98 -1.91 -1.85 -1.81 -1.78 -1.75
3] 50 [-2.72 -2.62 -2.54 -2.52 -2.48 -2.46|-2.49 -2.43 -2.37 -2.34 -2.34 -2.31|-2.37 -2.33 -2.28 -2.26 -2.25 -2.23
70 |-2.82 -2.77 -2.71 -2.66 -2.63 -2.60 | -2.63 -2.57 -2.53 -2.50 -2.49 -2.47|-2.51 -2.48 244 -2.41 -2.41 -2.39
100 |-2.92 -2.83 -2.76 -2.73 -2.71 -2.68 |-2.72 -2.67 -2.62 -2.59 -2.58 -2.56|-2.62 -2.58 -2.54 -2.52 -2.51 -2.49
200 |-3.00 -2.94 -2.85 -2.84 -2.82 -278|-2.82 -2.77 -2.72 -2.71 -2.69 -2.67 |-2.72 -2.68 -2.64 -2.64 -2.62 -2.61
20 - - - - - - - - - - - - - - - - - -
30 - - - - - - - - - - - . - - - - - -
4| 50 |-2.52 -2.44 -2.36 -2.33 -2.30 -2.28 |-2.32 -2.24 -2.19 -2.16 -2.14 -2.12|-2.19 -2.13 -2.09 -2.07 -2.06 -2.03
70 |-2.73 -2.65 -2.58 -2.55 -2.52 -2.50 | -2.53 -2.46 -2.41 -2.39 -2.37 -2.35|-2.40 -2.36 -2.32 -2.29 -2.29 -2.27
100 |-2.84 -2.78 -2.71 -2.67 -2.65 -2.61|-2.65 -2.60 -2.54 -2.52 -2.51 -2.48|-2.54 -2.50 -2.46 -2.44 -2.43 -2.41
200 |-2.98 -2.90 -2.82 -2.81 -2.78 -274|-2.78 -2.73 -2.68 -2.68 -2.66 -2.63|-2.69 -2.64 -2.61 -2.60 -2.59 -2.57

Notes: The critical values are obtained by stochastic simulation.
giyt ~ 1dN(0,1), with y; _, = 0, and the 4t element of the k x 1 vector of additional regressors, z;, is generated
as Tijt = Tijt—1 + Eixjt, Where g5 ~ 1dN(0,1) and x5 _p
CADF; statistic is computed as the t-ratio of the coefficient on

The data generating process is ¥t = yi¢t—1 + €iyt, Where

=0,7=1,2,...,.N; j =12 .. kit = —p,...,T. The

!

. i ) ) — (5 .
y;t—1 of the regression of Ay, on yit—1, Wit p = (Z_1;

AZ;,AZ;il,...,Ai,’Fp; Ayit—1,..., Ayit—p), including an intercept, with z; = N-1 vazl(yit,x;t)’, and the average of
the individual statistics is computed as CADF = N~1 ZiV:1 CADF;. (100 x )% critical values are obtained as the «
quantiles of CADF for a = 0.01,0.05,0.1. Computations are based on 10000 replications.
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Table 2: Critical Values of Average of Individual Cross-Sectionally Augmented Dickey-Fuller
Distribution, with an Intercept and a Linear Trend

