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ABsTRACT

This thesis is concerned with the sensitivity of Total Factor Productivity (TFP) estimates in
UK manufacturing industries to the use of alternative output concepts —gross output vs.
value added- and estimation methods —growth accounting vs. econometrics. The departure
point is that differences in methods and assumptions can lead to very different TFP growth
estimates. The interpretation of these estimates can be problematic when they reflect
factors beyond the theoretical concept of TFP. The central goal of this thesis is to evaluate
whether and to what extent these factors have an impact on the measurement of TFP
growth, on the estimation of any relationship between TFP and Research and Development
(R&D) investment and, finally, on the measurement of the UK manufacturing productivity
gap differential.

The empirical results suggest that: First, TFP growth estimates in UK manufacturing are
sensitive to both the output concept used and the assumptions underlying the method used
to estimate them. It was found when tested for that the assumptions of perfect competition
and instantaneous adjustment, which underlie the growth accounting framework, are not
valid. Adjusting for the measurement bias associated with the presence of these factors, it is
found that the recovery experienced in the 1980s in UK manufacturing productivity growth

rates was not as spectacular as implied by the tradidonal growth accounting approach.

Second, adjusting for measurement bias does not affect markedly the results found in
related studies with respect to the relationship between TFP and R&D efforts. The results
suggest that R&D investment from the industry itself and from other national industries has
a positive impact on the industry’s productivity but there is no gain from R&D investment

undertaken abroad.

Third, the results indicate that the bias in traditional TFP estimates does not impact greatly
on the British productivity gap at the aggregate manufacturing level but does so at a more
disaggregated level. Finally, despite the concerns about measurement bias, the results show
that the productivity gap still remains significant and the productivity of UK manufacturing
still trails behind that achieved in the US, France and Germany, regardless of the sector.
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Introduction and Overveew

“Productivity growth underpins economic performance and sustained increases in
living standards. The Government'’s long-term goal is that Britain will achieve a
faster rate of productivity growth than its main competitors.”

HM Treasury (2003: p. 45)

1.1 THE CONTEXT

Productivity growth is often cited as one of the major factors contributing to the continued
economic growth of a nation (Jorgenson 1995). As a result, measurement and analysis of
productivity change have been areas of great interest for both economists and policy makers.
However, despite this interest in productvity, the interpretaion and measurement of
productivity has been a matter of ongoing controversy. Particularly, this debate has focused
on the assumptions and accuracy of the methods used to estimate Total Factor Productivity

(TFP henceforth) growth.

The theme of this thesis is that measurement matters. Minor differences in assumptions can
lead to very different estimates of TFP growth. The interpretation of any particular measure
of TFP growth can be problematic when such estimates reflect factors beyond the theoretical
concept of TFP growth. This concept, as it will be seen in Chapter 2, can be given a rigorous

foundation in the theory of production.

This thesis 1s concerned with productivity performance, a topic at the top of the agenda of
the present UK Government - ‘Tmproving productivity is the Government’s key economic objective for this
Parliament” (DT1 2002: p. 3). Central to the Government analysis of UK productivity
performance is growth accounting, the framework traditionally used to benchmark

productivity since Solow’s (1957) contribution.
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Under the growth accounting approach, TFP growth estimates are usually obtained as a
residual from the difference between the growth rate of real value added and a weighted
average of the growth rates of labour and capital, where the weights are the respective input
shares in value added. Under the appropriate assumptions, the accounting residual (also
referred as the “Solow residual”) provides an appropriate measure of the rate of change of
TFP (Solow 1957). However, under more general assumptions, the residual represents a

biased measure of the conceptual definiion of TFP growth.

One source of this bias arises precisely from the restrictive assumptions about the undetlying
technology and allocation decisions made in the growth accounting framework. In particular,
the accounting approach assumes competitive output and input markets, plus full utilisation
and instantancous adjustment of all inputs. When these assumptions fail a second source of
bias can arise. This is due to the common practice of using value added instead of gross
output as a measure of real output (see David 1962; Baily 1986 and Basu and Fernald 1997;

among others).

During the early seventies, most industralized countries, among them the UK, expenenced a
slowdown in the growth rates of TFP as conventionally measured. The growth accounting
framework, however, was unable to provide valuable insights into the reasons underlying
these events. As a result methodological developments in productivity growth research took
new directions to account for technical and market characteristics that affect productivity and
which were ignored in tradiional measures. These developments implied the use of

econometrics as an alternative approach to productivity measurement.
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Fruits of these developments were the studies addressing the importance of the role of
market power and scale economies in productivity measurement (see Hall 1988; 1990). A
second wave of studies departed from the growth accounting methodology allowing for the
presence of adjustment costs and vanations in capacity utilisation (Mendis and Muellbauer
1984; Berndt and Morrison 1981 and Basu and Kimball 1997). Overall, these studies showed
the statistically significance of mark-ups due to non-competitive behaviour and the
importance of adjusting for capacity utilisation. These findings imply departures from the
assumptions underlying the growth accounting approach, and therefore, the inadequacy of

this method to productivity measurement.

Having established the importance of productivity measurement, the next section addresses
the main objectives of this study. Then, Section 1.3 presents the structure of the thesis and

introduces, in more detail, the five subsequent chapters.

1.2 RESEARCH OBJECTIVES OF THE THESIS

The goal of this thesis is not one of obtaining conclusive estimates of the growth rate of TFP;
rather it is to assess the sensitivity of TFP estimates to different measurement and
methodological concerns. In doing so, this study will look at how, particularly, different
output concepts (gross output vs. value added) and estimation methods, distinguished by the
distinct underlying assumptions, could affect the measurement and analysis of TFP in UK
manufacturing industries. Further, it seeks to determine to what extent taking into account

these measurement concerns might have an impact on the study of two relevant areas of
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productivity analysis. These are the study of TFP determinants and international productivity

comparisons.

The research performed through this thesis is empirical and comparative in its nature and
concern. Two main features distinguish the empirical analysis of the next chapters from the
existing body of empirical literature in the context of the measurement and analysis of UK
productivity and its determinants. First, this thesis places greater emphasis on some of the
main measurement issues that traditionally are ignored in conventional TFP estimates based
on growth accounting. Particularly, the stress is placed upon the use of gross output and the
allowance for the role of market power and adjustments in capacity utilisation in measuring
TFP. Second, several dimensions of the literature, which are usually studied independently are

analysed within a given integrated empirical framework.

The ultimate objective of this thesis is to assess whether and to what extent different
methodological and measurement issues are likely to affect: (i) the estimated TFP growth rate
itself, (i) the estimates of the relationship between TFP and its main determinants,
particularly R&D investment, and (iif) the measurement of the size and direction of the UK
manufacturing productivity differential with respect to other industrialized countnes. Each of

these research questions will be addressed respectively in separate empirical chapters.

For these purposes, available data on UK manufacturing industries from 1970 to 1997 will be
examined. Due to limitations on the data available for certain explanatory variables from 1970
onwards, particularly physical capital stock and R&D spending, the focus of the statistical

analysis will be on eight major industrial groups as defined at the two digit Standard Industrial
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Classification (SIC) level by the Office for National Statisics (ONS). The industries

considered are listed in Table 1.1 and they represent about 95% of total manufacturing

production’.
Table 1.1
UK Manufacturing Industries Considered in the Thesis
Industries Symbol SIC 1992
Food, Beverages & Tobacco FBT 15+16
Textile & Leather TL 17+18+19
Wood and Wood Products WWP 20
Paper and Paper Products PPP 21422
Chemicals, Man-made fibres, Rubber & Plastic Products CH 24
Other Non-Metallic Mineral Products NMM 26
Manufacture of Basic Metals & Fabricated Metal Products  BFM 27+28
Machinery, Optical Equipment & Transport Equipment MOT 29 +30/1/2/3/4 /5

Source: Office for National Statistics.

The focus on manufacturing here is because of several reasons. Although the share of
manufacturing in total output and employment has declined over the last decades, it stll
remains a key sector. The Government’s view is that manufacturing success is critical to the
prosperity of Britain as a leading knowledge economy (DTI 2002a). Nowadays, the
manufacturing sector generates two thirds of the value of UK’s exports, directly provides 4.3
million jobs and accounts for 20 per cent of the GDP. It is also the sector with greater
volume of investment in R&D —around 80% of commercial R&D in the UK is undertaken by

manufacturers.

' The industries excluded from the analysis are the manufacture of coke, refined petroleum products and
nuclear fuel (SIC 23) and manufacturing not elsewhere classified (SIC 36).
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It seems appropriate to focus on manufacturing where data to obtain productivity measures is
both less difficult to obtain and more reliable. There are further reasons to focus on
manufacturing, which are linked to the purpose of this thesis. First, measured R&D
expenditures in the manufacturing are both less difficult to obtained and available for early
years. Finally, data for manufacturing sectors appears to be more available and reliable for

international productivity comparisons.

The next section presents the structure of the thesis and introduces the five subsequent

chapters.

1.3 OUTLINE OF THE THESIS

In the following chapters, the objectives outlined above are successively addressed.
Particularly, the structure of the thesis can be summarized as follows. Chapter 2 is a review of
the research on TFP growth measurement. Its aim is to provide a general theoretical
foundation on which the remainder of the thesis is built and to cntcally review the studies
that have dealt with the issues addressed in this thesis. By way of introduction, the chapter
begins by addressing some general questions associated with the concept, measurement and
interpretation of the growth rate of TFP: “What does TFP growth mean?”, “How is it
measured?”, “Which traditional methods have been used?r”, “What are the limitatdons of these
methods?”. The consideration of these questions will clarify the subject of the thesis and

outline some of the limits of the formalization of the estimates of TFP growth.
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Chapter 2 also unfolds the empirical methodology that will be used through the subsequent
chapters. It devotes special attention to the traditional growth accounting approach to
measuring changes in TFP and its enhancing assumptions. Further, it presents the insights on
methodological extensions to relax the assumptions of growth accounting. Finally, Chapter 2
closes with a critical survey on recent empirical studies on measuring TFP growth in UK
manufacturing. This review pays particular attention to how the findings in previous studies

relate to the analysis undertaken in the thesis.

The following three empirical chapters represent the core components of this thesis. These
chapters have a common structure. First, the most prominent findings reported in the related
literature are reviewed. Then, an outline of the methodological and econometric framework is

presented. Finally, the empirical section interprets the main results.

Chapter 3 presents a critical review of traditional methods of measuring productivity growth
and provides new adjusted measures of UK manufacturing TFP growth rates. In particular,
the chapter examines the impact on productivity estimates of using alternative output
concepts and estimation methods. It argues that gross output is the superior concept of real
output instead of the most frequently used value added. Additionally, it states that parametric
measures of TFP growth are to be preferred to growth accounting estimates under general
assumptions. A panel regression on UK manufacturing industries over the period 1970-1997
reveals that both market power and adjustment for variations in capacity utilisation have an
important influence on TFP growth measurement. This finding implies that the use of growth

accounting leads to biased estimates of UK manufacturing productivity growth.
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Following on the results obtained in Chapter 3, Chapter 4 takes the analysis a step further
by considering the influence of these methodological and measurement concerns on
studying the relatonship between industry's productivity performance and its main
determinants, in particular, Research and Development (R&D) investment. Moreover, as
one of the key benefits claimed for R&D investment is that its benefits spill over, so that
industries will benefit from both their own R&D efforts as well as the research results of
other national and overseas industries, the chapter also assesses empirically the importance

and nature of these R&D spillovers in UK manufacturing industries.

Chapter 5 revisits the documented productivity gap in manufacturing between the UK and
the rest of the G7 economies. To this end, new international comparative estimates of growth
performance and levels of productivity are provided for the aggregate manufacturing sector
and for the set of eight manufacturing industries from 1970 to 1998. The stress is placed
upon the sensitivity of the size and direction of the productivity differential to the
measurement issues and restrictive assumptions considered previously. To this end a different

dataset is used, which is based on the STAN (Structural Analysis) OECD database’.

Chapter 6 begins with a summary of each chapter and underlines the main empirical findings.
Then, some aspects deserving further attention are discussed and some ideas for the future

research agenda are suggested. The last section of this chapter concludes.

2 The OECD STAN database is mainly based on national accounts data of individual OECD country
members. The use of national accounts for international productivity comparisons has the advantage that
its components are harmonised across countries on the basis of the International System of National
Accounts.
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A Review of Research on TEP Growth Measurement

“Productivity isn’t everything but in the long run it is almost everything”

P. Krugman (1990: p. 9)

2.1 INTRODUCTION

Economists have long recognised that Total Factor Productivity (TFP henceforth) growth
is an impottant factor in the process of economic growth (Jorgenson 1995). As a result,
measurement and analysis of productivity change have been areas of great interest for both
economists and policy makers'. However, despite its importance and widespread referral in
public policy discussions, the interpretation and measurement of TFP growth has been a
matter of ongoing controversy. In particular, the debate has focused on the assumptions

and the accuracy of the actual methods used in estimating TFP growth’.

The initial question when modelling and measuring TFP growth is “what does it mean”?
Theoretically, as Oulton and O’Mahony (1994: p. 1) pointed out “TFP growth is the rate at
which ontput would have increased in some period if all inputs had remained constant”. Intuitively, it
measures the shift in the production function. Although there is little disagreement on this
broad concept, difficulties in measuring TFP growth are soon encountered when one
confronts various methodological and measurement problems. These problems are further
compounded by difficulties in obtaining relevant data. In addition, productivity measures

can be made at the process, plant, firm, industry or, economy level: each of which involves

! Raising UK productivity growth is a major Government objective. For example, whole chapters on
productivity have appeared in every Budget and pre-Budget report since 1997 and also in separate
Treasury documents (HM Treasury 2000).

2 The literature on TFP measurement is extensive in terms of both theoretical and empirical studies.
Important productivity measurement issues have been recently brought together in Hulten (2000) and in
the OECD Productivity Manual (OECD 2001).

11
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some specific issues and concepts. This thesis analyses industry performance. Hence, the

chapter concentrates on industry level productivity.

Conceptually, TFP growth should be measured as the difference between the growth rate of
real output and the weighted growth rate of real factor inputs. The weights should, in
principle, reflect the relative importance of each input contribution to production. In
practice, one can discern two theoretically distinct methods for computing the index of
inputs. These can be distinguished, among others, by the assumptions for determining the
weights assigned to the different types of input. The first method, the growth accounting
approach, predicts that under some simplifying assumptions, factor income shares should
be used as weights’. The second approach, the econometric method, weights the different
types of inputs on the basis of their relative ability to predict output through regression

analysis.

Additionally, in productivity analysis measures of TFP are computed from either of two
ditferent concepts of real output. These are gross output and value added. In contrast to
gross output, value added is an economic index dependent on theoretical assumptions.
Despite its popularity in empirical studies, there is an extensive literature (David 1962;
Bruno 1978; Baily 1986; Basu and Fernald 1997) that shows the inadequacy of using value
added for productivity measurement, particularly when its underlying assumptions cannot

be maintained.

* This income shares approximate production elasticities or the effects of a 1% change in individual inputs
on outputs.

12
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The theme of this thesis is that measurement matters. The point of departure is that
ostensibly insignificant differences in assumptions can lead to very different estimates of
TFP growth. The interpretation of measured TFP growth can be problematic when such
estimates reflect factors other than shifts in the production function. Examples are mark-
ups due to imperfect competition, cyclical variations in capacity utilisation, scale economies,
or other measurement errors. The result of these errors is to introduce serious biases not
only in the measurement of the “true” TFP growth but also on the analysis of its main

determinants, and by implication, on the policy indications derived from the analysis.

The objectives of the present chapter are twofold. The first is to assert whether various
methodological and measurement issues are likely to affect the estimated TFP growth rate
and if so to what extent. To do so, the chapter first introduces many issues related to the
conceptualisation, construction and interpretation of TFP growth measures. Special
attention is devoted to the biases in measuring productivity growth using the traditional
growth accounting method. This will provide the basis for extensions of the traditional TFP
growth measure by relaxing some of its underlying assumptions. The final aim is to set the

empirical methodology that will be used through the following chapters.

The second aim is to provide a critical survey of the recent empirical literature on measuring
TFP growth in UK manufacturing industries. This provides some examples of how the
methods and issues discussed in previous sections have been used. Secondly, it establishes
the basis for comparison with the results of the following chapters. This analysis of the
literature clarifies various issues regarding the sensitiveness of the empirical results to (i) the

chosen theoretical framework, (i) the relaxation of some the assumptions underlying

13
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traditional methods and (iii) the real output concept (value added vs. gross output) used in

productivity measurement.

The remainder of this chapter is structured as follows. Section 2.2 tackles the main technical
and conceptual issues related to the measurement of TFP growth. Further, it presents the
two main theoretical frameworks for productivity measurement — i.e., the primal and the
dual approaches. Section 2.3 provides a description of the traditional accounting framework
and the econometric approach as alternative methods for productivity measurement.
Section 2.4 discusses the implicaton of potential measurement errors related to the
computation of TFP growth using the growth accounting approach. These include:
imperfect competition, presence of scale economies, use of value added as measure of
output, adjustment for utilisation rates of production capacities, and biased technological
change. Section 2.5 presents a survey of empirical studies on UK manufacturing

productivity performance. Finally, section 2.6 concludes.

2.2 THE INTERPRETATION OF TFP GROWTH: WHAT DOES
“TFP” MEAN?

The least controversial definition of productivity is that it is a “ratio of a volume measure of
output to a volume measure of input use’ (OECD 2001: p. 11). Therefore, TFP growth represents
the difference between the growth rate of real output and the growth rate of real input use.
This idea is, however, not as easy to formalize as it is to express, since observed changes in

output production and input use have many underlying determinants. In this section the

14
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concept of TFP growth is developed more systematically within the framework of

production theory.

2.2.1 The Primal Approach

The conceptual framework for producuvity growth measurement begins with the
assumption that producers face a production function Y(#)=Y(X(#), #), where Y{(2) is real
output, X(?) is a vector of | aggregate inputs (including labour, capital and intermediate
inputs) and /1is a time trend, which captures (exogenous) improvements in technology over
time. The idea underlying the specification of the production function is that it summarises
the state of technology, 1.e. the maximum production of output technically possible given a
particular amount of inputs. The “pure” productivity growth conceptually arises from a
change or shift in the production function over time. This can be illustrated (see Figure 2.1)

considering a simple process in which a single input (X) is used to produce a single output

).

The lines F,, and F, in Figure 2.1 represent production frontiers at different points in time.
Each production frontier represents the maximum output (Y) attainable for each input level
(X) at a specific point in time. Hence, it reflects the current state of technology of the firm
or industry. The slope of the ray through the origin is Y/X i.e. the ratio of output to input,
and hence provides a measure of productivity at a particular data point. An upward shift in
the producton fronter from F, to F, implies that for each level of input industries can
technically produce more output. Thus, changes in productivity are expressed by shifts in

the production frontier between time periods.
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Figure 2.1
Productivity Change between Two Pertiods

Fy

Y

The primal measure of TFP growth may be interpreted as the increase in output over a
period of time (from Y, to Y,,,) for a fixed amount of inputs (X). This is typically how
productivity growth (and thus measurement) is represented. In order to compute the index

of the primal TFP growth rate, the logarithmic differential of the production function

Y()=Y(X(2), 1) is taken.
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Defining ¢, —_—(a%Xﬂj(X% J = aln%ln X, as the output elasticity of inputs and

rearranging, one obtains:

olnY, dln L, dinX,
=28,
ot =

22 t,=

Thus, the primal TFP growth measure (7,,) is expressed in the form of a residual of output
growth less factor input growth. This measure ideally reflects only (costless) changes in
technology, 1.e. shifts in the production frontier as opposed to movements along the

fronder.

Betore proceeding it is worth clarifying some points with respect to the linkages between
TFP growth and technological change. Developing the theoretical links between the two
concepts requires formalizing the concept of productivity using a production function
representation of the technology, and considering its implications for the definition of

technological change.

2.2.2 Productivity and Technological Change

While technological change is sometimes identified with productivity change’, the two are
theoretically distinct -albeit related- concepts. Specifically, technological change is a

contributor to productivity change. In other words, technical change leads to TFP growth

* Frequently, the measurement of technological change is reduced to observing the rate of TFP growth.

17
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by increasing the real output that is attainable with the available productive resources.
However, technological change is not the only contributor to productivity change and not

all technological change translates into TFP growth.

First, as Oulton (1997) points out there are a number of factors underlying TFP growth
besides advances in scientific and technical knowledge. These are organisational and
institutional changes, learning by doing and/or legislative and regulatory changes.
Moteover, TFP growth in the way is conventionally measured also reflects additional
factors that are not genuine causes of TFP growth. These are economies of scale’, efficiency
gains, resource allocation, and measurement errors’. Thus, gauging the contribution of
technical change to productivity change requires precision in the measurement of TFP

growth.

On the other hand, some technological change’ does not translate into TFP growth. The
development of TFP growth as a technical change representation above is based on the
notion of disembodied technical change. It reflects progress occurring over time due to
costless improvements in production (technical change viewed as exogenous is usually
referred to as “manna from heaven”). However, many aspects of technological change have

an input-specific nature’ (embodied technical change).

% Gains from scale economies are not TFP growth proper, although they are empirically indistinguishable
from TFP except by econometric estimation.

¢ Since TFP growth is the difference between output growth and a weighted average of input growth, any
errors in measuring output or inputs will appear in the TFP growth estimate.

7 In its broad sense, technological change can be thought of as the rate at which new production processes
and products are introduced and adopted in the economy.

® Solow (1957) is cited as not only providing the foundation of disembodied technological change, but
also emphasizing the distinction -as well as the connection- between the notions of disembodied and
embodied technological change. Embodied technological changes are advances in the design and quality
of new vintages of ¢ apital and intermediate p roducts. D isembodied technological change, on the other

18
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When inputs are carefully measured, taking into account their heterogeneity and quality
change, the effects of embodied technical change and improved human capital are fully
reflected in the measured contribution of each factor of production. It also follows that, in
this case, the TFP term captures exclusively the effects of disembodied technological
change. However, more often than not, data and resource constraints do not permit a
careful differentiation and full coverage of all inputs. As a consequence, a potential
identification problem arises, in the sense that some of the embodiment effects of technical
change and some of the changes in the skill composition of labour input are actually
captured by the TFP residual. In this case, the TFP growth estimate exhibits the effects of

both embodied and disembodied technical change.

The conceptual and practical problems associated with measuring technical change are, if
anything, even more severe than those associated with measuring productivity change.
Indeed, it is difficult to conceive of a single measure that would accurately reflect the
complex and heterogeneous nature of technological change. As a result, various proxies
have been used in empirical studies. Perhaps the most widely used proxy for technological
change is R&D expenditures. The straightforward presumption is that R&D is a necessary,

although not sufficient, prerequisite of technological change.

hand, relates to advances in science, and the diffusion of knowledge of how things are done, including
better management and organisational change.
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2.2.3 The Dual Approach

A further extension to productivity growth measurement, encouraged by developments in
duality theory from the late 1970s, is to use a cost side rather than a primal side measure.
Fundamental contributions include Diewert (1974; 1982) and McFadden (1978). The idea
underlying the cost measure is that if a given output can be produced using fewer inputs
once productivity growth has occurred, that output may, by definition, be produced at a
lower cost. The dual approach expresses advances in producuvity as downwards shifts of a

cost functon.

In what follows, an expression for the dual measure of TFP growth is developed from the
cost function. This expression is based on the definition of a total cost function C=CP, Y,
#) as the minimum production cost of producing a certain level of output (Y), given a set of
input prices (P)), at time (/). Taking the natural logarithm of both sides of this function and

differentiating it with respect to time yields:

dinC, 0InC, dInY,

., 8InC, dInP, +alnC,
dt OlnY dt

2.3)
olnP, dif or

+
j=I

The dual rate of productivity change is defined as 7,= 0/nC(Y, P, ¢)/ Ot, which represents
the potential change in costs resulting from a change in / (state of technology) holding
output and input prices fixed. Arranging terms and making use of Shephard’s lemma,

equation (2.3) can be rewritten as:
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dlnC iP,, ,dnP, _dnY,
—&

where &7 is the elasticity of cost with respect to output.

Logarithmically differentiating both sides of the cost equation C, = )" P, X, with respect to

time, and rearranging, yields:

!

Assuming cost minimisation, 6% " =P / (6C A Y) and substituting into equation (2.4),

yields:

From equation (2.0) it can be seen that, in the absence of scale economies or diseconomies
(¢, 7 =1), the dual concept of productivity growth is equivalent to the primal specification of

the productivity growth measure outlined in equation (2.2). This result was first shown by

Ohta (1975)’.

® In addition, under the assumption of constant retumns to scale, the cost function can be written as C(Py,
Y, =Y AC(P),t), where AC=C/Y, is average or unit costs. This implies that dInC/dt-dInY/dt =
din(C/Y Ydt = diInAC/dt, which is often used as the basis for the measurement of TFP growth under the
dual approach.

21



1 Revtew of Research on TUP Growth Measurement

The primal and dual productivity growth expressions provide the basis for the measurement
of TFP growth from both growth accounting (non-parametric) and econometric
(parametric) perspectives, since the accounting practices can theoretically be justified by
empirically estimable production and cost functions. The theoretical foundation provides
also the basis for extension of the TFP growth measures that relax some of the assumptions
that are maintained in the conventional accounting formulations. In what follows the
growth accounting and the econometric approaches will be outlined as alternative methods

to measure TFP growth.

2.3 EMPIRICAL APPROACHES TO THE MEASUREMENT OF
TFP GROWTH

Once productivity measures are conceptualised on the basis of economic theory, there are
several ways to proceed with their empirical implementation. From a broad methodological
point of view, non-parametric and parametric approaches can be distinguished. Non-
parametric techniques combine properties of a production function with results from the
economic theory of production in order to identify the index of productivity growth. On
the other hand, parametric approaches apply econometric techniques to estimate
parameters of a production function (cost, profit or revenue function) and therefore, obtain

direct measures of productivity growth. The traditonal index approach and data
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envelopment analysis (DEA)" are examples of the first category. The econometric

estimation and stochastic frontier analysis'' are examples of the second group.

Figure 2.2
Approaches to TFP Measurement
FRONTIER NON-FRONTIER
PARAMETRIC Stochastic Models Econometrics
NON-PARAMETRIC DEA Index Number Approach

TFP estimation methods can be alternatively categorized into frontier and non-frontier
approaches. Non-frontier approaches to productivity measurement, which include the index
number and the econometric approach, assume technical efficiency in production. On the
other hand, frontier approaches to the measurement of productivity, which include both
the stochastic frontier approach and DEA, take explicitly into account the possible
incfficient behaviour of the units analyzed. Under the assumption of perfect efficiency,
production growth consists of movements along the production frontier (increased input
use) plus the increase in output due to shifts in the production frontier (“pure” TFP
growth). If, otherwise, the assumption of technically efficient production is relaxed, one can
attribute total production growth to at least three separate factors: efficiency improvement,
increased inputs use and technological change or “pure” TFP growth. Further classification
is again done along the non-parametric and parametric approaches. Figure 2.2 presents

these classifications of approaches to productivity measurement.

'° For a survey of DEA methodologies see Chames et al. (1994)
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In what follows the non-frontier approaches to productivity measurement, which are the
focus of this thesis, are addressed. Particularly, the growth accounting approach based on

the Divisia index and the econometric approach will be reviewed.

2.3.1 The Growth Accounting Approach

The standard growth accounting approach based on the Divisia index is, among the non-
parametric techniques, the most frequently adopted. The theoretical framework of growth
accounting is rooted in the seminal works of Tinbergen (1942) and, independently, Solow
(1957). Since then, it has been developed considerably, particularly by the contributions of

Denison (1962), Jorgenson and Griliches (1967), Diewert (1976), and Hulten (1978)".

The growth accounting framework departs from a production function:

@7) Y(O)=F(X(0), A1)

Where Y{(2) is real output, X(?) is a vector of | inputs, and 4(?) is a measure of disembodied
technological change. If one assumes that the marginal rate of substitution between factors
is not affected by shifts in the production function, then technological change is Hicks

neutral” and the function takes the form:

" See Coelli et al. (1998) for a review on stochastic frontier analysis.

12 Griliches (1996) and Hulten (2000) provide an overview of the growth accounting approach, stressing
the development of the Solow residual.

* Technical change is called Hicks neutral or output augmenting when it can be represented as an outward
shift of the production function that affects all factors of production proportionately. As emphasized in the
previous section, the difference between the Hicksian shift parameter, A(t), and the rate of technological
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28) Y(©)=AWF(X())

The growth accounting approach addresses the key question of measuring the change in the
TFP parameter, A(2), using a non-parametric index number approach (an approach that
does not impose a specific form on the production function). The solution is based on the

total logarithmic differential of the production function (2.8) with respect to time:

InY, L, dlnX,
dn'=dlnA'+Z£,, nx,

2.9
@9) dt dt

oF X,/ . . .
whereg, ="/ ox, %- 1s defined as the output elasticity of input J.

!

A key assumption in growth accounting is that under perfect competition observable factor

prices coincide with social marginal products.
or,

This in turn, converts the unobserved output elasticities into observable income shares.
Additionally, inserting equation (2.10) into equaton (2.9) and rearranging, one obtains a

measure of TFP growth, also called Solow residual:

change arises for many reasons. The most i mportant is that the shift parameter captures only costless
improvements in the way that inputs are transformed into real output (“manna from heaven”).
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dln4’ dinY < dhnX,
211 L= ——t - —
@1D) dt dt Zs" dt

Equation (2.11) represents the Solow residual: the residual growth rate of output not
explained by the growth in inputs. Here, TFP growth is positive when the rate of growth of

the volume of output rises faster than the rate of growth of all combined inputs.

Solow demonstrated that under the assumptions of a Hicks neutral production function,
competitive equilibrium and input exhaustion, the residual is equivalent to the growth rate
of the Hicksian parameter. This, in turn, is equivalent to the rate at which the production
function is shifting over time. An important implication of this result is that, under the
appropriate assumptions, the shift in the production function can be measured using
observed data on prices and quantity alone. In this way one can provide a formal definition
of (disembodied) technological change that coincides with the conceptual idea of
productivity growth, given certain assumptions about the appropriate structural and

behavioural assumptions being correctly specified'.

However, in its current form the function (2.11) is in terms of instantaneous changes, for
which economic data is not available. The conventional method of calculation is to estimate
the function using annual growth rates as a discrete approximation to the continuous case.

The most commonly used discrete approximation is the Toérnqvist-Theil approximation

'* Structural assumptions refer to returns to scale, capacity utilisation and the nature of technological
change, whereas behavioural assumptions refer to the market structure, the objective function of the
producer, and the importance of various regulations.
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(Hulten 1973), which takes into account the changes in the factor shares over time. The

Térnqvist approximation"” for equation (2.11) can be written as:

TFP, 4 Y, . X
212) | t|=ln| 2 |=In| == |-1/2) (s, +5,, )In| ==
I o ol P R O RO CRERE G

-]

Interpretation of this index requires some care when the implicit assumptions are not met
(Hall 1988; Hulten 2000). In other words, for the growth accounting approach to provide
meaningful estimates of the rate of disembodied technological change, rather restrictive
assumptions about the underlying technology and allocation decision must be maintained.
Particularly, these are: (i) the existence of a production technology that can be represented
by an aggregate production function; (i) Hicks-neutral technical change; (iif) competitive
output and input markets and; (iv) static long run equilibrium, which implies full utilisation
and instantaneous adjustment of all inputs to their desired demand levels. If these
assumptions fail, then productivity measures based on the growth accounting approach will
in general yield biased estimates of the rate of technological change. When these
assumptions are violated, it is still possible, however, to use econometric techniques to filter

out these effects to obtain “pure” TFP growth.

5 In his seminal article, Diewert (1976) was able to identify the economic assumptions about the
underlying aggregation functions that are implicit in the choice of an index number. For example, the use
of L aspeyres i ndex number implies t he assumption o feither a linear production function in which all
inputs are substitutes, or a Leontief production function in which all inputs are used in fixed proportions.
The geometric index number implies an underlying Cobb-Douglas specification for the production
function. Finally, the Témqvist-Theil index number has been shown to be exact for a homogenous
translog production function.
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2.3.2 The Econometric Approach to Productivity Measurement

The standpoint of the econometric approach to productivity measurement is the estimation
of an explicitly specified production (the primal approach) or cost function (dual approach)
with the objective of establishing the direct linkage between productivity and the key
characteristics or parameters of these functions. The estimated parameters of the underlying
production or cost model then are used to derive an index of TFP growth. One important
benefit from this approach is that it allows for the careful testing of various features of a

postulated model. This is preferable to imposing these features a priori.

In its most naive form, the econometric framework proceeds by estimating a production
(cost, profit or revenue) function, which represents the technology, without imposing any
further restriction. Thus, for example, one avoids imposing the relatdonship between
production elasticities and income shares as in the growth accounting approach. Indeed,
researchers are able to test for the assumptions underlying the growth accounting approach.
Thus, non-competitive price behaviour, scale economies', and factor augmenting technical
change can be accommodated. Additionally, allowance can be made for adjustment cost and

variations in capacity utilisation in order to help to explain the residual'’.

Another advantage of the econometric framework as opposed to the growth accounting
approach is that it allows one to identify the sources behind TFP growth. Growth

accounting, on the other hand, can only quantify the rate of change of TFP, it cannot

16 Hall (1986, 1988 and 1990), among others, addresses the importance of the role of market power and
scale economies in productivity analysis. Overall, these studies showed that estimated mark-ups are
positive and statistically significant, implying departures from the perfect competition assumption, and by
implication, the inadequacy of using the growth accounting approach.
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explain why it changes'®. Moreover, regression analysis might shed some light on explaining

differences in productivity growth rates across firms, industries or countries.

All these possibilities come at a cost, however. The regression approach is not devoid of
problems. For instance, the accurate specification of the functional form and estimation of
the parameters of these functions are considered to be crucial to the measurement of TFP
growth (Nadini 1970). Any misspecification or errors in estimating the production or cost

funcdon will spill over to the measure of TFP.

The choice among different functional forms is generally based on the type of analysis to be
carried out”. Most of the empirical studies based on the primal approach adopt a Cobb-
Douglas specification while most modern studies based on the dual approach, however, rely
on some type of flexible functional form. Nevertheless, it is generally agreed that, unless
theory requires a more complicated functional form than the Cobb Douglas, the gain from
estimating one is marginal (Griliches and Mairesse 1998). Additionally, there is the basic
trade-off in that flexible functional forms require a larger sample size for estimation of

more parameters.

Moreover, as will be shown in the following chapters, the series (in levels) under analysis
show strong evidence of non-stationarity. Although there has been considerable progress

concerning the statistical analysis of linear models for non-stationary time series, the

'7 See Mendis and Muellbauer (1984), Berndt and Morrison (1981) and Basu and Kimball (1997).

** TFP growth is entirely exogenous to the growth accounting framework.

' Some functions simplify computation o f elasticity formulas and specification o f constraints such as
constant returns to scale, some facilitate consideration of dynamic interactions, some allow curvature
conditions to be directly imposed, and some enhance the ability to identify the difference between short-
run and long-run behaviour.
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complexity of the non-linear interaction among variables that occur in flexible functional
forms is still largely unknown as far as statistical analysis is concerned. It is for these reasons
that this study has chosen the simpler approach of estimating a Cobb Douglas production

function.

Estimation of production functions can raise complex econometric issues. There is often a
question about the robustness of the resulting parameters when imposing restrictions.
Often, researchers are constrained by the sample size of observations, and have to revert to
a priori restrictions (for example constant returns to scale) to increase the degrees of
freedom for estimation. Additionally, there is the question of the econometric procedures
used to obtain these estimates. Finally, since at least as early as Marschak and Andrews
(1944), researchers have worried about the potential correlation between input levels and
the unobserved firm or industry-specific shocks in the estimation of production function

2
parameters™.

In other words, the benefits of the parametric approach come at a cost. According to
Hulten (2000) there is no reason why the econometric and the index number approach
should be viewed as competitors and he quotes examples of synergtes that proved
particularly productive. These arise in particular when economettic methods are used to

further explain the Solow residual.

2 Econometrically, with simultaneity is generally impossible to sign the biases of the production function
coefficients when there are many inputs, all of which may be (to different degrees) correlated with the
error.
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The following section presents adjusted TFP growth indices by relaxing some of the
technical and market assumpdons underlying the growth accounting framework. The
objective is to compare these new expressions with the conventional Solow residual, and

based on this comparison discuss potential sources of bias in the latter measure.

2.4 SOURCES OF BIAS IN THE SOLOW RESIDUAL

2.4.1 Deviations from Perfect Competition

A source of bias in growth accounting estimates of TFP growth (or Solow residual) may be
at work 1f market power exists. With market power the output price (P,), or marginal
revenue, would be above marginal cost. When imperfect competition leads to a price

greater than marginal cost, Hall (1988) shows that the Solow tesidual from equation (2.11)
yields a biased estimate of the Hicksian shift parameter, dIn 4, /dt . There 1s no way

around this problem within the index approach proposed by Solow. The index number

approach is by nature non-parametric, meaning that it produces estimates of

dIn 4, [dr directly from observed data on prices and quantities.

In the case of imperfect competition in the goods markets” the first order condition for
cost minimisation implies that producers set the values of factor’s marginal product equal to

a mark-up (i) over the factor’s input price. Thus formally,

' However, producers act as price takers in factors markets when choosing their factors inputs so as to
maximize profits (or minimise costs). Therefore, producers take the price of all J inputs, P;, as given.
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213) P, = [_al,'_]i

Using expression (2.13) is straightforward to see that the output elasticities can be described

as the mark-up multiplied by the input revenue shares (5,):

oY | X, PX,
(214) 6‘/l =( J - =H, ’I)Yj =,u,sj,

This way, using (2.14) in expression (2.9) one obtains:

(2.15)

dinY, dlnA ZJ: dlnX
dt =

Allowing for imperfect competition the output elasticities are not observable from the data
anymore. Thus the estimation strategy changes from the measurement of the residual,
towards the estimaton of expression (2.15) as a way of jointly identifying the degree of

market power and TFP growth.

Comparing expressions (2.11) with (2.15) one can derive the bias in the Solow residual

when the assumption of perfect competition is violated:

L, dinX,
2.16) dl;ltA dlnA (- #/)ZS,, 1‘11
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Equation (2.16) shows that under perfect competition, (4,=1), the traditional Solow residual
represents an unbiased measure of the “pure” TFP growth. However, for y,#1, the Solow
residual produces a biased estimate of the TFP parameter. For instance, in the case of
imperfect competition (1, >1) and positive input growth the Solow residual will

overestimate the “pure” growth rate of TFP.

