REVIEW O APPLIED ECONOMICS
Vol. 9, Nos. 1-2, (January-December 2013)

SPATIAL ECONOMETRICS IN NON-
SPATIAL SETTINGS

Kevin E. Henrickson™ and Ryan Langrill™

ABSTRACT: In this paper, we use data from Major League Baseball between 2000 and 2005 to
illustrate how spatial econometric techniques can be used to directly model the interdependence
of players. Specifically, we empirically examine the role of task specific human capital on earnings,
by modeling player contracts as being determined by their performance, and the performance of
other players with similar task specific human capital profiles. Our approach also provides an
example to other researchers of a methodological approach to using spatial econometrics in
settings where space is defined in ways other than spatial geography.

JEL Classifications: J31, J41, J24

Keywords: wages, contracting, human capital, spatial econometrics

1. INTRODUCTION

Spatial econometric techniques have greatly enhanced the way that economists model interaction
between countries and/or firms. Indeed, the spatial autoregressive model has become relatively
common in applied work, (e.g. Kalnins (2003), Blonigen et al. (2007), McMillen et al. (2007)
and Henrickson (2012)). However, nearly all of the spatial econometric literature measures
space as geographic, largely ignoring non-geographic interdependence between economic
entities. For example, foreign direct investment (FDI) could be viewed as flowing into countries
with similar laws/cultures/regulations, rather than countries sharing borders. Likewise, changes
in stock prices are likely influenced by changes in the stock price of firms in the same industry,
while firm profits are impacted by sales of competing firms. In this paper, we illustrate the use
of spatial econometrics to capture this type of non-geographic interaction, by modeling workers’
wages as determined, in part, by those of workers with similar task specific human capital, i.e.
workers who are spatially “close” in ability.

Task specific human capital, as described by Shaw (1984), Topel (1991), Neal (1995), and
Gibbons and Waldman (2004), has not been extensively examined in labor markets due to a
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lack of available data to empirically model worker differences. Instead, the literature has tended
to follow the seminal works of Mincer (1958) and Becker (1964) by focusing primarily on
general human capital, typically measured by education, and/or firm-specific human capital,
typically measured by tenure with a firm, and the impact of these types of human capital on
labor market outcomes (e.g. Altonji and Shakotko (1987); Topel (1991); Mortensen (2003);
Gori and Fanti (2008); Becker and Woessmann (2009); Kambourov and Manovskii (2009); and
Burdett ez al. (2011)). However, task specific human capitalis equally important in determining
many of these outcomes. For example, a computer programmer with knowledge of a certain
programming language will have their wages determined, in part, by the availability and wages
of other programmers with knowledge of the same language. While this type of interdependence
of worker wages is prevalent in many markets, empirical modeling this type of wage relationship
has been difficult.

In this study, we take advantage of the availability of task specific human capital measures
within Major League Baseball to assess the importance of empirically incorporating such task
specific human capital into labor market outcomes. Similar previous work by Blass (1992)
examines human capital accumulation within Major League Baseball, finding that older players
are overpaid relative to their productivity gains. However, we illustrate the use of spatial
econometric techniques to model this interdependence of outcomes, which has implications
across all areas of economics. Specifically, we model baseball players as having task specific
human capital that they accumulate specific to their position, and also general human capital
that is not position specific. This approach of identifying task specific human capital by position
is similar to Treme and Allen (2009) who examine outcomes for wide receivers in the National
Football League. By isolating position in this way, Treme and Allen (2009) are focusing on
players with similar task specific human capital, but this interdependence is not directly modeled
such as what we do here. In particular, task specific human capital accumulation implies that a
player’s salary is not only based on his previous performance and general human capital, but
also on the labor market conditions for players with similar task-specific human capital profiles,
those ‘close’ to them. We account for this labor market feature through use of a spatial
autoregressive model where space is defined as differences in task specific human capital levels.

