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Abstract

In this paper we present a decomposition of aggregate labour productivity growth
(ALP) into three main components: sectoral total factor productivity (TFP), sectoral
capital deepening and structural change (reallocation of labour across sectors). In order
to disentangle the relative contribution of these factors, we adopt an econometric approach
to estimate production functions for 28 sectors in the major European countries, Japan,
Australia and the US (data are obtained from the EU-KLEMS project; period 1977-
2007; 13 countries). Estimates of the production frontiers are obtained using a model
which allows flexible identification of country specific time trends (temporal variation
in individual heterogeneity) and time variation in the vector of slope coefficients of the
production frontiers (bias in technical change). We find that the main driver of aggregate
labour productivity growth is the sectoral factor deepening effect. TFP growth is very
stable across years and across countries and it ranges between 0.2-0.5% per year, thus
accounting for less than 30% of the growth in ALP in most countries. The structural
change component has a slightly negative effect on ALP, pointing to the fact that the

displacement of labour has been unfavorable to aggregate labour productivity.



1 Introduction

In this paper we consider the relative contribution of three main factors to aggregate labour
productivity growth: sectoral total factor productivity (TFP), sectoral capital deepening and
structural change (reallocation of labour across sectors). In order to disentangle the relative
contribution of these factors, we adopt an econometric approach to estimate production frontiers
for 28 sectors in the major European countries, Japan, Australia and the US (data are obtained
from the EU-KLEMS project; period 1977-2007; 13 countries). Estimates of the production
frontiers are obtained using a flexible translog specification which allows the identification of
country specific time trends (temporal variation in individual heterogeneity) and time variation
in the vector of slope coefficients of the production frontiers (bias in technical change). The
framework can be thought as an extension of the fixed effects model and is especially useful
when dealing with EU-KLEMS data because of their “long” panel nature (i.e., small number
of countries for a relative long time span). The specification can be written as a standard
state-space formulation and estimated using Kalman filtering and smoothing algorithms.

The decomposition of labour productivity growth is obtained as follow. First, we apply
the econometric model to the 28 sectors in order to obtain estimates of the coefficients of the
production frontiers. Second, we use this estimates to produce a decomposition of sectoral
labour productivity growth into capital deepening and TFP. Third, we disentangle the effect of
the increase of labour productivity at sectoral level (arising from capital deepening and TFP)
from the effect of the displacement of labour across sectors. In fact, if the labour share of
high productivity sectors increase with respect to low productivity sectors, aggregate labour
productivity will improve because of this mobility (even if labour productivity growth at sectoral
level is kept constant). This effect is what we call structural change. Fourth, we consider
an enhanced decomposition of aggregate labour productivity in which the aggregate effect of
sectoral capital deepening and sectoral TFP growth are separated. Our final decomposition of
aggregate labour productivity growth will entail therefore three components: the contribution
of sectoral TFP growth, the effect of sectoral capital deepening, and the effect of structural
change (labour mobility across sectors).

Our results suggest that the main driver of aggregate labour productivity growth is the

sectoral factor deepening effect. TFP growth is very stable across years and across countries and



it ranges between 0.2-0.5% per year. The structural change component has a slightly negative
effect on aggregate labour productivity growth, pointing to the fact that the displacement of
labour has been unfavorable to aggregate labour productivity.

The paper is organized as follow. In section 2 we present the basic production model
and its state-space representation. In section 3, the econometric estimation strategy is pre-
sented. Section 4 introduces the decomposition of aggregate labour productivity growth into
the aforementioned components. Section 5 describes the data used and the main empirical

result. Finally, section 6 concludes.