2.4.2 Deviations from Constant Returns to Scale

Before analysing the bias in the residual when the assumption of constant returns does not
hold it is important to clarify some points. First, there is the view that the Solow residual is
inextricable linked to the assumption of constant returns to scale. However, as pointed out
by Hulten (2000), there is nothing in the sequence leading from the production function to
the residual that requires constant returns to scale. The assumption of constant returns to
scale is nceded for another purpose. That is to estimate the return of capital as 2 residual
(Jorgenson and Griliches 1967). If an independent measure of the return to capital 1s used
in constructing the share-weights, the residual can be derived without the assumption of
constant returns to scale. However, data on the rental price of capital are seldom available
or reliable. As a result, the assumption of constant returns to scale is generally adopted for

the estimation of the output elasticity using growth accounting.

When constant returns to scale is assumed equation (2.11) can be re-arranged after applying

Euler’s theorem in the following wayzz:

22 Unless otherwise specified the assumption of perfect competition will be maintained through the
analysis.
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din4’ dlnY dinX, dinX
2.1 L= =) 5, —=—|1- St
@1 dt dr ; "ot ( ,z,,:’s”) dt

If the assumption of constant returns to scale is not met then the sum of output elasticities
of factors ] differs from one and is equal to the scale elasticity (Euler’s Theorem). However,

one can still compute the capital elasticity as the following difference:

218) g, =(1+4)-> ¢,

Jjek
where A, is a convenient measure of the extent to which the production function differs
from constant return to scale. Additionally, by assuming perfect competition, then output
elasticities coincide with income shares. In this way it can be shown that when the

assumption of constant returns to scale is not met the residual produces a biased estimate

of the “pure” TT'P growth, where the bias can be represented as:

dind, din4’ __, X,
dt ’

2.19
@19) dt dt

From equation (2.19) it can be seen that under constant returns to scale (A,=0) the bias in
the Solow residual is zero. If, otherwise, A, #0 the residual produces a biased estimate of the
true technological change. For example, under increasing returns to scale (4,>0) and

positive capital input growth the Solow residual will overestimate technological change.

34



A Review of Research on TEP Growth Measurement

Additionally, the issue of returns to scale is closely related to the role of market power. To
see this, notice that the homogeneity of degree (1+ X) of the production function allows
one to write the degree of returns to scale as the sum of the output elasticities with respect
to the inputs. Allowing for market power, one obtains the following relationship between
returns to scale and market power:

tal
total cost ) —u(i-s,

2.20 1+ A) =y ——m—m
@20 (A+A)=p (total revenue

where s, are the pure profits as a percentage of total revenue. One consideration is in order.

If pure profits are close to zero, then the degree of returns to scale is equal to the mark up.

When one allows for both market power and return to scale, the bias in the residual can be

represented as follows:

dind dinAd’ S, dhnX, dinX
221 A - L g f 1k
@2y — e ﬂ,);s,, A

2.4.3 Output Concept: Gross Output vs. Value Added

Through the previous sections we have referred to a general concept of real output (V).
However, in productivity analysis, measures of TFP growth are usually computed using
either of two different concepts of output. Namely, gross output, which in nominal terms

equals the total value of sales and other operating recipes of an economic unit, and value

35



1 Review of Research on TEP Growth Measurentent

added, which subtracts from gross output the value of goods and services purchased from
other units that are used in the course of production (intermediate inputs). A detailed
analysis of both concepts is carried out in the next chapter. In this section the interest lies in
the implications of using either of the two concepts to measure TFP growth. To do so, it is

useful to refer to a production function.
The gross output representation of the production function, denoted by equation (2.22),
relates the maximum quantity of real output (Q) that can be produced by primary inputs, Ze.

labour (L) and capital (K), as well as intermediate inputs (M,). This function also contains

the Hicksian parameter A1(¥), which represents a measure of disembodied technology.

(222)  Q =AF(L,.K M)

The other common representation relates value added to primary inputs in the following way:

(223) 2= 4 ()G(L,K,)

In equation (2.23) it is assumed that ¥/° (real value added) is a function of primary inputs

1

with value added augmenting technical change.

Under perfect competition and constant returns to scale, the following relationship between

gross output and value added growth rates holds™:

2 This is the Divisia definition of value added discussed by Sims (1969) and is in growth rates in
continuous time.
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b 1 d dinM
(224) dinV? _ ( Ing, __ dln ,)

dt 1-s dt mdt

where dInV" /dt represents the growth rate of the Divisia index of value added as

opposed to gross output, dInQ,/dt . From equation (2.24) it follows that if the ratio of

materials to output is constant, then value added grows at the same rate as gross output.

But in general, this will not be the case.

On general grounds, gross output and value added output concepts will result in different
measures of the rate of productivity growth. However, the value added approach might
have a significant shortcoming in the presence of imperfect competition and non-constant
returns to scale: it can bias the estimation of technological progress. The respective TFP
growth measures are the log change rates of A, and A", respectively, and under general

assumptions these are given as follows:

2.25) dlnA,zdan,_M[ShdlnL,+Shd1n1<,+smd1nM,)
v D
2.26) dind". _dln, _/l’,»(sydlnL,+s,,dan,)
dt dt " dt [ dt

where the s,’s are the shares of factor payments in revenues, and the .r"'j, are the factor

shares in nominal value added
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Comparing expressions (2.25) and (2.26) two comments are in order. First, it is not clear

what the relationship is between the parameter #' and z. Second, the term

din4’ /dt only identifies the true TFP growth (dIn 4, /dt in expression (2.25)) under

certain conditions. To determine these conditions this subsection proceeds by finding a

relationship between the two expressions.

One can rearrange equation (2.25) as follows:

s, dnkK s,

@27) 5"”‘—Q'=u,(1—sm,)(

+
dt (-s,) dt (I-s,) adt

Then using (2.24) and cost minimisation conditions for intermediate inputs yield:

dinV® u(-s,)( s, dimK, s, dhnl
= +

dt (1 - :ursml) (1 - Smr) dt (1 = S ) dt
(#,-1) s,  dinM, dingQ

(2.28) + )+
(I-uys,,) (-5, dt dt
1 dln 4
(1 _#1sm1) dt

From the comparison of expression (2.28) and (2.26) one can infer that:

dlnL,j dinM, din4

dt
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1- e .
1. The coefficient ,u,V A Gl ) identifies the mark-up if and only there are no materials

(-ps,,)
used in production, (usually far from being true). In addition, under imperfect competition

(values of p, >1), one can note that p,” > p..

2. The term dn 4/ / dt in the value added regression takes the form:

dlnA,V= (-1 s

ml

dinM, ding, 1 _dln4

229) dt a —dyl,sm,:/l (I-s,) at dt (I-us,,) adt
o n( /Q),+wld]nA,
dt dt

Thus, part of the cyclical movements in the residual of the value added regression does not
reflect “pure” TFP growth, but rather a hybrid of several variables (®dIn(M/Q), /dr ),
with the rest being “pure” TFP growth (dIn 4, / dt ). The size of the former bias depends
on the significance of the degree of imperfect competition and the cyclical behaviour of the
ratio of materials to output. The term (®Pd In(M /Q),/dt ) is zero if and only if there is

perfect competition (p,=1), the share of intermediate inputs to gross output is zero and/or
the intermediate inputs over total outputs remain constant over time. The second term,

which reflects disembodied technological change, gives a relationship between the gross

output-based TFP growth (din 4, /dt ) and the value added based TFP growth rate

(dIin 4’ / dr ). Taking into account the share of intermediate inputs, for a reasonable value

of u, this relationship implies that the TFP growth in terms of value added will be higher
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than the gross output based TFP growth.* Notice that, both concepts of TFP growth are
equal if and only if there is no intermediate inputs (s,, =0) since in this case value added and

gross output are the same.

2.4.4 The Rate of Utilisation of Production Capacities and Labour Hoarding

Another of the assumptions underlying the growth accounting approach is that factors
adjust instantaneously to the desired demand levels or that industries are in steady state of
equilibrium. It should be noted that, in the short term, capacity might not be optimally
adjusted in the sense that resources are not always fully employed and the degree to which
they are varies considerably with the business cycle. This may be because there are fixed
factors of production, costs of adjustment or because forecasting errors lead to incorrect
investment and labour hiring decisions. This would imply both that TFP growth as
conventionally measured by growth accounting techniques would be biased and that

cconometric methods are required to distinguish these different impacts.

This fact is recognized in productivity discussions (Berndt and Fuss 1986; Wolff 1985),
which indicate that labour hoarding can occur at times of low demand as employers seek to
avoid loses of skill labour and human capital investments, as well as avoiding potentially
costly delays and search costs that may be incurred when demand recovers. Several authors
(Mendis and Muellbauer 1984; Muellbauer 1991, among others) have stressed the
importance of taking into account adjustments in capacity utilisation when considering TFP

growth in the UK, especially in the context of the turbulent conditions of the 1970s and

24 Caballero and Lyons (1989) and Bumside (1996), among others, have also emphasized how the
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1980s”. As Cameron (2003: p. 121) pointed out “capital scrapping in 1979-80 meant that from
1981 onwards the proportionate increase in the capital stock would be substantially higher than recorded by
Official Statistics”. This would lead to an upward bias in the conventional TFP growth
figures. Additionally “the 7980-81 recession led to a major shake-out of labour that had been

mistakenly hoarded during the late 19705

This subsecton looks at the implications of allowing for cyclical variations in the utilization
of both capital and labour in identifying “pure” TFP growth. To do so the analysis focuses
on the gross output specification of the production function. As Basu and Kimball (1997)
point out what matters for production activities are both capital and labour services (K, L)
as opposed to the stock of those variables. In other words, production depends on the
quantities of those inputs (hours worked and capital stock) as well as the intensity with
which they are used (which is not observed). In general, one can express capital services as
the function of the capital stock, K, and its degree of utilisation, Z,. In addition, labour
services can be decomposed in terms of number of employees, N, the number of hours
worked, I, and the effort of each worker, E, Formally, one can express input services as
tollows: K,=ZK, and L =NHE=LF, Allowing for different utilisation rates of both

capital, and labour, leads to a new expression for the output growth regression:

(2.30)

dinY, dinK  dinl,  dinM, dinZ  dInE)\ din4,
L= iur sla + SI/ + sm/ + /’ll sld + s/r +
dt dr at at at dt

presence of external effects can affect this analysis.

5 For example, Richmond and Lynde (2000) estimate that a substantial part of the improvements in
manufacturing TFP growth in the 1980s relative to the 1970s resulted from reduced cost inefficiencies
rather than faster technological change.

41



1 Review of Research on TEP Growth Meusitrement

where dInL, [dt =(dInN,/dt+dInH,/dt)

L dnX,
In addition, defining Zsﬂ 7 X =(s,d dl:;K +5, dl;L’ +s, dinM, ), the previous expression
j=l

can be written in the following more compact way:

dlnY L, dhnX, dan din A
2.31 L+ :
@31 ,Z dt dt

where dInU, /dt = sk,(dln Z,/dt)+s, (dln E, /dt), is a weighted average of unobserved

variation in capital utilisation and effort. Notice that if this effect is present and it is not
considered, estimated TFP growth would be contaminated by the cyclical utilisation of
inputs. In this case, the bias in the Solow residual when both perfect competition and

instantancous adjustments are not met can be represented as follows:

dlin 4, dIA L, dinX, dan
2.32) p n —(l—,u,)Zs/, &

From equation (2.32) one can observe that if industries are in steady state or producing at
full capacity, U, =1, then the Solow residual produces an unbiased estimate of the “pure”

TFP growth (if additionally the other growth accounting underlying assumptions are met).

The challenge in estimating expression (2.31) is to relate the unobservable U, to observable

variables. T'o do so, different proxies have been used in empirical applications. For instance,
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Denison (1979) used the cyclical deviation in the share of profits; Baily (1981) used
unemployment rates, while Jorgenson and Griliches (1967) employed electricity use as a
proxy. Additional popular proxies to capture both labour effort and capital udlisation have
been material inputs (Basu 1995); energy inputs (Costello 1993; Burnside ef 4/ 1995); and

movements in hours (Basu and Fernald 1997; Basu and Kimball 1997).

As extensively discussed by Basu and Fernald (1997), using conventional data it is not
possible to distinguish between labour effort and variable capital utilisation. Nevertheless,
these authors use a cost minimisation problem for the firm to show that a reduced-form
estimate of the following form: U=pH, is compatible with this joint effect. In many
crcumstances this correction for hours will account for capital utilisation as well as

unobserved labour effort (see Basu and Fernald (1997) for a detailed exposition).

2.4.5 Neutrality of Technological Change

Another issue concerns the implied nature of technological change in the growth
accounting approach. In general, the assumptdon of Hicks neutrality of technological
progress represented in the production function (2.8) requires that innovation improve the
marginal productivity of all inputs equally. In that case, the production function shifts by
the same proportion at all combinations of inputs. This is a rather restrictive assumption,
which may well lead to biases if violated. A more general formulation allows (costless)

improvements in technology to augment the marginal productivity of each input separately:

233) Q =F(alL,bK,cM)
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This is the factor-augmentation formulation of technology. It replaces the Hicksian
parameter ~1 with the augmentation parameters 4, b, and ¢, If all the other assumptions of
the growth accounting approach are retained, one can show that the residual can be

expressed as:

S, dinX,
danI—ZSﬂ i =Sludlna,_{_shdlnb,_*_s’mdlnc,
“ dt dt dt dt

(2.34)
The residual is now the share-weighted average of the rates of factor augmentation, but it
still measures changes in TFP. Indeed, when the rates of factor augmentation are equal and

the sum of the shares is constant, one returns to the previous Hicksian case.

Problems may arise if the rates of factor augmentation are not equal. In this situation,
termed “Hicks biased technical change”, it is evident that productivity growth depends on
the inputs shares as well as the parameters of innovation. A change in the income shares
can cause TFP to increase, even if the underlying rate of technological change remains

unchanged.

The methodological development in this section has been based primarily on considering
procedures to relax the assumptions inherent in the conventional measure of productivity
growth or Solow residual. As has been revealed, this involves the use of econometric
techniques. Ignoring these technical and market characteristics yields biased estimates of the

firm or industry’s TFP growth. The burgeoning literature in the area of productivity growth
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measurement and explanation includes important contributions dealing with these issues.
The next section reviews how these issues have had an impact on the reported estimates of

TFP growth in the UK manufacturing industry.

2.5 REVIEW OF THE EMPIRICAL LITERATURE ON UK
MANUFACTURING PRODUCTIVITY GROWTH

This secton discusses a number of recent empirical UK based studies on TFP growth
measurement. In particular, the section is primarily devoted to a review of the literature in

an attempt to synthesise reported findings and provide some answers to the following

questions:

1. What are the main specifications that have been used and how much do they affect
the results (growth accounting vs. econometrics; primal vs. dual approach)?

2. Are the assumptions underlying the conventional growth accounting approach
valid?

3. Arc the results sensiave to the inclusion of other adjustment factors?

4. Are the esumates robust to the output concept (gross output vs. value added)?

Since this thesis uses data at the industry level, the section concentrates at the same level
instead of summarising the entire literature. ‘This focus on a more limited number of studies
allows a summary of the different specifications, data structure and the ensuing hypothesis
of each analysis. Moreover, it establishes a basis for comparison for the results of the

following chapters.
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Table 2.1
Empirical Studies on UK Manufacturing TFP Growth Measurement
Industry Output Estimated  TFPG
Adjustments
Studies Coverage Concept period Estimates
Growth Accounting o
Oulton & O ’Mabony 133 Industries GO 1954-86 0.35%
(1994)
1973-86  -0.47%
Cameron et al, 19 Industries VA R&D double 1970-92 1.40%
(1998) counting
O Mabhony 40 Industries VA 1973-95 1.85%
(1999)
Oulton Manufacturing GO 1973-95 0.90%
(1999)
Econometrics
Primal Approach
Muellbauer Manufacturing VA Capacity Utlisaton  1973-90 2.08%
(1991) Price Bias
Oliveira Martins et al.  Manufacturing VA Mark-ups 1970-92 2.47%
(1996)
Hamis & Trainor 13 Industres VA Mark-ups 1969-91 2.64%
(1997)
Cameron Manufacturing VA Capacity Udlisaion  1973-95 2.46%
(2003) Price Biases
Malley et al, 13 Industries GO Capacity Unhsation  1971-87 0.50%
(2003) Mark-ups
Scale Economies
Dual Approach
Berndr & Wood Manufactuning VA Capital Utllisation ~ 1973-82 0.42%
(1986)
Lynde & Richmond Manufacturing VA Mark-ups 1966-90 3.22%
(1993) Scale economies
Price bias
Crafts <& Mills Manufacturing GO Capacity Udlisation  1974-96 2.68%
(2001) Mark-ups
Returns to scale
Source:  Author
Notes: GO refers to gross output, VA to value added and TFPG to total factor productivity growth

(1) Average annual rates for the UK Manufacturing sector.

Table 2.1 summarises the results of a2 number of recent studies on productivity

measurement focused on the UK manufacturing industry. The first panel of the Table
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covers the state-of-the-art growth accounting studies of post-war British productivity
performance. The second panel shows 2 number of representative studies using
econometric techniques. Comparisons across the different results may be misleading or
meaningless. This is due to the fact that studies differ in terms of the empirical approach
used, studied periods, econometric specification, data sources and number of economic
units. The subsequent challenge is then to determine whether the different results reflect
actual differences in TFP growth rates or whether these differences are the outcome of

different empirical practices.

Despite the differences in approach, the majority of studies on UK manufacturing

productivity performance are generally consistent in indicating:

1. A slowdown of the growth of TFP in the 1970s with an important acceleration in the
1980s. Cameron (2003), for instance, using the growth accounting approach, estimated that
the annual rate of TFP growth in UK manufacturing fell from about 2.6% in the 1960s to

around 0.2% between 1973 and 1980, before tising to around 3% in the 1980s.

Nevertheless, econometric studies have queried the apparent strength of TFP growth in
UK manufacturing in the 1980s and concluded that it may not represent an acceleration of
technical progress compared with earlier decades. In other words, this was the result of mis-
measurement™. In this line, there are the studies by Darby and Wren-Lewis (1991), Linde

and Richmond (1993), Crafts and Mills (2001) and Cameron (2003). For example, Cameron

% There is another set of explanations besides mis-measurement that argues that the major structural
changes in the UK economy had an impact on productivity performance (see Muellbauer 1991; Bean and
Crafts 1996 and Crafts 2002 for further discussion).
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(2003: p. 134) in the same study concludes that when using an econometric approach “much
of the growth upturn in the 1980s was attributable to measurement bias”. Among the measurement
issues considered there are: adjustments in capacity utilisation, imperfect competition, scale

: : 27
economies and mis-measurement of output™.

2. A fairly and persistent lag in TFP levels relative to other industrialized countries. For
example, O’Mahony (1999) provides an analysis that documents comparative levels and
growth rates of TFP in five countries™ using the standard growth accounting assumptions.
Her study concludes that the level of UK TFP in manufacturing is notoriously lower than
that of its primary international competitors. McKinsey (2002) reports the fact that the
productivity gap between the UK manufacturing sector and its major competitors is both
large and growing (see Figure 2.4). From 1994 to 1999, the gap in TFP increased from 23%
to 43% relative to the US, and from 17% to 21% relative to Germany. The UK’s lead over

France reversed into a 10% lag in 1999.

Moreover, the studies by Crafts and Mills (2001) and Malley e/ /. (2003), using econometric
techniques, conclude that adjusting for measurement biases does not affect significantly the
growth accounting’s results. In other words, adjusting for measurement bias in the
productivity residual, although important, does not tend to impact heavily on the British
productivity gap. This finding might suggest that measurement biases play an equal part in

all the countries considered.

2 Bruno and Sachs (1985), Stoneman and Francis (1994), and Cameron (2003) argue that errors in the
measurement of output led to underestimates of the growth of TFP in the 1970s and overestimates in the
1980s.

48



A Review of Research on TFP Growth Measurenent

Figure 2.3
International Productivity Levels
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Source: McKinsey (2002).

Representative estimates of UK manufacturing TFP growth by the different studies have
been brought together in the last column of Table 2.1, with a specific focus on the period
1970-96. Despite the common findings reported above, the results show wide variations in
TFP growth estimates across studies and over time. They range from a negative rate of -
0.47% to a positive 3.22 percent per annum over different subperiods during the years 1954
to 1996. These differences can be attributed to multiple sources, among them the empirical

approach adopted, the assumptions underlying the empirical approach and the output

8 These countries are France, Germany, Japan, UK and the US.
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concept used for productivity measurement. In what follows each of these issues will be

considered in more detail.

2.5.1 Growth Accounting vs. Econometrics

As mentioned in the previous section the standard growth accounting approach generally
leads to biased estimates of productivity growth due to restrictive assumptions about the
underlying technology and allocation decisions. Table 2.2 reports some representative
studies that use econometric modelling to test for these assumptions and correct for the
likely measurement biases. Without exception, these studies found that most of the
assumptions underlying the growth accounting approach are not valid, particularly perfect

competition and long run equilibrium.

Table 2.2
Bias in the Solow Residual
(in % terms per annum)

Studies Period Solow residual Adjusted TFP Bias
Primal Approach (6) 2 -
Oliveira Martins et al. (1996)  1970-92 1.99 2.47 0.48
Harris & Trainor (1997) 1969-91 1.08 2.64 1.56
Cameron (2003) 1973-95 2.02 2.46 0.44
Malley et al. (2003) 1971-87 0.95 0.50 -0.45
Average 1.51 2.02
Dual Approach
Berndt & Wood (1986) 1973-82 0.24 0.42 0.18
Lynde & Richmond (1993) 1966-90 2.40 3.22 0.82
Crafts and Mills (2001) 1974-96 3.24 2.68 -0.56
1.35M 1.33
Average 1.96t 2.1

Source: Author
Notes: gP) refers to the Primal Approach
: the average excludes the (P) estimate
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However, most of the empirical studies in this tradition tend to focus on a particular
assumpton, either the role of market power or the impact of capacity utlisation instead of
jointy testing for both. Based on the reported studies on Table 2.1, there are two
exceptions to this. These are the studies by Crafts and Mills (2001) and Malley e¢f a/. (2003),
respectively. The former focuses on the manufacturing sector in aggregate, while the latter
directs attention to 13 manufacturing industries although restricts the study to a shorter

period.

The last column of Table 2.2 presents the reported estimates of the bias in the Solow
residual (or growth accounting based TFP residual) found in different studies. It can be
observed that the size of the bias varies across studies and periods. Part of this disparity
reflects the extent to which the assumptions underlying the neoclassical approach are
relaxed in the different studies. Nevertheless, some interesting facts emerge from the

comparison among these studies.

1. For the period 1970 to 1995 the bias was found, on general grounds, to be positive,
in the sense that the Solow residual underestimates the true contribution of TFP
growth. There are two exceptions to this finding: the study by Crafts and Mills
(2001), when the dual measure of the residual is used, and the study by Malley ez 4/.

(2003), which found that the sign of the bias 1s negative.

2. Primal estimates of the residual are lower than the respective dual estimates for
similar periods. For instance, one can compare the results obtained from Harris and

Trainor (1997) with those obtained from Lynde and Richmond (1993) for a similar
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peniod, or the results from Cameron (2003) with those from Crafts and Mills (2001).
This is obviously an indication that the assumptions underlying the neoclassical
framework do not hold in the context of the UK manufacturing industry

(otherwise, as stated above, both measures would be identical).

Finally, when adjusted for measurement biases, both primal and dual measures
(column 2) tend to converge”. For instance, for the period from the end of the
sixties to the early nineties Harris and Trainor (1997) and Lynde and Richmond
(1993) found that the adjusted TFP growth rate was 2.64% and 3.22%, under the
primal and dual approach respectively. Even closer are the estimates found by
Cameron (2003) and Crafts and Mills (2001) for the period from the early seventies
to the mid-nineties. The averages of the adjusted TFP growth estimates in columns
1 and 2 for the different approaches are 2.02% under the primal approach and

2.11% under the dual approach.

2.5.2 Departures from the Growth Accounting Assumptions

This subsection analyses the role of some of the assumptions underlying growth accounting

in explaining the bias reported above.

The Role of Market Power

Following Hall (1988; 1990) and Roeger (1995) a set of studies departed from the growth

accounting approach addressing the importance of the role of market power in measuring

? One should be cautious about this note due to the small sample size of our sample of studies.
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UK TFP growth. Overall, these studies (see Table 2.3) show that the average estimated
mark-up in UK manufacturing industry is positive (about 1.43) and statistically significant.
This finding implies a deviation from the perfect competiion assumption, and by
implication, the inadequacy of using growth accounting. Note also that the one of the
lowest mark-up estimate (4 = 1.21) 1s obtained using gross output as proxy for real output

(Crafts and Mills 2001).

Table 2.3

Average Estimated Matk-ups for UK Manufacturing
Study Period Avg. Mark-up
Bean & Symons (1989) 1969-86 1.52*
Lynde & Richmond (1993) 1966-90 1.47
Haskel et al. (1995) 1968-89 2.00
Becearello (1996) 1971-87 1.47
Oliveira Martins et al. (1996) 1970-91 1.16
Harris & Tranor (1997) 1968-91 1.34
Small (1997) 1968-91 1.24
Crafts & Mills (2001) 1974-96 1.21
Average 143
Median 1.40

Note: * The average mark-up estimate of Bean and Symons (1989) is for the whole economy.

Scale Economies

As far as the assumption of economies of scale is concerned, results obtained are mixed
depending on the approach adopted, i.e. primal vs. dual approach (see Table 2.3). While
most of the estimates within the primal approach imply constant returns to scale, deviations
from this assumption are found using the dual approach (Lynde and Richmond 1993;

Crafts and Mills 2001).
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Table 2.4
Empirical Evidence of Scale Economies in UK Manufacturing
Study Approach Findings
Caballero & Lyons (1990) Primal CRTS
Lynde & Richmond (1993) Dual IRTS
Haskel et al, (1995) Primal CRTS
Oulton (1996) Primal CRTS
Braun (2000) Primal CRTS
Crafts & Mills (2001) Dual IRTS

Notes: CRTS refers to constant returns to scale and IRTS refers to increasing retumns to scale.

Two different approaches have been adopted to estimate returns to scale at the industry
level using the primal approach. On one side, Haskel e a/. (1995) opt for the general
procedure of estimating returns to scale assuming that they are stable across industries and
found that the assumption of constant returns to scale could not be rejected. On the other
hand, Caballero and Lyons (1990) allow varying the degree of internal economuies of scale
and found that only the rubber and plastic industry and the other manufacturing products
industry exhibit internal increasing returns to scale. Oulton (1996), in a similar framework,
found no evidence for increasing returns internal to the industry. In fact, for the great

majority of industries, the hypothesis of constant returns to scale could not be rejected.

Capacity Utilisation

Another wave of studies departed from the growth accounting methodology allowing for
the presence of adjustment costs and variaton in capacity uthsation. Mendis and
Muellbauer (1984), among others, pointed out that the published UK data on labour and
capital contain short-term cyclical variations in over and under-utilisation that can be easily
misinterpreted as long-term improvements. In order to control for this type of

measurement error, different proxies for the unobserved changes in utlisation have been
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used in past UK based studies. These have been, among others, data on overtime vs.
normal hours (Muellbauer 1986; 1991 and Cameron 2003), data from the CBI Industrial
Trend Survey (Muellbauer 1986; Cameron 2003) and data on raw materials and energy

inputs (Malley ez a/. 2003).

Overall, these studies highlight the importance of taking adjustments in capacity utilisation
into account when considering TFP growth in UK, especially in the context of the
turbulent conditions of the 1970s and 1980s. For example, according to Cameron’s (2003)
findings the capacity utlisation adjustment accounted for -0.92% of the growth slowdown
in the 1970s. As Muellbauer (1991: p. 105) points out “one can be seriously led astray by paying too

much attention to productivity data not adjusted for utilisation.”

2.5.3 Gross Output vs. Value Added

Hitherto, one thing seems clear; that some of the assumptions undetlying the growth
accounting approach are not valid in the context of UK manufactunng industries when one
tests for them. These are, in particular, the assumption of perfect competition and
instantaneous input adjustment. This result, on the other hand, implies that the use of value
added as a proxy for real output leads to biased estimates of the true TFP growth measure

", Nevertheless, from Table 2.1, one can observe that most of the

(refer to Section 2.4.3)
empirical literature on UK TFP analysis uses value added to proxy real output, instead of

the more theoretically correct gross output (exceptions are the studies by Oulton and

O’Mahony 1996; Crafts and Mills 2001 and Malley ¢f 4/. 2003).

*® Note also that the use of value added leads to biased estimates of the true mark-up.
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How does the use of value added vs. gross output affect the estimates of TFP growth?
From Table 2.2 one can see that, on general grounds, gross output based TFP estimates are
lower than those based on value added. The only exception seems to be the estimate
reported by Crafts and Mills (2001). As mentioned above their study also provides a primal
estimate of TFP growth of 1.35%, which is more in line with other gross output based TFP
estimates. Nevertheless, the study proxies intermediate inputs by a measure of energy use,
which only represents a proportion of total intermediate inputs in the manufacturing sector.
As emphasised previously, any omitted variable (in this case, raw materials and industrial

and non-industrial inputs services) will bias the resulting TFP growth estimates.

Table 2.5
Gross OQutput vs. Value Added Solow Residual Estimates

Studies Period GO-TFP VA-TFP Difference

¢)) ) 0/
Oulton & O'Mabony (1994) 1954-86 0.35 1.00 0.35
Oulton (1999) 1973-95 0.90 1.85 0.49
Malley et al. (2003)t 1971-87 0.95 2.23 0.43
Average 0.73 1.69 0.42

Note: 1 Data available at http://www gla.ac.uk/cconomics/TFP

Table 2.5 reports gross output and value added based TFP growth rates in UK
manufacturing respectively. These estimates based on the growth accounting approach,
provide a basis for comparisons. From the results presented, one can observe that value
added based TFP growth estimates are more than twice as large as those based on gross

output.
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2.6 FIRM LEVEL UK PRODUCTIVITY STUDIES

The focus of this thesis is TFP measurement at the industry level of the economy, and in
particular, within manufacturing. At the industry level productivity can grow due to two
different sources. First, it can increase due to producuvity changes within existing firms
belonging to the industry’. Second, industry productivity can grow due to “the process of
market selection whereby low productivity establishments exit and are replaced by higher productivity
entrants while higher productivity incumbents gain market share’ (Disney ef al. 2003: p. 666). The
recent release of the ARD™ micro-level database has greatly enhanced the possibilities to
study both sources of productivity growth and, therefore, to better understand how UK

firms’ productivity performance impacts on what is observed at the industry level.

Recent studies using the ARD database have shown that there are indeed large differences
in productivity performance across UK manufacturing firms (see Guffith 1999 and Oulton
2000). Part of this literature has focused on the contribution of entry and exit to industry
productivity growth. The results in this area are, however, mixed. On one hand, Oulton
(2000) finds that exits did not play a significant role in labour productivity growth during
the period 1979-89. Low productivity entrants replaced low productivity firms that closed
while most of the productivity growth occurred in a small number of survivors that
downsized employment. Disney e/ a/. (2003), on the other hand, found that around 50% of

labour productivity growth and 80-90% of TFP growth in UK Manufacturing over the

3! Micro-level productivity studies analysing this mechanism focus, for instance, on the role of downsizing
(Oulton 2000), new technology and organisational change (Haskel and Szymanski 1993) and increased
competition (Nickell 1996).

*2 The ARD or Annual Business Inquire (ABI) Respondent Database contains the micro data underlying
the aggregates published annually in the UK Annual Census of Production. Details of the ARD database
can be found in Qulton (1997a) and Gniffith (1999).
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1980s was due to market selection. Particularly, the contribution of entry and exit arose

because entrants were more productive than exitors.

Other studies using the ARD database have focused on productivity differentials between
domestic and foreign-owned firms (Oulton 1998 and Gritfith 1999). These studies found
that, overall, foreign-owned establishments have higher productivity rates. According to
Oulton (1998) this can be partly explained by higher levels of human capital in the foreign

firms.

These findings do not invalidate the theory of productivity measurement in this thesis that
essentially treats an industry as if it was a single firm. Rather, they should be regarded as
complementary, helping to understand and interpret measured TFP growth at industry
level. Moreover, micro-level approaches cannot replace more aggregated productivity
studies. This is because many questions of interest to economists and policy makers have to
do with general trends in an industry rather than with the performance of a particular firm.
Additionally, several data problems arise in using the ARD to obtain productivity estimates.
Difficulties arise from the timeliness and exhaustiveness of some of the available series™.
However, the main problems arise in the measurement of prices, capital stock™, and

average hours worked at the firm level.

* For instance, in the study by Disney et al. (2003a: p. 94), the authors point out “data for a large group
of small establishments in the 1970s is missing from the ARD records, forcing us to drop 1972-1979
inclusive”.

% See the work by Harris and Drinkwater (2000) and Oulton and O’Mahony (1994) on measuring capital
stocks.
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Particularly, the ARD data do not contain any information on the prices firms charge on
output ot pay for inputs. The general approach 1s to use price indices at the 4-digit industry
as a proxy for firm prices on outputs and intermediate inputs. Because this i1s an average of
the price over all establishments in the industry, this introduces measurement error in the
variables and leads to biased productivity estimates (see Klette and Griliches 1996)*. The
ARD database does not contain either data on capital stocks, investment deflators, or
depreciation rates at firm level. Estimates of the initial capital stock, investment deflators
together with depreciation rates are generally obtained using industry level data (Griffith
1999). Finally, estimates of average annual hours worked are only available at the two-digit

level.

2.7 CONCLUSIONS

With the recognition that productivity growth is the key to sustained economic expansion,
the measurement and analysis of productivity represent areas of great importance to
economists and policy makers alike. The accurate measurement of productivity growth
plays an important role in providing the information economists need to improve policy
recommendations and for policy makers to make well-founded decisions. However, despite
its importance, the interpretation and measurement of productivity is still a matter of
ongoing debate. A debate primarily focused on the methods and assumptions in measuring

the rate of change of TFP.

%% Klette and Griliches (1996) and Omaghi (2003) have suggested that in order to control for this bias the
solution comes from endogenising prices, and therefore modelling the demand side together with the
production function.
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This chapter has considered some of the issues related to the conceptualisation,
measurement and interpretation of TFP growth. First, it has overviewed the conceptual and
basic theoretical foundation for measuring productivity growth. Second, it has presented a
review of the growth accounting framework in addition to the insights on methodological
extensions that relax its underlying assumptions. As has been seen, allowing for different
technical and market characteristics assumptions results in “adjusted” productivity growth
measures, which may be thought of as more accurate representations of the theoretical
concept of TFP growth. Finally, this chapter has reviewed recent UK empirical studies on

TFP growth measurement.

Overall, the empirical evidence in this chapter has suggested that TFP growth estimates are
very sensitive to different assumptions. There is strong evidence that some of the
assumptions underlying the growth accounting approach to measure TFP growth in UK
manufacturing industries cannot be sustained. These are, specifically, the assumption of
perfect competition and the assumption of instantaneous input adjustment. The evidence
with respect to returns to scale is, however, inconclusive. Additionally, productivity

measures are highly sensitive to the output measure.

However, the majority of the empirical UK-based studies tend to focus on a particular
assumption, either the role of market power or the impact of capacity utilisation, instead of
jointly testing for both. Not only that, most of the studies rely on measures of value added
to test for these assumptions. This, on the other hand, has been shown to bring additional

measurement errors. The recognition of these caveats is the motive of the present study.
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The main conclusion is that a comprehensive and integrated framework that accounts for
these measurement issues is much needed. Along these lines, in the following chapters we
will address whether and to what extent these methodological and measurement issues
affect (1) the estimated TFP growth rate (Chapter 3), (if) the estimated relationship between
TFP and its main determinants, in particular R&D investment (Chapter 4), and (iii) the
measurement of the size and direction of the UK productivity differential with respect to

other industrialized countries (Chapter 5).

As highlighted above there are two studies in the context of UK manufacturing that explore
these measurements concerns in an integrated framework. These are the studies by Crafts
and Mills (2001) and Malley e 4/ (2003), respectively. The differences of this thesis with
tespect to the study by Crafts and Mills (2001) are noticeable. The latter focuses exclusively
on the manufacturing sector in aggregate while the present study considers 8 manufacturing
industries. Second, Crafts and Mills use the dual approach to obtain TFP growth estimates
while this study adopts the primal approach. Third, as previously mentioned, Crafts and
Mills research proxies intermediate inputs by a measure of the energy use while we do not.
Finally, their study focuses exclusively on productivity comparisons between UK and

Germany while the focus of the present study is much broader.

This thesis follows an approach similar to that of the contemporaneous study by Malley ez
al. (2003). There are, however, considerable differences that should be mentioned. First, the
data sources for gross output and intermediate inputs are different™. Second, the proxy for

capacity utilisation is also different. Malley and co-authors employ data on raw materials and
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energy inputs to proxy the capacity utilisation parameter while this study uses deviation
from the hours trend. Third, Malley’s ez a/. study restricts the period of analysis for the UK
to 1970-1987 while this thesis extends it until 1997. Finally, the focus of both studies is
different. While the work by Malley and co-authors focuses on international productivity
comparisons, this thesis has two other main objectives. As already mentioned, this study
additionally considers how different measurement and methodological concerns have an
impact on the growth rate estimate of TFP and on the relationship between TFP and R&D

in the context of UK manufacturing industties.

*Malley et al. (2003) obtain the data from the national input-output model database provided byt he
Inforum Group at the University of Maryland (see Wilson and Mead (1998) for a technical note).
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Productivity Growth in UK Manufacturing: Alternative Quiput Conwpls and Estimation Methods

“Improving productivity is the Government’s key economic objective
for this Parliament. Higher productivity generates prosperity,
increases wages and profits, and permits investment in modern, high
quality public services.”

Patricia Hewitt, Secretary of State for Trade and Industry.
DTI (2002: p. 3)

3.1 INTRODUCTION

In Chapter 2 productivity growth was defined as the difference between the growth rate of
real output and the growth rate of real factor inputs. Moreovet, it was stated that while
there is no disagreement on this general concept, there has been extended discussion over
the methods and assumptions employed in its various applications. In particular, the
accuracy of the conventional measures of productvity growth based on the growth
accounting approach has moved centre-stage in the debate about productivity performance.
Under the growth accounting approach, Total Factor Productivity (TFP henceforth) growth
estimates are usually obtained as a residual from the difference between the growth rate of
real value added and a weighted average of the growth rates of primary inputs (labour and

capital), where the weights are the respective input shares in value added.