Our findings suggest that task specific human capital accumulation does impact employee
compensation, and that accounting for this human capital improves wage predictions in Major
League Baseball. More importantly, we illustrate that spatial econometric methodology can
be adapted to non-geographic spatial interdependence, allowing economists to better model
interactions between economic entities, such as the interaction of stock prices across
companies, FDI across countries, wages across workers, and profits across groups, all examples
of situations in which spatial econometrics can be used to model non-geographic
interdependence.

2. EMPIRICAL MODEL & DATA

The data that we use in this study include salary data for contracts signed between 2000 and
2006 for each Major League Baseball player, collected from USA Today’s Salary Database,
and performance measures for the year before the contract was signed. The dependent variable
is the real average annual contract value for each player, which is defined as the total contract
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value divided by the contract length, and is specified in hundreds of thousands of dollars. This
specification, using average contract value, is used because contracts are often either front or back
loaded, meaning that the actual salary changes with each year of the contract. The independent
variables used consist of performance measures for each player, non-performance player preferences
and the characteristics of the task specific labor market in which the player is supplying their
labor. Since pitchers and hitters within major league baseball are evaluated using different
performance measures, we estimate wage regressions separately for these two groups.

We include the following non-spatial variables for both pitchers and position players: a
dummy variable for left handed players, the age of the player at the time they sign the contract,
age squared, to capture any non-linearity in the impact of age on wages, and experience, measured
as the number of years the player has appeared in a Major League baseball game.

For position players, we include the following performance measures, measured for the
season before signing the contract: runs created per game, homeruns per game, intentional
walks per game, stolen bases per game, strike outs per at bat and fielding percentage. We also
include dummy variables for winners of the Silver Slugger Award and the Gold Glove Award,
which are awarded to one player per league per position, as well as a dummy variable for
players who made the All Star team, and the number of wins a player’s team had. We do note
that our results presented in what follows are robust to including career performance measures
instead of previous year measures; however, inclusion of such measures is found statistically
unwarranted as players appear to be judged primarily on their previous year’s performance,
which is similar to the results found by Healy (2008). Also, we note that runs created is a
performance measure developed to account for the number of runs a player is responsible for,
and is defined by James (2002).

For pitchers, the past performance measures are: winning percentage, defined as the number
of games the pitcher won divided by the number of decisions that he received, the number of
games started, complete games, shutouts, saves, his strikeout to walk ratio, the log of earned
run average, and a dummy variable being named to the All Star team. We note that the log of
earned run average is used because it is assumed that there is a bigger difference between
pitchers who have an earned run average of 3.00 and 4.00 than there is between pitchers with
earned run averages of 5.00 and 6.00. Also, we do not include team wins for pitchers, as we
assume that pitchers have less control over the total number of games that their team wins since
they play in fewer games than position players.

We also include several non-performance variables related to their preferences to sign with
a certain team, including: a dummy variable if the contract is with a player’s previous team, a
dummy variable for a player’s hometown team, defined as teams in states first degree contiguous
to a player’s birth state, and a dummy variable for players who are still under team control,
which occurs during their first six years of Major League service, when they are not true free
agents, but are still technically property of their current team. Table 1 contains summary statistics
for each of these variables.

To capture the potential for task specific labor markets within Major League Baseball, we
use a spatial autoregressive (lag) model, given by:

Average Contract Value = X3 + pWAverage Contract Value + € 1)
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Table 1
Summary Statistics
Batters Pitchers

Variable Mean Variable Mean
Average Contract Value $25.17 Average Contract Value $24.86
(33.98) (29.92)
Runs Created 55.75 Winning Percentage 0.50
(33.92) (0.21)
ITomeruns 12.36 Games Started 13.88
(10.44) (13.97)
Intentional Walks 2.91 Complete Games 0.659
(3.77) (1.34)
Stolen Bases 6.95 Shutouts 0.25
(9.92) (0.63)
Silver Slugger 0.04 Saves 3.83
(0.19) (10.19)
Strike Outs per at Bat 0.19 Strike Outs per Walk 2.31
(0.07) (1.16)
Gold Glove 0.03 Earned Run Average 4.01
(0.16) (1.59)
All Star 0.09 All Star 0.074
(0.29) (0.26)
Left ITanded 0.28 Left ITanded 0.27
(0.45) (0.44)
Previous Team 0.57 Previous Team 0.55
(0.50) (0.50)
ITome Team 0.11 ITome Team 0.12
(0.31) (0.33)
Club Control 0.60 Club Control 0.60
(0.49) (0.49)
Age 28.23 Age 28.41
(3.91) (4.40)
Experience 4.88 Experience 4.56
(3.83) (3.85)