2 The production model

The sectoral production technology is represented via a constant returns to scale (CRS) pro-
duction function where a single output ygt (log of output) is produced by means of multiple
inputs Xft where ¢ = 1, ..., N indexes the number of countries, t = 1, ...,T indexes the number
of time periods and j = 1, ..., J indexes the number of sectors. A translog specification can be
accommodated by including the log of inputs, the squared log of inputs and interaction terms
into the vector X7,:

yzjt = ”th + X’L]tﬂg + Egt (1)

Since we assume CRS the production function can be expressed in intensive form and all
the variables can be normalized by the quantity of labour. Therefore equation (1) contains on
the left-hand side the log of labour productivity (output per worker) and on the right-hand side
the log of inputs over labour (for example, capital per worker). The intensive form production
function defined in (1) is time varying due to the time varying coefficients (%{tv Bl ) If one is
willing to assume no productivity change then the production frontier becomes time invariant
yl, =~/ + X) 57 4 €,. In this last equation the technology is fixed (no technical change as
the parameters are time invariant) and the country specific intercept is a standard fixed effect
unobserved heterogeneity component. It is possible to estimate such a model using standard
panel data estimators (for a detailed discussion of this point see Schmidt and Sickles, 1984).
Of course, the validity of such a procedure is predicated on the assumption that the production

function parameters are time invariant and this is a tolerable assumption for “short” panels.



On the other hand, when 7" becomes larger the time invariant model becomes less appealing.
In this instance the state-space representation provides the best option to elegantly estimate
the time-varying model. In order to do so, we need to introduce some further assumption on
the law of motion of the parameters of the model. We assume that both the country specific

intercepts and the slope of the production function follow a random walk:

=i+ ot
(2)

51? = Bg—1 + th

where ~/ = (fy{t, o ,fy]j\,t) LYy ~ N (O,Ht = JJZWIN) and v; ~ N (0,Q,) are independently
distributed random errors (Q; is defined in the next section with more detail). In order to

estimate the model via the Kalman filter we need to write it in the standard form. This can

CLJ

be easily done by defining the following matrices and vectors: ozg = 1, Zf = [I N Xf;f],
7
Iy ; ] . .
D = s M = |- Equations (1) and (2) can now be represented using the
I K Vg

following more compact notation:
y{ = tha{ + € (3)
O‘{ = Da{fl + 7]1{ (4)

where D will be omitted from here on as it is Iy, x. This is a standard state-space model
and the oz{ can be that can be estimated via the Kalman filter and smoothing algorithms given
estimates of the variance-covariances (); and H;. The first equation is called the measurement
equation, while the second equation is called the transition equation. In the next section we

present details on the estimation of the model in a Bayesian framework.



3 The Econometric Estimation

We estimate the state-space form derived in the previous section in a Bayesian framework (this
differs from the classical estimation strategy followed by Peyrache and Rambaldi (2012) in the
fact that it allows more flexibility in the specification of the covariance matrices). We initialize
the state vector using a diffuse prior ag ~ N (ag,Fp) and define the transition equation covariance
matrix (); as a partitioned diagonal matrix where the partition divides the state vector into two
components. The first component contains N stochastic trends (v;) and the second component
contains K time-varying slopes (f;). The specification is such that contemporaneous correlation
is allowed within each component, although no correlation is allowed across the two components.
Therefore the specification is of the form @Q; = diag(€2,, Q2s,). We do not directly specify these
diagonal sub-matrices, but use what is known as a dynamic discounting approach originating
from the engineering and statistical literature. A detail treatment of this approach can be
found in West and Harrison (1999), Ch.6. The limiting behaviour of the mean square error
of the filter when using discounting has been studied by Triantafyllopoulos (2007). Here we
only make a brief presentation as it is needed to establish notation and present the Bayesian
estimation algorithm.

The conditional distribution of the state (posterior in a Bayesian context) at period ¢ — 1
is given by ay_1 ~ N(ay_1jp—1,Pi—1jt—1), Where a;,_1;—1 is a filter estimate (given H; and Q).
The Kalman filter prediction equations provide the priors of the state in a Bayesian context.
At period t, the prior distribution is oy—1 ~ N(ayi—1,Py—1), where, given the form of the

econometric model in this study, are given by

att—1 = At—1)t—1

Py = Pqp—1 +Qy

(5)