One of the main results emerging from this debate is that the accounting productivity
residual (also referred as “Solow residual”) is, under general conditions, a biased measure of
productivity growth. One source of this bias arises from the common practice of using
value added instead of gross output as a measure of real output. There has been a long
literature since at least as early as David (1962) that shows the inadequacy of using value

added for productivity measurement, especially when perfect competition fails. However, it
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is only recently that the tide has begun to turn against the use of value added in empirical

studies.

Independently of the output concept used for productivity measurement, Chapter 2
indicated that the standard “Solow residual” generally leads to biased estimates of
productivity growth. This is due to the restrictive assumptions about the underlying
technology and allocation decisions made in the growth accounting framework. In
particular, the accounting approach assumes competitive output and input markets, plus full
utilisation and instantaneous adjustment of all inputs. In an attempt to correct this
measurement bias new trends have emerged in the productivity literature that allow for
market imperfections and adjustments for capacity utilisation or quasi-fixed inputs, among
others. These new trends have implied the use of econometric modelling as alternative to

the growth accounting index number approach.

This chapter directs particular attention to the sensitivity of TFP growth estimates to both
alternative output concepts and estimation procedures in the context of UK manufacturing
industries. The objective of this chapter is twofold. First, it seeks to examine the importance
of using alternative concepts of output. In particular, TFP growth estimates based on the
popular value added index are contrasted with those derived from a supetior concept of
output -gross output. The second aim is to study the implications for UK manufacturing
productivity measurement of relaxing some of the assumptions underlying the traditional
accounting approach in an integrated framework. To do so, a panel regression is conducted,

in which imperfect competition and variations in capacity utlisation are both considered.
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The resulting parametric estimates of TFP growth are then compared with those derived

from the traditional accounting approach.

In what follows, however, there is no attempt to treat a number of issues, such as
aggregation bias' or quality adjustment, which may be equally important in measuring
industry’s productivity growth. First, with respect to the problem of aggregation Cameron er
al. (1998) produce estimates of the aggregation bias from moving between 2-digit and total
manufacturing data and find that it only accounts for around 10% of measured UK
Manufacturing TFP growth?. Second, ascertaining the bias from not appropriately adjusting
for quality improvements is a more difficult task, if not impossible. The understatement of
quality change in output’ leads to an understatement of productivity growth, while the
understatement in inputs leads to an overstatement of productivity growth. In what follows

we are agnostic as to the overall impact.

The remainder of this chapter is structured as follows. The next section discusses the
implications of using either value-added or gross output for productivity measurement.
Section 3.3 reviews the traditonal accounting framework and the econometric approach as

alternative methods for productivity measurement. In section 3.4, conventional accounting

' The topic of aggregation bias can be divided into two sets of problems (Maddala 1977). The first one
refers to the “aggregation of variables” problem, which includes issues that deal with the index number
construction (see Lichtenberg 1990). The second, the “aggregation of relations” problem, includes many
issues that deal with the interaction between micro- and macro-relationships (Theil 1954).

To our knowledge, there have been no attempts to provide estimates of the aggregation bias from moving

between 3-digit and 2-digit data in the context of UK manufacturing. Morrison and Siegel (1999) in the
context of measuring economies of scale in US manufacturing find that the aggregation bias from moving
between 4-digit, 2-digit and total manufacturing data is not substantial.
3 The Hedonic approach is one of the methods used for the treatment of quality adjustments in output. In a
simplified way, hedonic methods have in common the use of regression analysis to estimate a hedonic
function P=h(S,, S,, ..., Sy), relating observed prices to quantities of the associated characteristics S,. The
objective is to control for those price changes induced by quality improvements and to separate them from
pure inflation.
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TFP growth estimates are obtained at the industry level for alternative measures of output.
A panel regression is presented in section 3.5 in order to see to what extent the assumptions
underlying the accounting approach are valid in the context of UK manufacturing,
particularly perfect competition and full utlisation of factor inputs. Additionally, a more
refined set of parametric estimates of TFP growth is presented and compared with those
from the growth accounting approach. To finish, conclusions on the relevance and
implications of the results obtained in the previous sections for TFP growth measurement

are drawn in section 3.6.

3.2 REPRESENTATION OF THE PRODUCTION PROCESS:
GROSS OUTPUT VS. VALUE ADDED

In productivity analysis, measures of TFP growth, as stated in the previous chapter, are
usually computed using either of two different concepts of output. Namely, gross output
and value added. Whether one should be preferred over the other has been an issue of
considerable debate since the work of David (1962). Before reviewing the implications of

using any of the two concepts it is useful to clarify some concepts.

3.2.1 Definitions of Qutput

Gross Output
The OECD (2001: p. 24) defines gross output (Q) as ‘“the goods or services that are produced
within a producer unit and that become available for use outside the unif”. In empirical studies for the

UK manufacturing sector, the principal source of nominal gross output data is the Census
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of Production®. The nominal figures represent the value of sales and net additions to
inventories. In order to obtain a real measure of gross output, nominal figures are deflated

by the appropriate producer price index.

In practice, given the way the data is collected, gross production from the Census is an
output measure that includes not only “final output” but double counts those intermediate
inputs produced within the industry that are used internally. For productivity analysis at the
establishment level there are no intraindustry flows to take into account, thus the published
figures provide 2 good counterpart of the theoretical concept of gross output after some
adjustments®. At the industry level, however, the problem of double counting arises, in the
sense that intraindustry flows are counted in both the input and the output side of the
industry production function. In this case, it is suggested that the output measures for

intraindustry purchases be adjusted (see Baily 1986 and Oulton and O’Mahony 1994).

On theoretical grounds the published gross output figures should be adjusted for
intraindustry transactions. However, in practice this is a cumbersome process and often
impossible to perform in time series analysis. UK intraindustry purchases can be derived
from the input-output tables. However, these tables, apart from presenting a problem of

consistency with the Census data, are not available for every year’. In addition, this

* From 1997 the Annual Census of Production, together with the Census of Construction, has been
mcorporated into and replaced by the Annual Business Inquiry (ABI).

* By “final output” is meant that part of the industry sales that is not destined to be used as intermediate
mputs by the other firms included in the aggregate under study.

® In order to arrive at an economic definition of nominal gross output for each establishment, valued at
producer prices, the published “gross output” figures (from the Census of Production) should be adjusted.
These adjustments are (i) the removal of stock appreciation, and (ii) the elimination of excise payments
and subsidies (see Oulton and O’Mahony 1994).

7 Particularly, UK input-output tables are available for the years 1968, 1972, 1979, 1984, 1985 and 1990.
From 1979 to 1990 the tables are based on the 1980-SIC and are in current prices only. In addition, the
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adjustment amounts to a process of integration of different units or industries, in which
mergers and acquisitions —not always identifiable- play an important role in determining

gross output or intermediate inputs in any industry’.

Value Added

When purchases of intermediate inputs are deducted from the value of gross output, one
obtains a measure of nominal value added. Thus value added avoids the problem of double
counting intra-industry transactions. In principle, there is no disagreement in defining

nominal value added as:
(31) PIVV;D = PtQt _RMMI
where ¥,?is real value added, Q, is real gross output and M, refers to intermediate inputs.

The prices of value added, gross output and intermediate inputs are represented respectively

by P”, Pand PY.

However, the method of deflation used to obtain a measure of real value added is subject to
considerable controversy, in that a “price of value added” does not exist. In practice, two
methods of deflation have been frequently employed: single and double deflation. Single
deflation (used, for example, by Cameron (1996)) consists of deflating nominal value added

by the price of gross output. That is,

tables are constructed on a commodity-by-commodity basis instead of on an industry-by-industry basis.
;\Iso the level of commodity disaggregation has varied over time.

As Hulten (2000: p. 57) points out “the merger of firms can transform what were once inter-firm flows of
goods into intra-firm flows, thereby extinguishing some amount of gross output”.
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This method of deflation has been shown to be inadequate, unless output and intermediate

input prices are rising at the same rate (Sato 1976; Stoneman and Francis 1994).

Double deflated value added is usually defined as:

PO P"M,
T @M

t t

(33) V=

However, Bruno (1978) and Diewert (1978) have showed that this definiion has no
theoretical foundation, considering the conditions under which an aggregate real value
added function can exist. These conditions are either (i) prices of intermediate inputs
relative to that of gross output remain constant —which is unlikely to occur-, or (ii) primary
inputs and technology are separable from intermediate inputs in the gross output
specification of the production function. In the latter case, the production function based

on gross output is represented as:

B4 0=G(V'.M,)

where,
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35  V'=V(L,K,1)
Under perfect competition and constant returns to scale, a relationship between the gross
output and value added growth rates can be obtained by differentiating (3.4) and (3.5) with

respect to time (Sato 1976):

sm

(3.6) Aan,D=1—I—[Aan,—sm,AlnM,]=Aan,—l [AInQ,-AInM,]

mt mt

Expression (3.6) is the Divisia definition of value added discussed by Sims (1969) (that 1s, in
growth rates in continuous time)’. Comparing this expression with (3.2) it can be shown
(Sato 1976; Stoneman and Francis 1994) that single deflation and the Divisia method of
double deflation will yield the same result only if output and intermediate input prices are

rising at the same rate. That is,

M
B7) AV =AlnV?+| — Aln(P'/)
-5, 1

in which # = M/Q, the share of output going to materials in base year prices.

On the other hand, Bruno (1978) and Basu (1995) have showed that the two methods of

double deflation (expressions 3.3 and 3.6 respectively) will yield the same result only in two

® In practice it may not be possible to construct a chained Divisia index. Instead, the use of a discrete
Tomgqvist index (the geometric mean of the two estimates) is a good first approximation to the desired
figure.
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special cases: if gross output and intermediate inputs are rising at the same rate, or if the
price of intermediate inputs relative to the price of output always equals one (in which case

single deflation would do just as well).

M

68 Any”=anv?+|—"  |1-[Z||(aAnQ -AInM)
(1-s,,)(1-n) f

Therefore, the common practice of using single deflated value added or the Laspeyres (or

Paasche) double deflated value added index will result in biased estimates of real output,

unless the conditions stated above are satisfied.

3.2.2 Gross Output vs. Value Added Based TFP Growth Measures

On the basis of the output concept definitions, this section briefly reviews the implications
of using either gross output or real value-added in the context of productivity measurement.

To do so, it is useful to refer to a production function.

In the literature on productivity, both gross output and value added representations of the
production function have been adopted. The gross output specification, represented by
equation (3.9), relates the maximum quantity of output (Q) that can be produced by
primary inputs, Ze. labour (L) and capital (K), as well as intermediate inputs (M,). This

function also contains a parameter # which represents a measure of technology.

72



Productivity Growth in UK Manufacturing: Alternative Ourput Concepts and Estimation Methods

(3‘9) Qr =Q(L1’K1’Mr’t)

In applications to actual data an alternative special case of (3.9) is often assumed (e.g.
Hulten 1978; Gtiliches and Mairesse 1983; Bruno 1984; Baily 1986; Oulton and O'Mahony

1994; Oulton 1996 and Maley ¢# /. 2003).

(3.10) Q =A@MF(L.K,,M,)

Equation (3.10) simply assumes that there is output-augmenting technical change, in the
sense that technical change raises the maximum output that can be produced with a given
level of inputs without changing the relationship between them. This form of technical

change is called “Hicks-neutral” and is represented by the term A().

The other common representation relates value added to primary inputs in the following way:

(3.11) ¥° = 4" ()G(L,,K,)

In Equation (3.11) it is assumed that ¥, (real value added) is a function of primary inputs

with value added augmenting technical change. Value added production functions have
been frequently used in the productivity literature, e.g. Solow (1957), Jorgenson and
Griliches (1967) and Jorgenson e a/ (1987). For UK studies on productivity, this
specification has been adopted by Muellbauer (1986), Cameron e a/. (1998), O'Mahony

(1999) and Cameron (2003), among others.
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Baily (1986) shows that, with the exception of special functional forms, the gross output
and value added specifications are inconsistent with each other and will result in two
different measures of the rate of productivity growth. These two measures are logarithmic
rates of change of parameters 4, and A, respectively; and under the assumption of perfect

competition these are given as follows:

(312) Aln4 =AlnQ -s,AlnL —s,AlnK, -5, Aln M,

(3.13) AlnA4",=AlnV,-5,AlnL -5, AIlnK,

where the 5)/’s are the shares of factor payments in revenues, and the §,’s are the factor

shares in nominal value added.

Using the Divisia definition of value added (reptesented in equation (3.6)) there is a direct
relation between the gross-output, A/, and the value-added, A", productivity

measures (see Bruno 1978):

(G.14) And,=| L Jan4g =-_an4 with s = 27
1-s S P

mt ! IR

Specifically, the rate of change of value added based TFP equals the rate of change of gross
output based TFP, multiplied by the inverse of the nominal share of value added in gross

output. Moreover, from (3.14) value added based TFP growth can never be less than and
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will generally be larger than TFP growth in the gross output sense. However, this

relationship only holds under perfect competition and constant returns to scale.

3.2.3 Discussion

Whether gross output should be preferred to value added or vice versa has been an issue of
considerable controversy, reflected in the works of Bruno (1978; 1984), Baily (1986) and
Basu and Fernald (1995; 1997), among others. There is a long literature that argues against
the use of value added for studying productivity growth on various grounds. On one hand,
Bruno (1978), among others, emphasises the strong separability assumptions necessary for
the existence of a stable value added production function. Given these assumptions are
satisfied, one could, in principle, obtain cotrect total productivity estimates from value
added. This is valid provided that these are obtained from underlying gross output and
intermediate inputs measures based on the Divisia index procedure. In which case, the data
requirements are just as great as for the gross output approach. Researchers, however, often
rely on the usual national accounts figures obtained by the Laspeyres (or Paasche) method
of double or single deflation. This method can bring considerable measurement problems

unless certain conditions are satisfied.

Additionally, with the renewed interest in the role of market power in productivity analysis,
further objections to the use of value added have arisen. The argument of authors like Basu
(1995) and Basu and Fernald (1995; 1997) is focused on the neo-classical assumptions

behind the definition of the value-added index. Even if separability holds, with imperfect
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competition, taking value added to be a function only of primary inputs is generally
misspecified: it depends on intermediate input use as well. Value added growth is obtained
by subtracting from gross output growth the revenue-share-weighted contribution of
intermediate inputs. However, this is only valid under perfect competition. With imperfect
competition, the input elasticity of intermediate inputs exceeds its revenue share by the
mark-up. Consequently, in the presence of mark-ups some of the productive contribution

of the intermediate inputs remains in the measured value-added growth'.

In conclusion, on theoretical grounds the preferred output measure for studying
productivity performance is gross output, use of which does not impose any a priori
assumption in the production function. In contrast to gross output, value added is an
economic index number without physical interpretation and, because of that, dependent on
theoretical assumptions, in particular perfect competition and constant retums to scale. This
dependence makes value added an invalid measure of output and, therefore, not
approprate for studying productivity growth. Nevertheless, in practical terms as the focus
of study moves to higher levels of industry aggregation the quality of the published gross
output figures differs from the ideal. This is due to the problem of intra-industry flows.
Therefore, at high levels of aggregation the researcher is confronted with the dilemma of
either using the gross output approach, which implies becoming a prisoner of the degree of

industrial integration, or otherwise using the implausible value added approach.

' See Section 2.4.3 in Chapter 2 for a detailed exposition.
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3.3 ALTERNATIVE ESTIMATION TECHNIQUES: GROWTH
ACCOUNTING VS. ECONOMETRICS

Once productivity measures are conceptualised on the basis of economic theory, there are
several ways to proceed with their empirical implementation. In Chapter 2, it was stated that
from a broad methodological point of view, non-parametric and parametric approaches
could be distinguished. This section summarises the main features found in Chapter 2 with
respect to two of the most frequent approaches to obtain TFP growth measures: the

growth accounting and the econometric approach.

3.3.1 Growth Accounting and Assumptions Undetlying the Conceptual Framework

The standard growth accounting approach based on the Divisia index is, among the non-
parametric techniques, the most frequently adopted. The theoretical framework of growth
accounting is rooted in the seminal works of Tinbergen (1942) and, independently, of
Solow (1957). Since then it has been developed considerably, in particular by the
contributions of Denison (1962), Jorgenson and Griliches (1967), Diewert (1976) and

Hulten (1978)"".

Theoretical Background
The growth accounting framework starts with a production function such as those defined

in equations (3.7) and (3.8) and proceeds by differentiating them with respect to time to

" Griliches (1996) and Hulten (2000) provide an overview of the growth accounting approach, stressing
the development of the Solow residual.
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obtain the productivity growth index or “Solow” residual”. For instance, logarithmically
differentiating the gross output production function (equation (3.7)) with respect to time,

one obtains:

3.15) AInQ =AlnAd +£%*AlnL +e2* AInK, +2"AlnM
t t t t ! ! !

where £%%,£2

0k &2 denote respectively the elasticity of output with respect to labour,

capital and intermediate inputs.

Additionally, most growth accounting studies proceed assuming a constant returns
technology, but this is not necessary in cases where an independent observation of the
rental price of capital is available. Under both assumptions of perfect competition and
constant returns to scale, equation (3.15) can be rearranged to yield the basic growth

accounting equation for a gross output representation of the production functon:

(316) Aln4 =AIn(Q/K), —s,Aln(L/K), -5, An(M / K),

Advantages and Restrictions of the Growth Acconnting Approach
As Nadini and Prucha (1999: p. 3) point out the traditional growth accounting approach
“has the advantage of simpliaty as well as the benefit of not requiring direct estimation of the underlying

technology”. In practice, the residual can be obtained from observed data as the difference

"2 The key result of Solow’s analysis is that the residual is, in theory, equal to the growth rate of the
Hicksian efficiency parameter.
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between the growth rate of real output and a weighted average of the growth rate of factor

inputs, where the weights are the respective revenue shares, as shown in equation (3.16).

Additionally, the residual provides a formal definition of (disembodied) technological
change that coincides with the conceptual idea of TFP growth. Nevertheless, for the growth
accounting approach to provide meaningful estimates of technical change, rather strong
assumptions about the underlying technology and allocation decisions must be maintained.
In particular, it is necessaty to assume: (i) the existence of a production technology that can
be represented by a production function, (i) Hicks-neutral technical change, (i)
competitive output and input markets, and (iv) long run equilibrium, which implies full
utilisation and instantaneous adjustment of all inputs to their desired demand levels. If these
assumptions are violated, then productivity measures based on the growth accounting

approach will in general yield biased estimates of technological change.

Deviations from Growth Accounting

The puzzle of the observed slowdown of productvity growth during the 1970s initiated a
critical methodological review of the conventional measure of productivity growth®. First, a
new literature emerged addressing the importance of the role of market power and scale
economies in productivity measurement (see Hall 1986; 1988 and 1990, among others).
Overall, these studies showed that estimated mark-ups are positive and statistically
significant. This implies departures from the perfect competition assumption”, and by

implication, the inadequacy of using the growth accounting approach. A second wave of

"’ See Berndt and Fuss (1986), Denny et al. (1981), Hall (1988) and Hulten (1986).
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studies departed from the growth accounting methodology assuming economies are not in
steady state, thus allowing for the presence of adjustment costs (the possibility that changes
in factor inputs are increasingly costly the faster they are implemented) and, variations in
capacity utilisation (Mendis and Muellbauer 1984; Berndt and Morrison 1981 and Basu and
Kimball 1997). These studies showed that allowing for changes in capacity utilisation the
conventional productivity residual resulted in a biased estimate of the rate of technological

change.

3.3.2 The Econometric Approach

In its most naive form, the econometric framework proceeds by estimating an equation like
(3.15) without imposing any further restriction. Thus, one avoids imposing the relationship
between production elasticities and income shares as in the growth accounting approach.
Moreover, non-competitive price behaviour, scale economies, and factor augmenting
technical change can be accommodated. Additionally, allowance can be made for

adjustment cost and variations in capacity utilisation in order to help to explain the residual.

As seen in Chapter 2, the regression approach is not devoid of problems either. The
accurate specification of the functional form and estimation of the parameters of the
production (or cost) function are considered to be crucial to the measurement of TFP
growth (Nadiri 1970). For instance, there is often a question about the robustness of the

resulting parameters or about the econometric procedures used to obtain these estimates.

'* In Roeger (1995) an alternative to Hall’s method of estimation is proposed, founded on both the Solow
residuals and the dual Solow residuals. The method employed by Roeger is used by Oliveira Martins ef al.
(1996), among others.
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Finally, since at least as early as Marschak and Andrews (1944), researchers have worried
about the potential correlation between input levels and the unobserved industry-specific
shocks in the estimation of production function parameters”. To the extent that these exist,
conventional OLS estimates of production functions will yield biased parameter estimates,

and, by implication, biased estimates of productivity growth.

3.4 TFP GROWTH ESTIMATES FOR ALTERNATIVE OUTPUT
CONCEPTS USING THE GROWTH ACCOUNTING APPROACH

Using the growth accounting approach, which assumes perfect competition and constant
returns to scale, estimates of TFP growth based on the Divisia value added (DVA) index
are as valid as those based on gross output, given that separability holds. Additionally, single
deflated value added (SDVA) will be an appropriate measure of real output as long as
output and intermediate input prices rise at the same rate. Given this condition 1s satsfied,
SDVA and DVA based TFP growth measures coincide. Otherwise, the use of SDVA

brings considerable measurement bias.

The main purpose of this section is to check the adequacy of using the traditional SDVA as
a measure of real output. To do so, estimates of alternative TFP growth measures based on
different concepts of output have been computed using the traditional growth accounting

approach’. Table 3.1 displays time-averaged rates of growth during the entire sample

1 Econometrically, with simultaneity it is generally impossible to sign the biases of the production
function coefficients when there are many inputs, all of which may be (to different degrees) correlated
with the error.

' See Table B.1 in the Statistical Appendix B.1 for descriptive statistics of the main variables.
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period, while Table 3.2 reports those for different sub-periods (1973-79, 1979-89 and 1989-
97). In particular, the TFP growth rates presented are derived from gross output (GO)",
the Divisia value added (DVA) index', and the single deflated value added (SDVA) index,
all at 1995 prices. These TFP growth rates have been obtained using the results derived in
the previous section for the growth accounting framework. Equations (3.17) and (3.18)
represent the basic growth accounting equations to be estimated in terms of gross output

and value added respectively.

(317) Alnd, =Aln(Q/K), -s,Aln(L/K), —s,, Aln(M / K),

(3.18) AlnA’ =Aln(V/K), —5,AIn(L/K),

From the results presented in Table 3.1 and Table 3.2, some interesting facts emerge. First,
it can be observed that the magnitudes of the three alternative estimates of productivity
growth are very different. As the theory predicts, gross output based TFP growth rates are
lower than those based on the value-added approach. Second, the results confirm that there
is considerable disparity in terms of productivity growth both across industry groups and
time. This disparity is more accentuated in terms of the value-added approach, and, in
general, for the period 1973-1979. Finally, from Table 3.1 and 3.2 one observes that the
DVA and SDVA based TFP growth rates rather than being similar, differ substantially. This

implies that the use of SDVA brings considerable measurement bias.

" In order to minimise the problem of intraindustry flows regarding the official data on gross output, the
study focuses on UK two digit manufacturing industries.
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Table 3.1
Value-Added vs. Gross-Output based TFP Growth Rates, 1970-1997
Averages of annual rates of change (in percentage terms)

Industry AlnA, AlnAY, AInAY,
(GO) (DVA) (SDVA)
Food, Beverages & Tobacco FBT -0.23 -1.05 0.93
Textile & Leather TL 1.14 3.07 226
Wood and Wood Products WWP 0.23 0.75 1.11
Paper and Paper Products PPP 0.29 0.68 1.58
Chemicals, man-made fibres, rubber & plastic products CH 1.02 311 1.72
Other Non-Metallic Mineral Products NMM -0.70 -1.57 -0.61

Manufacture of Basic Metals & Fabricated Metal Products BFM 0.90 297 2.02
Machinery, Optical Equipment & Transport Equipment MOT 1.64 4.57 3.10

Mean 0.53 1.57 1.51
Standard Deviation 0.78 2.20 1.10

Sources: Data on input shares, output, inputs and the corresponding prices are available for eight two-
digit manufacturing industries, classified by SIC-1992, over the period 1970-1997. The source for all
these figures is a database mainly derived from the Census of Production, and which is described in
further detail in the Appendix A.1.

The change in rates of TFP growth between the three periods is equally noticeable.
Between 1973-1979, the average TFP growth rate for the industries considered fell at an
average annual rate of 1.16 per cent (with 7 of the 8 industries experiencing negative growth
rates). Although it is a common finding to obtain negative estimates for the period 1973-
1979, it is controversial to associate them to technological regress. Some authors (see, for
example, Muellbauer 1991) have argued that negative estimates of TFP growth may reflect
measurement problems, especially as regards the capital stock. As emphasized in Chapter 2
there are a number of factors underlying TFP growth besides technological change.

Moreover, estimates of TFP growth obtained as a residual may reflect the influence of a

'* For empirical purposes the discrete Térqvist approximation is employed.
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range of phenomena that are not genuine causes of TFP growth. In this way, negative TFP

growth estimates for certain time periods and industries become more plausible.

Table 3.2
Gross-Qutput and Value-Added based TFP Growth Estimates
Averages of annual rates of change (in percentage terms)
Sample periods: 1973-79, 1979-89, and 1989-97
1973-1979 1979-1989 1989-1997
Industry AlnA, AInAY, AInAY, | AlnA, AInAY, AInAY, | AlnA, AInAY, AlnAY,
(GO) (DVA) (SDVA)| (GO) (DVA) (SDVA)| (GO) (DVA) (SDVA)

FBT 118 528 2235 | 016 0.7 183 | 026 104 298
TL 031  -057 -025 | 180 484 328 | 143 374 33l
WWP 159 504 477 | 077 260 195 | 063 198  1.79
PPP 228 -503 242 | 089 208 277 | 029 065 093
CH 045 151 054 | 164 510 469 | 146 417  2.63
NMM  -281 610 272 | 038 097 154 | 060 -146  -1.95
BFM 146 445 313 | 274 894 636 | 168 489 355
MOT  -0.14 -033 -059 | 206 536 487 | 298 915 432
Mean  -1.16 -3.16 -210 | 131 38 34l .02 302 219
St.Dev. 1.11 28 155 09 277 173 | 110 324 198

Source: See Data Appendix A.1.

On the whole, industries experienced faster growth rates in the 1980s under the three
alternative output measures, recovering from the poor performance achieved in the period
1973-1979. Moreover, over the 1989-1997 period the manufacturing industries expenienced
a slow down in their growth rates, the exception being the Food industry. Oulton and

O’Mahony (1994) and Cameron (1996), using different apptoaches, confirm these trends.

In Table 3.3 the rate of gross output growth is decomposed into the contributions of hours
worked, capital accumulation, intermediate inputs and TFP growth according to the growth

accounting equation (3.17). The Table displays time-averaged rates of growth over the

84



Productivity Growth in UK Manufacturing: Alternative Ouiput Coniepls and Estimation Methods

period 1970 to 1997. While the contribution of hours worked to gross output is negative in
all the industties considered, the contribution of physical capital accumulation to output
growth is positive in six of the eight industries considered (the exceptions being the Textile
and Metal industries). Intermediate inputs, on the other hand, have a positive contribution
to output growth in five industries (the exceptions being the Textile, Wood and Metal

industries).

Table 3.3
Sources of Gross Output Growth in UK manufacturing, 1970-1997
Average of annual rates of change (in % terms)

Industry Gross Labour  Capital Interm. TFP

Output Inputs
FBT -0.14 -0.25 0.10 0.25 -0.23
TL -1.30 -1.12 -0.20 -1.13 1.14
wwp -0.45 -0.37 0.08 -0.39 0.23
PPP 1.54 -0.44 0.28 1.40 0.29
CH 2.54 -0.26 0.18 1.60 1.02
NMM -0.61 -0.76 0.56 0.30 -0.70
BFM -0.49 -0.76 -0.07 -0.56 0.90
MOT 2.05 -0.95 0.10 1.26 1.64
Mean 0.39 -0.61 0.13 0.34 0.53
Std. Dev. 1.43 0.33 0.23 1.00 0.78

Source: See Data Appendix A.1.

Gross output in manufacturing industries grew at an average annual rate of 0.39% between
1970 and 1997, while TFP rose at 0.53%. Nevertheless, there is considerable variation in
rates of productivity growth across manufacturing sectors. Over the sample period, average

annual rates of TFP growth ranged from 1.64% and 1.14% in the Machinery (MOT) and
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Textile (TL) industries respectively to -0.70% and -0.23% in Minerals (NMM) and Food

(FBT) respectively.

Table 3.4
Sources of Value Added Growth in UK Manufacturing, 1970-1997
Average of annual rates of change (in % terms)

Industry Value Labour  Capital TFP
Added

FBT 0.29 -1.09 0.44 0.93
TL -1.31 -3.05 -0.52 2.26
WWwWp 0.08 -1.25 023 1.11

PPP 1.23 -1.00 0.65 1.58
CH 1.41 -0.80 0.49 1.72
NMM -1.16 -1.80 1.25 -0.61
BFM -0.72 -2.50 -0.24 2.02
MOT 0.87 -2.50 0.26 3.10
Mean 0.09 -1.75 0.32 1.51

Std. Dev. 1.06 0.84 0.54 1.10

Source: See Data Appendix A.1.

On the other hand, Table 3.4 shows the rate of value added (SDVA) decomposed into the
contributions of the hours worked, capital accumulaton and value added based TFP
growth according to equation (3.18). The contribution of hours worked to value added is
negative in all industries. Physical capital accumulaton, on the other hand, has a positive
contribution to value added in six of the industries considered (the exceptions being the
Textile and Metal industries). The contribution of TFP growth is also positive, except in the

case of the Mineral (NMM) industry.
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3.5 ECONOMETRIC RESULTS: ALLOWANCE FOR IMPERFECT
COMPETITION AND CAPACITY UTILISATION

In the previous section, it was showed that the commonly used SDVA as a measure of real
output brings considerable measurement bias when applying the growth accounting
technique. Nevertheless, GO and DVA were regarded as appropriate measures of output
for productivity analysis under the assumptions underlying the growth accounting
approach. However, under more general conditions, the use of DVA would generate biased

productivity measures.

The purpose of this section is to see to what extent the assumptions underlying growth
accounting fit the data set and, therefore, to what extent the common use of value added is
valid for productivity measurement. Particularly, the objective is to examine the direction
and size of the bias in TFP estimates when allowing for both imperfect competiion and
adjustments in capacity utilisation. To do so, parametric estimates of TFP growth from a
baseline model based on a gross output specification of the production function® are

presented and compared with those obtained from the growth accounting approach.

3.5.1 Theoretical Framework

The analysis proceeds by assuming the existence of an aggregate industry production
function in which gross output (Q,) depends on the services of primary inputs, capital (K')

and labour (L',), on intermediate inputs (M) and on the state of technology (1,).

' We extensively tried an alternative approach to obtain TFP growth estimates based on a Total Revenue
model in which output prices were endogenised through a demand equation. However, the results were
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(619 Q,=A4F(L.K,M),

As seen in Chapter 2, one can express capital services as the function of the capital stock,
K,, and its degree of utilisation, Z, Additionally, labour services can be decomposed in
terms of number of employees, N, the number of hours worked, H,, and the effort of each

worker, E, Formally, input services can be expressed as follows: K,=ZK;, and

L'=NH,E,=L,E,

Expression (3.19) is differentiated with respect to time, allowing for different production

function parameters across industries.

(3.20) AlnQ, =AlnA, +£2*AlnL, +e2*AInK, + &2 AInM, +5,AInCU,

whete AInCU, =€2?AInZ, +£2*AIn E,, is a weighted average of the unobserved variation

in capital utilisation and effort.

Additionally, the TFP growth parameter, A/nA4,, is modelled by a combination of an

intercept, capturing sector spedific effects, ime dummies and a random error term:

(3.21) AlnA, =n+p +v,

unsatisfactory. The outline of the theoretical model and some empirical results are briefly presented in the
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where 7, varies across industries but is constant over time, g, is constant across industries
but varies over time, and v, is a random error with mean zero. The common shocks (g),
included to allow for changes in TFP growth over the sample period, is a set of three shift

dummies (one for 1973-79, one for 1980-89, and one for 1990-97).

A challenge in estimating expression (3.20) is to relate the unobservable A#CU, to
observable variables. Notice that if this effect is present and it is not considered, the
estimated TFP growth will be contaminated by the cyclical utilisation of inputs™. In order
to proxy capacity utilisation this chapter takes a different approach to previous studies™.
Particularly, data on deviations from the hours trend for each industry is used to construct

the cyclical utilisation index. For each industry, we fit the following equation:

(322) InH,=WnH,+At

In which, H, is the annual average of hours worked per person engaged in the industry 7 in
time 7 The trend (/) would stand for the normal utilisation rate while deviations from that
trend would represent over and under-utilisation of the inputs used. From these deviations
from the hours trend, an index of capacity of utlisadon for each industry is constructed, in

the following way:

Technical Appendix C.2.
** Mendis and Muellbauer (1984), among others, have pointed out that the published UK data on labour
and capital contain short-term cyclical variations in over and under-utilisation that can be easily
grln'sinterpreted as long-term improvements.

Different proxies for the unobserved changes in utilisation have been used in past studies, among them
energy use, material inputs and hours worked (see Muellbauer 1986; Cameron 2003 and Malley et al.
2003).
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623 cu, =) _ Actual
ln(H’-’) Fitted
From this basis and after assuming constant returns to scale, the baseline equation in terms

of gross output becomes:
(3-24) AI(Q/K), =7+ p,+£, AIn(L/K), +£°Y AIn(M / K), +5,AInCU, +v,

The analysis proceeds assuming that producers operate under imperfect competition in
output markets charging a price, P, that is a mark up, #,, over marginal cost. However, they
act as price-takers in input markets when choosing their factor inputs so as to maximise
profit (or minimise cost). Therefore, producers take the price of all ] inputs, P/, as given by

competitive markets.

The first-order conditions for cost minimisation imply that producers set the value of a

factor’s marginal product equal to a mark-up over the factor’s input price. That is:

625 Py p

it

Using equation (3.25), one can write each output elasticity as the product of the mark-up

multiplied by the ratio of total expenditure in each input to total revenue.
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P’J
(3:26) £, =p, " =ps
BQ,

The shares, ¢,, are total cost of each input divided by total revenue.

Substituting the input elasticities into (3.25) and rearranging one gets an equation similar to
Hall’s (1988) econometric model, although allowing for variations in capacity utilisation.
The resulting equation allows one to simultaneously estimate price-cost margins and the

impact of adjustments in capacity utilisation on TFP growth.

(B27) AIN(Q/K), =n,+p, +p,[s-Aln(L/K), +s) Aln(M /K),1+6,AInCU, +v,

To simplify notation, let AlnFC, =[s:Aln(L/K), +s¥ Aln(M/K),] then equation (3.27)

becomes®:

(3.28) Aln(Q/K),=n+p,+u,AMFC,+5,AInCU, +v,

3.5.2 Econometric Issues

Before turning to the empirical results there are a number of issues to discuss relating to the
estimation of equation (3.28). First, this model is based on the assumption of stationarity of

all variables included in the regression. If this assumption fails one might be dealing with a
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spurious relationship. To ensure all variables entering equation (3.27) are stationary, the
individual series are tested for unit roots. Among the various tests proposed in the literature
the Im, Pesaran and Shin (1997), IPS, panel unit root test is performed here”™. The IPS r-bar
test is based on an average of the individual industry Augmented Dickey Fuller (ADF) tests
while allowing for heterogeneous coefficients under the alternative hypothesis and different
serial correlation patterns across groups. Under the null hypothesis all industry groups

exhibit a unit root while under the alternative this is not true for some*'.

Table B.2 in the Statistical Appendix B.2 presents the results of the panel unit root tests
allowing for an intercept, along with the critical values for the variables of interest.
Following the procedure suggested by Im ez /. (1997) and, applying the #bar test to the
vanables in first differences, test statistics are obtained above the critical value for rejecting
the hypothesis of the presence of a unit root. This is based on an ADF regression of 1 lag
and a DF (Dickey Fuller) regression. Therefore, the rejection of the null hypothesis implies
that the data series are stationary in first differences and consequently, traditional estimation
methods can be used to estimate the relationship between them as suggested by equation
(3.28). The only exception is the growth rate of the capital stock, a variable that is required

to test the degree of scale economies.

Second, equation (3.28) can be estimated in various ways, depending on how one considers

the composite error term and addresses potential simultaneity and omitted variable

% For empirical purpose, discrete growth rates replace continuous ones and the index of input growth (FC)
is a Témqvist one, where the weights are the arithmetic average of the shares in year (t) and (t-1)
respectively.
2 The power of the panel unit root test is substantially greater than the test for a single time series in the
gfnse that the failure to reject a unit root occurs less frequently.

A more detailed discussion of the test can be found in Baltagi and Kao (2000).
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problems®. In the results to be presented the individual industry equations are estimated as
a system using the seemingly unrelated regression (SUR) approach. This allows for the
possibility that the residuals of the individual industry equation are contemporaneously
correlated, for instance due to common macro shocks. In fact, for the different
specifications presented in Table 3.5 the LM test developed by Breusch and Pagan (1980)
leads to the rejection of the hypothesis of a diagonal variance-covariance matrix at 10%
level of significance or higher, confirming the appropriateness of SUR estimation. Finally,
the weighted factor contribution term is potentally endogenous in equation (3.26), so the
system is additionally estimated using 3SLS to account for the simultaneity problem.
Following Klette and Griliches (1996)*, changes in the number of employees and capital

stock were used as instruments®’.

3.5.3 Empirical Results

Table 3.5 reports the results obtained from estimating the production function in equation
(3.26) excluding and including the capacity utilisation term respectively. The first two
columns report the non-instrumented (SUR) results, while the last two present the
instrumented results by 3SLS. Although not reported, all regressions include ime dummies

and industry specific intercepts, which appear highly significant.

2 See Griliches and Mairesse (1998) for a comprehensive review of this problem.

% According to the Klette and Griliches (1996: p. 354), “it seems likely that the number of employees is
less responsive to short-term changes in productivity, as compared to man-hours and materials in the
production function”.