Fielding Percentage 0.86

(0.19)

Team Wins 75.23

(24.63)

Notes: Average contract value is defined is the total amount of the contract divided by the contract length, and is

specified in hundreds of thousands of dollars. We also note that while all players have general characteristics

which they are all evaluated on (e.g. experience, age, etc.), there are inherent differences in batters and

pitchers. As such, we model wages separately for pitchers and batters, with each model incorporating the

same general characteristics of the players, but with batter/pitcher specific variables used depending on the

player’s position. Our batter specific variables, shown above, include: runs created, home runs, intentional
walks, stolen bases, strikeouts, team wins and whether the player won either the Gold Glove Award or Silver

Slugger Award for their position. Similarly, for pitchers we include: winning percentage, games started,

complete games, shutouts, saves, strikeouts per walk and the log of the pitcher’s earned run average (ERA).

Standard deviations are in parentheses.
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where X is the vector of player characteristics, player performance measures, and non-
performance factors discussed above. Appendix A provides a more detailed account of the
spatial autoregressive model, but the model given by equation (1) above is a typical OLS
specification with an additional term to capture the spatial nature of task specific human capital
on salary, pWAverage Contract Value.

Specifically, W is a block diagonal spatial weighting matrix. Each diagonal block of this
weighting matrix accounts for one year, with the off diagonal elements within the block, Vip
accounting for the skill proximity between players i and j, and the on diagonal elements set to
zero, to prevent a player’s salary from being regressed on itself. The specification of v,;is intended
to capture the labor markets for task specific human capital, and as such Vi is set to zero for any
players who play different positions as their human capital is associated with different tasks.
The two exceptions to this rule are right fielders and left fielders, who are considered to play the
same position, corner outfield, and utility players, who are defined as players who did not spend
at least 75% of their time at one position. For players who do have the same task specific human
capital, y,, is defined as the absolute value of the difference between player i’s value over a
replacement level player (VORP) and player j’s VORP, where a player’s VORP is a statistic
calculated by Baseball Prospectus designed to capture each player’s value by comparing their
performance to the performance that could be expected from the ‘average’ player at each position.

As with all spatial autoregressive models, the specification of the weighting matrix is chosen
based on one’s belief about the relationship between spatially related observations. In the present
context, ‘space’ is defined based on the proximity of players’ human capital rather than
geographic. As such, it is assumed that each player’s salary is based, in part, on the salary of
individuals with similar task specific human capital, but that this relationship decreases as players’
performance based ratings diverge. However, as is common in the spatial econometrics literature,
the ad-hoc nature of the weighting matrix was examined by using numerous alternative
specifications of the weighting matrix, including equal weights for all players at the same position,
and weights which allow a player’s salary to be a function of the average of players at several
positions which require similar task specific human capital were examined. However, we note
that the results of these robustness checks are qualitatively similar to the results presented here.
It is worth noting that one could create a weighting matrix taking into account other player
characteristics such as where the batter hits in the batting order. We do not include this type of
analysis in our weighting matrix as teams will often have different strategies in hiring players,
but all teams need to field a team with one player at each position, hence our focus on position/
task specific human capital in our weighting matrix.