A prediction of 3, can be made at time t given all known information at t — 1. We can write

a distribution for the prediction g1 ~ N(Ggs—1,Fy1—1), where,

Ytit—1 = Ztat|t—1 (6)
Fpy1 = ZtPt|t—IZ£+Ht



Once information for time ¢ is available the updating of the state can occur. This forms a

posterior in a Bayesian context, a; ~ N (ay, Py;), where,

agy = a1+ Ky
Ve = Yt — ZiQyjs—1 (7)
K, = Pt|tflz£Ft|_tl,1

Py = Py — K\ F,K;

In (5), the precision of ay),_1is associated with Ptﬁl_l, and that of ay_q¢— is Ptilllt_l. How-
ever, P;11| .1 is the precision of oy, if there is no stochastic change in the state vector from

period ¢t — 1 to period ¢ (Q; = 0). In fact this is the global model (converging state). How-
ever, locally the dynamics are better captured by @; # 0. The discount literature specifies the

precision Ptﬁl_l as a discounted P;,_;;—; by a proportion.

Py = A_1/2Pt—1|t—1A_1/2 (8)

where A = diag(6,In,0plk) ,0 <6, < 1land 0 < dz <1 are the discount factors associated
with the country specific trends (v;) and slope parameters (3;) in the model.

Using (8) and the second equation in (5), it is easy to see that Q; = (P_yjp—1—A"Y2P,_y,_1 A7Y2),
which is a partitioned diagonal matrix as required, and ); = 0 if the discount factors are equal
to 1.

The estimation of the country specific trends, v;, and slope parameters [, is achieved by
using the forward filter (equations (7) which provides estimates ,; and f; at each t). Subse-
quently, these estimates are revised to be made conditional on the complete sample by running
a smoothing algorithm to compute v,r and Syr (the equations of the classical smoother are
presented in the Appendix) and their mean square error Pjp. However, in order to obtain
estimates using these two algorithms (forward filter and backward filter), we require values of
additional parameters, which in this case are § = [02,4,,d5]. When 6 is known, the Kalman
filter and appropriate smoothing provide the minimum mean square estimator of the state
and corresponding MSE (minimum linear estimator if normality is not assume), which is the

posterior distribution of «; in a Bayesian approach. However, these additional parameters are



seldom known and thus must be estimated. In a Classical setting they are considered fixed pa-
rameters and can be consistently estimated by evaluation of the likelihood (see Harvey (1989),
Ch. 3 or Durbin and Koopman (2012), Ch. 2) and then used to replace the unknown pa-
rameters in the forward and backward filters. In a Bayesian framework, all parameters of the
model are estimated using MCMC algorithms, typically the Gibbs sampler. This is a standard
Bayesian estimation of a state space model, and thus we only briefly describe the algorithm
here, and present some details in the Appendix. One noteworthy point is that in the conven-
tional Bayesian literature the discount factors are not directly estimated, but calibrated as they
are typically in the range of 0.9 - 0.99. Recent work by Koop and Korobillis (2013) proposes
to use a model averaging approach over a range of values of the discount factors (they use the
term forgetting factors in their work). We have not pursued this approach in this version of
the paper. Instead, we use diagnostic tools to inform the calibration of the discount factors.
A conventional diagnostic tool is to use standardised one-step ahead prediction errors. The

one-step ahead prediction errors are v; (see (7), which are standardised by constructing

!/
Uy = LtVt

where L, is the lower Choleski factor of F, ™' (L, L} = F; ")

These standardised prediction errors are conditionally independent and follow standard
Normal distributions (u; ~ N(0,I))!

From the above discussion it follows that given a set value for A, the Gibbs sampler has
two blocks. The first block is to draw the state from p(«aly, he), where o« = [, ..., /7] and
y = [y}, ...,yr] . In the second block we draw h. = o2 from p(hc)p(y|he). This can be repeated

for alternative values of A if u; are found to deviate from the standard normal.

!The one-step prediction errors analysis not only provides information of goodness of fit, but also addresses
other key issues such as irregularities in the data series (outliers), model inadequacies (observational variance
structure, choice of discount factor), or both (see for example West and Harrison (1999), Durbin and Koopman
(2012)). The first can be examined via raw errors sequence whilst the latter is detected via investigating the
observed deviation in the standardised error sequence.