7 Lagged values were also tried as instruments. However, the problem with this set of instruments is that
there was not much identifying power in past changes for current changes. In this case, the instrumental
variable estimates may be more biased (Nelson and Starz 1990).
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Table 3.5
Parametric Results from the Model in Equation (3.26)
SUR 3SLS SUR 3SLS SUR
m @) ® @ ®
Constrained model
AlIn(FC) 1.124% 1125t 1.085% 1.089% 1.068%
(0.03) 0.03) (0.033’ (0.03% (0.03%
Aln(CU) 5.352 5.308 4.603
(0.85) (0.85) 0.92)
AlnK -0.143
(0.89)
LL T 56493 564.94 57011 570.14 571.35
Ho: i =1 44.78 4472 43.53 43.25 45.52
[0.000] [0.000] [0.000] [0.000] {0.000]
BP 49.62 42.12 29.63
[0.007) [0.042) [0.381]
Hausman Test %2(4)=0.57 $2(5)=0.93
[0.966] [0.968]
Less Constrained Model
AIn(FCrgr) 0.909% 0.949% 0.891% 0912t 0.900%
(0.094 (0.096 (0.096 (0.098 (0.098
AIn(FCr) 0.940 0.936 0.912 0915 0.913
(0.053 (0.054 (0.049 (0.049 (0.049
AIn(FCywe) 1.150 1.148 1.110 1.105 1.108
(0.040 (0.049 (0.050 (0.050 (0.050
AIn(FCppp) 1.281 1.273 1.336 1.334 1.342
(0.105 (0'1076@ (0.102 (0.10? (0.101 {2
Aln(FCqy) 1.002 1.00 0.966 0.975 0.973
(0.050 (0.051 (0.056 (0.057 (0.057
Aln(FCnmm) 1.24 1.251 1.210 1213 1.202
(0.060 (0.060 (0.055 (0.055 (0.057
Aln(FCypy) 1.161 1.161 1.091 1.09] 1.093
(0.051 (0.051 (0.052 (0.053 (0.051
AIn(FCpor) 1.171 1.162 1.04 1.070 1.060
(0.068) (0.070) (0.068 (0.071 (0.070
Aln(CU) 5.246 5.161 5.014
(0.878) (0.929) (0.945)
AlnK -0.722
(0.086)
LL 576.20 576.01 ' 580.77 580.72 580.66
Hy: n=n 49.88 48.98 51.29 50.29 49.68
[0.000] [0.000] [0.000 [0.000] [0.000]
Ho: ;= u 31.13 29.07 28.42 26.79 26.70
[0.000] [0.000] [0.0001 [0.000] 10.000]
BP 52.67 40.44 25.73
[0.003] [0.060] [0.588]
Hausman Test X (11)=15.69 %(12)=17.23
[0.153] [0.141)

Notes: Standard errors are in parenthesis and probabilities in brackets. Number of observations is 27 (time
periods) by 8 (industries) = 216. Sample period covers 1971-1997. The time dummies included were the

following: D354 is the dummy for 1973-79, Dyggs that for 1980-89 and Dy, that for 1990-97.

significant at 1% level or better
LL: Log likelihood, BP: Breusch and Pagan (1980) Lagrange multiplier test for independent equations.
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In the top panel of Table 3.5 a special case of equation (3.26) i1s estimated, where the mark-
up is constrained to be the same across industries (#; = #). In estimating equation (3.26) one
assumes that mark-ups are constant over time. For all specificaions and estimation
methods the average mark-up is significantly different from 1 (see Appendix C.1, Tables
C.1 and C.2), indicative of the presence of imperfect competition in the UK manufacturing

sector.

In the lower panel of Table 3.5, a more general model is considered, in which the mark-up
(#) is allowed to vary across industries. On the basis of a Wald test the model with z;
allowed to vary across industries is preferable in all specifications. From this panel, the non-
instrumented results are highlighted. A Hausman specification test is carried out to indicate
if SUR estimation is an appropriate method for estimating equation (3.26). Under the null
hypothesis that the right hand side variables in (3.26) are exogenous, non-instrumented
regression (SUR) 1is efficient and consistent. Only SUR is not consistent under the
alternative hypothesis. The tests indicate that the null hypothesis is not rejected at high
levels of significance. Additionally, in this type of analysis different authors refer to the fact
that the set of instruments may not be completely exogenous and therefore may be

. ot
correlated with the error term®.

Therefore, the results are discussed on the basis of the SUR estimates presented in columns
(1) and (3) of the lower panel of Table 3.5, in which the capacity utilisation term is excluded

and included from the regression respectively. The null hypothesis that the capacity

?® The use of instruments that are relatively weak or/ and potentially correlated with the error term may be
more biased than the non-instrumented results.
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utilisation rate term is the same across industties is not rejected on the basis of a Wald test

6C(7) = 7.75, p=0.355).

Overall, the point estimates show that most manufacturing industries have average mark-
ups greater than one, with the exception of the food and textile industries” when capacity
utilisation is excluded from the regression. The average mark up estimate is 1.108. In
addition, individual tests in those industries where the mark-up point estimate is greater
than one reject the restriction of perfect competition (the hypothesis of # =1), except in the
chemical industry (see Appendix C.1, Table C.1). Ordered according to market power, the
industries with (statistically) significant mark-ups are the paper industry (PPP), the non-

metallic mineral industry (NMM), the machinery industry (MOT), the basic metal industry

(BFM), and the wood industry (WWP)™.

However, the most striking aspect of these results is that when capacity utlisation is
included in the regression the significance of the mark-ups diminishes considerably. In this
case, the average mark-up estimate is 1.070. On the basis of individual tests (see Appendix
C.1, Table C.2) mark-ups appear significantly greater than one (at 5% level) for the PPP,
NMM, WWP and BM industries. This is perhaps not too surprsing if one considers that
mark-ups are found to be procyclical (Small 1997). Nevertheless, the results suggest the
presence of significant differences in the level of competition within UK manufacturing.
The Wald test rejects the restriction that the average mark-ups are the same in all industries

(6(7) = 33.08, p=0.000).

» The negative mark-up for textiles is not surprising, as this is an industry that has made losses at some
time in the period (Small 1997).
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Relaxing the Assumption of Constant Returns to Scale

As noted in Chapter 2, the econometric approach allows one to estimate the joint
hypothesis of perfect competition and constant returns to scale. In what follows the
assumption of constant returns is relaxed. The intention here is not one of obtaining
estimates of the degree of returns to scale, as it is to be able to see if the findings about the
mark-ups are affected. In order to relax the constant returns assumption the production
function is assumed to be homogeneous of degree (7+4), where 4 is a convenient measure
of the extent to which the production function differs from constant returns to scale. Using

this, one obtains the following expression to be estimated:

(329 Aln(Q/K),=n+p, +uAMFC, +5,AInCU, +AAInK, +v,

From column (5) in Table 3.5 it can be appreciated that the point estimate of the parameter
Ais equal to -0.722 (s.e. = 0.086). This result suggests decreasing returns to scale, however
the parameter is statistically insignificant”. Additionally, the point estimates of the mark-up
(44) have the same sign, similar size and significance than those obtained assuming constant
returns to scale (columns 1-4). These results imply that the estimates of the mark up and the
cyclical adjustment coefficient are robust to the relaxation of the constant returns
assumption. In addition, no evidence against constant returns to scale was found. The
finding of constant returns in UK manufacturing is nothing new as seen in Chapter 2.

Results obtained within the primal approach tend to imply constant returns to scale in the

i‘:The same results are obtained for the 3SLS regression presented in the second column.
When the parameter 1 was allowed to vary between industries, we obtained rather imprecise estimates
of retumns to scale.
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UK manufacturing industry (see Lynde and Richmond 1993; Haskel e 4/. 1995 and Oulton

2000).

Bias in the Traditional Solow Residual

Table 3.6 presents the implied average TFP growth rates estimated using both the
parametric and non-parametric techniques, for different industry groups and over different
periods. The parametric estimates presented are those based on the results presented in the
lower panel of Table 3.5, when SUR is applied and capacity utilisation adjustments are taken
into account. On the other hand, the non-parametric estimates are those based on the
accounting approach from a gross output measure of output, reported in Table 3.2. The
main interest is to compare both results in order to examine the direction and magnitude of

the bias in the productivity residual.

First, the TFP growth estimates under the two approaches are rather different in
magnitude. It is for the period 1973-79 that the growth accounting approach leads, in
general, to significant downward biases in the estdmates of UK manufacturing productivity
growth. For the periods 1980-89 and 1990-97, however, the accounting TFP growth rates
are, on average, upward biased. Overall, the industries for which the results differ more
significantly are the Mineral (NMM), the Paper (PPP) and Metal (BFM) industries, those for
which mark-ups were significantly different from one. From Table 3.6, one can also observe
that the differences between the two approaches are reduced for the Food and Textile
industries, for which the hypothesis of perfect competition could not be rejected in all

specifications.
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Table 3.6
Paramettic vs. Non-Parametric Gross Output based TFP Growth Estimates
Averages of annual rates of change (in percentage terms)

Industry Parametric Estimates Growth Accounting estimates
1973-79 1980-89 1990-97 1973-79 1980-89 1990-97

FBT -1.40 0.07 0.43 -1.18 0.16 0.26
TL 0.01 1.52 1.53 -0.31 1.80 1.43
WWwWpP -0.41 0.70 0.01 -1.59 0.77 0.63
PPP -1.88 1.08 -0.03 -2.28 0.89 0.29
CH 0.75 1.49 1.39 0.45 1.64 1.46
NMM -2.20 0.52 0.40 -2.81 0.38 -0.60
BFM -0.87 2.53 1.40 -1.46 2.74 1.68
MOT 0.22 1.68 2.96 -0.14 2.06 2.98
Mean -0.72 1.20 1.01 -1.16 1.31 1.02
St. Dev. 1.05 0.77 1.01 1.11 0.90 1.10

Source: Results from Table 3.2 and Table 3.5.

Second, it can be observed that the degree of disparity across industries in terms of
productivity growth rates is generally more accentuated under the growth accounting
results. Third, although the magnitudes of the results presented in both tables are rather
different, the trends followed by the industries over the sample period are quite similar. For
the growth accounting approach, the manufacturing industries recovered during the 1980s
from negative growth rates achieved in the previous decade, but growth rates slow down
again in the 1990s, the exception being the Food and the Machinery industry. For the
parametric results these trends are also observed, except in less degree for the textile
industry. Nevertheless, the recovery experienced in the 1980s is not as spectacular as

implied by the growth accounting approach.

Comparison with Previous Studies
In Chapter 2, it was stated that most of the studies testing for the assumptions undetlying
the growth accounting framework found that they are not valid. Strong evidence was found

that neither the assumption of perfect competition nor the assumption of instantaneous
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input adjustment could be sustained in the context of the UK manufacturing industry.
Overall, the majority of UK based studies reported in Chapter 2 found that the bias in the
Solow residual is positive for the period eatly 1970s to mid 1990s. The results here confirm

these findings (Oliveira Martins ez 2/ 1996 and Cameron 2003).

Table 3.7
Average Estimated Bias for Selected Periods
(Averages of annual rates in percentage terms)

Study Solow Residual Adjusted Bias
TFP

(1) D)) 2-(1)
1973-79
Cameron (2003)" 0.15 1.88 1.73
Author -1.16 -0.72 0.44
1979-90
Cameron (2003)" 3.03 2.75 -0.28
Author 1.31 1.20 -0.11
1970-87
Maley et al. (2003) 0.95 0.50 -0.45
Author 1.21 0.45 -0.76

Note: (1) The Adjusted TFP growth rate in Cameron (2003) is that referred as “Trends” in
Table 6 (p. 134).

In Table 3.7 the average estimated bias for selected periods found in the present research is
compared with that from other related studies. As can be noticed the sign of the bias found
here coincides with that found in other studies. The sign represents to what extent the
Solow residual over-estimates (negative sign) or under-estimates (positive sign) the growth
rate of TFP. The sign is positve for the period 1973 to 1979, while it is negative for the
period 1979-1990. In Chapter 2, attention was directed at the negative bias estimate found
by Malley ez a/. (2003). In Table 3.7 it can be observed that the results obtained here also

find a negative sign of the bias for that particular period, 1970 to 1987.
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Table 3.8
Decomposition of Output Growth in UK Manufactuting
Averages of annual rates in percentage terms

Gross Labour Capital Interm. Capacity TFP
output Inputs Utilisation  Growth
1970-1997
Growth Accounting 0.39 -0.61 0.13 0.34 0.53
Parametric 0.39 -0.65 0.01 0.41 -0.01 0.64
1973-79
Growth Accounting -1.28 -0.63 0.28 0.24 -1.16
Parametric -1.28 -0.67 0.12 0.31 -0.32 -0.72
1980-89
Growth Accounting 1.68 -0.66 0.04 0.85
Parametric 1.68 -0.70 -0.06 0.97 0.25
1990-97
Growth Accounting 1.04 -0.32 -0.07 0.42 1.02
Parametric 1.04 -0.34 -0.14 0.41 0.10

Source: Results from Table 3.2 and Table 3.5.

Table 3.8 compares the decompositon of output growth for different ime periods from
the growth accounting and the parametric approaches respectively. It is for the period 1973
to 1979 for which the disparities between both approaches become more evident.
Particularly, it is precisely for this period for which the capacity utilisation term has its
greatest impact. Nevertheless, the capacity utlisation term has little impact on the

decomposition of output growth for the entire period.

3.6. CONCLUSIONS

The objective of this chapter was to examine the bias in measuring productivity growth
using the traditional growth accounting framework in the context of UK manufacturing.
Emphasis was placed upon both alternative measures of the change in real output and
different estimation techniques. First, 2 number of alternative indicators of output growth

were considered on theoretical and empirical grounds. It was argued that gross output was
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the superior concept of real output to employ for the measurement of productivity growth.
The common practice of using single deflated value added as an output measure was
considered to bring considerable measurement bias. The reason is that intermediate input
prices and output prices do not grow at the same rate, and the assumption of perfect
competition cannot be sustained for all industries. In the latter case, the use of any value

added concept suffers from an omitted variable bias.

Second, the econometric approach to productivity measurement was argued to be the
preferred estimation technique for productivity measurement on theoretical grounds.
Although not free of problems, the econometric approach allows one to test for the
presence of imperfect competition as well as to correct for changes in capacity utilisation
due to adjustment costs. The results showed that the assumption of perfect competition
could not be sustained for all manufacturing industries, and that variation in capacity
utllisation was statistically significant. Particularly, significant mark-ups were found for the
non-metallic mineral industry (NMM), the paper industry (PPP), the wood industry (WWP),
and the basic metal industry (BFM). When the assumptions of perfect competition or long
run equilibrium can no longer be sustained, the traditional growth accounting approach

leads to a biased estimate of factor productivity growth.

Figure 3.1 summarises the impact of different output concepts and estimation methods on
the average TFP growth estimates for the different industries considered over the petiod
1970 to 1997. While gross output based TFP measures are presented in terms of parametric
and non-parametric techniques (Adj-TFP(GO) and GA_TFP(GO), respectively), the single

value added based TFP rates are those from the growth accounting approach
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(GA_TFP(VA))*. The difference in magnitude between these estimates is considerable,
especially with respect to TFP growth rates based on alternative output concepts. In terms
of estimation techniques, parametric and non-parametric gross output TFP rates differ to a
greater degree in those industries for which mark-ups were found significantly greater than

one.

Figure 3.1
TFP Growth Rates 1970-1997

Average =
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Source: Results from Table 3.2 and Table 3.5.

The magnitude and direction of the bias (presented in Table 3.5) varies across industries as
well as over periods. The productivity residual was significantly downward biased for the
period 1973-79. However, for the periods 1980-89 and 1990-97, the growth accounting
approach led, in general, to significant upward biases in the estimates of UK manufacturing

TFP growth. The growth accounting estimates indicate that the average UK manufacturing

*2 The parametric estimates are those based on the results reported in the lower panel of Table 3.5, when
SUR is applied and capacity utilisation adjustments are taken into account. On the other hand, the non-
parametric estimates are those based on the accounting approach, reported in Table 3.2.
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TFP growth fell at an average annual rate of 1.16 per cent between 1973-79, but rose at an
average annual rate of 1.31 per cent between 1980-89. In contrast, the parametric estimates
indicate that the UK manufacturing industries experienced average annual rates for these
pertods of —0.72% and 1.20% respectively. These parametric results imply that the recovery
experienced in the 1980s was not as spectacular as implied by the growth accounting
estimates. These results are consistent with those of other quantitative studies, based on
rather different methodologies, which have queried the apparent strength of TFP growth in

UK manufacturing in the 1980s as traditionally measured.

Finally, what emerges as a conclusion is that productivity growth estimates are highly
sensitive. Different data sets, variable definitions, estimation methods or allowances for
market power or adjustment costs, among others, leads to different estimates of total factor
productivity growth. Such criticism has to be taken seriously in the interpretation and use of
productivity measures. As seen, in the context of UK manufacturing industries, growth
accounting estimates of productivity growth reflect factors beyond the theoretical concept
of TFP growth. These are, in particular, mark-ups due to imperfect competition and
adjustments in capacity utilisation. In the next chapter, this thesis considers whether and to
what extent these factors have an impact on the study of the relationship between TFP and

its determinants.
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The lupact of Research and Development Spillovers on UK Mannfacturing 1TP

“The UK'’s strongest innovative industries are global leaders, but
too many of our sectors are significantly lagging behind
international investment levels in R&D. In 2000, the Government
started to tackle this, through introducing tax incentives for R&D
among smaller technology-based firms. This year, the Government
has widened these fiscal reforms to encompass all UK-based
business R&D.”

DTI and HMT (2002; p. 6)

4.1 INTRODUCTION

Advances in the state of knowledge through technological change tend to be the primary
determinant of productivity growth over long periods of time. Since research and
development (R&D) investment directly contributes to knowledge accumulation, R&D
activities are a potentially important source of productivity gains. R&D capital improves the
quality or reduces the average production costs of existing goods and services or simply
extends the range of intermediate inputs or final goods available to other economic agents.
Indeed, a large number of empirical studies, at different levels, come to the conclusion that
R&D is a major source of economic growth'. Quoting Coe and Helpman (1995: p. 860)
there exists “convincing empirical evidence that cumulative domestic R&*D is an important determinant of

productivity.”’

A distinctive characteristic of R&D activities is that benefits are not completely captured by
R&D investors. The unappropriated benefits, referred to as R&D spillovers, provide a
source of new knowledge and thereby potental productivity gains to spillover receivers.

These spillovers must be taken into account when assessing the impact of R&D on sectoral

' Classic references in this literature include Griliches (1980, 1992) and Griliches and Lichtenberg (1984).
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productivity. Griliches (1992) reviews the basic model of R&D spillovers and comments on
the empirical evidence for their existence and magnitude’. Though the contribution of
R&D spillovers to productivity growth has been acknowledged a long time ago, it is only
recently that the empirical measure of the magnitude and the direction of such effects has

become a major point in the research agenda on the economics of innovation.

The recent revival of new growth theory has emphasised the contribution of international
transmission of new technologies across national borders to economic growth and
productivity (Grossman and Helpman 1991). With international trade, foreign direct
investment, and international information diffusion, it can be expected that R&D spillovers
extend beyond national boundaries, at least in open economies. The mechanics of this
engine and the power of spillovers have been under empirical scrutiny by many important
scholars’. International R&D externalities imply that productivity growth depends, not only
on domestic spillovers, but additionally on the R&D activities undertaken in other

economies.

A priori, the “convincing empirical evidence” pointed out by Coe and Helpman (1995) can
be criticised on the grounds of the results obtained in previous chapters. This refers to the
problem of measurement and definitions of total factor productivity. In this regard, most of
these studies are based on growth accounting measures of productivity obtained from
production functions in which only labour and capital are included as inputs. This implies
the use of value added as a measure of real output and, therefore, a potental source of bias

when certain restrictive conditions are not met. An even more relevant criticism is based on

2 Other more recent surveys may be found in Nadiri (1993), Mohnen (1996) and Cameron (1999).
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the possible bias deriving from the use of the growth accounting framework to obtain
productivity measures. When its underlying assumptions cannot be sustained, the use of the
growth accounting Solow residual produces biases that can alter the relationship between
productivity and its main determinants, in particular R&D efforts (Atella and Quintieri

2001).

Chapter 3 revealed that in the context of UK manufacturing industries, growth accounting
provides biased estimates of TFP growth. This is because some of its underlying
assumptions could not be sustained. These are perfect competition and instantaneous input
adjustment. Moreover, beyond concerns regarding the biases of the Solow residual, theory
suggests that it might be very revealing to study the role of knowledge and the presence of

market power in an integrated approach.

The objectives of this chapter are twofold. On one hand, it seeks to study the long-term
relationship between R&D efforts and productvity following on the results obtained in
Chapter 3. Additionally, it assesses empirically the importance of domestic and foreign
R&D spillovers for productivity in UK manufacturing industries. It combines an analysis at
a sectoral level with the original approach from Coe and Helpman (1995). More specifically,
data for the eight UK manufacturing industries considered in the previous chapter are used
to explain the long run impact on factor productivity of R&D activities by the sector itself,
by other UK manufacturing sectors and by foreign sectors. This allows one to answer
whether externalities are important in the process of economic growth and whether R&D

spillovers are national or international in scope.

* See for example Coe and Helpman (1995) and Berstein and Mohnen (1998), among others.
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Additionally, while some attention has been paid to the impact of R&D activities upon
productivity in the context of static econometric models, the dynamic evidence is more
limited, the exceptions being Frantzen (1998), Cameron (2002), Los and Verspagen (2000)
and Guellec and Pottelsberghe (2001). However, where dynamic models are required, which
will be the rule with non-stationary series (and the series under study are no exception),
standard pooled models are not simply inefficient but may also be highly inconsistent

(Pesaran and Smith 1995).

A contribution of the present study is to provide additional insights on the relationship
between productive knowledge and productivity in UK manufacturing sectors employing a
dynamic heterogeneous error correction (ECM) panel model. Specifically, the ECM
statistical framework is attractive in that is compatible with long run equilibrium behaviour
and the concept of cointegration. Moreover, the ECM in the panel data setting can be
estimated by using the Pooled Mean Group (PMG) estimator (Pesaran e/ /. 1999). This
allows short-term adjustments and convergence speeds to vary across industries and
imposes cross-industry homogeneity restrictions on the long run coefficients. There are
indeed good reasons to believe in common long run coefficients across UK manufacturing
sectors, given that they have access to common technologies and have intensive intra-trade.
Conversely, there is no reason to assume that the speed of convergence to the steady state

or the dynamics should be the same across industries.

* Quoting Harris (1995: p. 5), “long-run models are often termed ‘static models’, but there is no necessity
actually to achieve equilibrium at any point in time... All that is required is that economic forces move the
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The rest of this chapter is organised as follows. The next section describes previous UK-
based studies on the impact of productive knowledge upon productivity. Section 4.3
describes the empirical model relating productivity to the innovation and spillovers
variables. Section 4.4 gives an overview of the data and characteristics of the sectors under
consideration. The main empirical findings are presented in section 4.5. More precisely,
some econometric issues are put forward with respect to the stationarity of the series and
the econometric estimation method. The econometric results are presented along with
comparisons with those results reported in related empirical studies. Finally, section 4.6

offers some concluding remarks.

4.2 PREVIOUS STUDIES ON PRODUCTIVE KNOWLEDGE IN
RELATION TO FACTOR PRODUCTIVITY

The literature on the impact of productive knowledge on factor productivity and the
presence of spillovers is large and diverse in terms of approaches followed and questions
addressed. As Sakurai ez a/. (1996) point out, compatisons across different studies may be
misleading or meaningless, given that studies not only differ in the data and methodologies
used but also in terms of measurement. In spite of this cautious note, the majority of
studies in this tradition found that R&D spending (measured in a variety of ways)
contributed significantly to productivity growth. In this regard, Nadin (1993) indicates that,
for industry data, the estimated elasticity of output with respect to R&D is usually found to

be between 0.10 and 0.30, while rates of return to R&D range between 20 and 40 per cent.

system toward the equilibrium defined by the long-run relationship posited...Thus, what matters is the
idea of a steady-state relationship between variables which are evolving over time.”
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Table 4.1
Empirical Studies on the Impact of R&D on UK Productivity
Direct , Domestic Foreign
Study Database Model Effect Weights Spillovers _ Spillovers
1. Primal Approach
Cross-Sectional Studies
Sterlacchini 15 ind. ATFP, IR  0.12-0.2° 1/0 flows 0.09-0.12°2
(1989) 1945-83 Innovation  0.15-0.352
flows
Wakelin 170 LP, IR 0.272 Innovation  0.00
(2001) firms flows
1988-92
Time Series Studies
Cameron & Muellbauer Manuf. ATFP,RD 0.15-0.37"'
(1996) 1962-92
O'Mahony & Wagner Manuf. ALP, IR 0.00°
(1996) 1973-89
Cameron Manuf. TFP,RD  0.29'
(2003) 1960-95
Panel Data Studies
Geroski 79 ind. ALP, 1 0.015° Innovation 0.00
(1991) 1976-79 flows
Coe & Helpman 22 Ec. TFP,RD  0.234' Bilateral 0.06-0.08'
(1995) 1970-91 trade flows
Cameron 19ind.  TFP,RD  0237'
(1999) 1972-92
McVicar 7 ind. TFP,RD  0.015' FDI 0.00
(2002) 1973-92 Bilateral 0.076 " -0.015"'
trade flows
2. Dual Approach
Nadiri & Kim G-7Ec. C,RD 0.1422 Bilateral 0.061*
(1996) 1964-91 trade flows
Hubert & Pain 15ind.  AL,RD 0.029' FDI 0.008 '
(2001) 1983-92 Bilateral 0.032" 0.003"'
trade flows

Notes: Estimates derived from data on ind.: industry level; Manuf.: total manufacturing; Ec.: country level;
TFP: total factor productivity; LP: labour productivity; L: labour demand; C: total costs; IR: R&D
intensity; RD: R&D capital stock; I: innovation variables other than R&D. I: output elasticity; 2: rate of
retumn; 3: coefficient estimate.

Source: Author.

Although most empirical work on the relationship between knowledge and productivity has

been for the United States, Table 4.1 summarises the results of a2 number of studies for the

UK economy. Despite the shortcomings and differences in approach, the majority of the
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selected studies tend to find a strong and enduring link between own R&D activities and
output, or productivity. Indeed, the average estimated elasticity of R&D stock on output
(petformed on the basis of the estimates in Table 4.1, fourth column) is about 0.17, with a

lower bound of 0.02 and an upper bound of 0.37. Moreover, the estimated rate of return to

R&D lies between 0.12 and 0.27.

Less extensive is the literature dealing with national and international spillovers in the UK
context. Results are mixed depending on the weights considered to obtain the inter-industry
and foreign knowledge capital stocks, with the balance in favour of recognising their
existence. Nevertheless, when significant, the estimates presented in Table 4.1 suggest that
international spillovers contribute to productivity growth significantly less than domestic
inter-industry spillovers. Consequently, these results imply that R&D spillovers for the UK

economy are primarily intra-national in scope.

Since Griliches’ (1979) article, there is a clear conceptual distinction between rent or
“pecuniary” spillovers and knowledge spillovers. The formers arise because the prices of
intermediate inputs are not fully adjusted for quality improvements resulting from R&D
investments in other industries or countries. For example, quoting Los and Verspagen
(2000: p. 130), “a new personal computer that can perform certain calculations twice as fast as the existing
ones, will often be sold at a price between once and twice the price of the existing machines. As an immediate
consequence, the price per efficiency unit has fallen, and the productivity of the firms or industries using the
new computer will rise.” Part of the effect of rent spillovers is in fact due to mis-measurement:
if prices could accurately reflect quality improvements, productivity growth could be

attributed more precisely to its original source. Studies estimating the impact on

112



. The Lnpact of Research and Development Spillovers on UK Manufacturing 11P

productivity of the so-called indirect R&D embodied in traded inputs (e.g. Coe and

Helpman 1995) generally concentrate on this interpretation of spillovers.

The second type of R&D externality is knowledge spillover that can be defined as the
potential benefits for a given industry due to the research efforts of other industries. This
kind of spillovers is related to the diffusion and imperfect appropriability of the knowledge
associated with an innovation, which partly posses the characteristics of a public good (non-
rival and non-excludable®). Due to this property the benefits of R&D spread beyond the
limits of the original performer, contributing to the innovation process of other industries
or countries. Knowledge spillovers are generally characterised by the transfer of technology
that may occur via different channels: foreign direct investment, foreign technology
payments® and international R&D collaboration, among others. Since these knowledge
spillover channels are often associated with an economic transaction, the extent to which

they also reflect some rent spillover is not so obvious.

Certainly, if the distinction between the two spillover concepts is clear from the analytical
point of view, it appears more ambiguous in practice. The ambiguity is due to the fact that 1t
is difficult to dissociate empirically rent spillovers from knowledge spillovers. Rent
spillovers are approximated through economic transactions, which may also be associated
to —or imply- some knowledge transfers. Additonally, quoting Cincera and van

Pottelsberghe (2001: p. 2) “the two types of R&>D spillovers might not be combined but their respedtive

* Non-rivalry means that the costs required to reproduce an innovation once it is made is negligible with
respect to the original investment involved to discover it so that the technology can be seen as a public
good. Partial excludability means that the owner of an innovation cannot exclude others from obtaining a
part of the benefits free of charge.

® Foreign technology payments include royalties, licensing fees and patent sales.
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profiles across industries might be similar. Therefore, since each type of R&*D spillover is estimated under a
common econometric procedure, serious collineartty bias might emerge” It is due to these arguments
that the present study relies on a broader concept of R&D spillover, instead of attempting

to distinguish rent- from knowledge spillovers.

Another important issue in this literature is the distinction between the private (or “own”,
“direct”) and the social (or “indirect”, “external”) rate of return to R&D. The former relates
to the benefits that can be appropriated by the original R&D performer. The latter refers to
the total benefits from research activities, i.e. the returns that revert o the industry or sector
in which the R&D performer is located in or to society at large. The basic methodology
used to evaluate social returns to R&D consists in estimating a production function —i.e.,
the primal approach- or a cost function, which incorporates one or more variables proxying
an outside (or external) R&D capital stock. The key issue is then to determine how this

outside R&D capital stock (the pool of external knowledge) has to be aggregated.

In the literature on R&D spillovers a variety of different weights have been used to obtain a
measure of the aggregated external R&D stock (see Mohnen 1996, for a review). A first
group of studies analyses the influences of R&D spillovers by treating them as an
unweighted sum of R&D of all other firms, industries or countries (Berstein 1988 and
Levin 1988). A second group treats the R&D spillover variable as a weighted sum of all
external R&D (Coe and Helpman 1995; Sakurai ef 4/ 1996). This second approach can be
additionally subdivided according to the proximity measure used to construct the weights.
This proximity can be based on the inter-industry flows of goods and services, capital

goods, R&D personnel, patents, innovations, citatons or R&D co-operation agreements.
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Another set of measures of proximity is the distance between position vectors in different
spaces (Bernstein 1997), such as patent classes, qualifications of R&D personnel, lines of
business or types of R&D. In the present study, inter-industry spillovers are estimated using

R&D expenditures, input-output statistics and bilateral import transactions.

4.3 THE PRODUCTION FUNCTION FRAMEWORK AND THE
MEASUREMENT OF R&D CAPITAL STOCK

This section aims at reviewing the production function framework as a model to study the
relationship between productivity and knowledge capital. Changes in TFP can be explained
by many factors: innovative activities or productive knowledge, scale economies, changes in
the quality of labour and capital, organisational change, etc. Among these underlying
factors, this study focuses on the role of productive knowledge, proxied by the R&D capital
stock, and R&D embodied in products purchased as inputs into production in explaining
industry’s TFP. Particular attention is paid to the empirical measurement of knowledge

capital and R&D spiliovers.

4.3.1 The Model

The model used for the analysis of the role of productive knowledge is bult on the

tradiional production function approach’ (Griliches 1980), where a measure of innovative

7 It should be noted that, besides the “primal” approach, another way to study the contribution of R&D has
followed in the literature. This refers to the “dual” approach, which usually rests on a representation of
technology by a cost function and from which a system of factor demand equations is then e stimated.
Among others, Mohnen et al. (1986), Bemstein and Nadiri (1991) and Nadiri and Kim (1996) have
implemented the dual approach.
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effort is included as one of the production factors®. Unlike most of the empirical evidence
on the contribution of innovative activity to productivity, this study does not rely on non-
parametric measures of TFP derived from the traditional approach suggested by Solow
(1957). According to this methodology, measures of TFP are based on assumptions that are
difficult to accept as maintained hypotheses, particularly perfect competition and long run
equilibrium. However, the evidence in Chapter 3 suggested the importance of the role of
market power and of accounting for deviations from long run equilibrium in measuring
productivity. Certainly, if the hypotheses maintained by the growth accounting approach are
not satisfied the use of the “Solow residual” as a proxy of technical change can lead to

misleading interpretations of the role played by productivity and its ultimate determinants.

To formulate the relationship between TFP and cumulative productive knowledge, this
study proceeds by assuming the existence of an aggregate industry production function as
that considered in Chapter 3. This function is represented by a conventional Cobb Douglas
production function, where gross output (Q,) is the result of a combination of two
separable functions. These are the technical progress function, .4, and a traditional input
function, F,(7), which depends on the services of primary inputs, capital (K') and labour (L),

and on intermediate inputs (M).

4.1 0, =4FCL,K° M),

As seen in Chapter 3, one can express capital services as the function of the capital stock,

K,, and its degree of utilisation, Z, Additionally, labour services can be decomposed in

¥ See Cuneo and Mairesse (1984), Jaffe (1986), Griliches and Mairesse (1984), Griliches (1986, 1995),
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terms of number of employees, N,, the number of hours worked, H,, and the effort of each
worker, E,. In this way, equation (4.1) can be re-written as:

4.2 Q =4,F(L,,K, M), =4, E)*(K,Z

)‘QK ‘QM
it it

it it

Following Basu and Fernald (1997), the level of capacity utilisation (CU,) can be considered
a function of the non-observed intensity with which labour and capital are used, namely
labour effort, E,, and capital utilisation, Z,. As stated in previous chapters due to short run
fixities of capital and because of labour hoarding, producers do not vary inputs in the short
run proportionately with outputs, leading to cyclical movements in capacity utilisation and

measured TFP.

43) CU,=G(Z,,E

JE,)=E, 7,5
Substituting expression (4.2) and (4.3) into (4.1) and re-arranging gives:

4 Q =AFL,K, M)GZ,E)=4LE)*K.Z)"M™ =4L"*K ™M™ CU)

The specification (4.4) has the feature that capacity utlisation is fully utilized (100%) when

CU = 1, the value that is achieved in the steady state’.

and Hall and Mairesse (1995), among others.
® The parameter § in equation (4.4) is the clastlcny of capacity utlllsatlon with respect to the business cycle
(see Harrigan 1999). In the steady state CU =1, therefore InCU "= 0, independently of the value of 3.
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Regarding equation (4.4) one can establish three important differences with respect to the
traditional approach to the study of the contribution of productive knowledge to
productivity. Firstly, this research focuses on the use of gross output instead of the
commonly used value added as a measure of real output’. Secondly, while most of the
empirical evidence in this tradition has been conducted assuming that industties are at their
potential production level at any moment in time, this study argues that producers adjust
toward their potential level through successive short run or temporary disequilibria (CU, #
1). Quoting Bernstein and Mohnen (1998: p. 317), “mistakenly assuming that producers are at
their long run desired ... [input demand levels] can lead 1o significant biases in measured productivity
growth rates and biases in accounting for the various determinants of productivity growth.” Finally, the
analysis proceeds without assuming perfect competition in output markets, or in other
words, without imposing the reladonship between production elasticities and income shares

as 1n the growth accounting approach.
Taking logs in (4.4), and after assuming constant returns to scale' in the traditional input

function F,(), one can rearrange to yield (where lower case letters denote the variables in

terms of physical capital stock):

4.5 Ing, =lnA4 +&%“Inl. +£°" Inm_+¢ InCU.
ql' i 1 i ! i3 1 i

'° There is an extensive literature that shows the inadequacy and the resulting biases of using value added
for productivity measurement (see Basu and Fernald 1997).

'! The results in Chapter 3 showed that the assumption of constant returns to scale could not be rejected in
the context of the UK manufacturing industries.
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In addition, the TFP parameter, /nA, is modelled by a combination of a sector specific
intercept, allowing disembodied productivity to vary across sectors, a time trend (, the rate

of disembodied technical change), and cumulative productive knowledge (R,):

@4.6) InA4,=n+At+&InR, +v,

The subscripts 7 and 7 denote the industry and the period (year) respectively. Additionally, v,
is a white noise residual and & represents the output elasticity with respect to productive

knowledge.

Combining equation (4.5) and (4.6) one can obtain the long run (stationary) form of the

model", which is represented as follows':

@7 Ing,=n+At+e%"Inl, +£%" Inm, +6,InCU,+¢& InR, +v,

Although equation (4.7) is usually considered suitable for estimation, some problems arise
from the application of standard regression techniques. These difficultes occur when unit
roots are present in the data (and the series under examination are no exception). When
dealing with non-stationary data, equilibrium is synonymous with the concept of
cointegration (Engle and Granger 1987). Failure to establish cointegration often leads to

spurious regressions which do not reflect long run economic relationships but, rather,

' Note that by construction, the capacity utilisation measure, CU, has a mean or steady state value of one
(see Table B.3 in the statistical Appendix B.3).

" The alternative approach followed by most of the empirical evidence would be to use TFP as the
dependent variable, which involves the implicit assumption of perfect competition. This amounts to
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reflect the common trends contained in most non-stationary series. For this reason, there is
a need to use the appropriate modelling procedure. Detrending is not appropriate and
simply differencing the variables is not a solution since this removes any information about

the long run.

An alternative procedure for obtaining meaningful estimates of the long run elasticities of
TFP with respect to the innovative varables is to estimate the corresponding error
correction formulaton (ECM) to equation (4.7). The ECM statstical framework is
attractive in that it is closely bound up with the concept of cointegration, thus providing a
useful and meaningful link between the long run and short run approach to econometric

modelling, with disequilibrium as a process of adjustment to the long run model.

Thus, the basic equation to be estimated, adapted from (4.7), is the following error

correction model, that allows one to separate short-term from long-term effects:

Alng,=a,Alnl, +a, ,Alnm, +a,AnCU, +a,AlnR, +6,In Gy +

4.8
48 +B,Inl, + B nmy+ B, nCU,, ,, + B, InR,, ,, +7n, + 4t +v,

In equation (4.8), the long run elasticity of output with respect to, say productive knowledge

(R) in industry 4, is (-3,/6).