k=1
1% (CADF) 5% (CADF) 10% (CADF)
p|(TN)| 20 30 50 70 100 200 | 20 30 50 70 100 200 | 20 30 50 70 100 200
20 |-3.12 -3.02 -2.04 201 -2.86 -2.82|-2.90 -2.85 -2.78 -2.75 -2.73 -2.70 | -2.78 -2.74 -2.70 -2.67 -2.65 -2.63
30 [-3.07 -2.99 -2.92 -2.89 -2.86 -2.82|-2.89 -2.84 -2.78 -2.76 -2.74 -2.72|-2.79 -2.75 -2.71 -2.69 -2.68 -2.66
0| 50 |[-3.06 -2.99 -2.93 -2.88 -2.88 -2.83|-2.89 -2.85 -2.81 -2.77 -2.76 -2.73|-2.80 -2.77 -2.74 -2.71 -2.70 -2.68
70 |-3.07 -3.00 -2.93 -2.89 -2.86 -2.83|-2.91 -2.85 -2.81 -2.79 -2.77 -2.74 |-2.82 -2.77 -2.75 -2.72 -2.71 -2.69
100 |-3.06 -3.00 -2.92 -2.90 -2.88 -2.83|-2.91 -2.86 -2.81 -2.79 -2.77 -2.75|-2.83 -2.79 -2.75 -2.73 -2.71 -2.70
200 [-3.06 -2.99 -2.94 -2.91 -2.88 -2.84|-2.91 -2.86 -2.82 -2.79 -2.78 -2.75|-2.83 -2.79 -2.75 -2.74 -2.72 -2.70
20 |-3.09 -2.99 -2.90 -2.88 -2.85 -2.81 |-2.83 -2.76 -2.72 -2.67 -2.65 -2.63|-2.60 -2.64 -2.60 -2.57 -2.56 -2.53
30 |-3.06 -2.96 -2.89 -2.88 -2.83 -2.80|-2.85 -2.79 -2.74 -2.71 -2.70 -2.67 |-2.73 -2.69 -2.65 -2.63 -2.62 -2.60
1] 50 |-3.06 -2.96 -2.90 -2.87 -2.86 -2.82|-2.87 -2.82 -2.78 -2.74 -2.73 -2.71|-2.77 -2.73 -2.70 -2.67 -2.67 -2.65
70 |-3.05 -2.99 -2.90 -2.88 -2.84 -2.82|-2.89 -2.83 -2.78 -2.76 -2.75 -2.73|-2.80 -2.75 -2.72 -2.70 -2.69 -2.67
100 |-3.06 -2.99 -2.91 -2.89 -2.87 -2.82|-2.90 -2.85 -2.80 -2.77 -2.76 -2.73 |-2.81 -2.77 -2.73 -2.71 -2.70 -2.63
200 [-3.06 -2.99 -2.93 -2.90 -2.87 -2.83|-2.90 -2.86 -2.81 -2.78 -2.77 -2.75|-2.82 -2.78 -2.75 -2.73 -2.71 -2.70
20 |-2.88 -2.74 -2.64 -2.60 -2.56 -2.52|-2.57 -2.49 -2.42 -2.38 -2.37 -2.34|-2.42 -2.36 -2.31 -2.27 -2.26 -2.24
30 |-2.93 -2.81 -2.75 -2.72 -2.68 -2.64|-2.68 -2.62 -2.57 -2.55 -2.53 -2.50 | -2.57 -2.51 -2.47 -2.46 -2.45 -2.43
2| 50 |-2.96 -2.89 -2.83 -2.79 -2.78 -2.74|-2.78 -2.73 -2.70 -2.66 -2.65 -2.62|-2.68 -2.64 -2.61 -2.58 -2.57 -2.55
70 |-3.00 -2.94 -2.84 -2.83 -2.80 -2.77|-2.83 -2.77 -2.72 -2.71 -2.69 -2.67 |-2.73 -2.69 -2.66 -2.64 -2.62 -2.61
100 |-3.03 -2.96 -2.88 -2.85 -2.83 -2.79|-2.85 -2.81 -2.76 -2.74 -2.71 -2.70 |-2.76 -2.72 -2.69 -2.67 -2.65 -2.64
200 |-3.03 -2.97 -2.91 -2.88 -2.85 -2.81 |-2.88 -2.83 -2.79 -2.77 -2.75 -2.72|-2.79 -2.76 -2.73 -2.71 -2.70 -2.68
20 |-2.96 2.80 -2.65 -2.58 -2.50 -2.42 | -2.57 2.45 2.36 -2.31 2.07 2.22|-2.37 -2.29 2.1 2.18 2.5 -2.11
30 |-2.84 -2.76 -2.66 -2.63 -2.62 -2.56|-2.60 -2.52 -2.48 -2.46 -2.43 -2.41|-2.48 -2.41 -2.38 -2.37 -2.34 -2.33
3| 50 |-2.94 -2.86 -2.81 -2.75 -2.74 -2.71|-2.73 -2.70 -2.65 -2.61 -2.61 -2.58 |-2.63 -2.60 -2.57 -2.54 -2.53 -2.51
70 |-2.98 -2.94 -2.83 -2.81 -2.78 -2.76|-2.81 -2.74 -2.71 -2.68 -2.66 -2.64 |-2.71 -2.66 -2.63 -2.61 -2.60 -2.58
100 |-3.00 -2.94 -2.86 -2.84 -2.82 -2.78|-2.84 -2.79 -2.74 -2.72 -2.70 -2.68 |-2.74 -2.71 -2.67 -2.65 -2.64 -2.62
200 [-3.03 -2.96 -2.90 -2.87 -2.85 -2.81|-2.88 -2.82 -2.78 -2.76 -2.75 -2.72|-2.78 -2.75 -2.72 -2.70 -2.69 -2.67
20 . . . . . . . - . . . . . . . - . -
30 |-2.68 -2.56 -2.47 -2.43 -2.40 -2.35|-2.41 -2.34 -2.29 -2.26 -2.24 -2.20|-2.28 -2.23 -2.18 -2.16 -2.14 -2.12
4| 50 |-2.83 -2.76 -2.70 -2.67 -2.65 -2.62|-2.66 -2.59 -2.56 -2.52 -2.51 -2.48|-2.54 -2.50 -2.46 -2.44 -2.43 -2.40
70 |-2.93 -2.86 -2.77 -2.75 -2.72 -2.70 | -2.75 -2.68 -2.64 -2.62 -2.60 -2.58 |-2.65 -2.59 -2.56 -2.55 -2.53 -2.52
100 |-2.96 -2.91 -2.83 -2.81 -2.78 -2.74|-2.79 -2.75 -2.70 -2.68 -2.66 -2.64 |-2.70 -2.66 -2.62 -2.61 -2.59 -2.58
200 |-3.02 -2.94 -2.88 -2.85 -2.83 -2.79 |-2.86 -2.81 -2.76 -2.74 -2.73 -2.70 | -2.77 -2.73 -2.70 -2.68 -2.67 -2.65
k=2
1% (CADF) 5% (CADF) 10% (CADF)
p|(T,NJ| 20 30 50 70 100 200 | 20 30 50 70 100 200 | 20 30 50 70 100 200
20 |-3.26 -3.15 -3.00 -3.04 -3.00 -2.07 |-3.01 -2.05 -2.80 -2.86 -2.84 -2.82|-2.80 2.84 -2.79 -2.77 -2.75 -2.73
30 |-3.25 -3.15 -3.07 -3.03 -3.02 -2.97|-3.04 -2.98 -2.93 -2.90 -2.88 -2.86|-2.93 -2.89 -2.84 -2.82 -2.81 -2.79
0| 50 |[-3.23 -3.16 -3.09 -3.06 -3.03 -3.01|-3.05 -3.01 -2.96 -2.94 -2.92 -2.90 |-2.97 -2.93 -2.89 -2.87 -2.86 -2.84
70 |-3.25 -3.17 -3.10 -3.06 -3.04 -3.01|-3.08 -3.03 -2.98 -2.95 -2.93 -2.92|-2.99 -2.94 -291 -2.89 -2.88 -2.86
100 |-3.25 -3.17 -3.11 -3.08 -3.06 -3.02|-3.09 -3.04 -2.99 -2.96 -2.95 -2.93|-3.00 -2.96 -2.92 -2.90 -2.89 -2.88
200 [-3.25 -3.18 -3.12 -3.08 -3.06 -3.03|-3.09 -3.04 -3.00 -2.97 -2.96 -2.94|-3.01 -2.97 -2.94 -2.91 -2.91 -2.89
20 |-3.18 -3.06 -2.07 -2.80 -2.87 -2.84|-2.88 -2.78 -2.71 -2.68 -2.66 -2.64|-2.71 -2.64 -2.58 -2.57 -2.55 -2.52
30 [-3.16 -3.08 -3.00 -2.95 -2.93 -2.89|-2.92 -2.87 -2.82 -2.78 -2.77 -2.75|-2.81 -2.76 -2.72 -2.69 -2.68 -2.67
1| 50 |-3.21 -3.11 -3.04 -3.01 -2.99 -2.96|-3.00 -2.95 -2.90 -2.87 -2.86 -2.84 |-2.90 -2.86 -2.82 -2.80 -2.79 -2.77
70 |-3.21 -3.14 -3.07 -3.03 -3.01 -2.98|-3.06 -2.99 -2.94 -2.91 -2.89 -2.87|-2.95 -2.90 -2.86 -2.84 -2.83 -2.82
100 |-3.24 -3.15 -3.09 -3.05 -3.03 -3.00 |-3.06 -3.01 -2.96 -2.93 -2.92 -2.90 |-2.96 -2.93 -2.89 -2.87 -2.86 -2.85
200 |-3.25 -3.17 -3.12 -3.08 -3.05 -3.02|-3.09 -3.03 -2.99 -2.96 -2.95 -2.93|-3.00 -2.95 -2.92 -2.90 -2.89 -2.87
20 | 343 3.7 2.92 2.82 2.75 2.61|-2.77 2.64 251 2.45 2.41 2.34|-252 2.42 2.33 2.28 2.25 2.1
30 |-2.92 -2.86 -2.76 -2.71 -2.69 -2.64|-2.68 -2.63 -2.55 -2.53 -2.51 -2.49|-2.56 -2.51 -2.46 -2.43 -2.42 -2.40
2| 50 |-3.09 -3.00 -2.93 -2.90 -2.87 -2.84|-2.88 -2.82 -2.77 -2.75 -2.73 -2.71|-2.77 -2.72 -2.68 -2.67 -2.65 -2.64
70 |-3.14 -3.06 -3.00 -2.95 -2.93 -2.90|-2.96 -2.90 -2.85 -2.82 -2.81 -2.79 |-2.85 -2.81 -2.77 -2.75 -2.74 -2.72
100 |-3.18 -3.10 -3.04 -3.00 -2.98 -2.95|-3.01 -2.95 -2.90 -2.88 -2.86 -2.84 |-2.91 -2.87 -2.83 -2.81 -2.80 -2.78
200 |-3.23 -3.14 -3.08 -3.04 -3.02 -2.99 [-3.05 -3.00 -2.96 -2.93 -2.92 -2.90|-2.96 -2.93 -2.89 -2.87 -2.86 -2.85
20 . . . . . . . - . . . . . . . . . -
30 |-2.81 -2.70 -2.59 -2.54 -2.50 -2.48 |-2.53 -2.45 -2.37 -2.34 -2.31 -2.30|-2.38 -2.32 -2.26 -2.24 -2.21 -2.20
3| 50 |-3.00 -2.92 -2.85 -2.83 -2.80 -2.76 |-2.80 -2.74 -2.69 -2.66 -2.64 -2.63|-2.68 -2.64 -2.59 -2.57 -2.56 -2.55
70 |-3.09 -3.03 -2.95 -2.91 -2.88 -2.86|-2.91 -2.85 -2.80 -2.77 -2.76 -2.74 |-2.81 -2.75 -2.71 -2.70 -2.68 -2.67
100 |-3.16 -3.07 -3.02 -2.97 -2.96 -2.93|-2.97 -2.92 -2.87 -2.84 -2.83 -2.81 |-2.87 -2.83 -2.80 -2.78 -2.76 -2.75
200 |-3.21 -3.14 -3.07 -3.03 -3.01 -2.99|-3.04 -2.99 -2.95 -2.92 -2.90 -2.89|-2.95 -2.91 -2.88 -2.85 -2.85 -2.83
20 . . B . - . . - . . . . . - . - . -
30 |-2.63 -2.47 -2.34 -2.28 -2.21 -2.18|-2.31 -2.18 -2.10 -2.06 -2.02 -1.98|-2.13 -2.04 -1.98 -1.94 -1.92 -1.89
4| 50 |-2.86 -2.79 -2.71 -2.69 -2.66 -2.61|-2.65 -2.59 -2.54 -2.52 -2.49 -247|-2.54 -2.49 -245 -2.42 -2.41 -2.39
70 |-2.99 -2.93 -2.87 -2.83 -2.79 -2.77|-2.81 -2.75 -2.70 -2.67 -2.66 -2.64 |-2.71 -2.66 -2.62 -2.60 -2.58 -2.57
100 |-3.10 -3.02 -2.95 -2.92 -2.91 -2.87|-2.91 -2.85 -2.81 -2.79 -2.77 -2.75|-2.80 -2.76 -2.73 -2.71 -2.70 -2.68
200 |-3.19 -3.11 -3.05 -3.01 -2.98 -2.96 |-3.01 -2.96 -2.92 -2.89 -2.88 -2.86|-2.92 -2.88 -2.85 -2.83 -2.81 -2.80
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(Continued)