As is common in the spatial econometric literature, the spatial weighting matrix, W, is row
standardized and estimated via maximum likelihood. Row standardizing means that WAverage
Contract Value can be interpreted as the weighted average contract value of players with the
same task specific human capital, and p, our estimated term in equation (1), can be interpreted
as estimating the effect of the weighted average contract value of players with similar task
specific human capital profiles on salary. This structure implies that a positive estimate of
p indicates that the labor market in Major League Baseball is dependent upon on task
specific human capital, as players with similar human capital profiles’ salaries are positively
correlated.
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3. RESULTS

The results of estimating equation (1) by both OLS and maximum likelihood are presented in
Table 2 for batters and Table 3 for pitchers. The OLS results of estimating equation (1) without
the endogenous spatially weighted average contract value are included in these tables to assess
the stability of the parameter estimates; however, all tests for the appropriateness of the spatial
autoregressive model indicate that wages are spatially correlated by task specific human capital.

(a) Player Characteristics & Past Performance

There are four variables included as explanatory variables in equation (1) that are intended to
capture player characteristics. The first of these, the dummy variable for left handed pitchers
and batters is insignificant across all four specifications, indicating that players do not receive
more or less pay due to being left handed. The other three player characteristic variables, however,
are all statistically significant, indicating that players receive higher pay as both their experience
and age increase, while the age squared variable indicates that the effect of age on salary peaks
and then reverses. We note that this model was also estimated with experience squared, but that
the estimated coefficient was insignificant, likely because of the inclusion of age squared. The
positive coefficient of the experience variable is consistent with our a priori expectations, and
indicates the existence of human capital accumulation, with one year of additional experience
accounting for a $173,000 increase in annual salary for batters and a $362,000 increase for
pitchers.

For batters, the variable intended to capture the bulk of each players previous year’s
performance is runs created per game, which is positive and significant across both specifications,
with each additional run created per game increasing annual salary by $5,031,300. In addition
to the runs created per game, we also have several other statistical measures of performance to
capture specific skills not adequately captured by runs created per game in the determination of
wages. The first of these performance measures, the number of homeruns per game the player
hit in the previous season, is positive and statistically significant indicating that each additional
homerun per game amounts to an estimated salary increase of $6,558,500. This result implies
that either home runs’ offensive contribution is underestimated by runs created per game, or
that teams value homeruns more than for their pure offensive value, perhaps because of marketing
or fan interest considerations.

Intentional walks per game are included as an explanatory variable in our estimation not
because of the productive impact of an intentional walk, but because intentional walks capture
opposing teams’ perception of the batter’s ability. In particular, a pitcher and/or manager will
only intentionally walk a batter if they fear the batter’s ability so much that they will concede
first base to the hitter rather than attempt to get that hitter out; thus, only the elite superstar
players should receive more than an occasional intentional walk. Indeed, the results in Table 3
illustrate this impact with each additional intentional walk per game in the previous season
accounting for an estimated $14,651,500 increase in a player’s average contract value. Stolen
Bases per game is included because, in addition to the pure offensive importance of stealing a
base, stolen bases also offer an imperfect measure of speed, which will impact the player’s
ability to score runs, defend in the field and impact the course of the game. Our estimates
support this idea that stolen bases are valuable beyond what runs created per game measures,
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Variable OLS Spatial Lag
All Star 11.019%#* 10.206%#*
(3.200) (3.167)
Runs Created per Game 53.964%** 50.313%k*
(7.885) (7.891)
ITome Runs per Game 68.725%%* 65.585%%*
(18.840) (18.592)
Intentional Walks per Game 144,731 %% 146.51 5%
(30.665) (30.206)
Stolen Bases per Game 35.093 %% 32.186%**
(12.646) (12.503)
Strike Outs per At Bat -22.736%* -22.767*
(12.240) (12.054)
Silver Slugger Award 23.125%k* 23.610%**
(4.908) (4.837)
Gold Glove Award 24,927 24.667***
(4.710) (4.640)
Fielding Percentage 0.410 0.750
(4.163) (4.101)
Team Wins 0.053* 0.052%*
(0.031) (0.031)
Previous Team -1.065 -1.167
(1.610) (1.586)
ITome Team 4.94 5% 4.835%*
(2.358) (2.323)
Club Control -18.0297%%* -18.011%**
(2.397) (2.361)
Left ITanded -0.821 -1.019
(1.710) (1.685)
Experience 1.736%** 1.7307%**
(0.479) (0.472)
Age 10.105%%* 10.0007##*
(1.851) (1.823)
Age Squared -0.194%** -0.192%**
(0.031) (0.031)
Constant -140.144%%* -138.730%**
(29.060) (28.623)
Average Salary of Batters with the Same 0.0967+**
Task Specific ITuman Capital (0.037)
Observations 875 875
Adjusted R? .61