There are two immediate practical challenges to implementing an equation like (4.7) or (4.8)

: there are neither direct measures of the capacity utilisation term nor observable measures

inferring the output elasticities (as the input revenue shares) from the data, which in this study we prefer to
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of the productive knowledge stock. In order to proxy capacity utilisation, data on
deviations from the hours trend for each industry are used to construct the respective
indices as in the previous chapter. On the other hand, following previous literature (see
Keller 1998), the present study models R; as a function of the own industry R&D stock,
based on the sum of past R&D spending, and the domestic and foreign embodied R&D

stock.

4.3.2 Empirical Measurement of Productive Knowledge, Inter-industry and
International R&D Spillovers

Innovation V ariables

Comprehensive attempts to describe the technological performance of countries, industries
or firms have usually relied on a variety of partial indicators of innovative effort (R&D
expenditures, patents, royalties or innovation surveys, among others). While there is no
single, perfect measure of innovative effort or productive knowledge, following previous
studies this study argues that an appropriate indicator of successful innovations, and of
increases in the stock of knowledge, is an increase in knowledge capital through new

investment in R&D'™ 6.

avoid.

** A more refined treatment of capacity utilisation would define capacity as the minimum of the short run
average cost curve, however the data required for such an adjustment is not available. See Morrison
(1999).

"* Industries perform R&D to design new or better products that will provide more value per unitof
resources used, or new process which will reduce the resource requirements of existing products
(Griliches and Lichtemberg 1984). To the extent that TFP measures are appropriate indicators of
technological progress, R&D activities may contribute to expanding or shifting the production possibility
frontier in R&D-conducting industries. At the same time, some industries that might be less R&D
intensive can obtain large productivity benefits simply by acquiring quality improved inputs or capital
goods into their production process (i.e. embodied R&D).

' Criticisms to the wide use of R&D spending are present in the literature. Pavitt and Patel (1988) argue
that expenditures on R&D may be an inadequate measure of both the inputs into and the outputs into the
innovative process. R&D expenditure is an input measure, much of which will not result in innovative
output. Sterlacchini (1989) points out that R&D expenditure do not represent sa tisfactory indicator of
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As any other capital stock variable, the construction of the R&D stock is not devoid of
problems such as the choice of an appropriate depreciation rate, lag structure, base value
and deflators. Although, the approach followed in this research on the construction of the
R&D stock is discussed at length in Appendix A.1, some comments may be in place. In the
present study, the R&D or knowledge capital stock is computed using the well-known
perpetual inventory method. This method assumes that the current state of knowledge is a
result of present and past R&D expenditures discounted by a certain rate of depreciation

(see Data Appendix A.1).

Two other renowned issues encountered when estimating the contribution of R&D
temained to be mentioned. The first problem is the “double counting” of R&D. This
double counting arises since conventional inputs generally include the components of R&D
expenditures. As shown by Schankerman (1981) and Mairesse and Hall (1996), this double
counting reflects itself in downward estimates of R&D elasticities and rates of returns’’. As
a consequence, when the input factors are not cleaned of their R&D components, the rate
of return to R&D has to be interpreted as an excess rate. The second issue is related to the
way current and past values of R&D investments have to be deflated when measuring the

R&D capital. Some authors have paid attention to this issue by constructing ‘compound’

technological change as they account primarily for patterns of production (or performance) rather than
patterns of use (or diffusion) of technological innovation among industries.

'” Quoting Mairesse and Hall (1996: p. 5), “Conceptually, the value added, labor, and capital measures
used to estimate [the productivity equation] should be purged of the contribution of R&D materials,
physical capital used in R&D laboratories, and R&D personnel, since these inputs do not produce current
output, but are used to increase the stock of R&D capital. If this is not done, the cross section estimates
[...] will not necessarily be incorrect, but the measured R&D coefficient will be some kind of ‘excess’
elasticity of output to R&D rather than a total elasticity, i.e. the incremental productivity of R&D rather
than a total elasticity.”
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and ‘two digit level’ price indexes", but in general, there seems to be no substantial
differences in the results according to whether these price indexes or the GDP deflator are

used.

Inter-industry Spillovers

Modelling the economic effects of R&D spilling over from one industry to another raises
two empirical issues. The first concerns the more general question of how to measure
spillovers and to interpret their existing measures. The second is related to the specification
of the transmission mechanism. The methodology on constructing domestic embodied
R&D indicators followed in this study builds on the seminal work of Terlecky) (1974) which
used input-output data to measure inter-sectoral flows of technologies. This type of
technology flow indicator focuses on R&D embodied in products purchased by an industry.
The concept of “R&D embodiment” relies on the fact that market commodity flows
among industries can be regarded as the channel for the transfer of the technology

developed by supplying industties.

In contrast to other previous work which directly uses input-output tables to capture R&D
in purchased products, the current R&D embodiment indicators have been formulated on
the basis of a Leontief inverse, and more precisely, on the basis of the output multipliers",

taking into account the cumulative nature of inter-industrial R&D flows. The merit of the

'* Bemstein (1986) has constructed for Canada a Divisia price index that incorporates the prices of
different components of R&D, w hile Cameron (1996) has considered Divisia price indices for the UK
business enterprise R&D.

'* These output multipliers (Miller and Blair 1985: p. 328) “are less than or equal to traditional Leontief
multipliers defined by final demand”. While the use of the Leontief multipliers cannot avoid the double
counting of the R&D embodiment of industry i by the extend of increase in industry ’s output during the
propagation, the use of such adjusted multipliers e nables to exactly define total R&D embodiments of
industry i by the simple sum of direct R&D and indirect R&D embodied in the purchased products.
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Leontief inverse model is that enables the measurement of second-round R&D gains for a
specific industry of R&D performed by industries elsewhere™. Such multiplier effects in

R&D embodiment estimates can be important.

To obtain a proxy for domestic (intranational) inter-industry spillovers, a weighted measure

of real domestic inter-industry R&D expenditures, IB,, is first computed:

49  IB,=) ®,B, ,j#i

J#i

Here, B, is the real R&D spending of industry / and w, is the (j /) element of the output-to-
output Leontief inverse. This is cumulated into a stock in the same way that for the direct

R&D stock in order to obtain the proxy for the domestic inter-industry spillovers, IRD,,.

International R&>D Spillovers

It has already been mentioned that within the literature on R&D spillovers, international
R&D spillovers seem to be of increasing interest, with a number of recent studies exploring
this dimension. Nevertheless, results are mixed depending on the country and/or the
transfer channel considered, with the balance tending to tilt towards the recognition of their
existence. However, there is not agreement on their direction or actual magnitude. For
example, Coe and Helpman (1995) and Bernstein and Mohnen (1998) find strong and
significant evidence of inter-country spillovers, while van Pottelsberghe and Lichtenberg

(2001) find that small countries benefit more from R&D performed overseas than large

%% The structure of the output-to-output Leontief inverse is shown in Appendix A.1 in Table A.2. The
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ones. Recently, however, Coe and Helpman’s (1995) results have come to under some
criticism. Keller (1998) provides evidence that foreign R&D stocks weighted by randomly
generated trade matrices perform nearly as well as regressors as the true foreign R&D
stocks. This finding questions whether any of Coe and Helpman’s results can be interpreted
as indicating a link between knowledge flows and imports. On the other hand, Kao ¢/ 4
(1999) applying panel cointegration methods to Coe and Helpman’s estimation conclude

that the evidence of the relationship between imports and research spillovers 1s weak.

In the present research, the contribution of foreign R&D to the domestic knowledge stock
in each sector is modelled by utlising bilateral import shares as weights as in many
preceding empirical studies (Coe and Helpman 1995)”' alongside the import transaction
matrix from the UK 1990 Input-Output Tables (Keller 2002). The focus is on the indirect
benefits emanating from the import of goods and services proceeding from the same and
other industries that have been developed by trade partners. Let », be the bilateral import
share from country £ for industry 7 and a; denote the import share of the ; intermediate

input that go to the 7 industry. The pool of foreign R&D, denoted by FRD,, is defined as:

., Vi

(4.10) FRD, =)%Y a,m,RD;
j &k

where RD, is the stock of capital R&D in the 7 industry in country £.

industry raw data matrix is aggregated up to the 8*8 industry classification used in this study.
2! Although informative, there exist clearly limitations to this approach. The assumption that the spillover
of R&D stock is proportional to import flows is a strong one. Other channels of technology transmission
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Since the interest in the present research lies not only in the impact of performed R&D but
also in that embodied R&D acquired from the purchased of domestic and imported

intermediate inputs, an expression for TFP analogous to (4.6) can be written as:

411)  Ind, =7, +At+&,NRD +&,, NIRD +&, NFRD +v,

Equation (4.11) allows one to answer whether and to what extent embodied R&D from
other industries or from abroad can affect productivity in the user industries. In this
expression productive knowledge (R,) represented in equation (4.6) 1s a function of
cumulative R&D in the industry itself (denoted RD,) and R&D in other industries and trade

partners (denoted IRD, and FRD,, respectvely).

4.4 CHARACTERISATION OF SECTORS AND DATA

This section discusses briefly some features of the data and characteristics of the eight
manufacturing sectors considered™. Data sources from the main variables are the same ones
considered in Chapter 3. However, for the purposes of the analysis, input data on labour,
physical capital stock and intermediate inputs have been adjusted for R&D double

counting. Summary statstics of the data are presented in Table B.3 in Appendix B.3.

as foreign direct investment, licenses, trade in high-tech products and co-operation in research and
exchange of information might be important as well.

*? These industries are: (1) FBT Food, beverages, and tobacco; (2) TL Textiles and leather; (3) WWP
Wood and wood p roducts; (4) PPP P aper, p aper products and printing; (5) CH C hemicals, m an-made
fibres, and rubber and plastic products; (6) NMM Non-metallic mineral products; (7) BFM Basic metal
and fabricated metal products; and (8) MOT Machinery, optical and transport equipment.
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4.4.1Data

The present empirical analysis is conducted on a panel of the 8 two-digit UK manufacturing
industries considered in Chapter 3 over the period 1970-1997. For these industries
measures of direct R&D stocks, indirect domestic R&D stocks, and foreign R&D stocks
are constructed combining data on R&D expenditures, input-output transactions and
bilateral trade data. The trade partners considered are: Canada, France, Germany, Ireland,
Italy, Japan, Netherlands, Spain, and United States; which represent to a great degree the
most important source of imports for the UK. In additon, this data set encompasses most
of the world’s innovative activity, as measured by R&D, during this period. For instance,
the R&D conducted in the sample accounted for at least 91% of the OECD business R&D

in the manufacturing sector in the year 1995.

Following Schankerman (1981) data on labour, physical capital stock and intermediate
inputs have been adjusted for R&D double counting. In Appendix A.1 details about data

sources and the construction of variables for estimation purposes are provided.

4.4.2 Industry Characterisation

In Table 4.2 some features of the data for the eight manufacturing industries are
highlighted. The first column of the table shows the gross R&D intensity —i.c. the ratio of
real R&D investment to real gross output- by industry averaged over the period 1970-1997.
These industry-specific figures regarding gross R&D intensity reflect to a large extent the

degree of technological opportunity associated with each sector. On average, the UK
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manufacturing sectors devoted 1.2% of gross output to research activities, with industries
like Chemicals and Machinery devoting 3.27% and 4.37% respectively. However, relatively

little R&D was conducted in the wood, paper and textile industries.

Table 4.2
Sectoral Statistics in 1997 (1970 = 1.0)
R&D Sectoral  Domestic  Foreign
Industry Symbol Intensity+ R&D Embodied R&D
Stock R&D Stock
e RD,, IR F
i Vio, "o, e,
Food, Beverages & Tobacco FBT 0.28 1.14 1.43 1.72
Textile & Leather TL 0.26 0.17 1.52 1.71
Wood and Wood Products WWP 0.10 0.61 1.27 1.68
Paper and Paper Products PPP 0.14 0.88 1.42 1.73
Chemicals, man-made fibres, rubber & plastic CH 3.27 4.10 1.07 1.78
products
Other Non-Metallic Mineral Products NMM 0.52 0.47 1.34 1.66
Manufacture of Basic Metals & Fabricated BFM 0.47 0.62 1.33 1.66
Metal Products
Machinery, Optical Equipment & Transport ~ MOT 4.37 1.22 1.66 1.65
Equipment
Average 1.20 1.15 1.38 1.70

Sources: R&D Data are from ANBERD (OECD). Other data are from the Census of Production (ONS),
UK 1990 input-output data (OECD) and bilateral trade (OECD).
: Ratio of real R&D investment over gross output. Yearly average in percentage (%) terms.

Although on average the sectoral R&D stock experienced an increase of about 15% over
the sample period, this performance was not uniform across the several industries. Between
1970 and 1997 the sectoral R&D stocks increased only for the food, the machinery industry
and, above all, for the chemical industry while decreasing for other industries, especially for
the textiles. On the other hand, the indirect domestic R&D stock increased substantally

everywhere, with a relatively more homogeneous pattern. Additionally, changes over time in

128



 The Lmpact of Research and Development Spillovers on UK Mantjacturing THD.

the foreign R&D stock were somewhat more pronounced although very similar across

industries, with an average increased of 70 per cent.

4.5 EMPIRICAL FINDINGS

The major findings are presented in this section. However, before turning to the results
some econometric issues must be discussed. Particularly, this section summarises the non-
. . . . 23 . .
stationary panel data tests for unit roots and cointegration™ together with the econometric
estimation methods in the context of dynamic heterogeneous panel models that are used in

this chapter.

4.5.1 Econometric Issues

Panel Unit Root and Cointegration Tests

The main purpose of the present chapter is to estmate the long run relationship between
productivity and domestic plus foreign R&D capital stock in the UK manufacturing sectors.
If all the variables in the model are statonary, then tradidonal estimaton methods can be
used to estimate the relationship between them. If, however, at least one of the series is
determined to be non-stationary then the long run elasticities in equation (4.7) cannot be
consistently estimated unless the series are cointegrated, otherwise there exists the risk of

estimating a spurious regression™. Therefore, the first step in determining a potentially

% The analysis of unit roots and cointegration in panel data has been fruitful area of study in recent years,
with Levin and Lin (1992; 1993) and Quah (1994) being the seminal contributions. See Banerjee (1999)
and Maddala and Wu (1999) for a survey.

®of cointegration can not be accepted then one encounters the problem of estimating a spurious
regression. As discussed in Granger and Newbold (1974) a spurious regression of two independent non-
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cointegrated relationship is to test whether the varables involved are stationary or non-

stationary, ie. whether individual series contain unit roots.

Among the various tests proposed in the literature, the Im, Pesaran and Shin (1997) (IPS)
panel unit root test is suitable here. The power of the panel unit root tests is substantially
greater than the test for a single time series in the sense that the failure to reject a unit root
occurs much less frequently. The IPS rbar test is based on an average of the individual
industry augmented Dickey Fuller (ADF) tests while allowing for heterogeneous
coefficients under the alternative hypothesis and different senial correlation patterns across
groups. Under the null hypothesis all groups exhibit a unit root while under the alternative
this is not the case for some 7. A more detailed discussion of the test can be found in Baltagi
and Kao (2000). Table B.4 in Appendix B.4 presents the results of the unit-root tests™.
Following the procedure suggested by Im e a/ (1997) and applying the #-bar test to the
variables in levels one obtains test statistics below the cntical value to reject the hypothests
of a unit-root, based on an ADF regression with one and two lags. Therefore, the null of
non-stationarity cannot be rejected at the 1 per cent level, suggesting that all variables in
levels are generated by a non-stationary stochastic process. Furthermore, Table B.5 reports
that the #-bar test can reject the null of unit root for the first difference vanables, except for

the intra-industry R&D capital stock.

stationary series will tend to show a significant relationship when none exists. This problem generally
increases with the sample size. In the absence of a cointegration relationship, the specification is spurious.
A spurious regression has the following characteristics: (a) estimates are not consistent and converge to
random variables, not constant; (b) 7- and F- statistics do not have standard distribution, so the usual
statistical inference is invalid; (c) R° may not tend to 0. Thus caution is suggested when interpreting results
from spurious estimated regressions.

% In this case, the input variables are adjusted for R&D double counting.
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While 2 number of cointegration tests are documented in the time series literature, there are
few cointegration tests developed in panel data. Here, the cointegration tests proposed by
Kao (1999); Pedroni (1995) and Pedroni (1999) are used to test whether a long run
relationship exists in the estimated panel equations. The first two panel cointegration tests
assume that the cointegrating vector (slope coefficients) is the same across industries,
whereas Pedroni’s (1999) test allows for heterogeneous slope coefficients. The null
hypothesis for the panel cointegration tests of Kao (1999) and Pedroni (1995; 1999) is that

the estimated equations are not cointegrated.

Table B.6 in Appendix B.4 reports cointegration test results using the “homogeneous”
panel cointegration tests of Kao (1999) and Pedroni (1995), assuming slope coefficients
being the same across all units. Kao (1999) presents two types of cointegration tests in
panel data, the Dickey-Fuller (DF) and augmented Dickey-Fuller (ADF) types. Building on
the assumption that the regressors are strictly exogenous, Pedrom (1995), on the other
hand, provides a pooled Phillips and Perron-type test. The residuals obtained from the
static fixed effect or long run cointegrating equation presented in the next section (Table
4.3) are used to test whether the esdmated equation is cointegrated or not. For the models
without trend and common trend the null of cointegration is rejected at 10% level or
higher, with the exception of the DF,p test statistic. On the other hand, for the model with
industry specific time trends all test statistics are significant, so that the null of no
cointegration is strongly rejected. Therefore, the cointegration relationship among variables

for all equations is strongly supported.
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On the other hand, the Pedroni (1999) tests allow for heterogeneity among individual
members of the panel, including heterogeneity in both the long run cointegrating vectors
and the dynamics. In these tests, the null hypothesis is that for each industry of the panel
the variables involved are not cointegrated and the alternative that for each member of the
panel there exists a single cointegrating vector. Moreover, this vector need not be the same
in all cases. Pedroni (1999) proposes seven tests. Of these tests, four are based on pooling
along the within dimension (panel statistics), and three are based on pooling along the

between-dimension (group mean statistics). Both cases present the panel version of the

Phillips and Perron p and #-statistics, as well as an ADF-type test.

The results obtained with Pedron’s (1999) heterogeneous panel cointegration tests are
reported in Table B.7 in Appendix B.4. For the model with industry specific time trends
almost all test statistics reject the null of no cointegration, the exception being the panel-#,
the panel-p and the group-p statistics. However, in small panels (T = 20), Pedroni (1997)
shows, that in terms of power, the group-~DF statistic generally performs best, followed by

the panel-ADF statistic, while the panel-» and the group-p statistics do poorly.

Econometric Estimation Method

The empirical analysis of the ECM in equation (4.8) above generally involves a system of
NT equations (N industries and T time observations) that can be examined in different
ways. The choice of the econometric apptroach partially depends upon the size of N and T
and the quality of data across these two dimensions. In the type of data set this study
considers, T is sufficiently large to allow individual industry estimation. Nevertheless, one

may still be able to exploit the cross-section dimension of the data to some extent. As static
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models are rarely adequate for typical time series, dynamic models are usually more
appropriate. The small T problems with dynamic panels™ are not relevant here as the fixed-
effects problem from the initial conditions declines rapidly as T rises. But instead, there are
profound problems that result from heterogeneity in the model parameters that emerge as

soon as a lagged dependent variable is introduced (Pesaran and Smith 1995).

The primary difference between the various panel data models is the degree to which they
impose homogeneity across the industries with respect to varances, short or long-run
regression slope coefficients and intercepts. In this section four specifications are
considered according to the dimensions of the panel: the Mean Group (MG), the PMG
(Pesaran et al. 1997), the seemingly unrelated regression equation (SUR) and the Dynamic
Fixed Effect model (DFE). The four models are nested within the specification (4.8) with
the restriction either on the dynamic specification or the homogeneity of error variances

and/ or the equality of short or long run slope coefficients across the industries.

The most restrictive procedure is the dynamic fixed-effect (DFE). Instrumental variables
(e.g. Arellano and Bond 1991; Arellano and Bover 1995) are generally applied to overcome
the usual small-sample downward lagged dependent variable bias (see Nickell 1981).
However, Pesaran and Smith (1995) show that, unlike in static models, pooled dynamic
heterogeneous models generate estimates that are inconsistent even in large samples. The
DFE specification generally imposes homogeneity of all slope coefficients, allowing only
the intercepts to vary across industries. In other words, DFE imposes (N-1)2& + 2)

restrictions on the unrestricted model in equation (4.8): i.e. £ long-run coefficients, £ short-

% Arellano and Bond (1991).
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run coefficients plus the convergence coefficient and the common variance. The validity of
DFE, in particular, depends critically on the assumptions of common technology and
common convergence parameter that in turn requires both common technological change
and input factor growth across industries.”’ Pesaran and Smith (1995) suggest that, under

slope heterogeneity, the convergence estimates are affected by a heterogeneity bias.

The least restrictive procedure is the MG. This imposes no homogeneity and is calculated as
the mean (across the individual groups) estmates of the long run, the short run and
adjustment coefficients (e.g. Evans 1997; Lee ef 4/ 1997). In particular, there are N2& + 3)
parameters to be estimated: each equation has 24 coefficients on the exogenous regressors,
an intercept, a coefficient on the lagged dependent variable and a variance. The
small-sample downward bias in the coefficient of the lagged dependent variable remains.
Moreover, while consistent, this estimator is likely to be inefficient in small group samples,
as is the case here, where any industry outlier could severely influence the averages of the

industry coefficients.

The intermediate choices between imposing homogeneity on all slope coefficients (DFE)
and imposing no restrictions (MG) are the Seemingly Unrelated Regression (SUR) approach
and the pooled mean group (PMG). On one hand, the Zellner’s SUR method, which is a

form of feasible GLS, imposes homogeneity on the long-run coefficients and the speed of

# Instrumental variable estimators suggested by Arellano and Bond (1991) are particularly suited for
dealing with dynamic panel data when N is large and T relatively small. As shown by Nickell (1981) the
downward lagged dependent variable bias depends on //T and it is less of a concern when T is large and of
the same order of magnitude of N. In this latter case, heterogeneity of individuals (industries) is a more
serious problem and imposing homogeneity of all (short and long-run) parameters risk leading to
inconsistent results (see Lee et al. 1997).
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convergence while allows the short run coefficients to differ across industries. The SUR
approach requires the estimation of (&+7)(N+1) coefficients plus 2N(N+1) elements of
the covariance matrix. On the other hand, the PMG allows short-run coefficients, the speed
of adjustment and error variances to differ across industries, but imposes homogeneity on
long-run coefficients. In other words, the PMG imposes (IN-7)& restrictions on the

unrestricted model shown in equation (4.8).

Given the access to common technologies, and the intense trade relations between
manufacturing industries, the assumption of common long-run production function
parameters is reasonable. By contrast, it might be more difficult to assume homogeneity of
speed of convergence, as in the SUR approach™ and, short-term dynamics as in the
dynamic fixed effects specification. Under the long-run slope homogeneity the PMG
estimator increases the efficiency of the estimates with respect to mean group estimators
(Pesaran ez al. 1999). Formally, conditional on the existence of a convergence to a steady
state path, the long-run homogeneity hypothesis permits the direct identification of the
parameters of factors affecting the steady state path of output per capital (8, /@, = 6, see
below). In other words, with the PMG procedure, the following restricted version of

equation (4.8) is estimated on pooled cross-industry time-series data:

» SUR is generally concerned with linear cross-equation restrictions, whereas common long-run
coefficients and idiosyncratic speed of adjustment in equation (4.12) above imply non-linear restrictions
across different industry equations.
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The hypothesis of homogeneity of the long-run parameters cannot be assumed # priors and
is tested empirically in all specifications. In particular, in the next section, the Hausman test
(Hausman 1978) is used for this purpose: under the null hypothesis, the difference in the
estimated coefficients between the MG and the PMG are not significantly different and
PMG is more efficient. Nevertheless, if the homogeneity assumption is not valid, then
pooling the cross-section information might still have some merits since it yields to more
efficient estimates than running independent regressions for cach group and then
computing an average of the estimated coefficients, the MG estmator. Moreover, when N
1s small as is the case here, the PMG estimator is less sensitive to outliers since it weights
the individual unrestricted country coefficients according to their precision (see Pesaran e/

al. (1999) for a more detailed discussion).

4.5.2 Econometric Results

The first results presented are based on the commonly used static equation (4.13), in which
an identical form of the long run production function is assumed for all industries. As such
a model misses the dynamics of the linkages between the variables, its purpose is to just
look for simple, static relationships. The pooled OLS estimates with heteroskedastic

consistent standard errors are reported in Table 4.3 (industry fixed effects are included but
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not reported, although these are highly significant in all regressions). These results are

reported partly to illustrate how misleading they may be.

4.13) Ing, =n,+At+&% Inl+£"*Inm+S6InCU, +& ,InRD +¢&,,InIRD +&,,InFRD +v,
q; i i rd it ird it fr i it

The estimates of equation (4.13) are reported for three alternative cases: first (column 1),
the time trend is excluded from the regression, which is the form most commonly used in
these studies; second, 2 common trend across industries is assumed; and finally (column 3),
specific industry time trends are allowed. In general, for the first two regressions the
estmated coefficients are similar, with the expected sign and statistically significant.
Nevertheless, the size of the coefficient on the labour elasticity is greater than expected,
according to the average labour revenue share. In particular, the impact of domestic R&D
upon productivity is positive and significant and, inter-industry and foreign R&D spillovers

appear also positive and statistically significant.

In column 3, a specific time trend for each industry is allowed, which is the option used in
the PMG estimator. Moreover, the null hypothesis of a common trend is rejected ((6,194)
= 9.06, [Prob. = 0.000}). In general, although the point estimates are rather different, the
coefficient estimates keep the sign and significance, except for the impact of own domestic
R&D efforts. Nevertheless, the distribution of the estimators of the cointegrating vector
provided by such static regression is generally non-normal (Kao ¢/ @/ 1999) and so inference
cannot be drawn about the significance of the individual parameters by using standard “/”

test.
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Table 4.3
UK Sectoral TFP Static Regressions

(Dependent variable In(q);)

Regression number

1 2 3
Variable OLS OLS OLS
Labour per capital In()), 0.427"" 0.415™" 0.397""
(0.064) (0.067) (0.047)
Intermediates per capital  In(m), 0.663"" 0.673""° 0.519™"
(0.059) (0.061) (0.038)
Capacity utilisation In(CU), 4.546" 4230 8.618"™"
(1.934) (2.013) (1.169)
Own domestic R&D InRD, 0.083"* 0.082"" 0.027
(0.029) (0.029) (0.088)
Domestic intra-industry ~ In/IRD, 0.570™" 0.588™" 0.408™"
R&D (0.165) (0.167) (0.108)
Foreign R&D InFRD, 0.185™ 0.224™" 0.209™
(0.045) (0.067) (0.034)
Time trend t -0.002 0.000
(0.003) (0.002)
Industry specific dummies v \ v
Robust Std. Err. N v N
R’ 0.978 0.978 0.994
s.e. 0.061 0.061 0.031
Log Likelihood 304.36 304.62 458.77
No. of obs. 216 216 216
Significance FE F(7,202)=60.22  F(7,201)=49.68 F(7,194)=145.3
[0.00] [0.00] [0.00)

Notes: Sample period is 1971-1997, 8 sectors. Industry-specific dummies are included. Dependent
variable is In(Y/K). Heteroskedasticity-Consistent Standard errors are given in parentheses under
the estimates. *~ and " denotes statistical significance at the 1% and 5% level, respectively.

Estimation of the Heterogeneous Dynamic Panel

The investigation of the data properties in the previous section implies that an estimation of
equation (4.12) can provide reliable inferences about the long and short-term influences of
the R&D efforts upon productivity. Deviations from the long run relationship are possible

in the short run. There are various reasons for such deviations, including adjustment costs.
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Table 4.4 reports the results from the dynamic heterogeneous panel estimation of the
empirical specification provided by equation (4.12) for 8 UK manufacturing sectors. A
common autoregressive distributed lag (ARDL) model is estimated for each industry where

the lag length is selected to be 1 for all variables.

As discussed above, results are also likely to vary significantly with respect to the estimation
method- ze. from the least restrictive, but potentially not efficient MG, to the PMG”, SUR
and to the most restrictive DFE, which only allows intercepts to vary across industries.
Table 4.4 and Table 4.5 report results using these four approaches to specifications without
and with an industry-specific linear time trend respectively. Although the reported “pooled”
time trend is non-significant, in the industry specific regressions this is significant for five of
the eight industries considered. Additionally, the equation with the linear time trend appears
to be more robust to the different specifications. Therefore, from now on, the comments
on the results are based on those obtained in Table 4.5 in which the industry specific time
trend is included. This allows for different rates of disembodied technical change across

industries in the long run.

The next step is to test for homogeneity in the speed of convergence and short-term
dynamics, ie. from PMG to the DFE model. The latter yield a much lower speed of
convergence due to a downward bias in dynamic heterogeneous panel data. Moreover,
restricting the short-term dynamics affects the sign and significance of the long-run

coefficients. The DFE is also sensitive to panels with small groups and seems overly

* This is implemented in a GAUSS procedure, downloadable as JASA.EXE, made available at Hashem
Pesaran's website. This software is used in estimation, being grateful to the authors for making it available.
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restrictive. In both cases, moving from MG to PMG (i.e. imposing long-run homogeneity to
all but the time trend) reduces the standard errors. Moreover, it reduces significantly the
measured speed of convergence, with impact on the size and the statistical significance (but

not the sign) of the estimated long-run coefficients.

In what follows, the homogeneity of the long run parameters in the model is tested.
Pesaran, Shin and Smith argue that in panels, omitted group specific factors or
measurement errors are likely to severely bias the individual industry estimates. This may
explain why is 2 commonplace in empirical panels to report a failure of the poolability test.
Nevertheless, the individual Hausman test does not reject poolability of the long run
parameter. This means that the efficient estimates of the common long run parameters are
given by the PMG method. The incfficient MG estimates differ from the PMG estimates

but are also much worse determined, reflecting the inefficiency of the MG for this dataset.

Moreover, if the focus of the analysis is on the average (across industries) elasticities, then
the PMG estimates are probably preferable to the MG estimates on the grounds of their
better precision and the fact that they are less sensitive to outlier esumates, especially in
small group samples. Under the assumption that the long-run elasticities are identical across
industries but allowing the short run elasticities to vary (PMG), there is significant support
for the hypothesis that own R&D stock and intra-industry R&D capital stock are linked to

productivity in the UK manufacturing industry.
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Table 4.4
Alternative Estimates of the ARDL Model without Time-Trend
Dependent variable: A log q Without time trend
Pooled
Mean
Mean Dynamic
(?;:g)p Group h-test SUR Fixed Effect
{PMG)
Convergence Coefficlent
log q -0.748 *** -0.286 ** -0.128 *** -0.094 ***
(0.14) (0.13)) (0.03) (0.03)
Long-Run Coefficients
0.321* 0.645 *** 4.16 0.356 * 0.296
log m 0.17) (0.05) (0.20) (0.24)
log ! 0.449 *** 0.343 *** 0.58 0.703 *** 0.656 ***
{0.15) (0.05) (0.16) (0.19)
[ 13.161 *** 3.687 ** 8.27 -3.241 -5.044
og CU (3.74) (1.76) (8.02) (9.20)
log R 0.039 0.081* 0.02 0.303 *** 0.282 ***
og RD (0.27) (0.05) {0.07) (0.10)
0.526 0.622 *** 0.08 2.327 *** 2.498 ***
log IRD
o9 (0.39) (0.16) (0.36) (0.60)
-0.001 -0.123 ** 323 -0.237 -0.266
log FRD (0.07) (0.06) (0.17) (0.19)
Short Run Coefficients
A log m 0.508 *** 0.571 *** 0.539 ** 0.625 ***
(0.13) 0.12) (0.03) (0.05)
Alog! 0.259 ** 0.224 *** 0.212* 0.259 ***
(0.11) (0.08) (0.05) (0.08)
Alog CU 6.808 *** 4.944 *** 5112 *** 3.554 ***
(1.98) (1.44) (1.28) (1.85)
Alog RD -0.553 -0.422 ** -0.278 -0.356 ***
(0.37) 0.17) (0.14) (0.17)
A log IRD -0.225 -0.687 -0.645 *** -0.290
(0.64) (0.44) (0.26)) (0.43)
A log FRD -0.012 -0.017 -0.010 -0.048
(0.05) (0.02) (0.04) (0.02)
No. of industries 8 8 8 8
No. of obs. 216 216 216 216
Log Likelihood 659.9 576.4 596.9 510.8

Notes: All equations include a constant industry-specific term. Standard errors are in
brackets. The standard errors of the SUR long run estimated coefficients are calculated from
the estimated variance-covariance matrix of the respective parameter estimates (see Greene
2000: p. 297-300). The rest of long run estimated standard errors are given by the JASA

program.

*: significant at 10 % level; ** at 5% level; *** at | % level. The Joint Hausman test
statistic is indeterminate if the difference between the variance-covariance matrices of the
MG and PMG estimators is not positive definite (see Pesaran et al. (1999) for more details).
The unrestricted short run coefficient estimates are the MG estimates under the restriction

of long run homogeneity.
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Table 4.5
Alternative Estimates of the ARDL Model with Time-Ttend
Dependent variable: A log q With time trend
Pooled
Mean
Mean Dynamic
gza‘)’p Group h-test | SUR Fixed Effect
(PMG)
Convergence Coefficient
log q 0.820** | -0.464 *** 0476 | -0.093
(0.14) (0.08) (0.05) (0.03)
Long-Run Coefficients
0.443 ** 0.642 ** 134 | 0530 0.322
log m (0.18) (0.06) (0.05) (0.22)
tog ! 0.315* 0.231 * 023 | 0379 0.621
(0.19) (0.07) (0.06) (0.18)
13447+ | 8918+ 159 | 5605+ -6.400
fog cU (4.01) (1.78) (1.97) (10.24)
0.310 0.331 *** 000 |0315* 0.281 *
log RD (0.39) (0.11) (0.13) (0.10)
0.421 0.942 *+* 187 | 1.078** 2563 ***
log IRD (0.41) (0.14) (0.16) (0.62)
-0.008 -0.048 2.40 | 0.009 -0.162
log FRD (0.06) (0.05) (0.07) (0.24)
-0.002 -0.003 -0.001 -0.001
Time trend (0.01) (0.00) (0.00) (0.00)
Short Run Coefficients
A 0.553 ** 0.602 *** 0.563 *** 0.626 ***
cgm (0.13) (0.08) (0.03) (0.04)
0.205 ** 0.236 *** 0.268 *** 0.260 ***
Alog! (0.11) (0.06) (0.05) (0.05)
Al 7.460 *** 4.045 * 3.844 3.506 **
g CU (1.98) (0.81) (1.11) (1.32)
-0.396 -0.305 .0.133 .0.342 %
Alog RD (0.37) (0.26) (0.13) (0.16)
-0.142 -0.963 *** -1.060** | -0.283
I
A log IRD (0.64) (0.31) (0.26) (0.24)
-0.009 -0.009 0.016 -0.041
A log FRD (0.05) 0.01) (0.04) (0.04)
No. of industries 8 8 8 8
No. of obs. 216 216 216 216
Log Likelihood 667.5 597.8 630.8 510.9

Notes: All equations include a constant industry-specific term. Standard errors are in
brackets. The standard errors of the SUR long run estimated coefficients are calculated from
the estimated variance-covariance matrix of the respective parameter estimates (see Greene
2000: p. 297-300). The rest of long run estimated standard errors are given by the JASA
program.

*: significant at 10 % level; ** at 5% level; *** at 1 % level. The Joint Hausman test
statistic is indeterminate if the difference between the variance-covariance matrices of the
MG and PMG estimators is not positive definite (see Pesaran et al. (1999) for more details).
The unrestricted short run coefficient estimates are the MG estimates under the restriction
of long run homogeneity.

142



The Impact of Research and Development Spillovers on UK Manufacturing TUP

SUR estimates are reported alongside PMG estimates in Table 4.5. The difference between
both methods depends on distinct assumptions on the speed of adjustment and cross-
section cortelation of the errors terms. While SUR imposes homogeneity on the speed of
adjustment, the PMG allows for idiosyncratic convergence coefficients, which imply
imposing non-linear restrictions across the industry equations (not possible in SUR). The
PMG estimates of the speed of convergence coefficient differ considerably across
industries, with these varying from (-0.762) in the paper industry to (-0.078) in the basic

metal industry. These differences give support to the PMG estimates.

Additionally, SUR estimation is appropriate on the assumption of contemporaneous
correlation of disturbances. In fact, the Breusch-Pagan LM test based on equations with
homogenous speed of convergence coefficients establishes the presence of non-diagonal
error covariance matrices confirming the appropriate of SUR estimation under the
homogeneity convergence restriction. PMG, on the other hand, assumes that the error term
1s independently distributed across / and /, although variances may be heterogeneous across
industries. The cross-sectional independence assumption of the error term is rather strong
and restrictive. For example, it is not hard to imagine shocks that affect all industries at the

same time. However, this assumption is standard in the dynamic pancl literature.

Despite these comments, the point estimates under both approaches appear quite similar in
terms of size, sign and significance, although the PMG estimates seem economically more
plausible. This analysis relies on the appropriateness of the PMG to comment the results,
on the basis of the existence of different convergence coefficients across industries. The

PMG estimates indicate that the long run elasticities of output with respect to inputs are
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close to the respective average revenue shares. Additionally, the long run impact of own

R&D efforts on productivity is positive and significant.

The impact of intra-manufacturing R&D upon productivity is positive and significant. This
effect is robust to specification changes. The results suggest that, at least internally, there is
evidence that the UK manufacturing social rate of return to R&D is higher than the private
rate of return at industry level. Conversely, the estimated effect on TFP of the foreign R&D
stock variable is negative, although not significant at standard levels. This insignificant
effect is consistent across the majority of the alternative specifications estimated as a test of
robustness. The only exception to this is when a static model is estimated, what it is
indicative that the dynamic clearly matters. Possible explanations for this finding are given

in the next section.

It could be argued that, in small industry samples, one individual industry could significantly
affect the estimated parameters, even when the Hausman tests do not reject the assumption
of common long run coefficients. A sensitivity analysis was thus performed on the
preferred specification (corresponding to PMG estimates with specific time trends reported
in Table 4.5) in order to asses the robustness of the results to variations of industry
coverage, by eliminating one industry at a time and re-running the PMG estimation
procedure. Figures C.1 to C.4 in Appendix C.3 report the results of the sensitivity analysis
on the long run coefficients of labour, intermediate inputs, own R&D and inter-industry
R&D spillovers. Taking into account the width of the confidence intervals, these estimates

seem stable to the exclusion of industries from the sample. Point estimates remain in the
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bound of the confidence intervals of the baseline estimate (“Main” in Figures C.1 to C.4 in

Appendix C.3).