k=3
1% (CADF) 5% (CADF) 10% (CADF)
p|(T,NJ| 20 30 50 70 100 200 | 20 30 50 70 100 200 | 20 30 50 70 100 200
200 [-3.39 -3.29 -3.10 -3.13 -3.09 -3.08-3.10 -3.03 -2.97 -2.04 -2.92 -2.90-2.96 2.90 -2.87 -2.81 -2.82 -2.80
30 |-3.38 -3.26 -3.20 -3.16 -3.14 -3.10 |-3.16 -3.09 -3.04 -3.01 -3.00 -2.96|-3.05 -2.99 -2.95 -2.93 -2.91 -2.89
0 50 |-3.39 -3.31 -3.25 -3.20 -3.18 -3.15|-3.20 -3.15 -3.11 -3.07 -3.06 -3.04 [-3.11 -3.07 -3.03 -3.01 -2.99 -2.98
70 |-3.41 -3.32 -3.25 -3.24 -3.19 -3.17|-3.23 -3.17 -3.13 -3.10 -3.09 -3.07 |-3.13 -3.09 -3.06 -3.04 -3.02 -3.01
100 |-3.41 -3.33 -3.28 -3.24 -3.22 -3.18|-3.25 -3.20 -3.15 -3.12 -3.10 -3.09 [-3.16 -3.12 -3.08 -3.06 -3.04 -3.03
200 |-3.43 -3.34 -3.30 -3.26 -3.23 -3.20 |-3.27 -3.21 -3.17 -3.14 -3.13 -3.11 |-3.18 -3.13 -3.10 -3.09 -3.07 -3.05
20 |-3.43 -3.26 -3.05 -2.99 -2.03 -2.86 |-2.07 -2.85 -2.74 -2.68 -2.65 -2.61|-2.74 -2.66 -2.50 -2.53 -2.51 -2.48
30 |-3.23 -3.13 -3.03 -3.00 -2.97 -2.93[-2.97 -2.90 -2.84 -2.81 -2.79 -2.77 |-2.83 -2.79 -2.74 -2.72 -2.70 -2.68
1| 50 [-3.31 -3.22 -3.17 -3.12 -3.09 -3.07|-3.11 -3.05 -3.00 -2.98 -2.96 -2.94[-3.00 -2.96 -2.92 -2.90 -2.89 -2.87
70 |-3.34 -3.26 -3.21 -3.18 -3.14 -3.11[-3.16 -3.11 -3.06 -3.03 -3.02 -3.00 |-3.06 -3.02 -2.99 -2.96 -2.95 -2.94
100 |-3.37 -3.29 -3.23 -3.20 -3.18 -3.15|-3.20 -3.15 -3.10 -3.08 -3.05 -3.04 [-3.11 -3.07 -3.03 -3.01 -2.99 -2.98
200 |-3.42 -3.34 -3.27 -3.24 -3.22 -3.19|-3.25 -3.19 -3.15 -3.13 -3.10 -3.08 |-3.16 -3.11 -3.08 -3.06 -3.05 -3.03
20 = . E = E = = - = . - . = E = E = E
30 [-2.92 -2.77 -2.67 -2.62 -2.60 -2.55|-2.62 -2.54 -245 -243 -241 -2.38|-247 -241 -2.34 -232 -2.31 -2.29
2] 50 [-3.17 -3.06 -2.99 -2.96 -2.92 -2.90 |-2.94 -2.87 -2.83 -2.80 -2.78 -2.76 |-2.82 -2.78 -2.73 -2.71 -2.70 -2.68
70 [-3.24 -3.16 -3.09 -3.07 -3.03 -3.00 |-3.04 -2.99 -2.94 -2.91 -2.90 -2.88|-2.95 -2.90 -2.86 -2.84 -2.83 -2.81
100 |-3.30 -3.23 -3.16 -3.13 -3.10 -3.07 |-3.12 -3.07 -3.02 -3.00 -2.97 -2.96|-3.02 -2.99 -2.95 -2.93 -2.91 -2.90
200 |-3.37 -3.29 -3.24 -3.20 -3.18 -3.15|-3.21 -3.15 -3.11 -3.09 -3.07 -3.05|-3.12 -3.07 -3.04 -3.03 -3.01 -2.99
30 |-2.85 -2.75 -2.53 -2.45 -2.36 -2.31|-246 -2.36 -2.22 -2.18 -2.14 -2.10|-2.27 -2.17 -2.09 -2.05 -2.02 -1.99
3] 50 [-3.04 -2.94 -2.86 -2.83 -2.79 -2.76 |-2.81 -2.74 -2.68 -2.66 -2.64 -2.61|-2.69 -2.63 -2.59 -2.57 -2.55 -2.53
70 |-3.16 -3.11 -3.02 -2.99 -2.95 -2.93|-2.96 -2.91 -2.86 -2.84 -2.81 -2.79|-2.85 -2.81 -2.78 -2.75 -2.74 -2.72
100 |-3.26 -3.19 -3.12 -3.09 -3.06 -3.03 |-3.08 -3.02 -2.97 -2.95 -2.93 -2.91|-2.97 -2.93 -2.89 -2.87 -2.86 -2.85
200 |-3.34 -3.28 -3.22 -3.19 -3.16 -3.13|-3.18 -3.13 -3.09 -3.06 -3.05 -3.03|-3.09 -3.05 -3.02 -3.00 -2.98 -2.97
20 - - - = - = = - - = - = = - = - = E
30 - - - - - - - - - - - - - - - - - -
4] 50 |-2.83 -2.72 -2.66 -2.62 -2.58 -2.54|-2.59 -2.53 -2.47 -2.44 -2.42 -2.38 [-2.47 -2.42 -2.37 -2.35 -2.33 -2.30
70 |-3.06 -2.97 -2.89 -2.85 -2.82 -2.80 |-2.84 -2.78 -2.73 -2.70 -2.68 -2.66|-2.73 -2.67 -2.64 -2.61 -2.60 -2.58
100 |-3.18 -3.11 -3.05 -3.00 -2.99 -2.95|-2.98 -2.94 -2.89 -2.86 -2.84 -2.83 [-2.88 -2.85 -2.81 -2.78 -2.77 -2.76
200 |-3.32 -3.24 -3.18 -3.15 -3.12 -3.10 |-3.15 -3.09 -3.05 -3.03 -3.01 -2.99 |-3.05 -3.01 -2.98 -2.96 -2.94 -2.93

Notes: The critical values are obtained by stochastic simulation.

The data generating process is ¥t = yi¢t—1 + €iyt, Where
giyt ~ 1dN(0,1), with y; _, = 0, and the 4t element of the k x 1 vector of additional regressors, z;, is generated
as Tijt = Tijt—1 + E€ixjt, Where €550 ~ dN(0,1) and x5, _p = 0, ¢ = 1,2,..,N; j = 1,2,..,k; t = —p,...,T. The

!

CADF; statistic is computed as the t-ratio of the coefficient on y;+—1 of the regression of Ay;; on y;1—1, Wi = (Z_1;

AZ;,AZ;il,...,Ai,’Fp; AY; t—1, ..y AY; t—p), including an intercept and a linear trend, with z; = N—! Zfil(yit,x;t)’,
and the average of the individual statistics is computed as CADF = N1 Zf;l CADF;. (100 x )% critical values are
obtained as the o quantiles of CADF for o = 0.01,0.05,0.1. Computations are based on 10000 replications.
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Table 3: Size and Power of Panel Unit Root Tests with Two Factors (m° =2 and k = 1)

PANEL A: With an Intercept Only
Size: p,=p=1 Power: p, ~ #dU[0.90,0.99]
(T,N) 20 30 50 70 100 200 20 30 50 70 100 200
CIPS(p = 0)
20 510 5.15 4.20 5.15 5.10 5.75 7.35 6.20 5.50 7.30 6.20 6.85
30 5.00 4.60 4.95 3.80 4.25 4.30 9.10 9.05 8.15 8.40 7.70 8.90
50 430 435 4.60 4.35 5.00 4.65 16.85 17.55 19.45 21.05 23.15 26.95
70 4.80 4.40 4.65 4.05 5.80 5.05 27.10 34.00 42.40  48.05 54.85 63.65
100 4.60 5.06 3.55 4.25 5.00 4.25 52.90 68.70 83.00 89.35 94.85 97.80
200 490 410 4.15 4.80 4.35 4.05 99.35  100.00 100.00 100.00 100.00 100.00
Pi(p=0)
20 9.50 9.35 10.90 10.35 12.85 16.50 | 18.75 23.80 35.40 36.55 45.90 66.10
30 795 8.05 855 8.00 11.20 10.95 | 28.80 36.90 54.30 59.90 71.55 89.75
50 8.20 805 7.70 8.95 7.90 8.05 51.90 68.30 89.75 91.30 95.35 98.00
70 6.60 845 7.40 7.05 7.40 7.20 75.35 89.00 98.70 98.15 99.25 99.55
100 8.20 815 6.20 6.90 5.95 7.10 93.50 98.90  100.00 100.00 99.85  100.00
200 6.75 540 6.65 6.10 5.25 6.75 | 100.00 100.00 100.00 100.00 100.00 100.00
Pi.(p=0)
20 8.95 9.60 11.60 10.65 12.60 18.45 | 14.35 18.20 27.10 29.80 33.85 51.20
30 735 6.95 845 745 1090 11.45 | 20.40 23.95 37.10 40.95 48.45 67.85
50 7.55 7.05 7.25 9.20 7.50 8.80 30.90 40.40 63.60 67.95 69.05 80.45
70 590 795 7.10 6.65 7.40 6.60 44.65 56.15 76.00 77.80 76.65 87.85
100 6.35 7.15 6.10 6.75 6.55 7.50 63.90 72.10 85.35 90.05 85.95 91.25
200 6.05 540 5.65 5.60 4.85 6.30 88.20 88.95 94.10 95.75 94.00 97.25
ty
20 890 9.05 9.95 13.80 13.80 20.85 | 82.70 88.25 95.70 95.35 97.60 97.45
30 10.10 7.15 775 11.55 1235 15.80 | 93.55 94.50 99.35 98.35 98.95 98.95
50 7.60 745 6.80 9.60 8.75 11.65 | 98.95 98.05 99.70 99.45 99.80 99.65
70 6.95 5.65 6.30 7.85 7.70 9.90 | 100.00  99.05 99.95 99.80  100.00  99.80
100 7.60 7.50 7.10 8.20 6.85 8.35 | 100.00  99.95 100.00 100.00 100.00 100.00
200 745 7.00 6.20 5.55 5.70 6.85 | 100.00 100.00 100.00 100.00 100.00 100.00
Notes: y;¢ is generated as yit = (1 — p;)auy + p¥it—1 + Vg1 f1t + Vigafor + €iyt,i = 1,2,..., N;t = —49,...,T with