4 Aggregate labour productivity decomposition

The purpose of this section is to establish a productivity decomposition at the aggregate level
for each country in each time period. This decomposition exercise can be interpreted as a
post-estimation exercise, given our estimates of the production model presented in section 3.
In order to do so we follow a two-step decomposition procedure: in the first step we decompose
sectoral labour productivity growth into the contribution of total factor productivity (TFP) and
factor deepening (FD); in the second step we define aggregate labour productivity growth for
each country and decompose it by aggregating TFP and FD across sectors. For each country,
in each time period and for each sector labour productivity growth is given by the difference in

the log of output per worker in two time periods; by using equation (1) we obtain:
Yirrr — Yo = Yir + Xi1 Bl — v — XaBy (9)

This observed change can be imputed to three different effects: i) the shift in the country
specific intercept, ii) the shift in the slope parameters and iii) the growth in the inputs. The
first two effects are what one usually refers to as productivity change, while the last effect is
an input growth effect. To isolate the productivity effect from the input growth effect we use
a Malmquist logic, keeping some of the variables fixed while moving the others in order to
separate the relative contribution of the different effects. TFP can be measured keeping the
level of inputs at the base period level, obtaining the equivalent of the base period Malmquist

productivity index:

TFP = %‘jt+1 - ’Y‘Zt + ijt (ﬁg—i-l - 55) (10)

Keeping the level of inputs at the comparison period value, we obtain the equivalent of the

comparison period Malmquist productivity index:

TFPy =~} — v+ Xipy (B0 — B) (11)

and to avoid the arbitrariness of choosing the base, we use the geometric mean of these two



indexes in order to get an index of productivity growth:

TFP,=L(TFP, +TFP,) =

1
2
] (12)
2

= ’77,jt+1 - %]t + (ijt + Xz‘{f+1) (55}1 - ﬁg)

The input growth effect or factor accumulation effect (FD) can be computed using the same

logic. The base period index is:
FDy = (X} — X}) 6 (13)
The comparison period index is:
FDy = (Xijt—i-l - ijt) Bthrl (14)
Finally, we use the geometric mean as a measure of the input growth effect:

DN | —

It is easy to verify that the two effects are an exhaustive and mutually exclusive decomposition

of the log change in output per worker:
Z/z]"t+1 - yz]t = TFszt + FDzj"t (16)

Therefore TFP has the standard interpretation of being the difference between output
growth and input growth between two time periods. Moreover, since we allow for a time-
varying slopes in the production function, the TFP measure defined in (12) incorporates any
possible bias in technical change that could occur. All these components are country and time
specific.

We now turn our attention to the aggregation of these quantities across sectors in order
to obtain the effect of sectoral TFP growth onto aggregate labour productivity (ALP). Since
we use EU-KLEMS data, output will be proxied by gross output and our input vector consist

basically of 3 quantities: number of hours worked, capital services and intermediate inputs (II).



The following accounting identity will hold in each sector for each time period:
VAL, =GO, — 11,

i.e. value added is equal to the difference between the value of gross output and the value

of intermediate inputs. Aggregating across sectors one obtains:
J

Jj=1

Since we use a volume measure of gross output (Q7,) and a volume measure of intermediate

. ] .7
inputs (M?), the associated price indexes will be: P = <9 J:t and W/, = Mgt. In each time

period gross output for the economy is equal to
J .
GOy = PyQi =Y P}
j=1

For the economy at aggregate level, we have aggregate labour equal to Ly = ) i L], and

aggregate labour productivity:

Qit Z ta th i i
Yo= 22 = “t =Ny
t th L zt th J "t

The change in aggregate labour productivity is:

J J
Yier 7 Sit+1 Yi
Yie > suYa

This can be decomposed as:

Yit1 Szt—i—l nHZ it zt+1
s J J = SC-SLP

ALP = Yy - IEAY S sy
v j Sit L it+1 7 Sit

The first terms can be written as:

SC = }:5 “+

10



s7 Y7

where ) . 5gt =Y =" = 1. The second term can be expressed as:
J J Zj 81t Yii41
Vi
7
SLP = ngtv (17)
7 it
. iy
with > ; o= > i Zsts—’:tyj = 1. Since sectoral labour productivity growth is equal to
5 Sit¥it

the product of total factor productivity (TFP) and factor deepening (FD) we may further
decompose the index in equation (17). In fact, TFP can be aggregated using gross output

shares as weights (see Zelenyuk, 2006):

TFP, =) 6,TFP,

: j
where 0, = ggf. The capital deepening component is obtained residually as the ratio of

the previous two indexes. Therefore the overall aggregate decomposition for each country in
each year will be:

ALP = SC-SLP = SC-TFP-KD (18)

5 Empirics

The EU-KLEMS dataset is an official project that collects input and output data on prices
and quantities for 26 industrialized countries in the time span 1970-2007 (see O’Mahony and
Timmer (2009)). For each industry the database provides value data on gross output, capital
compensation, intermediate inputs (materials and energy) along with fixed base price and
quantity index numbers (1995=100). We used the amount of total hours worked by persons
engaged as a proxy for the quantity of labour (the alternative of using the number of persons
engaged is less satisfactory). Since gross output, intermediate inputs and capital services are
measured in local currencies we used PPPs to adjust for cross-sectional differential in the general
level of prices. PPPs indexes use US as benchmark (US=100, 1995=100), are sector specific
(i.e., each sector has different PPPs) and different for sectoral output, intermediate inputs and
capital services (i.e., there are three sets of PPPs). Due to lack of data (missing values) we
limit our attention to a subset of data, specifically 13 countries and 20 industrial sectors in the

time span 1977-2007. The list of countries and sectors is reported in Table 1.

11



[Table 1 here]

We build a balanced panel dataset in the following way. Let j = 1,...20 be the sector and

t = 1,...13 the country, then the index of sectoral output for country i at time t Yli is:

G0g1995 IJ
PP_PZ] ot

J_
it —

(19)

where GO g5 is the value of gross output in 1995 for sector j in country 4; I, is the fixed
base index of sectoral output quantity change between time t and the base period 1995; PPPij
is the purchasing power parity of country ¢ in sector j. With a similar procedure quantity index
numbers are built for intermediate output (materials) and capital services. With this procedure
we obtain a “true” balanced panel data set where cross-sectional (cross-country) comparability
is built using PPPs and time comparability is built using fixed base quantity index numbers.
This procedure guarantees that in each time period countries can be compared. The result
is a quantity index number that proxies sectoral output production, a quantity index number
proxying capital services, a quantity index number that proxies the level of materials used
and the number of hours worked for the labour input. All the variables obtained with this
procedure have been normalized by the sample minimum. The usual procedure of normalizing
variables by sample mean is very unfruitful in our modeling setting. In fact, consider that the
sign of the capital bias component depends on: the sign of [Br;+1 — Ok) that is common to all
countries and the sign of (log k11 + log k;;) that is country specific. Now, if we normalize by
the sample mean for a positive (negative) sign of [By11 — Pre] the countries below the sample
mean will have a negative (positive) capital bias, while the countries above the mean will have
a positive (negative) capital bias. This is unreasonable, since although the magnitude of the
capital bias should be proportional to the quantity of capital used, it should be monotonic for
all the countries, i.e. the same for all the countries. This is guaranteed by a transformation by
the sample minimum.

Our main empirical results are reported in Table 2. We report aggregate labour produc-
tivity growth (ALP) and its decomposition into the three components described in Section 4:
structural change (SC), TFP and factor deepening (FD). We report the average growth rate
for each component in each decade and for the whole period. With the exemption of Japan,

TFP growth is very stable across the different decades for all countries at values between 0.2-