Notes: We model player wages separately for pitchers and batters. In addition to the spatial lag term, we include, for

all players: experience, age, age squared, left-handedness, whether they were an All-Star and whether they

signed with their previous team, hometown team, or were still under club control. We also include batter

specific variables including: runs created, home runs, intentional walks, stolen bases, strikeouts, team wins
and whether the player won either the Gold Glove Award or Silver Slugger Award for their position. Standard

errors are in parentheses. * significant at 10%, ** significant at 5% and *** significant at 1%.
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with results indicating that an additional stolen base per game is worth an extra $3,218,600 per
year. Interestingly, while stolen bases per game, our indirect measure of defensive ability through
speed is statistically significant, our direct measure of defensive ability, fielding percentage, is
statistically insignificant, a result that is likely due to the relatively little variation that this
variable offers.

Another statistic not fully captured in runs created per game is strikeouts. A strikeout is
often seen as a more damaging out than either a groundout or a flyout, because it offers no
opportunity for a base runner to advance. It also offers no chance of forcing a fielder to commit
an error, another way a batter can reach base. Our measure of strikeouts, strikeouts per at bat, is
used to normalize strikeouts across playing time. According to Table 2, one extra strikeout for
every ten at bats results in a $2,276,700 reduction in the player’s average annual contract value.

In order to adequately capture the pay that superstars in the league receive, we included
several awards that are bestowed upon players who excel in particular areas. We also note that
earlier results included additional award categories, but because most other awards only go to
one player per year, there is almost no variation for many of the other awards, hence our focus
on only those awards which are given to multiple players every year. The first of these honors is
being selected to play in the annual All Star game, which is bestowed on the best players at each
position in each the National [.eague and the American League, as well as a number of reserve
players chosen from the game’s elite. Being named to the All Star team in the year prior to
signing a contract is estimated to increase a player’s annual contract value by $1,020,600. Other
annual awards include the Silver Slugger Award, which is given to the best hitter at each position
in each league, and the Gold Glove Award, which is voted on by major league coaches to
determine the best fielder at each position in each league. These two awards are estimated to
increase a player’s average annual contract value by $2,361,000 and $2,466,700, respectively.
Examining these results, we note that, as was discussed previously, fielding percentage is
statistically insignificant; however, the result on winning the Gold Glove Award, which is tied to
fielding, captures the increased salary associated with being the best fielder at one’s position.

Our final measure of past performance for batters is their team’s win total from the previous
year. This is included because batters, who play every day, have greater opportunity to impact
the outcome of every game. Thus, a player can be known as a “winner” for doing all of the little
things to help his team win, a skill that our included performance measures may not adequately
capture. Indeed, our estimates indicate that for each extra game that a player’s team wins in the
year before he signs a new contract, the player receives $5,200 in extra compensation.

For pitchers, we include fewer performance measures as there are fewer tasks associated
with pitching. In particular, we exclude ream wins because a pitcher plays in a smaller portion
of a team’s games. We also excluded the Silver Slugger and Gold Glove awards as a pitcher’s
batting and fielding performances are secondary to his pitching.