Yi,—50 = 0, where a;y ~ 4dN(1,1), Vige ~ 1wdU[0,2], for = prefres—1 + ver,ver ~ 1wdN (0,1 — p?z), fe,—50 = 0 for
£=1,2, and €iyt = PiyeCiyt—1 + Miyt> Miyr ~ 1AN(0, (1 — p%ys)o'?), €iy,—50 = 0, 02 ~ #dU[0.5,1.5]. We set p;,. = p.,, =0
and pg1 = pyg = 0. One of two additional regressors is used for augmentation of the CIPS test, which are generated as
Tijt = Tijt—1 t Vigjr 1t + Vigjafot + Cimjt, ¢ = 1,2,..., N5t = —49, ..., T with 5,50 = 0, €iwjt = pig;j€injt—1 + Tixjt,
Wigjt ~ 1dN (0, lfp,?zj), with 25,50 = 0, and p;,; ~ 11dU[0.2,0.4] for j = 1,2. We include only z;1¢ with 7, ~ #dU|[0, 2]
and v,,0 = 0, so that the rank condition (16) is satisfied. The parameters iy, piyes Viyer Pres Pis Viwjer a0d pg; are
drawn once and fixed over the replications. The CIPS(p) test is the proposed panel unit root test, defined by (26), based
on cross section augmentation using y;; and z; with lag-augmentation of order p. The Pf(p) and PE’Z(p) tests are the
Bai and Ng (2004) pooled panel unit root tests for the idiosyncratic errors with lag-augmentation of order p based on two
extracted factors, where the former uses y;¢, whilst the latter uses y;; and x;; for the factor extraction. The ¢} test is the
Moon and Perron (2004) panel unit root test for the idiosyncratic errors based on two extracted factors from y;;. This test
adopts automatic lag-order selection for the estimation of long-run variances following Andrews and Monahan (1992). All
tests are conducted at the 5% significance level, and the CIPS(p) test is based on the critical values for different p and the
number of additional regressors, k. All experiments are based on 2000 replications.
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(Table 3 continued)

PANEL B: With an Intercept and a Linear Trend

Size: p,=p=1 Power: p, ~ i1dU[0.90,0.99]
(T,N) 20 30 50 70 100 200 20 30 50 70 100 200
CIPS(p = 0)
20 4.80 3.65 4.40 5.10 5.30 4.95 4.25 4.50 5.35 5.35 5.55 4.35
30 4.90 4.65 4.80 4.45 4.40 5.35 5.90 5.85 5.95 5.35 4.85 5.15
50 4.70 4.30 3.45 4.15 3.90 4.65 7.10 8.35 7.20 8.00 7.75 8.35
70 4.80 5.00 3.75 4.20 4.80 4.30 | 11.05 15.00 15.55 17.80 18.25 20.55
100 4.50 4.35 4.45 4.60 4.55 4.80 | 21.85 29.65 43.10 48.65 54.10 68.90
200 4.75 4.10 3.60 5.45 3.40 5.50 | 89.65 98.30 100.00 100.00 100.00  100.00
Pi(p=0)
20 18.85 22.30 28.10 31.70 38.10 51.30 | 19.40 25.25  30.80 35.45 43.45 59.55
30 16.35 16.60 20.05 2290 25.55 37.60 | 19.20 22.10 29.05 31.95 39.05 58.50
50 12.25 1210 13.60 16.40 16.20 23.15 | 21.95 28.75  39.75 42.30 55.25 76.75
70 10.25 11.35 11.55 14.00 15.40 17.90 | 30.10 42.75 59.40 65.15 75.75 92.65
100 10.30 10.15 11.30 11.80 12.40 17.00 | 46.80 69.45 87.90 86.45 95.00 98.25
200 10.55  8.55 9.30 9.70 9.45 12.65 | 96.15 99.80  99.95 99.90  100.00 100.00
Py .(p=0)

20 18.30  23.06 2850 33.80 39.90 53.85 | 19.70 24.30 29.45 36.80 43.45 58.65
30 14.65 17.00 19.95 22.70 25.45 38.55 | 16.45 20.40 25.30 29.00 32.40 53.55
50 12.00 11.40 13.65 16.15 16.55 22.90 | 15.70 23.45 32.00 32.65 42.25 61.80
70 9.50 10.80 10.35 13.55 15.10 18.15 | 20.70 33.15  43.90 48.35 55.10 76.65
100 8.90 9.05 10.90 11.10 11.55 16.10 | 33.40 52.70  65.10 68.30 74.80 86.65
200 8.80 7.35 8.30 9.00 9.35 12,70 | 77.15 92.70  95.55 92.30 95.25 97.30
t7
20 95.35 96.35 97.90 98.95 99.25 99.55 | 95.65 97.30  97.90 99.20 99.00 99.90
30 81.85 87.10 93.00 97.15 96.95 99.40 | 82.00 88.20  94.60 96.50 97.90 99.65
50 43.70 54.60 69.70 78.40 85.75 96.20 | 49.30 60.95 75.80 80.50 89.10 96.65
70 29.70 37.55 49.30 57.85 68.55 87.45 | 31.90 43.10 57.65 65.40 74.95 89.65
100 18.95 23.55 31.35 39.00 46.70 69.45 | 20.85 27.90 41.30 49.40 59.50 77.85
200 9.15 12.75 14.85 16.35 19.55 31.75 | 9.10 14.00 22.05 27.55 38.70 58.00

Notes: y;t is generated as yit = ;y + (1 — p;)0it + piyi,t—1 + Viy1 f1¢ + Viyofor + €iye, i = 1,2, ..., Njt = —49,..., T with
Yi,—50 = 0, where p;, ~ 11dU|[0.0,0.02], §; ~ i4dU[0.0,0.02], Yiye ~ 1dU|0, 2], fre = profret—1+vet, ver ~ 1dN (0,1 7p?ce),
fe,—50 = 0 for £ = 1,2, and eiyr = piyeiyt—1 + Nigyes Niye ~ “WdN(0, (1 = pZ, )03), €iy,—50 = 0, 07 ~ 4dU[0.5,1.5]. We
set Piye = Pey = 0 and pr1 = pya2 = 0. One of two additional regressors is used for augmentation of the CIPS test,
which are generated as x;j¢ = Tije—1 + Nizj + 'Yizjlflt + 'Yizjgf2t + €izjt, 1 = 1,2,...,, N5t = —49,...,T with z;5, _50 = 0,
>\/L'1-j ~ iidU[0.0, 0.02], Eixjt = pizj&‘ixjtfl + Wizjt, Wizjt ™~ iidN(O, 1- p?l]-), with Tij,—50 = 07 and pizj ~ iidU[0.2,0.4}
for j = 1,2. We include only x;1; with v;,, ~ dU[0,2] and ~y,,, = 0, so that the rank condition (16) is satisfied. The
parameters Ly, 0i, Piyes YViger Pfes Pis Nixjs Vigjer a0d p;p; are drawn once and fixed over the replications. The CIPS(p)
test is the proposed panel unit root tests, defined by (26), based on cross section augmentation using y;+ and x;; with
lag-augmentation of order p. The P](p) and P7 (p) tests are the Bai and Ng (2004) pooled panel unit root tests for
the idiosyncratic errors with lag-augmentation of order p based on two extracted factors, where the former uses y;; whilst
the latter uses y;: and xj; for the factor extraction. The t# test is the Moon and Perron (2004) panel unit root test for
the idiosyncratic errors based on two extracted factors from y;;. This test adopts automatic lag-order selection for the
estimation of long-run variances following Andrews and Monahan (1992). All tests are conducted at the 5% significance
level, and the CIPS(p) test is based on the critical values for different p and the number of additional regressors, k. All
experiments are based on 2000 replications.
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Table 4: Size and Power of Panel Unit Root Tests with Two Factors (m® = 2 and k = 1),
Positively Serially Correlated e;y

PANEL A: With an Intercept Only

Size: p,=p=1

Power: p; ~ iidU[0.90,0.99]