12



0.5%. Structural change has been slightly negative for most countries in these decades while
the main contributor to labour productivity growth has been factor deepening. For example,
by looking at US figures it is clear that SC and TFP are stable across decades and the main
driver in the differences in labour productivity growth is a factor deepening effect. This trend
is quite similar in the sample of countries considered in this study. In fact, the main changes in
aggregate labour productivity growth are driven by the factor deepening component. This is
clear by looking, for example, at the trends of Italy: TFP growth is quite stable (below 0.2%),
as it is the structural change component (exeption in the first decade). The dramatic drop
in aggregate labour productivity growth from 2.9% in the second decade to 1.0% in the first
decade is basically entirely explained by the factor deepening component. Japan is the only
exeption to this main trend, with the highest TFP growth of 0.7% on average on the entire
period. It should also be noted that though at a low level, TFP growth is always positive for
all countries in all decades. This point to the fact that even if TFP is not the main component

of labour productivity growth, it is yet very stable at a positive rate.

[Table 2 here |

The parameter estimates for the 28 sectors as well as residual analysis are available from

the authors and will be included in the next version of the paper.

6 Conclusions

In this paper we propose an econometric method to estimate sectoral level production functions
for a group of 13 OECD countries in the years 1977-2006. We use the sectoral production
functions to decompose sectoral labour productivity growth into a TFP component and a
factor deepening component. We then aggregate these components to obtain a decomposition of
aggregate labour productivity growth for the entire economy into three components: structural
change, aggregate TFP and aggregate factor deepening. The structural change component
represents the effect of labour displacement accross the different sectors of the economy. The
empirical results point to the fact that the factor deepening component accounts for the lion’s
share of aggregate labour productivity growth. Aggregate TFP growth (with the exception of

Japan) ranges between 0.2-0.5% per annum accross the whole period for all countries. Structural

13



change has had a slightly negative effect for some of the countries in the sample and does not

represent a major contributor to long run aggregate labour productivity growth.
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Table 2: Decomposition of Aggregate Labour Productivity Growth
1977-1987 1998-2006

ALP | SLP || SC || TFP || FD || ALP | SLP || SC || TFP | FD
AUS || 14 1.9 |-0.51 0.3 1.6 || 1.5 1.5 | 0.1 |02 1.3
AUT || 2.8 2.8 |00 | 0.6 23 || 2.7 3.3 | -0.7 0.3 3.0
BEL | 24 2.7 1 -0.3 0.5 22 || 1.6 25 | -0.810.3 2.2
DNK || 2.3 23 |-0.104 2.0 | 2.0 24 | -0410.2 2.2
ESP | 2.1 23 [1-02]04 1.9 || 1.8 1.7 /0.1 | 0.2 1.6
FIN | 34 3.1 ||04 |05 25 || 2.9 3.3 | -0310.2 3.1
FRA | 3.1 29 0.2 ||0.6 2.2 || 2.6 3.0 |-0410.2 2.8
GER | 1.8 1.8 100 |04 1.5 | 2.3 26 |-0310.2 2.4
ITA | 26 1.5 1.1 | 0.2 1.3 | 1.0 1.4 | -0.41 0.2 1.2
JPN | 3.3 3.0 0.3 |09 2.0 | 2.0 20 | 0.0 |05 1.5
NLD || 0.5 1.0 || -0.51 0.6 04 || 1.7 25 || -0.710.3 2.1
UK 1.1 1.6 | -0.6 | 0.3 1.3 || 2.2 2.8 |-0.610.3 2.5
Us 0.8 1.1 | -0.3] 04 0.7 | 2.5 3.1 | -06104 2.8

1988-1997 1977-2006
ALP | SLP || SC | TFP || FD || ALP | SLP || SC || TFP | FD
AUS | 3 3.8 | -0.81 0.4 34 || 2 24 | -0410.3 2.1
AUT || 24 25 || 0 0.5 2 2.6 29 |-02]04 24
BEL || 2.8 3 -0.2 | 0.3 2.7 || 2.3 27 |-04104 24