Of the variables used to estimate the impact of pitcher performance on average contract
value, shown in Table 3, one of the primary measures of pitcher quality is their winning
percentage. This variable, measured as the number of games that the pitcher won divided by his
decisions (wins plus losses), indicates that a 10% increase in winning percentage leads to an
estimated increase in average annual contract value of $60,380. However, this measure is applied
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Table 3
OLS and Spatial Lag Wage Regression Results for MLB Pitchers
Variable OLS Spatial Lag
All Star 8.019%* 5.780%*
(3.309) (3.118)
Winning Percentage 6.162% 6.038*
(3.662) (3.490)
Games Started 0.819%#* 0.576%**
(0.075) (0.078)
Complete Games 3,549k 2.953%k*
(0.904) (0.851)
Shutouts -2.484 -2.043
(1.769) (1.661)
Saves 0.517%k* 0.2927%%#%
(0.092) (0.091)
Strike Outs per Walk 3.087%k* 3.072%k*
(0.725) (0.688)
Log Earned Run Average -8.144%** -5.842%%:*
(2.244) (2.265)
Previous Team 1.207 0.677
(1.610) (1.521)
ITome Team 5.389%* 4.055%
(2.316) (2.188)
Club Control -9.766%** -8.779%**
(2.343) (2.231)
Left ITanded -0.002 -0.112
(1.731) (1.629)
Experience 3.35] k% 3.620%**
0.479) (0.474)
Age 6.816%** 7.205%%*
(1.895) (1.789)
Age Squared -0.126%** -0.136%**
(0.032) (0.031)
Constant -90.228%** -100.442%**
(29.131) (27.436)
Average Salary of Pitchers with the 0.313%%*
Same Task Specific [lTuman Capital (0.042)
Observations 734 734
Adjusted R? .55

Notes: We model player wages separately for pitchers and batters. In addition to the spatial lag term, we include, for
all players: experience, age, age squared, left-handedness, whether they were an All-Star and whether they
signed with their previous team, hometown team, or were still under club control. We also include batter
specific variables including: winning percentage, games started, complete games, shutouts, saves, strikeouts
per walk and the log of the pitcher’s earned run average (ERA). Standard errors are in parentheses. * significant
at 10%, ** significant at 5% and *** significant at 1%.
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to all pitchers, and pitchers with different roles often receive vastly different average contract
values. Thus games started, complete games, shutouts and saves are included to capture
differences in each pitcher’s “role” on his team.

Games started is used to identify starting pitchers, who typically have the most innings
pitched of any pitcher. Each additional game a pitcher started in the previous season is estimated
to increase his annual contract by $57,600. Complete games are relatively rare, and are typically
only accomplished by dominant pitchers with both the talent and the stamina to remain in the
game for the entire nine innings. Our results on this variable indicate that there exists a $295,300
increase in annual salary for each additional complete game in the previous season. Shutouts
are even rarer than complete games, as they require the pitcher to pitch nine scoreless innings;
howevert, our results for this performance measure are not statistically significant, most likely
because of the relatively few observations with shutouts. Our final measure, included to account
for different pitcher roles within their team, is saves, which is used to identify closers, who
pitch at the end of the game in the most stressful situations. The averages presented previously
in Table 1 indicated that these pitchers receive more than the average pitcher, and our results in
Table 3 confirm this result, with each additional save being worth $29,200 in annual salary.

Two measures of pitcher quality that do not depend on a pitcher’s role are his ratio of
strikeouts per walk and his earned run average. The strikeouts per walk variable captures the
pitcher’s ability to either overpower or fool hitters, causing them to not put the ball into play,
while the earned run average variable captures the pitcher’s ability to prevent runs from scoring.
Both of these measures of pitcher effectiveness are positive and significant, with an increase of
one additional strikeout per walk leading to a $307,200 increase in average annual contract
value, and an increase in a pitcher’s earned run average leading to lower pay, but not linearly.

Our final measure of pitcher performance is a dummy variable for pitchers who were named
to the All Star team. As with batters, this is an honor bestowed upon the best pitchers during the
first half of a season. This honor is estimated to increase the pitcher’s average contract value by
$578,000. We excluded other awards given to pitchers, as they are only given to one pitcher per
year and were therefore not applicable to our analysis due to the few observations and the
limited variation in the recipients of these awards.