Table 4.6 reports the estimated long run elasticities of output with respect to the input
factors (intermediate inputs and labour) and to the own R&D capital stock. The estimated
long-run elasticity of own R&D is 0.331. Such elasticity is in line with estimates reported in

the literature (see Table 4.1), although it is in the high range.

Table 4.6
PMG Long Run Input Elasticities

Intermediate inputs Labour Own domestic R&D
Coefficient 0.642 0.231 0.331
Std. Err. (0.06) (0.07) 0.11)

Source: Coefficient estimates and standard errors from Table 4.5

On the other hand, the PMG short-run coefficients are not restricted to be the same across
industries, so there is no pooled estimate for each coefficient. Nevertheless, one can stll
analyse the average short run effect by considering the mean of the corresponding

coefficients across industries, which is reported in Table 4.7.

It was found that the average short-run relationship between own sectoral R&D and
productivity is negative, although non-significant. In particular, the industries for which the
short run coefficient was found positive were the wood and machinery, optical and
transport equipment industries, while being found negative for the others, particularly, for

the chemical industry.
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Table 4.7
PMG Short Run Growth Effects

Industry RD IRD

FBT -0.365 -0.732
TL -0.621 -1.775
WPP 1.268 -1.051
PPP -0.510 -1.821
CH -1.179 -1.050
NMM -0.659 -1.128
BFM -0.435 0.852
MOT 0.062 -0.994
Average -0.305 -0.963

Source: Results from Table 4.5

Due to the way in which R&D stocks are defined, the short run impact of R&D on
productivity growth mainly reflects the effect of R&D investment costs at the beginning of
the period upon changes in current output and productivity. In the short run, it seems
plausible to assume that investments in R&D do not lead necessarily to successful
innovations and that industries may finance large parts of their R&D expenditures by
setting higher prices. This is particularly true for industries, like chemicals, where innovation
processes tend to be product orientated instead of process orientated. In this case,
additionally, downstream industries will be faced with higher prices for their inputs. Thus
negative externalities may occur, as is found in the results presented in Table 4.7. Only in
markets with strong competiion and relatively weak product differentiation, industries
could arguably decide to let R&ID costs erode their profit margins, expecting that their

R&D projects will yield them future profits.

A few further remarks on the econometric procedure are in order: The coefficients on the

lagged dependent variables are subject to the familiar small sample (small T) downward bias

146



The Lnpact of Research and Development Spillovers on UK Mannfacturing 11P

(as seen in Chapter 3 one would expect at least short run elasticities to differ from average
revenue shares, indicating the presence of mark-ups). Since this downward bias is in the
same direction for each group, averaging or pooling does not remove the bias. Kiviet and
Phillips (1993) have proposed a procedure to remove this bias, which applies to the short
run coefficients. Since the long run coefficients are non-linear transformations of the short
run coefficients such bias corrections can leave the long run coefficients biased. We are not

aware of any procedure in the literature that has resolved this problem.

Comments on Results and Comparisons with Previous S tudies

Robust evidence was found of a positive and significant link between industry’s R&D effort
and productivity. Particularly, the long run output elasticity with respect to own sectoral
R&D was estimated to be 0.331. Such elasticity is in line with previous studies. Nadiri
(1993), for instance, reports elasticities at the industry level of 0.06 to 0.42, while Cameron
(1999), in a more comparable set up, finds an elasticity of 0.24 for the UK manufacturing

sector.

One of the main questions in the introduction was the relative importance of domestic
versus foreign spillovers (1s domestic or international R&D the driving force behind UK
manufacturing productivity growth?). The results reported above suggest that domestc
spillovers seem to overwhelm foreign spillovers. The finding that domestic spillovers are
important confirms results found in related studies (see for instance, Sterlacchini 1989;
Keller 1997 and McVicar 2002). Nadir’s (1993) overview reports findings for the domestic

spillover elasticities ranging from 0.10 to 0.26.
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One of the striking features of the reported results, however, 1s the frequency with which
foreign spillovers are estimated to have a negative impact on innovative output, though in
many cases the coefficients are not significant at standard levels. This effect is consistent
across the majority of alternative specifications as a test of robustness. However, this result
of negative or no significant impact of foreign spillovers upon productivity is not at odds
with findings from other related studies (e.g. Aitken and Harrison 1999; Branstetter 2001

and McVicar 2002).

Branstetter (2001) encounters negative and non-significant foreign technology spillovers
and provides three potential explanations for this finding. The first explanation points out
at data inaccuracies, which shouldn’t be discarded. An alternative argument, supported as
well by Mohnen (1996), is that this finding is an artefact of the data, dnven by
multicollinearity problems between the various R&D measures combined with a low
number of observations. In fact, the domestic and foreign spillover terms are highly
correlated with one another. Because there is little independence variation in the two series,
regressions could in principle, produce coefficients with the “wrong sign”, as it often

happens in the case of severe multicollinearity.

Finally, the third argument, and most intuitively appealing, refers to the dominance of a
negative competition effect over any positive technological spillovers. In this sense, Aitken
and Harrison (1999) describe how a market stealing effect might force domestic firms to
reduce output in response to competiion from the technological superior foreign sector.

This in turn could drive domestic firms further up their average cost curves™ and hence

*® This would be the case if average cost curves were downward sloping due to substantial fixed costs.

148



The Impact of Research and Development Spillovers on UK Manufacturing TI'P

lower the productvity of these firms. If this decline in the productivity of domestic firms is
large enough, net domestic productivity can decline despite the technology transfer from

foreign firms. This could threaten or even interrupt the growth of nationa economies.”

4.6 CONCLUSIONS

Following on the results in Chapter 3, the purpose of this chapter was to consider the
influence of different methodological and measurement issues on studying the relationship
between productive knowledge and TFP. More specifically, the stress was placed upon the
long-run relationship between innovative efforts and productvity and the nature of the
R&D spillovers accruing to the panel of eight UK manufacturing industries over the period

1970 to 1997.

The outlines of the production function framework necessary to perform this study were
summarized in section 4.3. In contrast to other empirical studies in this tradition, this study
focused on gross output as measure of real output and allowed for impertect competition
and temporary disequilibria. In particular, an ECM was adopted for esumating the long-run
parameters in a pooled framework. As mentioned, the ECM statstical framework is
attractive in that is closely bound up with the concept of cointegration, thus providing a
useful and meaningful link between the long run and the short run approach to
econometric modelling when series are non-stationary. In fact, panel tests for order of

Integration reveal that the core varnables are non-stationary. Thus for estimation to be valid,

*! See Jaffe (1986) and Mohnen (1996) for different arguments on the possibility of negative extemnalities
on productivity as a result of R&D activities.
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the data must also satisfy tests for the existence of long-run relationships. The tests for
cointegration using Kao’s and Pedroni's residual based panel unit root tests showed
evidence for the existence of cointegrating relationships in the panel members. Another
advantage of the ECM framework in the panel data setting is that it can be estimated by
using the PMG estimator, which allows short-term adjustments and convergence speeds to
vary across industries, and imposes cross-industry homogeneity restrictions on the long run.
This restricted poolability was tested for by individual Hausman tests, which couldn’t reject

pooling of the long run coefficients.

The results of the empirical analysis indicated that there is a positive and significant link
between industry’s R&D activittes and productivity in the long run. Particularly, the
estimated long run output elasticity with respect to own R&D is 0.331. In addition, robust
evidence was found of positive and significant domestic cross-industry R&D spillovers.
These results certainly support the view that private R&DD has public good aspects and that
the private marginal product of investment in R&ID may be considerably lower than the
social marginal product at the industry level. The presence of spillover effects means that
the market will tend to under-invest in innovation. This provides a rationale for

Government intervention to sharpen incentives for firms to increase the level of privately

funded R&D.

On the other hand, the results showed that international spillovers do not significantly

contribute to TFP in UK manufacturing sectors. This finding suggests that R&D

externalities are primarily an intranational phenomenon, which may serve as a warning
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against under-estimating the importance of domestic technological efforts and over

estimating the potential contribution of international spillovers.

Finally, despite the concerns about measurement bias in TFP estimates, the results
presented above are consistent with those from other quantitative studies using different
methodologies. In other words, adjusting TFP estimates for the presence of capacity
utilisation adjustments and imperfect competition does not affect qualitatively the results
found in related studies with respect to the relationship between UK Manufacturing TFP

and R&D efforts.
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CHAPTER 5-

INTERNATIONAL COMPARISONS OF PRODUCTIVITY
PERFORMANCE IN MANUFACTURING INDUSTRIES



Iuternational Comparisons of Productivity Performance in Manufacturing Industries

“Productivity is a fundamental yardstick of economic
performance...we are not as productive as our major
partners and the extent of our under-performance is very
substantial.. .tackling it must be a central priority”

HM Treasury (1998: p. 28)

51 INTRODUCTION

Recent studies of international productivity comparisons' draw attention to the significance
of the UK productivity gap in manufacturing relative to other industrialized countries.
Partculatly, latest evidence from O’Mahony and de Boer (2002) indicates that the UK
differennal in terms of TFP in manufacturing in 1999 is of the order of 10% and 21%
compared with France and Germany respectively, and 43% with respect to the US. As
documented by Maddison (1991), Broadberry (1997) and Crafts (2002), among others, this
productivity gap is not a recent phenomenon; it has been a persistent feature of Britsh
industry, opening up with the US at the beginning of the 20" century, and with Europe

during the 1970s.

Following Harrigan’s (1999: p. 268) argument, one possibility for the existence and reported
size of the productivity gap is the fact that “his is the result of a mismatch between the theory of
productivity comparisons and the technological and measurement process which generate the data.” In this
regard, measurement errors and/or restrictive assumptions underlying traditional methods
of productivity measurement may cause biases that can alter the size and direction of the

measured productivity gap differential.

' See for instance O’Mahony (1999), HM Treasury (2000), O’Mahony and de Boer (2002) and Malley et
al. (2003).
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While previous findings on international productivity differentials have largely been in
terms of labour productivity measures, comparisons based on total factor productivity
(TFP) are less frequent’. Additionally, most of earlier studies have been restricted to
aggregate productivity analysis based on value added as a measure of real output (van Ark
1993; O’Mahony 1999), instead of gross output. As emphasized in previous chapters the
use of value added may constitute a potential source of bias when certain conditions are not
met. One of the primary interests in this chapter is to analyse the sensitiveness of the
magnitude of the UK’s productivity gap in manufacturing to different measures of
productivity. To this end, the chapter reviews some previous attempts along these lines and
provides comparative estimates of relative productivity in terms of both alternative

productivity and output concepts.

The second aim of this chapter is to provide new estimates of growth performance and
levels of productivity at sectoral level and compare them with earlier findings. In essence,
there are two objectives. First, the present research aims to provide a detailed evaluation of
productivity performance for the major branches of UK manufacturing relative to other
industrialized countries. The reason for this is that the aggregate analysis of productivity
performance may hide significant differences in trends across sectors (see Bernard and

Jones 1996).

2 Exceptions to this are provided by O’Mahony (1999), O’Mahony and de Boer (2002) and Malley et al.
(2003), who all study Britain’s relative productivity performance. Their studies are discussed in the next
section.
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Second, keeping track on the main theme of this thesis, this chapter pays particular
attention to the impact of different measurement issues on the analysis of international
productivity comparisons. In Chapter 3 it was found that the traditional accounting
framework leads to biased estimates of TFP growth in UK manufacturing industries. This is
due to the presence of mark-ups and adjustment in capacity utilisation. This section takes
the analysis a step further. The objective here is to determine whether and to what extent
adjusting for measurement bias has an impact on the size and direction of the productivity

gap as traditionally measured.

To these ends, in the present chapter, a panel regression is conducted in which imperfect
competition; returns to scale and adjustments for capacity utlisation are allowed. The
resulting parametric estimates of TFP growth are then compared to those derived from the
traditional accounting framework. The new estimates of sectoral TFP are important because
not only do they cover an important range of countries and industries, but also they use
recent data and try to improve, if not overcome, some of the data and index number
problems of previous work. However, it has to be emphasized that the coverage and depth
of analysis in this chapter is necessarily constrained by the availability, accuracy and

international comparability of economic statistics.

The rest of the chapter is organized as follows. The next section reviews some of the
studies that consider Britain’s productivity position in manufacturing in an international
perspective. Section 5.3 briefly describes the data and industry characteristics. Section 5.4
outlines the basic concepts and traditional methods of measurement used to quantify

comparative productivity differentials. This section also analyses the sensiuvity of the
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productivity gap in manufacturing to measurement issues. Section 5.5 presents sectoral
measures of TFP. Section 5.6 sets out the econometric approach used to implement the
adjustments in traditional measures of TFP to allow for imperfect competition, scale
economies and adjustments for capacity utlisation. Additionally, this section reports the
result of this estimaton. Section 5.7 discusses the implication of these results. Finally,

section 5.8 draws conclusions and discusses the relevance of the results.

5.2 PREVIOUS STUDIES ON RELATIVE PRODUCTIVITY
PERFORMANCE IN UK MANUFACTURING

In recent years there has been renewed interest in international comparisons of factor
productivity. The literature on this topic is considerable and diverse in terms of approaches
followed, breadth of coverage, levels of detail and questions addressed. Table 5.1 gives an
overview of studies that consider Britain’s relative productivity position in manufacturing in
an international perspective’. Despite the diversity in approaches, these studies coincide in
recognising the laggard positdon of Briish manufacturing performance relative to other
industrialized countries. The earliest comparative studies were mainly based on the UK
industry compared to the US*. However, the productivity gap that had emerged between
the UK and other European countries during the post-war period, reccived increasing

attention during the 1980s in studies by the NIESR, among others’.

* See Kravis (1976) and Islam (1995) for other surveys of international comparisons of productivity.

* See Broadberry and Crafts (1990) and Broadberry (1994) for a detailed analysis of the various Anglo-
American cross-country comparisons.

* For comparisons between the UK and Germany see Smith ef al. (1982), O’Mahony and Wagner (1996)
and Broadberry (1997), among others. For comparisons between France and UK see van Ark (1990).
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The earliest comparisons of Britain’s productivity during the 1940’s and 1950’s, including
those of Rostas® (1948) and Maddison (1952), were frequently made by comparing physical
quantities of output. As the number of product varieties in manufacturing increased these
comparisons based on physical quantities became less feasible. This led to a shift in
methodology from physical quantity comparisons to converting output to a common unit
using currency conversion factors. Since then, two different approaches have been used to
compute currency conversion factors specific to manufacturing output. One approach, “the
industry-of-origin approach”, is based on computing unit value ratios (UVRs) using data on
output and prices at the industry level. In this line, Smith e/ 4/ (1982) compared British,
German and American output and productivity by constructing UVRs using census data on
net output and prices for a large number of individual industries. Later studies largely

replicated and refined this method.

The second approach to calculating currency conversion factors is “the expenditure
approach”. This approach uses data on the comparative levels of prices of disaggregated
final expenditures. For several reasons’ it is considered less desirable for sectoral
international productivity comparisons than the former approach. Some scholars, for
instance Malley e/ /. (2003), have used the aggregate expenditure purchasing parities (PPPs)
for total GDP as proxies for manufacturing output price ratios. This is considered an
infertor method, as it does not take account of differences in price levels across industries

(sce Pilat and Prasada Rao 1996, van Ark 1996 and Harrigan 1999). Others have attempted

% Rostas (1948) also included a comparison with Germany and, though based on much smaller samples
with some other countries including the Netherlands. For an up-date of the Germany versus UK
comparison of Rostas, see Broadberry and Fremdling (1990).

7 See van Ark (1996) and O’Mahony (1996) for an elaborate discussion of the relative merits of different
deflators.
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to refine these proxies by computing weighted averages of disaggregated expenditure PPPs
specific to manufactured categories. For instance, Prais (1981) uses disaggregated PPPs to
compare manufacturing output in Germany, UK and the US in the 1970s. Roy (1982) and
Roy (1987) did much the same for a wider set of countries in 1975 and 1989. Hooper and
Larin (1989) improve this methodology by “peeling off” indirect taxes and trade and
transportaton margins from the expenditure PPPs for the ten major industralised
countries. All these adjustments represent an improvement over the use of unadjusted
expenditure PPPs. However, they also make the expenditure PPPs increasingly sensitive to

the procedure used and the quality of data.

As can be observed from Table 5.1, most of these studies base their findings on measures
of labour productivity (e.g. Maddison 1952 and Pilat 1996, among others). These partial
productivity measures can be misleading indicators of technological difterences. This is
because they may be positively influenced by the availability of other factors of production®
(see Hulten 2000). Less extensive, however, is the empircal literature dealing with TFP,
which is considered a preferable measure of technological differences —provided that the
measures control for market power, scale and cyclical effects. Studies that consider TFP’
call attention to the fact that the impact of gencrally lower capital intensity in Briash
industry is to considerably reduce the UK’s productuvity differential with respect to other

industrialised countries when measured by TFP.

® The major problem with the use of partial productivity measures is that they also incorporate the effects
of factor substitution. As Harris and Trainor (1997: p. 485) point out “the factor-price ratio between
capital and labour services have been falling in UK manufacturing for a good deal of the last quarter
century, and thus much of the gain in labour productivity has been achieved through ‘capital deepening’
rather than ‘capital-widening’.”

® O’Mahony and Wagner (1995), O’Mahony (1999), Harrigan (1999) and Malley ef al. (2003)
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Table 5.1
Empirical Studies on British Manufacturing Relative Productivity Performance
Author Benchmatk  Country Coverage Industry Productivity Output
Yeat(s) Coverage Concept  Concept

Industy of Origin Approach o @ ®
Rostas 1935-39 UK/US 31 industries LP GO
(1948)
Maddison 1935 UK/US 34 products LP GO
(1952) CD/US
Swiith et al, 1967/68 US/UK 87 industries LP VA
(1982) GY/UK 69 industries
van Ark 1984 NT/UK 16 industries LP VA
(1990) FR/UK 14 industnes LP VA
O’Mabhony 1987 GY/UK 14 industries LP VA
(1992)
van Ark 1987 UK/US 16 industres LP VA
(1992) Manufacturing TFP VA
O 'Mabhony & Wagner 1979-89 UK/GY 30 industries TFP VA
(1995)
Pilat 1987 AU, FR, GY, IT, JP, 36 industries LpP VA
(1996) NT, SW, UK, US.
van-Ark 1970-1994 FR, GY,JP, UK, US 6 Industries Lp VA
(1996)
Broadberry 1950-1990 US, UK, GY 70 Industries P VA
(1997) TFP VA
O 'Mabhony 1950-95 FR, GY,JP, UK, US 40 Industries LP VA
(1999) TFP VA
O 'Mabhony & de Boer 1950-99 FR, GY, UK, US. 47 Industres LP VA
(2002) TIP VA
Expenditure Approach
Prais 1950-80 US, UK, GY Manufacturing LP VA
(1981)
Roy 1973, 1980 US, UK, JP, IT, GY, 11 Industries 1.p VA
(1982) FR, BG, NT
Roy 1980 44 countries 7 Industries LP VA
(1987)
Hooper & Larin 1960-89 10 countries Manufacturing LP VA
(1989)
Hoaper 1975-90 US, UK, JP, IT, GY, 7 Industrics LP VA
(1996) FR, CD
Harrigan 1980-89 US, UK, JP, IT, GY, 8 Industries TFP VA
(1999) FI, NW, CD
Malley et al, 1971-95 FR, GY, IT, JP, 13 industrics TFP GO
(2003) UK, US.

Notes: (1) Country Coverage: AU: Australia, BG: Belgium, CD: Canada, FI: Finland, FR: France, GY: Germany,
IT: Italy, JP: Japan, NT: Netherlands, NW: Norway, SW: Sweden, UK: United Kingdom, US: United States.
(2) Productivity Concepts: LP: Labour Productivity; TFP: Total Factor Productivity.

(3) Output Concepts: GO: Gross Output; VA: Value Added.

Sources: Author
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Another critical issue in the literature is the output concept used for sectoral productivity
comparisons. While real gross output is the most theoretically appealing concept for
output" in productivity analysis at the industry level, value added is, however, the concept
used in the great majority of empirical productivity studies'. The studies of Rostas (1948),
Maddison (1952) and, more recently, the studies by Craft and Mills'* (2001) and Malley ¢/ 4.
(2003) are some of the few examples that use gross output for studying Britain’s relative

productivity performance in an international context".

Finally, growth accounting exercises are traditionally used to measure international
differences in productivity. As mentioned previously, the assumptions underlying the
accounting approach can potentially bias the magnitude of the productivity differential if
they are not correct. Few researchers, however, “correct” the standard productvity
measures to account at least for the presence of imperfect competition, returns to scale
and/ or adjustments in factor utlisation. The exceptions to this are the studies by Harrigan
(1999), Crafts and Mills (2001) and Malley ez 4/ (2003), which make use of econometric
techniques to estimate productvity differentials. Overall these studies conclude that these
biases are important and vary substantially over time, but tend not to impact heavily on the

estimate of the British productivity gap.

'® As mentioned in previous chapters, the use of gross output has, among others; analytical advantages in
that intermediate inputs can be treated symmetrically with inputs of capital and labour services in
measuring productivity.

"' See, for instance, van Ark (1990, 1992 and 1996).

12 The study by Crafts and Mills (2001) considers growth rates instead of levels through estimating a cost
function.

'* Other studies that use gross output for intemational comparisons are Jorgenson, Kuroda and Nishimizu
(1987), Jorgenson and Kuroda (1990), and Cameron (2000). These studies refer to productivity
comparisons between US and Japan.
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The main difference between the present study and that of Harrigan (1999) is that here
gross output instead of value added is used to obtain adjusted TFP measures. This research
differs from the study of Crafts and Mills (2001) in several aspects. First, the main focus
here is on eight manufacturing industries, while Crafts and Mills base their results on the
aggregate manufacturing sector. Second, they compare productivity growth rates for
Germany and UK based on the dual approach. This study, conversely, provides estimates
of growth performance and levels of productivity for the G7 countries based on the primal

approach to productivity measurement.

In Chapter 2, the main differences between the present research and the study by Malley e/
al. (2003) were established. To repeat, first, the data source for gross output and
intermediate inputs is different. Malley and co-authors obtain their data from the national
input-output model databases provided by the Inforum Group at the University of
Maryland'* whereas this study uses OECD STAN data®. Second, the proxy for capacity
utllisation 1s also different. Malley’s e 4/ study employs data on raw materials and energy
inputs to proxy the capacity utilisation parameter while this study uses deviation from the
hours trend. Third, the sample period in Malley’s ¢/ a/ study is curtailed for some of the
countries in the analysis. For instance, in the case of UK the period for which data is
available is 1970-1987. This chapter, on the other hand, extends the period of analysis until

1998.

14

See the technical note by Wilson and Mead (1998), which is available from
http://www gla.ac.uk/economics/TFP. In this technical note the main caveats of the database are
discussed. In particular, the main problems come from the fact that Input-Output Tables are not available
for every year and country. Therefore, extrapolation methods have to be employed to obtain estimates of
the missing series.

'* The OECD STAN database is mainly based on national accounts data of individual OECD country
members. The use of national accounts has the advantage that its components are harmonised across
countries on the basis of the Intemational System of National Accounts.
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5.3 DATA AND CHARACTERISATION OF UK SECTORS
RELATIVE TO THE G7-AVERAGE

This section discusses briefly some features of the data and characteristics of the British

manufacturing sectors relative to their principal competitors.

5.3.1 Data

In order to compute the various measures of productivity the present chapter uses data on
eight two-digit manufacturing industries and on the manufacturing sector as an aggregate of
the G7 economies over the period 1970-1998. The countries are: Canada, France, Germany,
Italy, Japan, UK, and the US. In contrast to previous chapters and due to international
comparability issues, the main data set used to construct these series is the OECD STAN-
2002 database'. This was updated for missing series from other OECD databases (e.g.
ISDB, STAN-1998) and O’Mahony and de Boer (2002). Data, however, was not always
complete for every country-industry. Particularly, data for Germany is available only up
until 1996 and it refers to the former Western Germany. Data limitations in the case of
Japan for the capital stock did not allow one to obtain a TFP series for the wood and basic

metal industries.

In the present chapter productivity measures are provided both in terms of levels and
growth rates. Particularly, international comparisons of productivity levels require three

main components, namely comparable information on output, comparable information on

'® See Appendix A.2 for a detailed analysis of the data and data sources.
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factor inputs and currency conversion factors in order to translate output and factor inputs
expressed in national currencies into a common currency. The latter is not required when
growth rates of productvity are computed. Appendix A.2 provides a more detail analysis

about the data and data sources.

Table B.8 in the Statistical Appendix B.5 provides summary statistics of the main vanables
for the UK manufacturing industries derived from the OECD-STAN dataset. These
statistics are presented for different subperiods to compare them with those denved from
the UK Census of Production presented in Table B.1. For the period 1970-1997 one
observes that the main variables from both data sources grow at very similar rates. Major
differences are, however, found with respect to the labour share in gross output, which is

considerably higher in the OECD-STAN database."”

Nevertheless, these averages seem to hide different growth patterns for some of the
variables over the different subperiods when comparing both data sets. In general, real
gross output and labour show both similar average growth rates and similar patterns over
the different subperiods. However, major differences are found with respect to the growth
rates of the physical capital stock and intermediate inputs. Therefore, part of the
discrepancies in TFP growth rates for UK manufacturing industries found in this chapter
and those obtained in Chapter 3 are due to the different datasets, particularly to data on

physical capital stocks and real intermediate inputs.

"7 The impact of a higher share of labour in revenues is to increase the contribution of labour to output
growth.
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5.3.2 Characteristics of British Manufacturing Sectors Relative to the G7-Average

In Table 5.2 some features of the data for the UK manufacturing industries relative to the
(7 average are highlighted. In particular, the information in Table 5.2 contains the relative
difference on average growth rates for output and input factors between the UK industries

and the average of the G7 economies during 1970 to 1998.

Table 5.2
Differences in Average Annual Growth Rates - UK vs. G7-Average (1970-1998)%
Industry Symbol 1 2 3 4 5
g}K KUK LUK MUK 1-3
Food, Beverages & Tobacco FBT -1.97 -1.67 -1.28 -2.67  -0.69
Textile & Leather TL -1.75 -2.49 -0.92 -2.01 -0.83
Wood & Wood Products wwp -2.34 -3.23 0.24 -278  -2.58
Paper & Paper Products PPP -0.70 -1.55 -1.07 -0.77 0.37
Chemicals, man-made fibres, rubber & plastic CH 0.05 -1.59 -1.10 0.22 1.15
products
Other Non-Metallic Mineral Products NMM -1.27 1.32 -1.93 -1.13 0.66
Manufacture of Basic Metals & Fabricated BFM -2.29 -2.52 -2.47 -2.50 0.18
Metal Products
Machinery, Opiical Equipment & Transport MOT -1.29 -2.40 -2.03 -0.89 0.75
Equipment
Average -1.45 -1.77 -1.32 -1.57 -0.13
Std. Dev, 0.77 1.29 0.78 1.02

Sources: Data are from STAN database and O’Mahony and de Boer (2002). See Data Appendix A.2 for
further detail.
Notes: Yearly average in percentage (%) terms.

Q represents gross output, K is the physical capital stock, L is labour measured as hours per man,
and M refers to intermediate inputs.

Over the period considered, real output (measured in terms of real gross output) in the
British industries grew at lower rates than the output of the G7 average, except in the
chemical industry. Additonally, lower rates than British competitors were also found with

respect to the labour input. However, significant differences can be observed in growth
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dynamics between industry groups. The last column of Table 5.2 shows relative differences
in gross output based labour productivity as the difference between column 1 and column
3. The UK achieved higher labour productivity growth rates than the G7 average in the
paper, chemical, minerals, basic metals and machinery industries. On the other hand, capital

stock was the variable that had relauvely lower rates in comparison with the G7 average.

5.4 SENSITIVITY OF THE UK PRODUCTIVITY GAP IN
MANUFACTURING TO MEASUREMENT ISSUES

Different productivity concepts are often used without sufficient clarity about the specific
concept that is being employed and its correct interpretation. Broadly, productivity
concepts can be classified as partial factor productivity (relating a measure of real output to
a single measure of real input) or multifactor productvity (relating a2 measure of output to a
bundle of inputs). As can be observed from above, international comparisons have been
habitually made in terms of labour productivity, which may be a misleading indicator of
technological differences as it may be positively influenced by other factors of production,

as intermediate inputs or capital stock (see Hulten 2000).

Another distinction of particular relevance at the industry level is between productivity
concepts that relate gross output to one or several inputs and those which use the value
added concept to capture movements of real output. Empirically, as scen in previous
chapters, the choice of concepts matters. As pointed out by Dollar and Wolft (1993) “she
value added concept creates a problem for productivity studies since intermediate inputs are transferred from a

“source” of output to an explanation of output growth’. Contrary to value added, gross output
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allows a symmetrical treatment of intermediate inputs and primary inputs (labour and
capital). Despite the theoretical recognition of gross output as the relevant output concept
for productvity analysis, value added is still the concept used in the great majority of
international productivity comparisons (Dollar and Wolff 1993; van Ark and Pilat 1993),

exceptions being the works of Jorgenson (1995) and his co-authors.

The aim of this section is to analyse the sensitiveness of the measure of the productivity gap
in British manufacturing to different concepts of productivity. To this end, the section
provides estimates of relative labour and total factor productivity for manufacturing based
on both value added and gross output, respectively. These estimates are calculated from the
data described above on output, factor inputs and currency conversion factors and use the

traditional growth accounting framework.

First, the relative labour productivity index is defined according to equation (5.1) and (5.2)

depending on the output concept used, value added™ (1) or gross output (Q), respectively.

V A(S) LB
V [ '
(51) LRAH = LA VB(S)

QA($) Lf?
(5.2) LP,AQ” Z 0"

'* Two main approaches can be distinguished to convert value added in national currencies into a common
currency. These are single deflation and double deflation. In the single deflation procedure, the currency
conversion factor based on relative prices of gross output is used to convert value added. In the double
deflation approach outputs and intermediate inputs are converted separately.
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On the other hand, following much of the literature on productivity comparisons, the
relative TFP index presented is that derived by Caves e/ a/. (1982), which compares, for any
two countries and for a particular industry, how much output the industry of each country
can produce given a weighted measure of input factors. An advantage of the multilateral
TFP index used is that is superlative (i.e. it is exact”” for the flexible translog functional
form) and it is transitive, so that the choice of the base country is unimportant. The TFP
index requires the assumption of constant returns to scale in production and perfect
competition through this section. The index is presented, respectively, in terms of value

added, equation (5.3), and gross output, equation (5.4).
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where a bar denotes the geometric mean over all the obscrvations in the sample. The

variable o =(s,+5)/2 is the average of the labour share in country ¢ (5) and the
geometric mean labour share (5). Additionally, the variable 8, = (m_+m)/2 is the average

of the intermediate input share in country ¢ () and the geometric mean of the intermediate

input share (m)

' An index numbser is said to be exact for a particular functional form if it equals the Fisher ideal index for
that functional form, i.e. it is equal to the geometric mean of the Paasche and Laspeyres index. An index is
said to be superlative if it is exact for a flexible functional form such as the translog (Diewert 1976).
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Table 5.3
Productivity Estimates for Alternative Output Concepts
Total Manufacturing, 1995

Country LP(VA) r LP(GO) R TFP(VA) r TFPGO) r

UsS 100 1 100 1 100 1 100 I
JP 840 4 820 S 65.4 3 85.9 5
GY 873 3 89.7 3 832 2 93.6 2
FR 953 2 96.6 2 82.8 3 934 3
IT 723 S 61.1 7 52.8 7 74.5 7
UK 64.1 7 635 6 67.8 4 87.0 4
CD 650 6 83.1 4 61.9 0 84.5 6
Std Dev. 14.31 15.14 16.05 8.21

Note: r refers to the rank position of each country relative to the total

Notwithstanding the number of factors affecting productivity measurement it is,
nonetheless, of importance to assess the sensitivity of the results obtained through adopting
different productivity concepts. Table 5.3 reports relative productivity estimates in 1995 for
manufacturing in terms of labour and total factor productivity respectively for alternative
output concepts. The country of comparison is the US, which is set cqual to 100.
Additionally, ordinal information contained in the indices 1s summarized in the form of
ranks. Independently of the productivity concept used, the United States clearly stands out
as the productivity leader in manufacturing in 1995”. The UK’s manufacturing relative
position, on the other hand, changes considerably depending on the productivity concept
used. While UK is ranked the least productive in terms of LP(VA), with a productivity gap
of 35% with respect to the US, its relative productivity position is improved in terms of
TFP. As already pointed out by other studies (O’'Mahony 1999), the relatively low levels of
labour productivity in UK manufacturing are partially caused by less capital-intensive

production.

*® To the extent that the countries’ business cycles are not synchronized, relative TFP may change due to
changes in relative capacity utilisation.
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Not only the relative posiion of some of these countries varies with the productivity
concept used, but the size of the productivity gap changes considerably too. In the case of
the UK manufacturing sector, for instance, the productivity differential with respect to the
leader by 1995 is estimated of the order of 32% in terms of TFP(VA) while is reduced to
only 13% in terms of TFP(GO). Overall, one can observe that TFP(GO) reports smaller
productivity differentials than the rest of the productivity estimates presented. Nevertheless,
despite the apparent closeness in gross output based productivity levels, one must consider
that, as noted in Chapter 2, the TFP growth rates based on gross output will be lower than
those based on value added. In other words, the speed by which the gap with respect to the
leader is reducing or broadening will be lower in terms of gross output based productivity
measures. Additionally, gross output based TFP tends to show a less marked vanation

across countries than the other productivity estimates.

Figure 5.1
Comparisons of Manufacturing Productivity Concepts
Data relative to 1995

O = N W h O N
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TEP(GO) ——a— LP(VA) - - LP(GO) ———TEP(VA)
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On the other hand, Figure 5.1 considers the question of how alternative productivity
concepts affect the ranking of the G7 economies according to their performance in
manufacturing. In the horizontal axis of Figure 5.1, countries have been arrayed in order of
their TFP(GO) levels. Thus, while the line corresponding to TFP(GO) is continuously
increasing by definition, changes in the sign of the slope for other productivity estimate
represent a change in the ranking of countries. Some countries, and this is the case for the
UK, sharply change their position from one data set to the other. While TFP(GO) and
TFP(VA) overlap in Figure 5.1, it is worth mentioning that in terms of magnitudes the

distance to the leader is reduced, on average, by half when gross output™ is used.

Table 5.4
Spearman’s Rank Correlation Coefficients
LP(VA) LP(GO) TFP(VA)

LP(GO) 8214*
(0.023]
TFP(VA) 0.7143 8214*

[0.071] [0.023]

TFP(GO) 0.7143 8214* 1.00**
[0.071] [0.023] [0 .000]

Notes: The Table reports Spearman rank correlation coefficients
* Significant at 5% level.
** Significant at 1% level.

! Note that, in particular, for the year 1995 currency conversion factors for gross output, intermediate
inputs and value added are assumed to be the same, and equal to the UVR used for output. The lack of
reliable information on international price data on intermediate goods makes the double deflation
approach not practicable here.
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One way of formalizing the closeness of these various rankings presented in Table 5.3 is to
compute rank correlation. The results in Table 5.4 suggest that the ranking provided by the
commonly used LP(VA) is only significantly (rank) correlated with the ranking provided by
LP(GO) at the 5% level of significance. Additionally, LP(GO), a measure of labour
productivity rarely used, appears to be significantly correlated with the rankings provided by
the other different measures at 5% significance level. Not surprising the null hypothesis of

independence of the two rankings provided by TFP(VA) and TFP(GO) is rejected.

5.5 THE UK’S RELATIVE PRODUCTIVITY PERFORMANCE IN
MANUFACTURING INDUSTRIES: A GROWTH ACCOUNTING
APPROACH

Aggregate patterns of manufacturing convergence and relative decline may be represented
by similar movements at a more disaggregated level or may hide diverging trends. This
section considers the empirical evidence on UK’s productivity performance at sectoral level
relative to some of its major and most influential competitors. The growth accounting
framework is used throughout this secton as a method of describing and benchmarking
productivity performance based on gross output, both in terms of levels and in terms of

growth rates.

5.5.1. Sectoral TFP Levels

This section aims to examine the patterns that emerge from the sectoral gross output based
TFP level data. Moreover it seeks to identify those sectors which in relation to productvity

performance in other countries have represented the engines of the British industry over
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the past three decades. To this end Table 5.5 shows how the level of TFP in terms of gross
output has evolved for several manufacturing industries in a comparative context. The

figures relate to the level of TFP on three intermediate dates (i.e. 1975, 1985 and 1995).

Table 5.5
Total Factor Productivity Levels, Relative to US level (US=100)

Industry Y
Country  Year| FBT TL WWP PPP  CH NMM BFM MOT| MAN

CDh 1995 84 93 92 83 81 86 84 86 85
1985 87 96 89 86 86 96 90 86 89
1975 90 98 85 81 87 97 88 79 88

FR 1995 84 96 95 105 94 105 98 85 93
1985 88 103 96 99 94 114 103 86 97
1975 94 109 107 92 92 110 93 78 94

GY 1995 96 97 88 82 102 97 109 96 94
1985 101 103 81 74 105 101 111 107 99
1975 101 11 88 69 100 95 107 97 96

IT 1995 77 73 69 79 75 70 75 73 74
1985 79 73 60 71 95 73 76 74 78
1975 80 79 56 54 101 66 63 69 76

JP 1995 74 77 n/a 82 87 n/a 89 95 86
1985 86 90 n/a 80 99 n/a 93 95 90
1975 97 100 n/a 78 104 n/a 86 79 86

UK 1995 85 89 80 95 92 96 87 87 87
1985 84 94 71 79 91 99 88 80 86
1975 83 98 80 76 86 96 77 77 82
Note: See Data Appendix A.2
(1) MAN denotes Total Manufacturing

Although the US stands out as the clear leader in productivity in total manufacturing for the
period considered; it does not lead in some of the manufacturing subsectors, rather
Germany and France do. In fact, by 1985, Germany and France had even higher

productivity levels than the US in the manufacture of textles (TL), non-metallic mineral
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products (NMM) and basic metals (BFM); and Germany was also ahead in food (FBT),
chemicals (CH) and machinery (MOT). However, the trend by which these countries were
catching up with the US stagnated or even began to diverge in the 1990’s. Overall, it can be
observed that most of the countries were closer to the US in 1985 than in 1995, the
exception being the UK, which continued converging to US values, at least until 1995, and
closed the gap with Germany and France in many industries. Particularly, by 1995, the
productivity gap in the British chemical, mineral and paper industries with respect to the
best country performer was of order of 8-10% (in terms of gross output based TFP

measures).