DNK || 2.3 26 | -03 0.3 23 |22 24 | -0.2 0.3 2.1
ESP || 1.8 1.3 0.5 | 0.2 1.1 | 1.9 1.8 | 0.1 |/ 0.2 1.5
FIN | 3.5 3.3 0.2 ] 0.3 3 3.3 3.2 0.1 |04 2.9
FRA || 2.3 25 [|-0.2 04 2.1 || 2.7 28 ||-0.204 2.4
GER | 3.2 3.1 0.1 || 0.2 29 || 24 25 ||-0.10.3 2.2
ITA | 2.9 27 102 0.1 26 || 2.2 1.9 |03 | 0.2 1.7
JPN | 3.1 3 0.1 || 0.7 23 || 2.8 27 |01 || 0.7 2

NLD || 1.6 22 ]-06 04 1.8 | 1.3 1.8 |-0.61] 04 1.4

UK |[25 ||3 |[-05[03 [[27[19 [25 |-06]03 |21
US [[15 [[2 [-05[04 [[16][16 |2 |[-05]04 |16
A Appendix

A.1 Backward Filter- Classical Smoother

The posterior distribution is c; ~ N(ayr, Pyr) where,
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ayr = Gy + Bi(@r — argp)

Pyr = Py — B{(Pu1ye — Piyyr) B, (20)
B, = Pt\tPt+11|t
41|17 = Qiglft+1
-Pt+1|T = Pt-i—l‘t-i—l where t =t — ]_, ce 1

A.2 MCMC algorithm

For many technical derivations it is easier to work with the inverse of the variances, error
precisions, than with the variances and thus the vector 6, is redefined 6 = [d,,d3, h], where

1
h. = —;. Following the conventional Bayesian approach, priors for the state vector, oy, and
o

additional other parameters, here h., need to be defined. The priors will be then updated via
the likelihood function to obtain the conditional posterior densities. The distribution of the
original state,aq, follows the literature and it is given by a diffuse prior N(0, Fy) where P is
sufficiently large. The prior for A is Gamma G(s, v). It is noted that 0., dg are fixed throughout
the running of the MCMC algorithm.

To summarise the priors used in this study are:

plao, he) = plao)p(he)

p(he) = fo(3, %)
p(ao) = fn(0, k) where & is sufficiently large.
The likelihood for the state space model is:

T
p(y177yT|h€) y’h Hp yt’Y;f 1
t=2

where Y;_1 = (v, .., y1_1)

T
log p(y1,...,yrlhe) = _MIHQW‘%ZL In|F| — %Zthl(?/t - Ztat|t—1)/Ft_1<yt - Ztat\t—1)
The joint posterior is :

T
pla, hely) = plao, h)p(y) [ [ p(wilYi1) (21)
t=2

where o = [}, ..., a5y = [Y), s U]
he can be easily to sample from (21), but it is not the case for . An alternative way to
sample «; is to use MCMC algorithm; and the following joint density function is adopted.

pla, hely) = p(@)p(he)p(yle, he) (22)
where
p(yle, he) = TT,_y 2eh ™) 2ewp (= 3he(ye — Ziow) (g — Zoow))
ple) = plao) [Ti=y pla] o)
The full expression is p(a|d) = p(aO)Hthl p(ag|ai—1, A). We suppress A here for A is fixed
throughout MCMC algorithm
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e Block 1: Draw « from p(aly, he)

Many methods have been proposed in the literature to draw the state vector such as Carter
and Kohn (1994), Fruhwirth-Schnatter (1994), DeJong and Shephard (1995) and Durbin
and Koopman (2002). The Durbin and Koopman (2002) method with some modifications
will be applied here.

— Step 1: Sample ;" from N (0, Q;), ag from N(ag, B), ¢ from N(0, H;). Then use
equation (3) and (4) to generate the y*, a™.

— Step 2: Use the Kalman Filter (7) and Smoother (20) equations to compute the
smoothed vector & = E(a|y), and &* = E(a™|y™) (where & is the smoothed esti-
mate given the actual observation y* whereas & is the smoothed estimate given the
sampled observation y™).

— Step 3: Following Durbin and Koopman (2002), & = & — &' + o™ is considered as
the draw « from p(aly, h.)