l
|

(T,N) 20 30 50 70 100 200 20 30 50 70 100 200
CIPS(p=1)
20 3.90 3.20 3.90 2.80 3.05 2.75 5.60 4.75 4.85 3.65 4.50 4.10
30 3.10 3.80 3.75 3.05 2.85 3.45 5.65 7.10 6.80 6.40 6.15 6.85
50 4.00 4.20 4.55 3.75 3.35 4.30 13.10 12.65 15.25 17.10 16.70 19.65
70 4.90 4.60 4.65 4.55 4.55 4.00 20.90 24.80 31.40 35.45 36.95 45.45
100 3.95 4.40 4.15 4.65 4.00 3.75 41.35 56.65 68.90 76.30 81.50 89.70
200 5.65 5.15 5.90 5.05 3.90 5.20 98.45 99.80 100.00  100.00  100.00  100.00
Pi(p=1)
20 14.55 13.65 17.05 18.00 19.90 25.25 | 24.10 30.85 43.45 48.50 58.85 80.25
30 9.70 10.75 10.50 12.20 12.85 15.60 30.05 40.55 60.65 69.50 81.15 95.35
50 7.50 8.30 8.40 8.05 9.05 10.45 | 55.20 72.25 92.85 95.65 98.30 99.85
70 8.20 7.00 7.40 9.35 7.35 7.70 77.55 91.15 99.65 99.65 99.95  100.00
100 6.55 6.00 6.85 6.40 7.60 7.55 95.55 99.35  100.00  100.00  100.00  100.00
200 7.80 6.35 6.20 7.00 5.80 5.25 100.00  100.00  100.00  100.00  100.00 100.00
PE.p=1)
20 13.55 1270 17.50 17.80 19.20 24.00 | 21.00 28.00 36.70 42.00 50.40 71.90
30 10.20 10.00 10.10 11.65 12.85 15.15 | 26.40 32.65 49.55 58.35 66.80 85.85
50 6.90 8.25 7.50 8.40 10.05 11.05 | 39.70 54.65 76.50 80.55 84.95 95.30
70 7.85 6.70 8.05 8.50 7.35 7.60 55.65 70.75 87.10 92.75 92.70 97.35
100 7.00 6.65 6.95 6.60 7.60 7.30 76.80 85.25 93.65 96.80 95.50 98.80
200 7.80 6.00 5.85 6.55 5.65 5.30 95.35 95.50 98.00 99.35 98.30 99.65
i
20 6.75 6.45 5.80 9.75 9.40 1295 | 81.60 91.50 97.85 98.10 99.25 99.65
30 7.15 5.20 5.85 7.15 6.85 8.50 94.15 97.55 99.55 99.65  100.00  99.85
50 5.30 5.20 6.10 6.30 6.10 9.05 99.35 99.70  100.00  100.00  100.00  100.00
70 7.60 6.15 4.80 5.60 5.10 6.35 100.00  100.00  100.00  100.00 100.00  100.00
100 7.25 6.65 5.25 6.15 5.40 6.75 100.00 99.95 100.00  100.00  100.00  100.00
200 7.25 5.25 6.15 6.30 5.20 5.25 100.00  100.00  100.00  100.00  100.00  100.00
PANEL B: With an Intercept and a Linear Trend
Size: p,=p=1 [ Power: p; ~ #dU[0.90, 0.99]
(T,N) 20 30 50 70 100 200 [ 20 30 50 70 100 200
CIPS(p=1)
20 3.45 3.10 3.00 2.40 2.40 2.60 3.80 3.35 3.05 2.50 2.20 2.70
30 3.70 3.55 2.80 3.50 3.40 3.40 4.40 4.90 3.60 3.75 4.20 4.15
50 4.95 3.70 4.05 3.60 4.10 3.10 6.75 6.30 6.35 6.50 7.05 6.00
70 4.70 4.90 3.95 4.25 3.70 3.55 8.35 10.95 12.40 12.00 11.25 15.10
100 4.30 3.90 3.70 4.10 3.55 4.45 16.40 20.60 30.60 34.95 39.30 45.95
200 5.20 4.20 5.55 5.40 3.75 4.85 81.90 94.05 99.60  100.00 100.00  100.00
Prlp=1)
20 28.25 3290 41.65 48.20 57.45 70.75 | 29.10 35.10 45.10 53.55 63.50 78.15
30 18.70  20.55 2540 30.55 3545 52.15 | 21.85 26.10 36.05 42.90 52.40 74.60
50 12.75 14.90 18.65 16.90 22.00 30.05 | 25.05 32.65 44.65 50.80 63.65 87.90
70 13.00 11.60 1295 1520 16.45 23.30 | 31.35 45.35 65.80 71.85 86.20 97.65
100 10.05 10.40 11.75 12.85 11.90 19.05 | 53.45 73.65 91.50 92.95 98.10 99.80
200 9.20 9.70 8.60 10.50 11.00 12.65 | 97.80 99.70  100.00  100.00  100.00  100.00
pPr.lp=1)
20 28.50 31.95 41.35 46.85 57.15 71.05 | 28.80 34.55 44.90 52.95 63.10 77.40
30 17.30  21.00 25.20 31.20 36.30 52.45 | 21.95 24.95 35.10 41.75 49.70 72.85
50 12.75 15.60 1835 17.05 21.35 29.75 | 22.05 30.55 39.50 45.95 55.05 81.65
70 12.45 12.25 12,50 15.10 16.55 23.35 | 26.45 39.90 57.95 62.65 74.95 91.80
100 9.80 10.45 10.70 1295 12.85 19.05 | 45.05 63.20 80.20 84.65 91.20 97.50
200 9.25 9.95 9.15 10.65 10.90 12.60 90.60 97.65 98.90 99.00 99.55 99.80
t7
20 75.60 7440 78.80 88.60 84.00 89.45 | 75.70 74.20 78.35 88.30 83.85 90.35
30 44.40 4330 51.95 64.60 62.40 75.05 | 43.00 41.35 50.30 63.10 63.45 75.45
50 16.85 1870 23.20 31.40 33.30 46.50 13.25 15.65 19.95 26.25 30.35 44.85
70 11.65 12.85 14.40 16.05 19.85 31.15 8.50 9.45 11.40 14.35 16.25 27.10
100 7.80 8.85 9.80 1235 13.65 21.65 4.15 4.80 5.85 8.05 10.20 16.70
200 6.15 6.65 7.75 6.40 8.25 9.50 1.85 2.15 2.45 4.25 3.65 8.15

Notes: See notes to Table 3. The data generating process is the same as the one for Table 3, except Piye ~ #dU|[0.2, 0.4].
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Table 5: Size and Power of Panel Unit Root Tests with Two Factors (m® = 2 and k = 1),
Negatively Serially Correlated e;y;

PANEL A: With an Intercept Only

Size: p;, =p=1

l

Power: p; ~ 14dU[0.90,0.99]

(T,N) 20 30 50 70 100 200 20 30 50 70 100 200
CIPS(p=1)
20 4.30 5.00 6.50 5.50 5.80 6.70 6.00 5.60 5.10 5.65 5.05 5.95
30 4.35 5.75 6.05 5.15 4.75 6.40 6.10 7.50 7.10 6.00 5.65 6.00
50 5.30 5.00 5.65 5.35 5.00 6.40 14.10 12.75 15.20 16.75 15.85 18.10
70 5.60 4.35 5.25 4.80 5.25 5.00 23.90 30.45 36.40 39.15 43.70 54.70
100 4.00 3.80 4.75 4.85 4.70 4.60 47.95 63.75 79.50 86.25 92.35 97.85
200 5.35 4.85 5.85 4.95 3.85 5.65 99.45 100.00 100.00  100.00 100.00  100.00
Pip=1)
20 12.50 12.60 15.30 14.50 17.35 22.60 24.70 29.20 39.40 39.70 50.55 67.80
30 9.40  10.20 10.70 11.85 12.25 13.75 29.10 34.90 53.45 57.85 65.55 79.15
50 7.95 8.05 8.80 7.95 8.05 9.55 50.00 60.85 83.70 82.00 85.90 91.60
70 8.10 7.45 8.05 8.40 7.80 7.55 71.15 80.55 96.65 92.00 95.70 97.40
100 6.20 6.20 7.30 6.45 7.60 8.20 90.45 96.45 99.60 98.60 99.25 99.10
200 7.65 6.55 6.55 6.40 5.85 5.85 | 100.00 100.00 100.00  100.00 100.00  100.00
pPe.lp=1)
20 11.30  12.60 14.40 14.30 18.10 21.50 15.50 17.30 24.35 26.25 31.80 45.55
30 8.00 9.60 9.55 11.35 11.85 13.60 17.40 19.05 30.70 34.10 37.30 51.05
50 6.50 7.35 7.95 7.40 9.10 9.75 24.55 29.70 43.90 47.55 50.05 62.20
70 7.40 6.25 7.20 7.75 7.10 7.30 34.50 38.45 57.85 58.20 61.35 69.75
100 6.85 5.80 7.15 5.85 7.25 8.20 48.20 51.55 65.15 70.55 67.90 74.60
200 7.05 5.55 6.25 6.50 5.70 5.55 73.80 73.05 79.90 85.65 80.40 86.05
t*
2?) 11.40  13.10 15.20 19.70 20.20 28.15 80.70 84.30 92.00 90.75 93.55 94.50
30 11.65 9.65 11.85 15.25 16.10 22.85 90.95 90.40 96.15 93.40 95.45 95.80
50 8.05 8.35 9.60 11.20 11.25 18.30 98.10 95.05 98.75 97.20 99.00 98.70
70 9.40 8.00 6.80 9.30 8.45 14.35 99.60 97.50 99.50 98.95 99.70 99.40
100 8.80 8.35 6.70 9.25 8.15 12.80 99.95 99.05 99.85 99.60 99.90 99.80
200 7.80 6.10 6.75 7.45 6.80 7.50 | 100.00 99.85  100.00 100.00  100.00  100.00
PANEL B: With an Intercept and a Linear Trend
Size: p;,=p=1 [ Power: p; ~ 1dU[0.90,0.99]
(T,N) 20 30 50 70 100 200 20 30 50 70 100 200
CIPS(p=1)
20 5.25 6.70 5.75 5.25 5.75 6.75 5.50 6.15 5.20 4.50 4.85 6.00
30 3.95 5.60 5.15 6.55 6.05 6.60 4.80 5.90 5.00 4.55 5.35 5.65
50 5.50 4.45 5.10 5.00 6.05 5.35 6.25 6.10 6.20 5.85 5.70 4.80
70 4.70 5.00 4.55 4.90 4.75 5.55 8.00 11.55 12.55 9.90 9.55 12.40
100 3.80 4.50 3.80 5.25 4.05 5.25 16.40 23.25 32.65 38.00 46.60 57.45
200 4.70 3.90 5.45 5.60 4.00 5.85 88.25 97.00 99.85  100.00 100.00  100.00
Prlp=1)
20 18.90  22.25 23.45 26.00 33.30 42.40 19.85 23.10 27.25 29.30 34.25 45.10
30 13.80 14.70 15.10 17.15 18.70 25.35 14.85 17.20 20.00 20.15 26.05 36.75
50 10.30  10.25 11.90 11.45 12.30 14.20 17.35 21.05 26.35 26.20 32.90 48.95
70 10.95 9.35 10.35 9.10 10.95 12.20 21.80 29.65 42.75 41.30 52.90 69.10
100 9.20 9.20 9.25 9.55 7.75 11.65 36.95 53.40 69.80 64.65 78.95 87.75
200 8.10 9.25 7.75 8.60 8.90 10.85 89.40 97.50 99.20 96.60 99.70 99.75
P (p=1)
20 16.75  19.55 22.35 25.10 33.45 41.75 17.15 19.85 24.15 25.25 30.50 39.35
30 12.45 13.05 15.00 16.25 19.35 24.15 12.05 13.20 16.40 16.60 21.35 26.10
50 9.05 10.70 10.25 10.70 11.05 13.20 12.20 15.15 17.50 17.00 19.55 30.40
70 9.85 9.20 9.70 9.05 10.55 11.95 14.15 18.55 23.50 24.00 28.90 41.50
100 7.80 8.05 8.40 9.35 8.00 11.00 21.45 32.45 38.65 38.70 44.45 57.25
200 7.15 7.85 7.00 8.45 8.25 10.60 55.30 73.50 74.90 65.50 74.75 81.55
t#
20 99.60  99.85 99.95  100.00 99.85 99.95 99.75 99.85  100.00 99.95 99.90 99.95
30 98.50  99.75  100.00 99.95 100.00  100.00 98.70 99.55 99.95 99.90  100.00  100.00
50 88.70  95.70 99.15 99.60 99.70 99.90 91.40 97.30 98.15 98.35 98.95 99.25
70 75.95 88.15 95.75 98.30 99.50 99.90 84.80 92.05 95.75 95.10 97.45 98.05
100 57.90 70.75 85.60 92.15 96.15 99.35 74.00 85.80 91.05 90.20 94.50 95.30
200 26.45 35.25 49.75 54.30 66.15 89.00 55.15 72.90 80.80 79.60 88.50 90.40