From Table 5.5 one can conclude that over the period 1970 to 1998, British industries were,
on average, ranked amongst the laggards in terms of TFP levels in the context of the G7
economies, with an average differential over 15%~. However, their relative position
improved over time. Particularly, by 1995, the best British industry performers in relative
terms were the food and paper industries, which were ranked in third position within the
G7 economies, while the worst performers were the textile, basic metals and wood

industries, which were ranked in fifth position.

5.5.2 Sectoral TFP Growth Rates

This section turns now to describe the patterns of TFP growth rates using standard
methods of growth accounting. The advantage of computing growth rates of TFP is that it

does not require the time series data for different countries to be converted to a common

22 : . . . . .
Italian sectors were, on average, the least productive in relative terms over the period considered.
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currency. Table 5.6 shows the average annual growth rates of TFP for the manufacturing
industries for the individual countries over the sample period 1970-1990 and 1990-1998,
respectively. The first observation is that productivity growth rates do not exceed 2% per
annum, thus the speed by which these industries tend to converge (or diverge) towards the

productivity leader (in case a pattern of catching-up exists) is relatively very low.

Table 5.6
Annual Average TFP(GO) Growth Rates of Manufacturing Industries
Std.

Industry FBT TL WWP PPP CH NMM BFM MOT |Average Dev. MAN
Country Growth rates of TFP(GO), 1970-90 (in % terms) m m

(61 )] 0.12 1.15 0.56 0.01 0.55 0.61 0.16 0.89 0.51 0.40 0.51
FR -0.13 0.82 128 045 090 105 0.75 1.05 0.77 0.44 0.67
GY 022 085 032 071 094 095 094 077 0.71 0.29 0.77
IT 0.23 0.87 145 141  -0.71 1.88 0.81 0.28 0.78 0.83 0.58
JP -0.84 041 n/a -0.50 0.02 n‘a 0.18 1.25 0.08 0.73 0.44
UK 0.62 1.03 -0.11 099 1.16 074 1.08 1.28 0.85 0.44 1.04
us 020 120 067 017 064 063 021 056 | 054 035 061
Average 0.06 0.91 0.70 0.46 0.50 0.98 0.59 0.87 0.66
Std. Dev. 045 027 059 064 065 048 039 036 0.20
Country Growth rates of TFP(GO), 1990-98 (in % terms)

CDh 0.07 -0.14 -053 -045 0.94 1.07 0.75 091 0.33 0.66 0.62
FR -0.05 0.39 022 -00s 0.70 -0.02 0.21 1.28 0.34 046 0.66
GY?® 094 -089 -140 -115 136 -126 -026 0.13 055 093 0.34
IT -0.23  0.49 1.06 -0.02 0.58 -0.19 073 -0.12 0.29 0.49 0.33
JP -0.76  -1.32 n/a -0.83 -0.21 n‘a -0.31 0.22 -0.54 0.54 0.06
UK 0.21 007 -0.13 002 09 032 037 0.8] 0.33 0.38 0.56
US| 026 062 -105 064 031 081 08 176 | 030 091 09
Average -0.28 -0.11  -0.31 -045 0.66 0.12 0.34 0.71 0.50
Std. Dev. 043 0.74 0.89 0.46 0.51 0.83 0.48 0.68 0.28
Notes: (1) Average & standard deviation excludes total manufacturing

(2)Germany refers to Westem Germany, and growth rates are calculated for the period 1990-96
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Second, significant differences in growth dynamics can be observed between industry
groups. Overall, the industries that, on average, grew at lower rates over both periods were
the food and paper industries. On the other hand, the machinery industry (an ICT
producing industry) was amongst the industries with higher producuvity growth rates,
particularly during the last decade. With respect to differences in growth dynamics across
countries, the results show that UK manufacturing industries performed better than the
average of the G7 countries over the two first decades, except in the case of the wood
industry. Japan, on the other hand, performed pootly, except for the machinery industry,
which was the driving force behind productvity growth in the Japanese manufacturing

sector.

The second panel of Table 5.6 shows a significant decline in productivity growth rates over
the last decade (1990-1998), experienced by most of the industries considered. Despite this
slowdown, TFP in the British manufacturing industries continued growing at rates above
the G7-average. The figures reveal that the markedly greater slowdown in other countrics,
particularly in Germany, and Japan, rather than an acceleration in UK productivity growth
rates, explains the relative better performance in Bridsh industry in recent years. It 1s worth
mentioning that this last period brings two opposite country experiences. On the one hand,
the decline of Japan, and on the other, the resurgence of the US. Total manufacturing
productivity growth rates accelerated significantly in the US during the last decade, boosted

principally by the machinery (MOT) industry.
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5.6 ECONOMETRIC ESTIMATION OF TFP GROWTH
DIFFERENCES

The results presented in the previous section were based on standard neoclassical methods
of growth accounting. Although the growth accounting methodology serves as the
framework for TFP computation, there is always the concern that the actual conditions of
an economy may be different from the neoclassical assumptions. In fact, the results in
Chapter 3 showed that the conditions of the UK manufacturing industries differ from those
postulated by the growth accounting approach. In particular, evidence was found of the
importance of the role of market power and adjustments in capacity utilisation. As pointed
out by Crafts and Mills (2001: p.1), “in standard growth accounting comparisons these problems are
esther assumed away or, for the purpose of benchmarking, taken to impart equal bias in each case.” Thus,
in order to correct for the potential bias this section describes a methodology for calculating
productivity growth rate differences by econometric estimation of country-industry gross
output production functions. In developing the analytical framework this section follows
the methodology highlighted in previous chapters and initially advocated by Iall (1988) and
extended by Harrigan (1999), among others. The difference with respect to previous
chapters is that here a three dimensional panel is considered. The dimensions are: industry,

country and time, respectively.

5.6.1 The Model

Using a homogeneous production function one can represent actual output for a particular

industry (?) in country (¢) in year () in the following way:
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(55) Qicl = AicIF(LS’KS’M)icl

where 0, denotes gross output®, A, represents the industry’s level of technology in a
particular country and, L', K, M, stands for labour and capital services and intermediate
inputs, respectively. The function F will be assumed to be homogeneous of degree (7+1) in

total inputs. Thus, 1=0 will correspond to constant returns to scale.

As seen in previous chapters, one can express input services as follows: K'=ZK, and
L'=NHE, =LE, In this way, capital services can be represented as the function of the
capital stock, K, and its degree of utlisation, Z. Additionally, labour services can be
decomposed in terms of number of employees, N, the number of hours worked, H, and

the effort of each worker, E,

Equation (5.5) is logarithmically differentiated with respect to time. Rearranging and

expressing the result in discrete time one obtains the following expression:

(56) Aand =AlnA¢.I +ai"’..l.ﬂAlan +%&'Am1<ul +§&—%‘AmMcl +6ILIAlnCleLI
alfd F;ﬂ aKm ict 6M{‘l Fu‘t

where CU=G(Z, E,), represents the level of capacity utilisation, which is defined as a
function of the intensity with which input factors are used in the production process. This

vanable is not observed by the econometrician.

2 For easy of exposition country and industry subscripts are reported only when strictly necessary
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A challenge in estimating expression (5.6), as mentioned in other chapters, is to relate the
unobservable A/#CU, to observable variables. Notice that if this effect is present and it 1s
not considered, estimated technological growth would be biased by the cyclical utilisation of
inputs. Following the same methodology as in previous chapters, data on deviation from

the hours trend for each national industry is used to construct the cyclical ualisation index.

Additionally, market imperfection in the output market is accommodated. The analysis
proceeds assuming that producers charge a price, P, which is a mark up, 4, over marginal
cost. Nevertheless, they act as price-takers in input markets when choosing their factor
inputs so as to maximise profit (or minimise cost). In this regard, producers take the price

of all J inputs, P/, as given by competitive markets.

The first-order conditions for cost minimisation imply that the value of a factor’s marginal

product is set equal to a mark-up over the factor’s input price. That 1s:

J
(57) aF;c/ _‘{_i_c_r____ Pu-l Rct"]lcl = #m sin
aJicl Ecl M Q'rl Pileicl

where: P, and P,/ are the output and input prices respectively; MC, is marginal cost,
#=P/MC, is the mark up ratio and s; are the input revenue shares. Equation (5.7) means
that the ratio of the input payment to output valued at marginal cost measures the elasticity
of output with respect to this input. In other words, the shares, s, are an exact measurc of
the elasticity when marginal price and cost are equal (#,=7) but underesnmates it when the

marginal cost falls short of price.
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Combining equation (5.6) and (5.7) and rearranging after applying Euler’s theorem™, one
obtains an equation similar to Hall’s (1988) econometric model, although allowing for

variations in capacity utilisation™.

(5.8) AI(Q/K),, =B, +u [sLAI(L/K),, +s" Aln(M/K)

1+ 4, AIn(K),, +8,AInCU,

ict ict ict ict + Uirl

The resulting equation (5.8) permits one to simultaneously estimate price-cost margins (i)
alongside returns to scale (1+1). The parameter X is a convenient measure of the extent to

which the industry production function differs from constant returns to scale.

To simplify notation, let AlnFC,, =[s;,AIn(L/K),, +saAln(M/K),,] then equaton (5.8)

26,

becomes™:

(59)  AIn(Q/K), =Alnd_, +u AIFC,, +iAlnK,, +8,ANCU,,

As mentioned above, productivity differences between industries and across countries tend

to be highly persistent over time. In equation (5.9) the term A/nA,, represents the national

* Note that since the output elasticities of factors J sum up to the scale elasticity (Euler’s Theorem) one
- L F K . L
can compute the capital elasticity as the following difference: P 1+ A - pus" — us* . This relation is

very useful as it avoids the problematic computation of the shadow value of capital.
;Z The mark up, the capacity utilisation and scale coefficients are considered as average parameters.

For empirical purpose, discrete growth rates replace continuous ones and the index of input growth (FC)
is a Torqvist one, where the weights are the arithmetic average of the shares in year (t) and (t-1)
respectively.
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industry’s productivity growth rate, which will be represented by an error component

structure in the following way:

(510) Aln Aicl = ﬁic +Vicl

where the term S, , represents the average growth rate of productivity for a particular
industry in a particular location. On the other hand, the term v, is an idiosyncratic
disturbance to industry 7 in nation ¢ at time 4, assumed to be an independent identically

distributed normal random varable.

Finally, inserting equation (5.10) into equadon (5.9) one obtains the equation to be

estimated:

(5.11) AIn(Q/K),, = B, + s AInFC,, + A_Aln(K)

ict ic ict

+6,AlnCU,, +v,,

ict

5.6.2 Econometric Issues

Before turning to the results, there are a number of issues to discuss relating to equation
(5.11). First, based on the results obtained in Chapter 3, it is in principle sensible to assume
that there may be important differences between industries in each country. However, it is
assumed that the production structure of the same industry is very likely to be similar in a

set of industrialized countries. Therefore, parameters estimated are assumed to be the same
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across industries in different countries® except for the estimated TFP growth rates, which,

in principle, are allowed to vary across sectors and countries.

Second, this model is based on the assumptions of stationarity of all the varables included
in the regression. Failing such an assumption one might be dealing with spurious
regressions. Unit root test are performed on the individual series to ensure all variables
entering equation (5.11) are stationary. Among the various tests proposed in the literature,
the Im, Pesaran and Shin (1997), IPS, panel unit root test is suitable here. The IPS s-bar test
is based on an average of the individual country industry Dickey Fuller (ADF) tests while
allowing for heterogeneous coefficients under the alternative hypothesis and different serial
correlation patterns across groups. Under the null hypothesis, all groups exhibit a unit root

while under the alternative this is not true for some.

Table B.9 in the Statistical Appendix B.6 presents the results of the panel unit root tests
allowing for an intercept. Applying by industry the s-bar test to the varables in first
differences, test statistics are obtained above the critical value to reject the hypothests of the
presence of a unit root. These tests are based on an ADF regression of 1 lag and a DF
regression. Therefore, the rejection of the null hypothesis implies that the data scries are
stationary and consequently, traditional estimation methods can be used to esamate the

relationship between them.

*” The mark-up, the capacity utilisation and the scale coefficients are assumed to be constant across
countries but allowed to vary across industries. This is achieved using slope dummy variables for each
industry.
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As mentioned in previous chapters, equation (5.11) can be estimated in various ways
depending on how one considers the error term and addresses potential correlation
between the right hand side variables and the composite error term due to simultaneity
and/or omitted variable problems. The appropriate solution to the potential correlation
problem is to use an instrumental variable estimator. The difficulty, however, is the lack of
appropriate instruments in this kind of regressions (as shown in other studies, see Griliches
and Mairesse 1998). In fact, Basu and Fernald (1997) find that using OLS does not greatly

affect the result The estimated parameters of (5.11) are thus non-instrumented™.

Finally, an issue in estimating equation (5.11) is the possibility of seral correlanon and
heteroskedasticity in the residuals. A preliminary regression of equation (5.11) by OLS
(results not reported) suggests the non-existence of serial correlation in the residuals. The
Baltagi autocorrelation LM test for panel data predicts a x*(1) statistic for the null of no
serial correlation of 0.124 with a probability value of 0.724, and the Durbin-Watson statistic
for panel data is 1.90. However, pre-testing the null of a constant variance rejects the
assumption of homoskedasticity. Assuming homoskedasticity disturbances when
heteroskedasticity is present will stll result in consistent estimates of the regression
coefficients, but these estimates will not be efficient. In particular, the modified Wald test
for groupwise heteroskedasticity (H,: &, = o, V ) predicts a x*(54) statistic of 1597.99 with
a probability value of 0.000. On the basis of this test the analysis proceeds by esimating the

regression allowing for heteroskedasticity in the residuals®.

2 They should be interpreted with caution, as they may not be consistent estimates of the structural
parameters due to the simultaneity problem.

** In addition, the Breuch and Pagan LM test for cross-sectional correlation cannot reject the null of spatial
independence of the residuals. The x’(1431) statistic reports a value of 1461.61 with probability value of
0.281.
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In the cases of heteroskedastic panels one has two possibiliies to proceed: (a) making
assumptions about the precise form of heteroskedasticity and estimating the model again
with GLS; or (b) using a covariance matrix estimator that is robust against
heteroskedasticity of unknown form. The results presented in this chapter are based on the
first approach. Nevertheless, point estimates under both approaches were very similar,
although standard errors were slightly higher under the second approach, but in no case
changing the significance of the coefficients. In particular, the Kmenta/CHTA correction
for panel heteroskedasticity is used, i.e. Panel Weighted Least Squares (PWLS). This
estimator is a form of GLS although it applies the finite sample normalisation adjustment to
the estimated variances. The analysis starts by estimatng equation (5.11) via OLS and
generating residuals, which are then used to estimate the error varances. The estimated
variances are then used to weight every observation in a particular unit “/”’, and OLS is run

again on the weighted data™.

5.6.3 Empirical Results

Table 5.7 reports estimates of three variants of equation (5.11). The estimator in each case
is PWLS as discussed above. Model 1 is the unrestrcted equation, while Model 2 imposes
constant returns to scale. Model 3 imposes restriction across countries on the TFP growth
term at the industry level and, finally, Model 4 1s the constant returns restricted version of

Model 3.

*® This is roughly analogous to “robust” standard error in a panel context.
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Table 5.7
Estimates of Equation (5.11)
Model 1 Model 2 Model 3 Model 4
Coeff. Std. Err. Coeff. Std. Err. CoefT. Std. Err. Coefl. Std.
Mark-up
FBT 1.015  (0.030) 1.035 (0.030) 0998  (0.028) 1.032""  (0.028)
TL 1.136™  (0.023) 1 .136:': 0.023) 1.141 (0.022) 1.141 (0.022)
WWP 1.081"  (0.019) 1 .091_:_ ©o018)  1.082  (0018) 1.086""  (0.016)
PPP 1.1 18:: ©028) L1317 (0.022) 111377 (0027) L1357 (0.021)
CH 1.052 ©019) 10577 (0.019)  1.052  (0.019) 1.060°"  (0.019)
NMM 1210 (0.040) 1 .209.:. (0.040) 1189 (0.039) 11867 (0.038)
BFM 1.081°"  (0.024) 1 088""  (0.023) 10787 (0.024) 1.0897"  (0.023)
MOT 1.166"  (0.021) 1.173 0.021)  1.160 (0.021) 1.166 (0.021)
Returns to scale
FBT -0.1327  (0.054) -0.167""  (0.038)
TL 0006  (0.048) 0010  (0.036)
WWP  -0.030  (0.024) -0.008 (0.021)
PPP -0.029  (0.036) 0042 (0.034)
CH -0.094°  (0.055) -0.110 (0.050)
NMM -0.002 (0.048) 0.015 (0.046)
BFM -0.062  (0.050) -0.067 (0.041)
MOT -0.073°  (0.043) -0.063 (0.038)
Capacity Utilisation
FBT -0.819 (0519 -0.683  (0.525) 0824 (0.514)  -0.639  (0527)
TL -1.750"7 (0.429)  -1.751" (0.424)  -1.785 (0422)  -L77177 (0.422)
WWP 0431 (0653) -0476  (0.648) -0410  (0645)  -0.449  (0.642)
PPP 15717 (0689)  1.501"  (0.677) 15987 (0.687) 1463 (0.676)
CH 20107 (©0.738) 21957 (0.739)  2.051 (0.736) 2.259""  (0.744)
NMM  -0.557  (0925) -0.518  (0914)  -023I (0907)  -0.215  (0.906)
BFM 11727 (0.543) 1.248°"  (0.543) 1.188""  (0.540) 1.256""  (0.544)
MOT -0.033  (0.578) 0.080  (0.569) 0.075 0.577) 0.181 (0.576)
Industry Productivity Growth Rates in % (averages)
M) (80
FBT 0361 (0002) 0019  (0.001) 0509""  (0.001) 0.160”  (0.001)
TL 0.826. (0.001) 08307 (0.001) 0899 (0.001)  0.897 "  (0.001)
WWP 0.546::' (0.002) 0.462:: (0.001) 0.423:_. (0.001) 0.406:' (0.001)
PPP 0575 (0002) 0490 ©001)  0521""  (0.002)  0.4027°  (0.001)
CH 0.805""  (0.002) 0.569:: 0.001)  1.005""  (0.002) 0.751 (0.001)
NMM 1.042 (0.002) 1.039 (0.002) 0957 (0.002) 0.976:: 0.001)
BFM 0772 (©001) 0671 (0.001) 0755 (0.001)  0.668 "  (0.001)
MOT 1.244 0.002) 0975 0.001)  1.240 (0.002) 1.016 (0.001)
AdjR* 0947 0.947 0.947 0.946
N. Obs 1488 1488 1488 1488
RMSE 0.013 0.013 0.013 0.013
LL 43564 43472 4330.3 4311.1
Ho: Bi=  7.06 [0.000) 8.48 [0.000] 4.15 [0.000) 11.31 [0.000)*)

Notes: Standard errors are in parenthesis and probabilities in brackets. Number of observations is 28 time
periods (except for Germany), by 8 industries (except for Japan), by 7 countries.
(1) Averages within industries across countries from point estimates. (2) H,: ;= 0.

* significant at 10% level, ** at 5% level and *** at 1% level.
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The unrestricted model allows for two sources of industry productivity growth differences:
differences in the scale of production within industry and industry-country differences in
productivity growth rates. The imposition of constant returns to scale (A = 0) in Model 2
means that any differences in productivity growth will be attributed to industry-country
specific growth rates. In fact, the test of the null hypothesis of 4, = 0 for all industries
cannot be rejected at the 5% level of significance on the basis of an F-test, F(8, 1410)=1.96.
On the other hand, the assumpdon of equal TFP growth rates for industry 7 across
countries (H,: B, = B) cannot be rejected (Model 1 to Model 3, and Model 2 to Model 4). In
other words, the results suggest that average differences in productivity growth rates within

an industry across the G7 economies are not statistically significant.

As can be verified in Table 5.7, the coefficient estimates confirm the presence of positive
and statistically significant mark-ups, except for the FBT industrics, where the 95%
confidence interval of the estimate of # includes 1 in any of the models analysed. In Chapter
3, it was also found that the assumption of perfect competition could not be rejected in the
context of the British food industry. Industries with higher mark-ups are the non-metallic
mineral industry followed by the machinery industry. In prior studies, estimates for mark-
ups obtained within the primal framework vary in size, but all of them point toward the
existence of market power (Hall 1988, 1990). The crucial factor when estimating mark-ups
appears to be the definition of output.’ Regardless of the output concept used in prior
studies, mark-up estimates presented in this research are in general both more
homogeneous across industries and lower, mostly ranging between 1.1 and being well below

1.3 for every industry.

*' In Chapter 3 it was shown that the use of value added data biases results upwards. In fact, estimates
obtained with gross output data are generally lower than those obtained with value added data.
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In Chapter 2, it was shown that high mark-ups are associated with increasing returns to
scale. In fact, markups and returns to scale are economically related such
#(TR/TC)=(1+1)”. However, in this case the results suggest that deviation from constant
returns to scale is individually non significant for all the considered industries, except for
the FBT industry which appears to show significant decreasing returns to scale, although its
mark-up is not significantly different from 1. As far as economies of scale is concerned, the
finding of constant returns is nothing new (Burnside 1996; Burnside e/ /. 1995; Haskel ez a/.
1995). Results obtained within the primal approach are mixed. Some estimates imply high
increasing returns to scale (Hall 1990), while others find only moderate economies of scale
(Bartelsman e 4/ 1994), constant (Burnside 1996; Burnside ¢/ 4/ 1995) or even decreasing

returns (Basu and Fernald 1997).

The capacity utilisation term, on the other hand, appears significant for 4 of the industries
considered. Similar to what we found in Chapter 3, correcting measures of input for cyclical
changes in capacity utilisation has a significant impact on estimates of the mark-ups and
returns to scale. When capacity utilisation is included in the regression the significance and

sizes of the mark-up diminishes. The same applies to the estimates of the returns to scale.

5.7 DISCUSSION

The interest in this section is multiple. Based on the results derived in previous sections, the

first objective is to examine the direction and size of the bias in the productvity residual by

*2 TR and TC stand for total revenues and total costs respectively.
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using the traditional growth accounting approach. The second goal is to study whether
adjusting for bias materially affects international comparisons of TFP over time. Finally, the

results reported here are compared with those from other recent studies.

5.7.1 Bias in Traditional TFP Estimates

Table 5.8 presents the implied average gross output based TFP rates using both the
parametric and non-parametric techniques for different industry groups and countries over
the period 1970-1998. Particularly, the parametric estimates are those based on the results
reported in the last column of Table 5.7, cotresponding to the estimation of Model 4. On
the other hand, the non-parametric estimates are those based on the accounting approach

outlined in section 5.5.

Are traditional growth accounting measures of TFP growth seriously biased? ‘The results
presented in Table 5.8 suggest that the growth accounting TFP rates estimates, which are
not corrected for biases resulting from imperfect competition and adjustments in capacty
utilisation are a poor guide to the “adjusted” TFP. The latter are obtained when those biases
have been removed and they may be thought of as a better measure of the contrnbution of
innovation to productvity growth. Overall, for the period 1970 to 1998, the sign of the bias
1s positive, in the sense that growth accounting estimates underestimate true average TFP
growth rates, the only exception being for the wood industry. The size of the bias changes
across industries and countries. For the case of UK the average estimated bias is equal to
0.17, which is very similar to the averaged estmated 0.11 found in Chapter 3 (sec Table
3.8). The major differences between both approaches are found for Japan and Germany.

Additionally, the industry for which the results differ most is the textile industry.
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Table 5.8

Parametric vs. Non-Paramettic Gross Output-Based TFP Growth Estimates

1970-1998 (in % terms)

Std.

FBT TL WWP PPP CH NMM BFM MOT |A"™¢ p. MAN
Growth rates of TFP(GO) - Growth Accounting m )
CD 0.11 0.78 025 -0.12 0.66 0.74 0.33 0.90 0.46 0.37 0.54
FR -0.11 0.70 0.98 0.31 0.84 0.75 0.60 1.12 0.65 0.39 0.67
GY -0.05 045 -0.08 0.28 1.03 0.44 0.67 0.63 042 0.37 0.67
IT 0.10 0.76 1.34 1.00  -0.34 1.29 0.79 0.17 0.64 0.60 0.51
JP -0.82  -0.09 n/a -0.60 -0.05 n/a 0.04 0.95 -0.09 0.61 0.33
UK 0.50 0.76 -0.12 0.72 1.10 0.62 0.87 1.15 0.70 0.40 0.90
US 0.07 1.04 0.18 -0.06 0.55 0.68 0.40 0.90 0.47 0.40 0.70
Average -0.03 0.63 043 0.22 0.54 0.75 0.53 0.83 0.50 0.56 0.62
UK-Avg. 0.53 0.13 -0.54 0.50 0.56 -0.13 0.35 0.32 0.20 0.28
Std. Dev. 0.40 0.36 0.60 0.54 0.55 029 0.29 0.34
Growth rates of TFP(GO) - Parametric results
CDh 0.26 0.95 0.26 0.02 0.85 0.53 0.39 091 0.52 0.35 0.58
FR 0.09 1.20 0.77 0.14 1.06 1.00 0.69 1.39 0.79 0.47 0.79
GY® 0.18 089 025 057 108 09 097 094 072 034 078
IT 0.26 0.84 1.14 1.25  -0.08 1.50 0.82 0.27 0.75 0.55 0.55
JP -0.58 0.40 n/a  0.07 0.28 na 042 1.30 0.32 0.61 0.67
UK 0.72 0.87 -0.10 0.79 1.29 1.23 0.97 1.19 0.87 0.44 1.00
Us 018 1.3 011 -003 078 069 041 1.10 0.55 045  0.76
Average 0.16 0.90 041 0.40 0.75 0.98 0.67 1.02 0.66 0.72 0.73
UK-Avg. 0.56 -0.03 -0.50 0.39 0.54 0.25 0.31 0.18 0.21 0.27
Std. Dev. 0.38 0.26 0.46 048 0.49 0.35 0.26 0.37
Bias: Parametric -Growth Accounting

CD 0.16 0.16 0.01 0.14 0.19 -0.21 0.06 0.02 0.06 0.03
FR 0.20 0.50 -0.20 -0.16 0.22 0.25 0.09 0.28 0.15 0.12
GY® 0.23 0.44 0.33 0.29 0.04 0.47 0.31 0.31 0.30 0.11
IT 0.16 0.08 -0.20 0.25 0.26 0.21 0.03 0.10 0.11 0.05
JpP 0.24 048 n/a 0.67 033 n/a 0.38 0.35 041 0.34
UK 0.21 0.11 0.02 0.07 0.18 0.61 0.10 0.05 0.17 0.10
us 011 0.0 -0.07 003 024 001 00l 020 008 0.07
Average 0.19 027 -0.02 0.18 0.21 0.22 0.14 0.19

Source: Results from Table 5.6 and Table 5.7.

Note:

(1) Average & standard deviation excludes total manufacturing

(2) Germany refers to Western Germany, and growth rates are calculated for the period 1990-96

Although the magnitudes of the results presented in the first two panels of Table 5.8 are

rather different, similar patterns across industries over the sample period emerge. In

188



International Comparisons of Productivity Performance in Manufacturing Industries

particular, the industry with lowest productivity growth rates is the food industry, while the

machinery industry is the one experiencing fastest growth rates under both approaches.

Does adjusting for bias affect comparisons between British and the G7 average TFP growth
rates? The results presented in Table 5.8 suggest that with respect to the performance of the
British industries, both approaches conclude that overall UK manufacturing industnes
experienced higher rates than the G7 average, with very few exceptions. Major differences
between both approaches are found for the mineral industry, followed by the textile and

machinery industry (industries with high estimated mark-ups).

Does adjusting for bias affect the size and direction of the British productivity gap with
respect to the TFP performance of the G7 countries? To answer this question Table 5.9
presents the estimated bias of the UK relative productivity gap. The bias is obtained as the
difference between the gross output based TFP levels in 1995 obtained from adjusting for
imperfect competition and capacity utlisation and the TFP levels from the accounting

approach outlined in section 5.5.

For Total Manufacturing, the estimated bias is negative for the US and Canada and positive
otherwise. A negative bias means that relative TFP levels estimates from the growth
accounting approach are larger than the “adjusted TFP” levels. At sectoral level, the sign of
the bias is positive and its size of the order of 5% in both directions. Larger biases are
found for the mineral, paper and the textile industries. Across countries major ditferences
are estimated with respect to Italy (with an average bias of 8%), Germany, and Japan (with

an average bias of 5%).
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Table 5.9
Bias of UK Relative TFP Gap

us JP GY FR IT CD | Average
MAN -1.5 5.7 0.2 1.6 7.2 -0.4 2.1
FBT -1.6 1.2 -1.4 0.7 1.5 -1.2 -0.1
TL -6.5 2.6 -9.4 -0.1 6.5 -9.5 2.8
WWP -1.5 n/a -1.8 23 7.1 -1.9 0.8
PPP 0.0 103 8.5 2.6 7.6 8.3 53
CH 0.1 5.4 -0.9 -0.1 5.9 1.6 2.0
NMM 4.4 n/a 10.1 8.6 17.5 9.5 10.0
BFM 1.0 9.6 -3.0 2.9 83 1.6 34
MOT -1.3 2.5 -11.7 44 8.7 -2.5 0.0
Average -0.7 5.3 -1.2 2.0 7.9 0.7

Note: The bias is calculated as the difference between the TFP level in 1995 obtained
from the results presented in Table 5.7 and the TFP level from the growth accounting
approach in Table 5.5.

Overall, these estimates imply that it is important to be concerned about biases in
traditional estimates of TFP, particularly at the sectoral level. Although for total
manufacturing the average bias of the productivity gap is estimated of the order of 2.5
percentage points, there are some industries for which this bias is even above 10 percentage

points.

5.7.2. Comparison with Previous Studies

As mentioned in the introduction to this chapter, there has been much recent interest in
comparing the UK’s performance in terms of productivity levels with that of other
industrialized economies. This is reflected in the studies by O’Mahony (1999), O’Mahony
and de Boer (2002) and Malley ez 4/ (2003). The first two studies are based on growth

accounting and use value added as a measure of output. The latter uses gross output and
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adjust for the presence of imperfect competition and capacity utilisation. But how do these
other estimates of relative UK TFP for manufacturing compare with those reported here?
Table 5.10 compares relative TFP levels derived from previous sections with those reported
by others. All data refer to 1995, with the exception of the data reported by Malley e/ 4.
(2003), which refers to 1994. For ease of comparison, the indices of Table 5.10 have been

rebased so the UK’s TFP level is set equal to 100.

Table 5.10
UK Manufacturing Productivity Gap: Comparisons with Previous Studies

Studies TFP Measure US JP GY FR IT UK CD
Author Adjusted GO-TFP 113 104 108 109 93 100 97
Author Solow(GO) 115 99 108 107 86 100 97
Author Solow(VA) 147 96 123 122 78 100 91
Malley et al. (2003)  Adjusted GO-TFP 136 112 113 100
O'Mahony(1999) Solow(VA) 142 116 108 103 100
O'Mahony(2002)  Solow(VA) 143 121 110 100

Notes: Malley et al. (2003) data refers to 1994

Although our approach is closest to the Malley e/ a/. (2003) study our results differ to some
degree. Major differences with Malley’s results refer to the estimated gap with respect to the
US. In fact, their result is called into question. Focusing on the differential with the US:
Malley’s productivity gap of 36% implies that, at average gross output based TFP growth
rates of 1% and 0.76% for UK and the US respectively, it will take 128 years for the UK to
catch-up with the US levels in manufacturing. On the other hand, the reported O’Mahony’s
gap of 42% implies that at value added based TFP growth rates™ of 1.85% and 1.21% for
UK and US respectively, it will take just 55 years to converge to the US levels. Therefore,

the differences between both studies are quite considerable, although the reported gap

%3 These growth rates are the ones reported in O’Mahony (1999) for value added based TFP for the period
1973-1996.
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looks similar. The results reported here are more in line with the estimates by O’Mahony
(1999), in the sense that they imply a 51-year span to attain the US levels in manufacturing

(given constant rates of growth).

The preferred estimates here (those adjusted for market power and vanations in capacity
utilisation) confirm the finding of these previous studies that UK manufacturing faces a
significant productivity lag in terms of TFP. Additionally, in agreement with other studies,
the analysis concludes that adjusting for biases does not impact heavily on the British
productivity gap for the manufacturing sector in aggregate. In parucular, the results
obtained in the present study suggest that the gap in terms of gross output based TFP with
respect to the US is of the order of 13%, with respect to Germany and France of 8-9%, and

of 4% with respect to Japan.

5.8 CONCLUSIONS

The purpose of this chapter was to revisit the well-documented productivity gap in
manufacturing between the UK and its most direct and influential competitors. To this end,
new estimates of growth performance and levels of productivity were provided for the
aggregate manufacturing sector and for a set of eight manufacturing industries over the
period 1970-1998. Particularly, the stress of the present study was placed upon the
sensitvity of the size and direction of the productivity differential to measurement issues

and restrictive assumptions.

192



International Comparisons of Productivity Performance in Manufacturing Industries

First of all, the results showed that the British productivity gap in total manufacturing is
particularly sensitive to different productivity concepts. Not only the relative position of the
UK manufacturing sector with respect to the performance of other countnies varies with
the productivity concept used, but also the size of the reported productivity differential

changes considerably too.

Growth accounting productivity estimates were presented together with parametrc
estimates. The problem with growth accounting estimates is that they may not be an
accurate measure of the true TFP since they ignore the role of market power, scale
economies and adjustments in capacity utilisation. In fact, the econometric results presented
in this chapter suggest that some of the assumptions underlying the growth accounting
approach are not sustainable. Particulatly, the results confirm the presence of positive and
statistically significant mark-ups for all industries considered, except for the food industry,
and the significance of the capacity utilisation term. However, the assumption of constant

returns to scale could not be rejected.

Taking into account these results, “adjusted” TFP estimates were presented, which are
obtained when those biases have been removed and which might be thought of as more
accurate measures of the underlying technological change. These estimates permitted the
study of the bias and its impact on the UK’s productvity differential. The results presented
in this chapter showed that the magnitude and direction of the bias varies across industrics
as well as across countries. Nevertheless, the sign of the bias was on average positive, in the

sense that traditional growth accounting productivity estimates are significantly downward
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biased for the period 1970-98. This result confirmed the findings obtained in Chapter 3 for

the UK economy.

Overall, these results suggested that is important to be concerned about biases in traditional
estimates of TFP but, mainly, at sectoral level. Although for total manufactuning the average
bias of the productivity gap was found of the order of 2.5 percentage points, there are some
industries for which this bias was even greater to 10 percentage points. This implies that
adjusting for biases does not impact greatly on the British productivity gap at the aggregate

manufacturing level but it does at a more disaggregated level.

Despite the concern about biases, the results showed that, although there are Brinsh success
stories (such as chemicals, minerals and paper and printing industries), the productivity gap
still remains significant. Moreover, although the productivity gap has been reduced over
time (until 1995), the productivity of the UK stll trails behind that in the US, France and

Germany and to a lesser extent Japan, almost regardless of the sector.

Finally and supporting the results encountered in Chapter 3 what emerges as a conclusion is
that productivity growth estimates are highly sensitive. However, despite the sensitivity of
productivity measures, one must be cautious about the use of the standard accounting
approach to benchmark productivity performance and study differences in productivity
across countries. Such crticism must be taken seriously in the interpretation and use of

productivity measures as representations of the theoretical concept of TFP.
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Summary and Conclusions

6.1 SUMMARY OF FINDINGS

The main objectives of this study were threefold. First, this thesis was concerned with the
sensitivity of UK manufacturing TFP growth estimates to different methodological and
measurement issues. Particular stress was placed upon alternative output concepts —gross
output vs. value added- and estimation methods —growth accounting vs. econometrics. The
second purpose was to examine how taking into account these issues might influence
estimates of the relationship between TFP and R&D efforts. Finally, the third main goal
was to address how these measurement and methodological concerns might affect the
measurement of the size and direction of the UK productivity gap. Each of these objectives

was addressed respectively in a separate empirical chapter.

Before addressing each of these objectives, Chapter 2 provided the framework that leads to
the questions addressed in the thesis. This chapter considered some of the issues related to
the conceptualisation, interpretation and measurement of TFP growth. A review of the
growth accounting framework was presented in addition to insights into methodological
extensions that relax its underlying assumptions. This chapter also reviewed recent
empirical studies on UK TFP growth measurement. The literature review revealed that TFP
growth estimates are very sensitive to different assumptions. Significant evidence was found
that some of the assumptions underlying the growth accounting approach to measuting
TFP growth in UK manufacturing industries could not be sustained. These are, specifically,
the assumptions of perfect competition and instantaneous input adjustment. The cvidence
with respect to returns to scale was, however, inconclusive. Additionally, productivity

measures were found to be highly sensitive to the output concept employed. This chapter
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concluded that there is a need for a comprehensive and integrated framework that takes
into account these measurement issues in three areas of productivity analysis: the
measurement of TFP growth rates, the analysis of TFP and its determinants and finally,

international productivity comparisons.

The purpose of Chapter 3 was to examine the sensitivity of TFP growth estimates to
different methodological and measurement issues in the context of UK manufacturing
industries over the period 1970-1997. Emphasis was placed upon both alternative concepts
of real output and estimation techniques. First, it was argued that gross output was the
superior concept of real output to employ for the measurement of productvity growth,
while the common practice of using single deflated value added accounted for considerable
measurement bias. Second, the econometric approach to productivity measurement showed
that the assumption of petfect competition couldn’t be sustained for all manufacturing
industries and that adjustment in capacity utilisation was statistically significant. Significant
mark-ups were found in the non-metallic mineral industry, the paper industry, the wood

industry and the basic metal industry.

The empirical results suggested that the traditional growth accounting approach leads to a
biased estimate of UK manufacturing TFP growth. In line with previous studies, the
productivity residual was found to be significantly downward biased for the period 1973-
1979. On the other hand, for the periods 1980-1989 and 1990-1997 the growth accounting
approach leads, in general, to significant upward biases in the estimates of UK

manufacturing TFP growth. These parametric results suggest that the recovery in TFP
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growth rates experienced by the British manufacturing industries in the 1980s was not as

spectacular as implied by the growth accounting estimates.