=

e Block 2: Draw h, from p(he)p(y|he) which is the Gamma distribution G(%, “L)where

N

€ €
s = 145,

vl _ _
v = v+ Sz . [(yt - Ztatlt—l)/Ft 1(3/7& - Ztat\t—l)]
t—1

B The Estimated Model

The empirical model estimated in this paper is a translog function where the parameters
of the square and cross-product terms are kept as time invariant. Thus, we can re-write the
model (3) as

Y = Zioy + M+ ¢ e ~ N(0, Hy) (23)
Q=1+ 1 ne ~ N(0,Qy) (24)
where
ypwis Nx1;t=1,..,T
Zi=[Iy X/ ]; X, is Nx K,
oy = [ gﬁu } is the m x 1 state vector; ag ~ N(ag,FPp); where m = N + K;
t

M;is N x Ky, and K1 + Ky = K

[ are the parameters attached to the regressors in M,
Bo ~ N (bo, Fp)

€ ~ N(O,Ht), Ht = O'EQIN
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e ~ N(Ov Qt)

To estimate this model we used a slightly modified algorithm that estimates 3 as a separate

block in the Gibbs sampler.

B.1 The filter

Forward Filter
Posterior at period t-1

Prior at period t

Forecast at t

Posterior at t

Q1 ~ N(at71|t71,Pt71|t71)

Qlg—1 N(at\t—l,Pﬂt—l)

aglt—1 = At—1)t—1
Py = P11+ @y
N N
Ye—1 =~ N(yt\tfl,Ft\tfl)

iji—1 = Zt*at|t71+/Mtb
Fyi1w = ZfByZf + H;

The backward filter remains as in A.1.

B.2 MCMC algorithm

The priors:

p(he) - fG(%? %)
plao) =

(6% ~ N(aﬂt, Pt\t)
Q= agji—1 + Ky

W = Y — Zt*at|t 1— Mb
Ky = Py Zf Ft\tl 1
Py = Py — KFK]
plao, he) = p(ao)p(Bo)p(he)

fn(0, k) where £ is sufficiently large.

p(Bo) = fn(0, k) where  is sufficiently large.
The likelihood for the state space model is:

Py, -

where Y;_1 = (v, .., y1_1)
log p(y1, -, yrlhe) =
Vi = Ys — Lyyp—1 — Mib

The joint posterior is :

I N T
— &= 213 In|Fy| —

>yT|he) y’h

T
32

21

(25)

(26)

(27)

T
HP yt|Y;€ 1
t=2

r -1, .
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plev, B hely) = plaw, Bo, he)p(yn) T | p(wel Y1) (28)

t=2

where a = [o,, ..., a5 y = [y}, ..., y7]
he can be easily to sample from (28), but that is not the case for @ and 5. An alternative way
to sample oy is to use MCMC algorithm; and the following joint density function is adopted.

pla, hely) = p(a)p(Bo)p(he)p(yle, B, he) (29)
where
p(yla, he) = HtT=1(27The_N)_1/2@xp (=3he(ye — Zvow — MyBY (ye — Zyou — Myf3))
p(e) = plao) [T1=; plai]as-1)

e Block 1: Draw « from p(aly, 3, he)

— Step 1: Sample ;" from N (0, Q;), ag from N(ag, ), € from N(0, H;). Then use
equation (3) and (4) to generate the y*, a™.

— Step 2: Use the Kalman Filter (27) and Smoother (20) equations to compute the
smoothed vector & = E(a|y), and &t = E(a™|y™) (where & is the smoothed esti-

mate given the actual observation y* whereas & is the smoothed estimate given the
sampled observation y™).

— Step 3: Following Durbin and Koopman (2002), & = & — & + a is considered as
the draw « from p(aly, h)

e Block 2: Draw § from p(Sy)p(y|a, B, he) which is the multivariate Normal distribution
N(b, P)

T
P = (Py'+ho> MM)™
t=1
T

b = P (Po_lbO‘i‘heZM{(yt—Zt@t)

t=1

e Block 3: Draw A, from p(h.)p(y|h.) which is the Gamma distribution G(%, %te)where

v _
v = vig+ = [(?Jt - Ztat|t71 - Mtb),Ft 1(.% - Zta't\tfl - Mtb)}
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