(b) Non-Performance Factors

In addition to the aforementioned player characteristics and past performance measures, we
include three different non-performance factors that could impact a player’s salary. Specifically,
given the structure of the free agent market within Major League Baseball, we are interested in
the impact of signing a contract while still under club control (before reaching free agency, a
time when the team holds complete monopsony power over that player’s services), the effect of
signing with one’s previous team and the impact of signing with ones hometown team on average
annual salary.

Current free agency rules in Major League Baseball require players to have six years of
experience prior to becoming a free agent. Before reaching this level of service, a player must
sign a new contract with their current team. While these players under club control do begin to
gain some bargaining power following their third (sometimes second) year of service, as they
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become arbitration eligible, they are not able to market their talent to the entire market. Since
teams do not have to compete with one another for the services of a player who is not eligible
for free agency, the average contract value should be lower for players under club control,
though as Marburger (2004) shows, arbitration eligible players tend to receive arbitration awards
which lie between the player’s salary in the previous season and the average free agent salary of
comparable players. Our estimates in Tables 2 and 3 corroborate this for both batters and pitchers,
with each receiving $1,801,100 and $877,900 less, respectively, in annual salary.

The impact of a player signing with his previous team has a theoretically ambiguous result,
as players are likely to take lower wages in order to remain on the same team and avoid the
psychic costs of moving; however, teams are apt to offer higher wages to keep the players that
both they, are their fans, are familiar with. Our results on players signing with the previous team
in Tables 2 and 3 show no statistical evidence that either batters or pitchers salaries are influenced
by signing with their previous team.

Likewise, a player signing with his hometown team has an ambiguous affect on salary.
While players are likely to accept less money to play for their hometown team, teams are willing
to pay more for these players as they offer additional marketing and fan attendance opportunities,
given the fans’ regional connections to such players. The results in Tables 2 and 3 indicate that
the incentive for teams to pay more in order to obtain “home grown” talent outweighs the
player’s incentive to stay near his birthplace, with our estimates indicating that batters who sign
with their hometown team receive $483,500 more per year, while pitchers receive $405,500
more.

(¢) Task Specific Human Capital

The spatial autoregressive model outlined in the previous section allows for an examination of
the existence of task specific human capital, since it directly models each player’s salary as
being dependent upon the salary of other players with similar task specific human capital profiles.
The statistical significance of the p term from equation 1 in both Table 2 and Table 3 indicates
the appropriateness of the spatial autoregressive model, and that task specific human capital
labor markets do exist within Major League Baseball. This also implies that any previous work
examining wage determination in baseball, and perhaps in many other industries, suffers from
biased results due to omitted variables, and that task specific human capital should be identified
within any labor market in which division of labor exists. Comparing our results via OLS and
the spatial lag model indicate that, although OLS is subject to an omitted variable bias, it is not
especially severe as none of the non-spatial variables change signs or significance; however,
when comparing the results from OLS and from the spatial lag model, many of the coefficients
for pitchers are statistically different from one another. Examining the coefficient on the spatially
weighted average annual salary of players with the same task specific human capital, we find
that salaries of players with the same task specific human capital are positively correlated, with
an increase of $100,000 in a player with similar task specific human capital’s salary increasing
average contract values by $9,600 for batters and $31,300 for pitchers. This result may seem
small in terms of economic significance, but given that players regularly sign contracts for tens
of millions of dollars, failure to account for such interdependence can greatly bias any predictions
formed from such wage regressions.
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These results indicate that free agents have the alue of their contract determined not only by
their characteristics, performance measures and non-performance measures, but also by the
market for players at the same position. The market for players with task specific human capital
is in turn determined by both the supply of players with each type of task specific human capital
and the demand for such task specific human capital by teams. If a player has control over the
length of his contract, our results show that he should choose to be a free agent in years in which
there is a limited supply of players with similar task specific human capital profiles, and/or
years in which the other players with similar task specific human capital can be expected to
receive high salaries, as their salary levels are correlated within these labor markets.