Building on the results obtained in Chapter 3, the purpose of Chapter 4 was to study the
impact of productive knowledge upon industry’s TFP. The emphasis in this analysis was
placed upon the long-run relationship between innovative efforts and productivity and the
nature of the R&D spillovers accruing to a panel of eight UK manufacturing industries over
the period 1970 to 1997. In contrast to other empirical studies in the literature, the analysis
in Chapter 4 focused on gross output and allowed for imperfect competition and temporary
disequilibria. In particular, an ECM was adopted for estimating the long-run parameters in a

pooled framework.

The results of the empirical analysis in Chapter 4 supported the findings found in related
studies using different methodologies. The results showed the existence of a positive and
significant link between industry’s R&D activities and productivity in the long run. In
additon, robust evidence was found of positive and significant domestic R&D spillovers.
Interestingly, the results also indicated that international spillovers do not contribute
significantly to TFP in UK manufacturing sectors. The findings therefore suggest that
controlling for measurement bias, although important, does not affect markedly the

estimated relationship between TFP and R&D activities.

The purpose of Chapter 5 was to provide new evidence on the productivity gap in
manufacturing between the UK and other industrialized countries. Particularly, the stress

was placed upon the sensitivity of the size and direction of the productivity differential to
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measurement issues and restrictive assumptions. To this end, new estimates of growth
performance and levels of productivity were provided for the aggregate manufacturing
sector and for the set of eight manufacturing industries over the period 1970-1998.
Additionally, the study extended existing research by providing new growth accounting

productivity estimates together with parametric estimates.

The results obtained in Chapter 5 support the proposition that the British productivity gap
in total manufacturing is particularly sensitive to different productivity concepts. Not only
the relative position of the UK manufacturing sector with respect to the performance of
other countries varies with the productivity and output concepts used, but also the size of
the reported productivity differential changes considerably too. Additionally, the results
indicated that the bias in traditional TFP estimates does not impact greatly on the British
productivity gap at the aggregate manufacturing level but does so at a more disaggregated
level. Finally, despite concerns about biases, the results obtained showed that the
productivity of UK manufacturing still trails behind that achieved in the US, France,

Germany and to a less extent Japan, almost regardless of the sector.

6.2 SUGGESTIONS FOR FUTURE RESEARCH

A number of ways could be recommended to improve and extend the empirical analysis
developed in previous chapters. First, while the focus of this thesis has been the
manufacturing sector, the analysis of service industries would be of particular importance

for future research. The service sector now represents the largest part of the UK economy
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in terms of contribution to GDP and employment'. However, work looking at the
productivity of the service sector is sparse relative to that undertaken on the production
industries (the exceptions being the works by O’Mahony ez a/. 1998 and O’Mahony 1999).

This is partly due to data availability and in part due to measurement issues.

With the data available, traditional productivity measurement methods have proved
inadequate for analysing service industries. The primary initial difficulty in measuring
productivity in service sectors involves the appropriate definition and measurement of
output and prices (Griliches 1992). Recent approaches to productivity measurement at the
firm level could serve as a starting point to develop new methodologies to measure
productivity in contexts where price deflators are not available. The basic idea would
therefore be to augment the production function with the demand side and, thereby

endogenise prices (see the works by Griliches and Klette 1996 and Ormaghi 2003).

Related to the problem of measuring real output in service industries there is the further
problem of how to capture quality improvements in both manufacturing goods and
services. Hedonic methods have been considered as the best way to address this problem
although their use is still uncommon. However, it is insufficient to limit quality adjustment
to measures of output, as measures of inputs need equal consideration. While this thesis did
not attempt to treat the issue of quality adjustment in productivity measurement, further
assessments to build quality changes directly into the model are likely to provide important

insights into the analysis.

' See Julius and Butler (1998), and Julius (1999) for a series of stylised facts about the UK service sector
between 1970-97.
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In addinon, more attention needs to be devoted to the understanding of the extent to which
R&D spillovers take place and the channels of their transmission. First, questions about
composition issues may be raised, since different types of R&D may have varying potential
for generating spillovers. This is the case when comparing public and private R&D, or basic
and applied R&D. Second, it would be interesting to examine the role of different channels
of transmission of R&D spillovers (e.g. R&D spillovers embodied in capital goods vs. non-
capital goods)®. Finally, the analysis of Chapter 4 could be extended by considering the
service industry. This industry has the reputation of doing little research but benefiting
extensively from outside knowledge -ie., the knowledge generated by manufacturing

industries.

6.3 CONCLUDING REMARKS

If we recognise that productivity growth is the key to sustained economic growth, the
measurement and analysis of productivity represents an area of great importance to
economists and policy makers alike. The accurate measurement of productivity growth
plays an important role in providing the information economists need to improve policy
recommendations and for policy makers to make well-founded decisions. However, despite
its importance, the interpretation and measurement of productivity is still a matter of

ongoing debate.

? Capital goods are considered to have a higher content of technological improvement than non-capital

goods. Hence, they are major potential carriers of R&D spillovers embodied in trade flows (Xu and Wang
1999).

201



Summary and Conclusions

This thesis has considered some of the issues related to the conceptualisation, measurement
and interpretation of TFP and its determinants in the context of UK manufacturing
industries during the last three decades. The research performed through this thesis has
been empirical and comparative in its nature and concern. Two main features have
distinguished the analysis from the existing body of empirical literature in the context of the
measurement and analysis of UK productivity and its determinants. First, greater emphasis
was placed on some of the main measurement issues that are traditonally ignored in
conventional TFP estimates based on growth accounting. Particular attention has been paid
to the use of gross output and the allowance for the role of market power and adjustments
in capacity utilisation in measuring TFP. Second, several dimensions of the literature, which
are usually studied independently have been analysed within a given integrated empirical

framework.

What has emerged as a conclusion is that productivity estimates are highly sensitive and that
the degree of sensitivity is greater at higher levels of disaggregation. Given this sensitivity of
productivity measures, one must be cautious about the use of the standard growth
accounting approach to benchmark productivity performance, to analyse the relatonship
between productivity and its determinants and, finally, to study differences in productivity

across countries and industries.
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Appendices

APPENDICES

A DATA APPENDIX

A.1 Data Definitions and Data Sources for Chapter 3 and Chapter 4

Gross Output: An annual series of nominal gross output is published in the Census of
Production from 1970. Itis defined as sales and work done plus the increase during the year
of stock of work in progress and goods on hand for sale. Up to and including 1979, the
Census is classified in accordance with the 1968 SIC; in subsequent years, it is classified in
accordance with the 1980 SIC untl 1993, when it is published according to a 1992 SIC.
Data prior to 1979 and 1993 were reclassified in terms of 1992 SIC. Additionally, following
the Oulton and O’Mahony (1994) methodology, gross output figures were adjusted for

stock appreciation.

The producer price indices for home sales classified by 1992 SIC, published in various
issues of The Annual Abstract of Statistics, were used to deflate nominal gross output.
Their use as deflators is not devoid of problems due to the fact that producer price indices
reflect only home sales. A “domestic price bias” may arise if domestic price indices diverge
from unobserved export prices (Cameron 2003), and its importance will vary according to
the industry’s share of exports in total sales. Although data were not adjusted for this
possible bias, Stoneman and Frands (1994) and Cameron (2003) noted the problem and
attempted to correct for it using different approaches. Stoneman and Francis (1994)
conclude that the producer price index and the export price series differ little from each

other in manufacturing. On the other hand, Cameron (2003) finds that the domestic price
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bias is significant when using value added as measure of output, although of limited

magnitude.

Value Added: The Annual Census of Production publishes since 1973 an annual series of
nominal value added at factor cost. This is defined as gross output minus purchases, plus
increases during the year in stocks of materials, stores and fuel, minus the cost of industrial

and non-industrial services received.

Prior to 1973 payments for non-industrial services (NIS) were not published, so these are
estimated for 1970-1972 using the following technique. The ratio of NIS to gross output
was first calculated in 1973. This ratio then is applied to the gross output of 1970 to 1972 to
get an estimate of NIS for these years. Thus, the ratio of NIS to gross output is kept
constant over the period (1970-73). With the estimates of payments for NIS we are able to
get an estimate for the value-added series for 1970-1972. Additionally, adjustments for

stock appredation and reclassifications to 1992-SIC are also conducted.

To get the single deflated value added (SDVA) index', nominal value-added was deflated by
the producer price index of manufacturing products (home sales). The “domestic price

bias” referred previously applies also here.

Intermediate Inputs: These are obtained as the difference between nominal gross output
and nominal value added, after adjustment for stock appreciation and reclassification to

SIC-1992. Howevet, there is no official intermediate price index to deflate nominal

' Refer to Chapter 3 on the discussion about the problems in deflating value added.
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intermediate input. As manufacturing industries are their own largest consumers, the
intermediate inputs price index deflator is obtained as a weighted combination of the
producer price index deflator (home sales) for the whole manufacturing sector and the price
index of materials and fuel purchased by the corresponding industry. On average, 80% of
intermediate inputs consumed in manufacturing come from other manufacturing industries
while 20% come from outside. Therefore, the respective weights are: 0.80 and 0.20, which

were assumed to be constant over the 1970-1997 period.

A point that deserves special mention when defining the variables in Chapter 4 is the
convenience of adjusting the input factors for double counting (Schankerman 1981). An
estimate of material and equipment expenditures on R&D has been subtracted from the
nominal figures on intermediate inputs to avoid the expensing bias. Particularly, this
estimate is constructed using the percentage of material and equipment expenditure on
R&D over total expenditure on R&D (see Table A.1), for 1985 data (ONS), under the

assumption that this share behaves stable over the sample period.

Labour Input: The labour input refers to the number of annual hours worked in
manufacturing, which are computed as numbers employed times the annual average of
hours worked. The number of persons engaged is from the Census of Production. The
annual average of hours worked in manufacturing are from (O'Mahony 1999) and several

1ssues of the Ernployment Gazette.
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Employees engaged on R&D (sourced by the OECD, ANRSE data set) have been
subtracted for the total number of persons engaged in each industry in the analysis

performed in Chapter 4.

Physical Capital Input: Data for manufacturing industries classified by 1992-SIC at 1995

prices were supplied directly by the Office of National Statistics.

In Chapter 4 the physical capital stock is corrected for double counting. An estimate of the
capital R&D stock has been obtained from data on capital expenditure on R&D, and then
subtracted from the physical capital stock. Particularly, this estimate is constructed using the
percentage of capital expenditure on R&D over total expenditure on R&D (Table A.1), for

1985 data (ONS). It is assumed that this share behaves stable over the sample period.

Table A.1
Percentage of Capital and Materials Expenditure over Total Expenditures on R&D
(Data for 1985)

FBT TL WPP PPP CH NMM BFM MOT
% of capital expenditure on R&D over total 162 100 34 96 143 99 108 79
expenditure on R&D

% of materials & equipment expenditure on R&D 134 143 9.1 148 122 156 172 26.5
over total expenditure on R&D

Source: Data supplied by the ONS.

Stock of R&D: The measure of domestic productive knowledge is based on data of UK
R&D expenditure from the OECD data set (ANBERD). These data have been transformed
in real terms using the UK GDP deflator (1995=100). To construct the stock of R&D for

the industry, a perpetual inventory method is followed like the commonly used for the
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physical capital (see Hall and Mairesse 1995). This method specifies the capital for each
period as the sum of the capital of the previous period minus the depreciated capital and
plus the investment of the previous period. Thus, the equation defining R&D capital stock

is the following:

A1) RD,=(1-6)RD,_, +B,,

Where RD, is the period capital stock and B, is real R&D expenditures during the period.
Our base assumptions are those most frequently used in this type of estimation. We assume
a depreciation rate’ (8) of 10 percent (Cameron 1996), a pre-sample growth rate (g) of the
industry average growth rate in real R&D expenditures during the overall period’, and we
start the perpetual inventory method with the earliest year of R&D data available. The

knowledge capital at the beginning of the first year is defined by the following equation:

(A2) RD, =B, /(g +5)

Inter-Industry R&D Stock: Particularly, following Scherer (1982) and Cameron (1996) a
technology flows matrix based upon the 1990 UK input-output table of intermediate goods

(the ‘Leontef inverse’) is constructed to weight the real BERD expenditures of the other
industries. Say that one has a (8*8) matrix {2 of the proporton of intermediate goods

produced by 8 industries (f =1...8) and sold to the same 8 industries ( = 1...8). Then a

? Changes in the rate of depreciation do not generally alter the results substantially (see, for instance, Coe
and Helpman 1995).

* The pre-sample growth rate is approximately the mean growth rate for the industry, which we observe
during the whole period considered. In any case, the precise choice of growth rates affects only the initial
stock and declines its importance as time passes, unlike the choice of depreciation rate
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typical element of the matrix »; represents the proportion of the intermediate goods
purchased by industry 7 that are produced by industry 7. The diagonal of the matrix is set to

0 (since the effect of R&D within each industry is captured separately).

The resulting (8*8) matrix £2 (Table A.2) is then multiply by the (8*1) vector B, which
contains the real BERD spending of each of the 8 industries. This gives a (8*1) vector 2B
in which each element is the amount of BERD imported from other industries by industry
7. This can be cumulated into a stock in the same way as for BERD in each industry to give

a capital stock of used-BERD industries (7 =1...8). This stock is represented by JRD,.

Table A.2
Input-Output Relations (%, p.a.)

FBT TL WPP PPP CH NMM BFM MOT

FBT 0.58 0.08 0.21 0.79 0.11 0.28 0.74
TL 0.21 1.13 0.50 0.92 0.25 0.22 1.99
WPP 0.55 0.26 1.07 0.85 0.43 1.83 4.45
PPP 6.19 1.45 0.72 3.62 0.90 1.47 6.63
CH 4.96 1.97 1.19 1.94 0.76 241 9.81

NMM 3.46 0.29 0.63 0.28 1.83 2.86 7.81

BFM 4.86 0.40 1.63 0.81 422 0.73 28.24
MOT 0.57 0.16 0.1 0.31 0.73 0.33 1.12

Source: Author’s calculation form (1990) input-output table.

Foreign R&D Stock: The foreign research and development capital stock is a bilateral
import-share weighted average of the domestic research and development capital stocks of
each country's trading partners. The R&D expenditure data for the trading partners was

collected from the ANBERD (OECD) database. To calculate the R&D stock, nominal
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expenditures were deflated by the respective country GDP deflator (1995=100) and
converted to constant price stetling flows using 1995 PPP exchange rates. R&D stocks for
each industry and country were calculated from these expenditures following equations
(A.1) and (A.2). The bilateral import shares were calculated for each year from 1970-1997
based on the data from the STAN bilateral Trade Database, provided by the OECD. This is
available for Canada, Denmark, France, Germany, Ireland, Italy, Japan, The Netherlands,

Spain and The United States. The available length of time series is 1970 to 1997.

A.2 Data Description for Chapter 5

The main data for Chapter 5 are obtained from the OECD Structural Analysis (STAN)
database. This database, which is largely based on national accounts of individuals OECD
member states, provides a comprehensive tool for analysing industrial performance across
countries using the ISIC Rev. 3 Industry classification. The use of national accounts for the
purpose of international comparisons has the advantage that its components are

harmonised across countries on the basis of the International System of National Accounts.

International comparisons of productivity levels require three main components, namely
comparable information on output, comparable information on factor inputs and currency
conversion factors in order to translate output and factor inputs expressed in national

cutrencies into a common currency.

Currency Conversion Factors: One of the most serious limitations in attempting to

estimate relative productivity levels is the lack of adequate data on internationally
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comparable prices. The individual country data sets contain price indexes for inputs and
outputs which are normalized in some particular year. As an example consider the price of
output. For the countries considered, the data set records the price of output in each
country as 1 in 1995. However, it would be incorrect to assume that the relative output
ptice across countries is 1 in 1995. Therefore, one needs to know the relative industry
output prices across countries for at least one year. The lack of this information implies that

output will be measured in different units. A similar argument holds for each input.

This study uses the UVR for 1987 employed by Pilat (1996) and extrapolated to 1995,
except for Italy, which is not included in this study. Following van Ark (1996) these UVRs
are extrapolated® for each industry () with the industry specific national price indexes

obtained from the OECD?, as represented in equation (A.3):

P'/Py
P! [Ps

(A.3) UVR!® =UVR}’

with superscripts refer to country A and B, and “7” refers to the industry.

The extrapolated UVR for year 1995 are then used to convert the real output for year 1995

expressed in its own currency to a common currency (US$).

% van Ark and Pilat (1993) used the same methodology to extrapolate their 1987 UVRs for Germany and
Japan to 1990.

* The reliability of this extrapolation procedure is affected by the differences in data and methodology
used to construct the UVRs and the national price indices respectively.
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A(A)
(Ad) i
UV 195

In the case of Italy, output was converted to US$ using the specific output price ratios
(based on the expenditure PPPs adjusted for net taxes and subsidies and, for import and
export prices) provided by Hooper (1996). These are additionally extrapolated to 1995 using

the above procedure.

Real Output: Through Chapter 5, two output concepts are used for comparison purposes.

These are gross output and value added.

a) Gross Outpuf: The nominal gross output data by sector was obtained from the
STAN database. The industry-specific producer price indices, obtained from the
Historical Indicators ISIC (OECD), were used to deflate nominal gross output.
Finally, data in real terms (in 1995 prices) was converted into dollar terms using the

updated Pilat (1996) UVR for individual industries.

b) Value Added: Real value added data by sector was obtained from the STAN
database. The data series in real terms were converted into dollar terms using the
updated Pilat (1996) UVR for individual industnies. In prnaple, different

conversion factors should be used for gross output and intermediate inputs (double

¢ Gross output is the preferred measure for productivity analysis at lower levels of aggregation, but the
problem of double counting remains at higher levels. It seems that at the level of analysis proposed in this
study, the benefits of using gross output are bigger than the potential disadvantages (see also OECD
2001).
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deflation approach) to obtain a measure of real value added in 2 common cutrency’.
However, the lack of reliable information on international price data on

intermediate goods makes this option not practicable.

Intermediate Inputs: Nominal intermediate inputs were obtained as the difference
between nominal gross output and nominal value added. As there is no official price
deflator for intermediate inputs at sectoral level, real intermediates inputs in national
currencies are obtained using the Divisia definition of real value added, in other words,
using the implicit deflator used by the OECD database to construct the real value added. In

this sense:

(A5) dinV, 1 [dth,_stlnM,]

dt 1-s,| at dt

Expression (A.5) is the Divisia definition of value added discussed by Sims (1969) (that is,

in growth rates in continuous time)'.

Finally, to obtain intermediate inputs into a common currency, due to the problems
highlighted above on international prices on intermediate good, specific conversion factors

for gross output are applied to real intermediate inputs.

" There is also some doubt as to the validity of international price data on intermediate goods outside the
agriculture sector and relatively “heroic” assumptions such as the application of the “law of one price” to
:uch products have to be made (Roy 1987).

In practice we use the discrete Torqvist index (the geometric mean of the two estimates) as a good first
approximation to the desired figure.
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Labour: The labour input refers to the number of annual hours worked in manufacturing
calculated on the basis of employment (from industry employment figures in the STAN
dataset) and the annual average of hours worked (STAN and O’Mahony and de Boer 2002,
for missing series) at the sectoral level. In the case of Italy, annual average hours worked for

total manufacturing are applied at the sectoral level.

Capital Stock: International comparisons of levels of TFP require that an industry
conversion factor is also needed to translate capital into a common currency. In principle,
these can be derived from official PPPs for investment by converting investment seties to a

common currency and then calculating capital stock in a common currency.

In this study, capital stock data for UK, US, France and Germany come from O’Mahony
and de Boer (2002). This data was originally in constant 1996 US$, and was rebased to 1995
using investment specific PPPs from the OECD. Capital stock data for Italy, Japan and
Canada come from the OECD (STAN database) and are converted to a common currency

on the basis of PPPs for investment derived from the OECD.
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A.3 Industry Concordance

Tracking the different industry groups over time proved to be difficult because of the

change in the system of the Standard Industrial Classification (SIC) in 1980 and in 1992.

The concordance used is based upon Oulton and O’Mahony (1994), Cameron (1996) and

author’s calculations. The data set in Chapter 3 and Chapter 4, composed of 8

manufacturing industry groups, was reclassified to SIC 1992, as shown in Table A.3.

However, it was not always possible to obtain a perfect concordance between SIC 1968,

SIC 1980 and SIC 1992.

Table A.3
Industry Concordance

SIC 1968 SIC1980  SIC 1992
Food, Beverages & Tobacco (FBT) M1 41+42 15+16
Textile & Leather (TL) XIIH+XIV+XV-411  43+44+45 17+18+19

+ 492
Wood and Wood Products (WWP) XVII1-472/3/4 46-467 20
Paper and Paper Products (PPP) Xvi 47 21422
Chemicals, man-made Fibres, Rubber & Plastic V-(0.2*271(3)) + 25+26+48 24
Products (CH) 411+ 491 + 496
Other Non-Metallic Mineral Products (NMM) XVI 24 26
Manufacture of Basic Metals & Fabricated Metal VI + XII 22 + 31 27 +28
Products (BFM)
Machinery, Optical Equipment & Transport Equipment VI + VIII +IX + 32/3/4/5/6 29 +
(MOT) X +XI + 37 30/1/2/3/4 /5
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B STATISTICAL APPENDIX

B.1 Summary - Chapter 3

Table B.1
Summary Statistics on Variables in First Differences (%, p.a.)
Average eight industry groups

1970-97 1973-79 1980-89 1990-97

Variable Name Mean 5%  Mean % Mean D0 Mean S

Gross Qutput * AdinQ 039 682 -014 793 073 607 028 763
Single Deflated Value Added* 4inV 007 766 -l161 776 051 828 017 720
Divisia Value Added * AlnV! 0.14 872 -391 1035 160 6.99 1.17  9.23
Labour * AinL -254 522 -210 402 -3.17 488 -2.21 7.14
Capital * 4lnK 061 246 225 134 -0.03 232 -084 233
Intermediate Inputs * AinM 062 767 210 939 037 682 -020 7.65
Capacity Utilisation AinCU  -0.01 0.18 -0.06 021 004 016 0.00 0.9
Labour share in gross output® s 2232 531 22,67 578 2229 546 21.92 457
'g‘:;‘:‘;i‘ig&f.f“"“‘s sharein o 6331 7.19 6282 814 6393 689 64.16 591
Labour share in Value Added® § 6321 972 64.57 1051 6443 1022 62.17 822

Sources: See Data Appendix A.1
Notes: * Annual growth rates.

® The averaged shares are measured by the following Témgqvist index: s = (1/ s’ ()+s7 @ -1).

B.2 Panel Unit Root Tests — Chapter 3

(Intercept includcd)Jr

Table B.2
Panel Unit Root Test for Variables in First Differences

Variables No-lags 1lag
t-bar t-bar
Aln(Q/K) 4,754 387777
Aln(FC) -4.865": -3.545""°
Aln(CU) -5.921™ 4322
Aln(K) -1.709 -1.999°
Critical values t-bar (Im et al.) 1% -2.18
5% -1.99
10% -1.88

**, *"and "7 denote statistical significance at the 10% level, the 5% level, and the 1% level. respectively.
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B.3 Summary Statistics - Chapter 4

Table B.3
Summary Statistics of Variables in Levels
(Data adjusted by R&D double counting)

Variable Obs Mean _ Std. Dev. Min Max
Ratio output to capital In(Q/K) 224 0.024 0414 -0.710 1.149
Ratio labour to capital In(L/K) 224 -3.519 0515 -4469  -1.948
Ratio Intermediates to capital  In(M/K) 224  -0427 0374 -1.127 0.343
Capacity Utilisation In(CU) 224 0.000 0.002  -0.006 0.006
Direct R&D In(RD) 224 7.425 1.800 4.100 10.712
Intra-industry R&D In(IRD) 224 6257 1.103 4775 8.384
Foreign R&D In(FRD) 224 9.993 0.960 8.528 11.963
Labour Share S 224 0.224 0.056 0.104 0.324
Intermediates Share S 224 0.635 0.071 0.492 0.786

Sources: See Data Appendix A.l

B.4 Panel Unit Root and Cointegration Tests — Chapter 4

Table B.4
Panel Unit Root Test for Variables in Levels
(Time-trend and intercept included)+

Variables 1lag 2 lags
t-bar t-bar
In(Q/K) -2.045 -2.098
In(L/K) -1.075 -1.192
In(M/K) -2.328 -2.492
In(CU) 2,719 -2.450
In(RD) -2.021 -2.166
In(IRD) -1.135 -1.502
In(FRD) -2.646" -2.102
Critical values t-bar (Im et al.) 1% -2.79
5% -2.60
10% -2.51

T7, 7and " denote statistical significance at the 10% level, the 5% level, and the

1% level, respectively.
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Table B.5
Panel Unit Root Test for Variables in First Differences
(Intercept Inc]uded)+
Variables No-lags 1lag
t-bar t-bar
Aln(Q/K) -4.770°" -4.330"""
Aln(L/K) -4.241°" 23375
Aln(M/K) 4921 -4.480"""
Aln(CU) -5.921°" -5.428"""
Aln(RD) 22,127 -1.927
Aln(IRD) -1.029 -1.320
Aln(FRD) -5.790""" -5.962™"
Critical values t-bar (Imetal) 1% -2.18
5% -1.99
10% -1.88

Note: T, "and  denote statistical significance at the 10% level, the 5% level, and
the 1% level, respectively.

Table B.6
Cointegration Tests Based on Results from Table 4.3

No trend Common trend Different trends
Test Prob Test Prob Test Prob
Kao (1999)!
DF* -3.348 0.000 -3.711 0.000 -14.298 0.000
DF,* -1.091 0.138 -1.205 0.114 -5.535 0.000
ADF -1.356 0.088 -1.362 0.087 -6.032 0.000
Pedroni (1995)
PC1 -6.064 0.000 -6.293 0.000 -25.007 0.000
PC2 -5.951 0.000 -6.175 0.000 -24.540 0.000

Note: All tests are lefti-hand side, i.e. large negative values are used to reject the null of
no cointegration.

1: The DF tests are analogous to the parametric Dickey-Fuller test for non-stationary
time series. Particularly, DF,” and DF,” statistics are based upon endogenous
regressors. The ADF test is analogous to the parametric Augmented Dickey Fuller test

for non-stationary time series.
2: PC1 and PC2 are the non-parametric Phillips-Perron tests.
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Pedroni’s (1999) Cointegration tests for Heterogeneous Panels

Table B.7

No trend Different trends
Panel v-stat. 0.225 -0.370
Panel p-stat. 1.185 1.421
Panel pp-stat. -1.349 -2.000:
Panel ADF-stat. -1.642 -1.651
Group p-stat. 1.899 2.026
Group pp-stat. -1.600 -2.428:
Group ADF-stat. -2.608 -2.494

Note: The cointegration tests reject the null hypothesis of no cointegration above
the value —1.64 (10% probability threshold). One exception is the panel v-static
which diverges to positive infinite under the alternative hypothesis, so rejection
of the null requires values larger than 1.64. The calculations of the panel
statistics were carried out in RATS 4.2 using an algorithm provided by Pedroni.
The number of lag truncations used in the calculation of all Pedroni statistics is 2.

B.5 Summary Statistics - Chapter 5

Table B.8

Summary Statistics on UK Data in First Differences (%, p.a.)
Average eight industry groups

1970-98 1973-79 1980-89 1990-97
Variable Name Mean lS)te(: Mean [S)‘:, Mean ls)t: Mean [S):::
Gross Output * 4nQ 039 659 021 812 065 630 028 6.38
Labour * AlnL 237 416 -194 332 276 451 -2.11 480
Capital * dink 075 315 100 219 048 416 049 260
Intermediate Inputs * AlnM 050 855 013 1078 077 770 0.69 8.60
Capacity Utilisation AincU 001 018 -006 021 003 015 002 0.17
Labour share in gross output st 2762 551 27.04 639 2793 552 2757 455
_Ig';:;’:(‘fft‘:;f inputssharein v 618 521 6280 561 6182 543 6104 446

Sources: See Data Appendix A.2
Notes: * Annual growth rates.
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B.6 Panel Unit Root Tests — Chapter 5

Table B.9
Panel Unit Root Test for Variables in First Differences
(Intercept Included)
t-bar
Variables Aln(Q/K) Aln(FC) Aln(K) Aln(CU)
No-lags
FBT -4.524 -4.484 -2.328 -4.388
TL -4.240 -4.348 -2.870 -4.647
WWP -4.178 -4.199 -2.700 -4.991
PPP -4.102 -4.141 -3.537 -4.318
CH -5.068 -5.003 -2.188 -4.513
NMM -3.996 -3.905 -2.316 -4.810
BFM -4.135 -4.138 -2.827 -5.349
MOT -3.995 -3.909 -2.375 -4.486
1-lag
FBT -4.361 -4.297 -2.246 -4.505
TL -4.245 -4.386 -3.023 -4.512
WWP -4.026 -4.101 -2.763 -4.512
PPP -3.776 -3.854 -3.371 -4.195
CH -5.101 -5.113 -2.187 -4.427
NMM -4.021 -4.082 -2.476 -4.410
BFM -3.960 -3.872 -2.789 -5.155
MOT -3.995 -3.909 -2.375 -4.486
Critical Values of t-bar (Im et al. 1997)
cvll cvs cvl
-1.950 -2.080 -2.320

Source: See Appendix Data A.2.
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C TECHNICAL APPENDIX

C.1 Significance of Mark-ups — Chapter 3

Table C.1
Adjustment for Imperfect Competition
Industry SUR Hy: p=1 3SLS Ho: =1
Constrained Model 1.124 2245 1.125 2237
(0.026) [0.000] (0.026) [0.000]
FBT 0.909 0.94 0.949 0.34
(0.094) [0.333] (0.096) [0.559]
TL 0.940 1.25 0.936 1.42
(0.053) [0.263] (0.054) [0.234]
WWP 1.150 9.35 1.148 9.15
(0.040) [0.002] (0.049) [0.002]
PPP 1.281 7.21 1.273 6.62
(0.105) [0.007] (0.106) [0.010]
CH 1.002 0.00 1.007 0.02
(0.050) [0.969] (0.051) [0.891]
NMM 1.247 17.22 1.251 17.57
(0.060) [0.000] (0.060) [0.000]
BFM 1.161 9.87 1.161 9.81
(0.051) [0.001] (0.051) [0.002]
MOT 1.171 6.32 1.162 6.32
(0.068) [0.012] (0.070) [0.020]
Table C.2
Adjustments for Impetfect Competition and Capacity Utilisation
Industry SUR Hp: p= 1 3SLS Hop: p=1
Constrained Model 1.085 11.67 1.089 12.43
0025 _10000] (0025 [0.000)
FBT 0.891 0.23 0.912 0.80
(0.096) [0.394] (0.098) [0.372]
TL 0912 3.66 0.915 298
(0.049) [0.056] (0.049) [0.08]
WWwPp 1.110 487 1.105 4.33
(0.050) [0.027] (0.050) (0.039]
PPP 1.336 11.49 1.334 10.39
(0.102) [0.001] (0.104) (0.001]
CH 0.966 2.70 0.975 0.20
(0.056) {0.100] (0.057) [0.658]
NMM 1.210 12.14 1.213 14.82
(0.055) [0.000] (0.055) [0.000]
BFM 1.091 447 1.091 3.03
(0.052) [0.034] (0.053) [0.082]
MOT 1.047 1.59 1.070 0.99
(0.068) [0.207] (0.071) [0.319)
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C.2 Total Revenues Model —~An Alternative Approach to Measure TFP Growth

C.2.1. The Model

The theoretical model developed here is an industry equilibrium model with profit-
maximizing firms in a context of imperfect competition. It is assumed that the industry’s
revenue R ;= P,Q, is observable, but not its real gross output {J,. Changes in total revenues
are the result of demand and supply shocks. The latter are identified as changes in Total

Factor Productivity (TFP), which is sought to be identified.

The technology is assumed to be represented by a production function:

(Cl) Qir =Aan"1(L’K’M)

which is a function of capital services (K), labour services (L), intermediate inputs (M), and

the state of technology (A4,).

Additionally, output demand is represented by the inverse demand function P=D"(Q, ®,),
where @ is a vector of shift variables that reflect demand shocks. Particularly, the functional

form specified for the inverse demand function can be summarised as follows:
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v I7
167
C2) P, =@, (NDI, RPL,IP, REP, BERD, IR)Q] =| - o—

where y represents the inverse of the demand elasticity and 4 indexes the components of
the vector demand determinants. This specification allows demand-shift vanables to be
incorporated in the producers’ pricing decisions. The arguments of the demand function
contained in @ are assumed to be nominal national disposable income (NDI), the retail
price index (RPI), the price of imports (IP), the relative export prices for manufactured

goods (REP), the expenditure in business enterprise R&D (BERD) and the interest rate

(IR).

The Total Revenue Function adopts the following form, being the product of the demand

and supply curves:
(C.3) R, =P,Q, =®,(NDI,RPI,IP,REP,BERD,IR)Q;"” =® 0"

Differentiating the total revenue function (R;) with respect to time, after inserting the

production function (C.1), one obtains:

ﬂ_dq)u Rn +(l+ )ﬂ&+(1+7)_@_&_
a dr &, a4 dt F,(

dF,() _ oF, dK,  OF,dL, OF, M,
dt 0K, dt oL, dt oM, dt

(C.4)
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Additionally, market imperfection in the output market is accommodated. The analysis
proceeds assuming that producers charge a price, P, which is a mark up over marginal cost.
Nevertheless, they act as price-takers in input markets when choosing their factor inputs so
as to maximise profit (or minimise cost). In this regard, producers take the price of all |

inputs, P/, as given by competitive markets.

The first-order conditions of the producer optimisation problem imply that the value of a

factor’s marginal product is set equal to a mark-up over the factor’s input price. That is:

- J ; Y 1
(CS) ___r_rﬁ = Pn Pu Jn = 51{
&, F,_\MC, JRQ, 1+r

where: P, and P,/ are the output and input prices respectively; MC, is marginal cost,
1/(1+Qy)=P,/MC, is the mark up ratio and s; are the input revenue shares. Additionally, y
is the inverse of the price elasticity of demand while £ measures the responses in the
industry output to changes in the firm production, showing the degree of market power
existing at the industry level (£ [0,1]). In the monopoly case £2 should be equal to 1, while

in the perfect competition case should be equal to 0.

Using (C.5) and expressing the result in discrete time one obtains the following equation to

be estimated:

(C6) AlnR, =(1+p)Aln4, +BAInD", +(l(ié)—)[s{,mn L, +siAInK, +s7AIN M, |
+Qy
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Using Euler’s theorem, one can re-arrange equation (C.0) in the following way:

AlnR, =(1+y)Aln4, +B,And", +

Z—%[s{,A In (%{.)n +5TA ln(%)ﬂ]+(1 +y)1+A)AInK,

C.7)

The parameter A measures the extent to which the production function differs from
constant returns to scale. Under the assumption of constant returns to scale in production

(» = 0), one is able to identify the parameters of the equation.

C.2.2 Empirical Analysis

The OLS estimates of different versions of the revenue equations (C.4) and (C.7) are
presented in Table C.3. Some of the arguments of the demand function contained in @ are
omitted because appear non-significant in the different regressions. In particular, these are
expenditures on R&D, nominal income and, the relative export price index on
manufactured goods. The long run interest rate, instead of the short run, appears significant

in some of the regressions.

In column (1) a version of equation (C.4) is estimated. The coefficients of the production
factors are the interaction between one plus the inverse elasticity of demand (1+y) times the
input elasticities. The results suggest the presence of increasing returns to scale, otherwise
implying an implausible positive demand elasticity. Using the point estimates, one obtains

that (1+y)(1+A1)=1.174. Therefore, for negative values of y, this implies positive values of A,
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and by implication, increasing returns to scale in production. The drawback of these results
is that without identifying the value of the inverse elasticity of demand, one is unable to

identify the average growth rate of TFP.

The equation estimated in column (2), a version of equation (C.7) is estimated. In this case,
the results are consistent with those obtained in column (1). The point estimates imply that

(1+y)(1+x)=1.174. Once again, an identification problem arises.

Table C.3
Results from a Revenue Function (1971-1996)
Dependent variable (AlnR) — Total Manufacturing

@ 2 3)
Constant (1+y)4inA; 0.014 0.014 0.010
(1.86) (1.86) (1.89)
Aln(RPI) 0.727"" 0.727"" 0.749""
(10.38) (10.38) (9.84)
AIn(IR) -0.066" -0.066
(-1.99) (-1.99)
Ain(IP) 0.240""° 0.240°" 0.196""
(5.74) (5.74) (5.21)
Ain(L) 0443
(3.506)
A4In(K) 0.072 1.174°" 1.056""
(0.38) (7.14) (6.51)
Aln(M) 0.659""
6.39)
Ain(L/K) 0.443™"
(3.27)
Aln(M/K) 0.659""
(7.62)
s;4in(L/K)+s,A4In(M/K) 1186
(12.27)
D_90 -0.03" -0.03" -0.04""
(-2.26) (-2.26) 3.11)
R’ 0.969 0.969 0.961
DW 2.36 2.36 1.68

Source: Data from the Census of Production and ONS.

Notes: t-values in parenthesis.
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Finally, in column (3), equation (C.7) is esimated. In this case, we have made use of the
first order conditions of the optimisation problem, in which elasticities are equated to the
shares of inputs in revenue times the inverse of the mark-up, the latter being estimated.
From the results one can infer the relationship between total revenues and total cost.

Particularly:

(1+0)=P/MC)*(TC/TR)

1.056= 1.186* (TC/TR)
Therefore, total revenues are greater that total cost. Additionally, for negative values of
the results imply positive values of A and also positive mark ups. The drawback, once again,

1s that without identifying the value of the inverse elasticity of demand, one is unable to

identify the average growth rate of TFP’.

® Although not shown, an equation endogenising labour and intermediate inputs have been run, however
the results are non-satisfactory. There exist some problems of correlation between the different
coefficients apart from non-stationarity.
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C.3 Sensitivity of Long-Run Coefficients to Reduction of Industry Coverage -
Chapter 4

(Pooled Mean Group estimates)

Figure C.1
Cocfficient of log(M/K)
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Figure C.2
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Figure C.3
Coefficient of log(RD)
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Figure C.4
Coefficient of log(IRD)
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Note: Coefficient estimates and standard error bands according to PMG (95% confidence interval around
coefficient estimates) when excluding one industry at a time from the sample. The coefficient estimates
are arranged in increasing order.

“Main” indicates the baseline estimation (cf. Table 4.5, Chapter 4).
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