Notes: See notes to Table 3. The data generating process is the same as the one for Table 3, except p;,.
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Table 6: Size and Power of Panel Unit Root Tests with Two Factors (m® = 2 and k = 1),
Serially Correlated fi; and fo

PANEL A: With an Intercept Only

Size: p, =p=1

Power: p; ~ ##dU[0.90,0.99)]

l
|

(T,N) 20 30 50 70 100 200 20 30 50 70 100 200
CIPS(p = 0)
20 11.40 13.30 13.90 17.20 17.65 22.05 12.05 13.55 13.35 17.45 15.20 19.60
30 8.65 9.40 11.25 10.00 13.65 13.90 13.40 13.70 13.10 14.10 14.25 16.25
50 7.15 8.05 8.30 9.30 9.90 10.95 18.45 20.45 23.00 25.35 27.90 35.05
70 6.35 6.95 7.85 8.25 9.20 8.45 29.90 37.40 46.65 53.70 61.80 73.05
100 5.55 6.55 5.75 6.45 7.55 6.05 55.40 73.85 86.90 93.60 96.80 99.10
200 5.15 4.70 5.10 5.60 5.25 5.10 99.50 100.00  100.00  100.00 100.00  100.00
Pilp=0)
20 13.90 17.80 21.10 22.90 28.05 40.60 21.95 27.00 41.95 43.20 51.60 70.25
30 11.35 12.70 14.30 15.50 20.30 26.10 28.70 37.05 54.25 56.95 64.95 81.50
50 9.50 11.35 10.45 13.55 14.05 16.85 48.30 61.70 84.75 82.20 86.85 92.20
70 8.25 10.10  9.35 9.45 10.85 12.80 69.30 82.35 96.70 93.45 95.35 97.00
100 8.30 8.80 7.95 9.25 7.95 10.45 90.75 96.50 99.75 99.25 99.10 99.75
200 6.75 5.80 7.35 6.60 5.90 8.20 100.00  100.00 100.00 100.00 100.00 100.00
Pi.(p=0)
20 15.65 18.40 22.15 24.35 29.05 43.50 17.55 21.55 31.15 34.40 37.00 53.40
30 11.60 12.70 15.25 14.85 21.40 27.25 18.75 21.00 30.95 34.65 39.55 54.85
50 9.80 10.20 10.35 13.70 13.75 17.75 24.35 28.05 49.00 50.25 50.65 63.25
70 7.30 9.10 9.50 9.55 10.35 12.25 33.35 38.05 58.40 60.20 57.35 69.65
100 7.05 8.35 7.45 8.55 8.65 10.80 47.65 52.70 70.15 73.05 68.40 76.40
200 6.15 6.20 6.20 6.40 5.80 7.35 77.30 74.20 82.45 87.45 80.75 87.50
t*
2b0 11.20 10.85 13.15 16.60 16.90 23.75 75.20 77.95 88.45 87.50 89.55 91.20
30 10.50 8.70 9.00 14.25 14.60 18.30 88.75 86.70 95.30 92.95 94.35 94.95
50 7.75 7.60 7.10 10.30 9.60 12.25 96.80 93.85 98.70 96.70 98.45 97.75
70 7.10 5.60 6.00 7.65 7.25 10.00 99.70 96.90 99.40 98.30 99.40 98.85
100 7.45 7.05 6.05 7.10 6.35 7.75 100.00  99.05 99.80 99.60 99.75 99.80
200 7.30 6.35 5.65 5.15 5.00 5.70 100.00  100.00  100.00 100.00  100.00  100.00
PANEL B: With an Intercept and a Linear Trend
Size: p,=p=1 | Power: p; ~ 1dU[0.90,0.99]
(T,N) 20 30 50 70 100 200 | 20 30 50 70 100 200
CIPS(p =0)
20 12.30  13.05 17.50 18.70 21.30 21.70 11.75 12.60 15.95 18.50 18.60 20.45
30 11.25 1240 15.15 16.00 15.85 21.30 10.40 12.65 13.80 14.25 13.05 18.45
50 7.80 9.15 8.95 12.45 11.45 14.25 9.35 12.30 10.80 13.65 13.20 14.40
70 7.55 8.15 8.10 9.30 9.80 10.25 12.35 17.25 18.80 21.85 21.20 26.85
100 6.35 6.85 6.85 8.25 7.40 9.20 22.50 30.15 44.40 52.05 60.85 75.65
200 5.55 5.00 5.45 7.05 5.15 7.15 91.10 98.30 100.00  100.00  100.00  100.00
b7 (p=0)
“ 20 27.75 36.10 45.55 52,55 62.50 78.85 27.40 36.50 46.25 51.95 64.50 79.25
30 2195 26.05 3145 39.50 4445 63.55 23.45 29.55 37.15 41.60 48.85 69.15
50 15.75  16.90 21.50 23.55 29.30 42.95 21.90 29.95 39.75 39.30 52.05 69.35
70 12.65 14.75 15.60 19.40 22.30 29.85 26.85 37.70 52.40 52.15 65.00 80.85
100 11.45 12.55 14.35 15.35 16.85 24.05 39.55 58.85 76.10 71.60 84.30 90.50
200 11.00  9.30 10.70 11.20 12.25 17.00 90.20 98.40 99.40 97.85 99.95 99.90
P .(p=0)
20 29.15 37.35 47.55 55.75 65.35 81.35 29.80 37.95 47.20 54.55 63.50 78.70
30 21.80 26.70 33.45 39.50 45.70 64.85 21.45 27.10 33.40 37.40 42.45 61.80
50 15.20 16.35 21.05 24.25 29.30 41.75 15.75 23.45 26.70 27.60 35.15 49.50
70 12.25 13.85 14.30 20.05 21.90 29.65 16.35 26.45 31.65 32.40 37.20 54.75
100 10.55 11.35 14.05 15.15 16.20 24.00 23.55 38.00 44.70 44.65 49.60 63.65
200 9.35 8.40 9.15 10.55 11.50 16.45 57.60 78.40 78.75 71.05 79.65 84.80
+#
20 94.80 97.00 98.90 99.30 99.70  99.85 95.05 97.40 98.60 99.60 99.55 100.00
30 77.45 86.95 94.80 97.25 98.85 99.90 78.40 87.90 95.15 96.25 98.15 99.35
50 42.70  55.65 68.70 79.25 87.30 97.35 48.85 61.05 74.75 78.40 86.00 92.60
70 29.15 38.50 50.60 59.40 70.00 89.15 34.00 43.30 57.35 64.60 72.70 84.60
100 18.85 24.50 31.50 40.45 47.65 71.15 23.30 30.70 42.10 49.95 58.80 72.45
200 9.50 12.65 14.65 16.75 20.60 32.35 12.35 17.15 26.40 32.40 42.70 55.35

Notes: See notes to Table 3. The data generating process is the same as the one for Table 3, except pgy = pyo = 0.3.
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Table 7: Size and Power of Panel Unit Root Tests with Two Factors (m® = 2 and k = 1) with
Spatially Correlated Factor Loadings