4. CONCLUSIONS

In this study we illustrate the methodological use of spatial econometric techniques in settings
where space can be defined based on non-geographic distances. Specifically, we examine the
effect of task specific human capital on labor market outcomes within Major League Baseball.
In this context, we use a spatial autoregressive specification to model player salaries as being
dependent upon: player characteristics, player preferences and also on the salaries of similarly
skilled players (e.g. on the salaries of players with similar task specific human capital profiles).
Our results of this analysis suggest that contract values are affected by ‘spatially close’ players,
and that the spatial autoregressive model based on worker characteristic ‘space’, rather than
geographic ‘space’, improves our estimation results.

These results add to the literature on wage determination, contracting, and returns to human
capital accumulation, as well as presenting a methodological approach to modeling economic
relationships through spatial econometrics, where space is defined as non-geographic. To our
knowledge, this is the first study that directly models task specific labor markets, with the
results having important implications for previous studies of human capital accumulation and
wage differentials, which conclude that wage differentials arise because of non-competitive
factors. Instead, our results point to the potential for wage differentials stemming from task
specific human capital. In addition, the methodological approach used here is general enough
to be used in numerous situations in which the observations are interdependent, by using non-
geographic measures of space. For example, space could be defined as similarities in cultures,
skills, economies, resources and the like to better model economic outcomes.
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Appendix A

Anselin (1988) provides the theoretical underpinnings of modern day spatial econometrics. In general, one can
model spatial interdependence between economic entities through either a spatial autoregressive (lag) model or
a spatial error model (or a hybrid of both models). Typically, the spatial error model is used if one suspects that
entities may be spatially correlated, but has no economic rationale for this dependence, while the lag model is
used when there is a direct economic explanation for the spatial linkage. Regardless of the model used, the
spatial dependence between observations is defined econometrically by use of a spatial weighting matrix, W.
This matrix is user specified, and empirically defines the relationship between any two observations, with each
element of the matrix representing the proximity of the observations. As such, the matrix is symmetric, with all
of the on-diagonal elements set to zero to prevent an observation from being regressed upon itself. For panel
data, such as that used in this paper, this implies a spatial matrix of the form:

[ Wyo00 O 0 0 0 0 |
0 Wy O 0 0 0
wo| O 0 W2002 0 0 0
0 0 0 W2003 0 0
0 0 0 0 W2004 O
L o 0 0 0 0 W2005

Where each block of this matrix defines the spatial proximity of the observations within a given year. The
elements within each of these blocks are then defined, in the present paper, as:

1 1

O - -

ij ik

W, = 1, L
i Tik

1 1

— 0
Tki o Yk |

Where Vi is intended to capture the skill proximity of any two players, with Vi increasing as player proximity
decreases. In general, the spatial weighting matrix can take many forms, one example being represented
above, but requires the researcher to specify weights that link any two observations, something that is
typically based on geographic proximity, with larger weights placed on “close” observations. However, as
demonstrated here, this proximity can be non-geographic, and instead be based on observed similarities in
the characteristics of the observations. Regardless of the weights used, it is common to row standardize the
spatial weighting matrix, to make interpretation of the estimated coefficient easier, as the spatial lag term in
equation (1) becomes the weighted average of the dependent variable for an observation’s neighbors. Not
row standardizing the weighting matrix implies that the weights themselves would impact the dependent
variable as observations with closer neighbors would have higher weights than observations with further
neighbors.

Although others have these models using instrumental variables techniques (see Anselin (1988) for a description
of this methodology or Henrickson (2012) for an empirical example) or Bayesian techniques (e.g. LeSage
(1997)), the standard approach is to use maximum likelihood estimation (MLE). Assuming that the error term in
equation (1) is normally distributed with constant variance, the log-likelihood function is:
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1
2c

log L= -glog(ZTt) - Z w- %logc2 + log|I - pW| 2)
i=1

However, because of the popularity of spatial modeling, this maximum likelihood estimation procedure has
been incorporated into many modern econometrics software packages, such as Stata, with the user only having
to specify the version of the model to be run (spatial lag or error) and provide the program with a spatial
weighting matrix.
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