PANEL A: With an Intercept Only

Size: p,=p=1

Power: p, ~ 14dU[0.90,0.99]

l
|

(T,N) 20 30 50 70 100 200 20 30 50 70 100 200
CIPS(p = 0)
20 5.35 4.00 4.40 5.45 4.60 5.65 7.85 5.60 4.65 7.30 5.85 7.20
30 5.00 4.25 4.50 4.80 4.45 4.90 9.25 7.90 7.65 6.60 7.40 9.90
50 4.45 4.00 5.20 4.55 4.35 5.50 15.85 16.35 19.85 19.80 20.60 27.30
70 5.90 4.85 5.25 4.85 4.20 4.00 28.15 36.05 46.00 44.55 50.75 62.40
100 4.25 4.30 3.00 6.20 4.70 4.30 50.45 69.95 85.10 88.95 93.85 98.05
200 4.90 4.35 4.25 4.80 4.60 4.35 99.60 100.00  100.00  100.00  100.00  100.00
PS(p=0)
20 11.15  12.05 9.45 10.80 11.45 15.80 17.30 23.00 29.85 35.80 43.25 66.55
30 7.70 7.60 8.40 8.50 9.80 10.50 24.05 35.10 50.65 56.00 70.55 87.40
50 6.85 7.00 7.35 7.00 8.40 7.30 46.80 72.55 82.95 87.40 94.75 97.30
70 6.65 6.10 7.60 7.45 7.30 7.30 68.00 89.85 95.65 96.70 98.80 99.10
100 7.10 8.10 7.25 6.35 6.80 6.45 89.60 98.70 99.55 99.60 99.90 99.90
200 7.20 6.75 6.15 6.75 5.85 5.85 99.80 100.00  100.00 100.00  100.00  100.00
PE.(p=0)
20 9.75 10.00  9.75 11.35  13.05 16.90 14.25 17.10 18.55 27.75 33.05 51.55
30 7.90 7.15 8.25 8.30 9.55 11.25 18.50 21.40 26.05 38.20 47.90 65.65
50 7.00 6.65 7.70 6.75 7.65 7.85 30.35 40.70 43.75 63.10 68.95 79.65
70 6.05 6.05 6.90 7.05 6.75 6.90 45.10 51.25 54.15 74.45 80.15 88.20
100 6.10 6.95 6.75 5.65 7.00 6.25 59.60 67.10 66.55 85.35 86.40 91.90
200 6.20 6.05 5.35 6.45 5.65 5.25 85.25 80.40 80.65 93.10 95.55 98.60
t*
2% 14.30  8.80 10.45 14.65 16.50 23.05 76.50 88.95 93.65 94.65 96.65 97.90
30 12.85 7.90 8.75 12.00 12.35 17.00 87.00 96.90 98.25 97.55 98.25 99.40
50 8.90 6.80 7.60 9.65 8.85 12.80 95.20 99.30 99.60 99.70 99.70 99.70
70 8.65 5.75 7.05 9.25 7.90 9.95 97.15 99.95 99.95 99.80 99.95 99.85
100 10.40  7.45 7.60 8.15 7.50 8.45 99.15 100.00  100.00  99.95 100.00  100.00
200 8.90 6.55 6.85 6.45 5.80 6.45 100.00  100.00 100.00  100.00  100.00  100.00
PANEL B: With an Intercept and a Linear Trend
Size: p, =p=1 I Power: p, ~ 11dU[0.90,0.99]
(T,N) 20 30 50 70 100 200 | 20 30 50 70 100 200
CIPS(p = 0)
20 4.65 3.60 4.70 4.60 5.05 5.80 4.75 3.50 4.90 4.80 5.30 3.95
30 5.10 4.85 4.20 4.40 4.50 4.30 5.30 5.60 5.30 5.05 5.35 4.75
50 4.90 4.50 3.80 4.85 5.00 4.70 7.50 9.55 7.00 8.40 9.35 8.65
70 4.70 4.80 4.65 4.50 4.10 4.70 8.90 14.45 16.85 14.35 18.35 22.60
100 5.15 4.15 4.45 4.95 4.30 4.55 19.75 31.60 44.15 45.40 54.60 72.55
200 4.55 4.25 3.60 4.35 4.50 4.85 90.70 98.85 100.00  100.00 100.00  100.00
Pi(p=0)
20 20.40 2250 2830 33.50 3845 5245 21.55 24.70 31.40 36.40 43.75 58.35
30 14.10  18.10 17.60 19.90  26.65 37.20 17.20 23.15 27.60 30.75 40.00 54.65
50 10.80 12,50 15.50 14.65 15.95 24.15 20.05 28.50 36.80 41.60 53.45 70.25
70 9.90 1145 12,75 13.95 13.55 17.85 26.05 42.40 57.80 63.05 76.25 87.65
100 9.75 10.05 11.85 11.30 11.85 16.20 | 43.80 67.10 83.70 89.40 94.35 96.15
200 8.40 9.90 9.45 8.60 9.30 12.45 94.10 99.50 99.85 99.85 100.00  99.85
P (p=0)
20 20.35 2230 28.05 34.45 39.05 55.05 20.10 22.75 30.25 35.75 42.40 57.35
30 12.65 17.85 1740 21.20 26.30 37.65 14.95 19.05 24.30 26.50 34.50 46.60
50 9.95 12.50 14.15 14.35 16.15  23.65 16.00 22.25 28.05 29.95 38.00 52.40
70 9.35 10.60 12.10 12.85 13.00 17.70 20.05 28.50 41.70 42.30 50.70 63.70
100 9.20 9.20 10.65 11.15 10.65 15.20 32.10 43.25 60.85 59.90 68.35 74.20
200 7.55 8.40 7.80 8.65 9.30 11.70 77.55 80.95 91.65 84.60 89.40 91.30
t7
20 93.20 97.95 98.056 98.60 99.55 99.40 93.95 97.85 97.85 98.90 99.80 99.30
30 75.70  89.45 93.85 94.35 98.60 99.10 76.55 90.95 93.60 95.70 98.45 98.80
50 44.10 5830 68.95 7875 85.70 95.50 | 45.80 61.75 74.85 80.25 88.65 94.00
70 28.35 39.45 49,55 5895 68.10 86.45 32.15 42.75 57.05 66.00 74.90 86.05
100 19.60 23.60 32.80 37.60 50.20 68.75 19.50 29.05 39.40 48.60 60.40 74.30
200 10.35 11.95 13.30 17.95 19.85 30.55 9.65 13.30 21.50 28.80 39.65 54.55
Notes: See notes to Table 3. The data generating process is the same as the one for Table 3, except v,, — ¢r =

0.82?7:1 Sij (va —¢r) + Pip, Py ~ HdN(0, O'ii), r = yl,y2,211,212, where s;; is the (¢,5) element of an (N x N)

row standardised spatial weighting matrix, S = {s;;}, with s;; = 1 if units ¢ and j are adjacent and s;; = 0 otherwise. o

is chosen so that var(vy;,) = 1/3, and we set cy1 =1, cy2 =1, cz11 = 1, cz12 = 0.
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Table 8: Size and Power of Panel Unit Root Tests, m" = 2 Unknown and Estimated Assuming
Mmax = 3: 31+ and x;9; are Cointegrated

PANEL A: With an Intercept Only

Size: p, =p=1

Power: p, ~ #dUJ0.90, 0.99]

(T,N) 20 30 50 70 100 200 20 30 50 70 100 200
CIPS(p = 0)
20 3.00 5.05 4.70 6.15 5.25 5.70 4.05 4.75 5.95 7.20 6.35 7.10
30 2.90 4.50 5.70 4.25 5.05 4.65 5.80 7.50 7.75 7.85 7.30 8.85
50 4.20 5.70 5.40 5.80 5.55 4.75 12.35 15.60 18.25 20.50 22.10 25.85
70 4.40 6.10 6.00 6.05 6.35 5.25 20.75 33.45 40.10 46.70 54.85 63.30
100 6.15 6.60 6.05 5.60 5.80 4.40 48.80 69.00 84.45 90.00 95.05 98.15
200 6.80 6.60 6.40 6.25 5.30 4.25 99.65 100.00 100.00 100.00 100.00  100.00
Pe(p=0)
“ 20 9.00 9.15 10.80 10.35 12.80 16.30 15.45 22.35 33.80 36.40 45.85 65.85
30 7.80 8.15 8.55 8.10 11.20 10.95 26.45 36.25 54.10 59.90 71.55 89.75
50 8.65 8.10 7.70 8.95 7.90 8.05 50.90 68.05 89.75 91.30 95.35 98.00
70 6.80 8.45 7.40 7.05 7.40 7.20 73.75 89.00 98.70 98.15 99.25 99.55
100 8.55 8.15 6.20 6.90 5.95 7.10 93.25 98.90  100.00 100.00 99.85  100.00
200 6.90 5.40 6.65 6.10 5.25 6.75 | 100.00 100.00 100.00 100.00 100.00 100.00
PL (p=0)
20 5.70 7.15 8.00 8.35 9.25 9.25 9.45 14.95 22.20 23.80 27.50 42.00
30 6.95 6.45 8.00 6.85 8.75 8.75 17.20 22.15 33.50 38.55 44.05 63.80
50 8.30 8.75 7.45 9.20 7.70 7.20 29.70 37.90 57.55 64.45 63.40 76.85
70 6.25 8.15 7.10 6.70 6.95 6.75 44.00 51.75 69.45 73.05 69.85 83.35
100 7.80 8.30 6.35 7.50 6.85 7.45 61.05 67.25 79.20 85.05 79.45 87.90
200 7.60 5.65 6.80 5.95 5.45 6.60 87.25 83.65 88.20 92.45 88.05 94.60
t*
21[7) 17.90 13.25 12.05 14.10 13.75 20.80 85.40 89.20 95.80 95.35 97.60 97.45
30 14.65 8.35 8.30 11.55 12.35 15.80 94.40 94.65 99.35 98.35 98.95 98.95
50 11.50 7.80 6.85 9.60 8.75 11.65 99.15 98.05 99.70 99.45 99.80 99.65
70 8.95 5.90 6.35 7.85 7.70 9.90 | 100.00 99.10 99.95 99.80  100.00 99.80
100 8.45 7.50 7.10 8.20 6.85 8.35 | 100.00 99.95 100.00 100.00 100.00 100.00
200 7.60 7.00 6.20 5.55 5.70 6.85 | 100.00 100.00 100.00 100.00 100.00  100.00
PANEL B: With an Intercept and a Linear Trend
Size: p, =p=1 Power: p, ~ 1dU[0.90, 0.99]
(T,N) 20 30 50 70 100 200 20 30 50 70 100 200
CIPS(p = 0)
20 2.60 3.25 5.05 5.20 5.95 5.10 2.15 4.00 5.40 5.10 5.35 4.40
30 3.30 4.85 5.25 5.00 5.10 5.55 3.30 5.50 6.15 5.35 5.05 5.55
50 4.40 5.20 5.30 5.70 5.05 5.15 5.35 8.20 8.55 8.10 8.15 8.45
70 4.30 6.15 6.00 5.00 5.95 4.75 7.85 14.65 16.10 18.00 17.00 21.05
100 5.95 6.65 7.15 5.75 5.50 5.25 18.00 28.90 44.00 48.65 55.30 69.40
200 7.50 6.50 7.15 6.35 4.75 6.10 89.30 98.65 100.00 100.00 100.00  100.00
Pr(p=0)
“ 20 19.80 21.65 27.85 31.50 38.20 51.50 19.40 24.75 30.65 35.15 43.50 59.65
30 15.30 16.25 20.40 23.00 25.55  37.60 17.70 22.20 29.00 31.95 39.05 58.50
50 12.45 12.20 13.65 16.40 16.20 23.15 21.25 28.40 39.55 42.30 55.25 76.75
70 10.55 11.05 11.50 14.00 15.40 17.90 28.70 42.60 59.35 65.15 75.75 92.65
100 10.30 10.15 11.30 11.80 12.40 17.00 46.15 69.50 87.90 86.45 95.00 98.25
200 10.50 8.55 9.30 9.70 9.45 12.65 95.95 99.80 99.95 99.90 100.00 100.00
P.(P=0)
20 11.80 15.60 20.75 27.15 32.65 41.40 12.55 18.00 22.50 29.35 34.80 47.45
30 13.10 1530 18.85 20.10 23.50 32.70 14.15 19.40 21.95 27.00 29.45 46.30
50 11.10 11.70 13.55 15.05 16.65 21.00 15.65 23.60 29.45 32.45 39.25 57.75
70 10.40 11.55 11.30 13.70 15.30 17.40 21.25 33.90 40.50 46.90 50.95 71.95
100 10.35 10.75 11.50 11.65 11.90 16.10 32.60 52.15 59.45 67.15 69.85 82.65
200 10.70 8.65 9.50 9.95 10.45 13.35 74.85 89.90 90.80 90.15 92.70 95.25
+#
20 97.40 9740 97.75 9840 99.15 99.55 97.55 97.70 97.85 98.85 98.90 99.90
30 88.80 89.30 93.30 97.15 96.95 99.40 89.90 90.60 94.95 96.50 97.90 99.65
50 57.60 59.50 69.85 7840 85.75  96.20 61.30 64.35 76.00 80.50 89.10 96.65
70 39.45 40.20 49.45 57.85 68.55 87.45 42.00 44.85 57.90 65.40 74.95 89.65
100 22.40 24.05 31.35 39.00 46.70 69.45 23.70 28.55 41.35 49.40 59.50 77.85
200 9.60 12.75 14.85 16.35 19.55 31.75 9.30 14.05 22.05 27.55 38.70 58.00

Notes: See notes to Table 3. The data generating process is the same as the one for Table 3, except v,,;1 ~ #dU|[0, 2]
and YViaj2 = 0 for j = 1,2, with €i5;¢ replaced by Aeg;z ¢ so that the cumulative sums become €i55; ~ I(0). Under this

design z14¢ ~ I(1) and z2;4 ~ I(1), and they are cointegrated. The number of factors m

0

is estimated with mmax = 3

by ICy proposed by Bai and Ng (2002), then, m® factors are extracted from y;¢ for Py and ty (t#) statistics and from
(yit, Tire, Tioe) for Py , statistic. For CADF regressions, when m0 =3 and 2, (zi1¢, Tior) and 414 are used for augmentation
respectively, otherwise no additional regressors are used.
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Table 9. Results of CIPS Panel Unit Root Test for Real Interest Rates and Real Equity Prices,
for All Combinations of 7° — 1 Additional Regressors out of the Five Candidates (1979Q2 —

2003Q4)
Panel A Panel B
Real Interest Rates (N = 32,7 = 94) Real Equity Prices (N = 26,7 = 94)
With an Intercept With an Intercept and a Trend
mY =2 CIPS(p) mY =3 CIPS(p)

Includedzy | p=1 | p=2 | p=3 | p= Included X, |p=1|p=2|p=3|p=4
poily -4.94* | -4.04* | -3.06* | -2.95* poily, 7F -2.56 | -2.68 | -2.78 | -2.72
T -5.31% | -4.38* | -3.40* | -3.21* poily, Ty -2.34 | -2.42 | -2.52 | -2.48
€q; -5.05* | -4.16* | -3.14* | -3.03* poily, €p; -2.42 | -2.54 | -2.59 | -2.55
ep; =517 | -4.19* | -3.23* | -3.07" | poil, gdp, | -2.01 | -2.14 | -2.32 | -2.30
gdp, -5.27% | -4.33* | -3.22* | -3.05* L, -2.19 | -2.36 | -2.44 | -2.25
T, ep, -2.37 | -2.56 | -2.68 | -2.69
rlogdp, | -2.14 | -2.26 | -2.33 | -2.15
¢, €Dy -2.38 | -2.55 | -2.67 | -2.48
T, gdp, -1.99 | -1.98 | -2.05 | -2.02
ep;, gdp, | -2.73 | -2.76 | -2.80 | -2.70

5% Critical Values 5% Critical Values
-239 | -235] -2.34[ -2.30 | -3.02 [ -2.95 | -2.92 | -2.85

Note: All additional regressors, X, are assumed to be I(1) and not cointegrated among themselves.

*

denotes

the rejection of the null of the panel unit root hypothesis at the 5% significance level. Critical values are obtained

by stochastic simulation as described in section 2.3

Table 10. Bai and Ng and Moon and Perron Panel Unit Root Test Results for Real Interest
Rates and Real Equity Prices over the Period 1979Q2 — 2003Q4

PANEL A PANEL B
Real Interest Rates (/N = 32) Real Equity Prices (N = 26)
With an Intercept With an Intercept and a Linear Trend
m0 =2 m? =3
7o) | P | G L) | P |
p=11] 15.29* 9.93* | -1748* | p=1 -0.04 0.12 -1.36
p=2119.03" | 11.73* p=2 1.71* 1.92*
p=3| 6.33* 2.72% p=3 3.61* 4.16*
p=4| 78 | 6.04% p=4| 442F| 471

Note: * denotes rejection at the 5% significance level. Py (Py,.) is the Bai and Ng (2004) test based on factors

extracted from ;¢ (yi+ and all other five candidate regressors), and ¢ (t#) is the test of Moon and Perron (2004)

with an intercept (and a linear trend). P is the estimated value of m°, the assumed true number of common

factors and p is the lag order of the ADF regressions. The P; and Pj, . tests reject the null hypothesis of a

unit root if they are greater than 1.645, and ¢; and t* if they are less than -1.645. The Moon-Perron tests

adopt automatic lag-order selection for the estimation of long-run variances, which explains why only one value

is reported for each choice of m°.
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Table 11. Results of Panel Unit Root Test for the Real Interest Rates and the Real Equity
Prices with mp.x = 6

Panel A: Real Interest rates (N = 32,7 = 94)
With an Intercept

CIPS(p) 5% C.V.) | Pi(p) | Pi.(p) | &
p=1 -5.64% (-3.06) 16.49* | 6.70° | -24.86"
p=2 ~1.63° (-2.93) 19.60° | 7.72°
p=3 3427 (-2.84) 6.10" | 1.02°
p=4 -3.04% (-2.70) 8.15* | 2.74*

Panel B: Real Equity Prices (N = 26,7 = 94)
With an Intercept and a Trend
CIPS(p) 5% CV.) | Plp) | PLp) | O

p=1 -2.81 (-3.39) 077 | 1.07 | -1.8T
p=2 2.62 (-3.26) 0.91 | 257
p=3 -2.58 (-3.15) 2.45% | 4.927
p=4 2.21 (-2.99) 321F | 4.637

Note: * denotes rejection of the null of panel unit root hypothesis at the 5% significance level. For the CIPS
test, the set of additional regressors X; included for the real interest rates and for the real equity prices are
(poils, 7F , €q,, ep,, gdp,) and (poily, 7t , 7¢, €p,, gdp, ), respectively. The Py(p) and t; (t%) tests are based on six
factors extracted from y;; and for P; .(p) from (yit,x;:). The Py and P;, . tests reject the null hypothesis of a
unit root if they are greater than 1.645, and the ¢; and ¥ if they are less than -1.645. Critical values for the

CIPS statistic are obtained by stochastic simulation as described in section 2.3.
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