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1. Introduction

Total factor productivity (TFP) is a measure of total output divided by a measure
of total input. A TFP index is a measure of total output change divided by a measure
of total input change (i.e., an output index divided by an input index). It is common
to compute output and input index numbers using formulas that combine quantity data
with either price or value-share data. Examples include the well-known Fisher and
Torngvist indices. This paper explains how output and input index numbers (and there-
fore TFP index numbers) can be computed using quantity data only. It draws heavily on
O’Donnell (2012, 2014, 2016).

This paper focuses on output and input indices that are “proper” in the sense that they
satisfy the common notions, or axioms, listed in O’Donnell (2016). Included among
these are a transitivity axiom and a proportionality axiom. The transitivity axiom says,
for example, that if firm A produced the same outputs as firm B, and firm B produced
the same outputs as firm C, then firm A produced the same outputs as firm C. The
proportionality axiom says, for example, that if a firm used A times as much of every
input in period 2 as it did in period 1, then the index that measures the increase in input
use must take the value A. The class of proper output and input indices includes several
types of additive, multiplicative and primal indices.

If there are no price or value-share data available, then the computation of output and
input index numbers generally involves estimating output and input distance functions.

This paper explains how to estimate distance functions using linear programming (LP),



least squares (L.S) and maximum likelihood (ML) methods. LP methods are widely used
to estimate the parameters of piecewise frontier models (PFMs). LS methods are widely
used to estimate the parameters of deterministic frontier models (DFMs). ML methods
are widely used to estimate the parameters of stochastic frontier models (SFMs). The
estimated parameters of PFMs and DFMs can be used to compute additive, multiplica-
tive and primal index numbers. The estimated parameters of SFMs can generally only
be used to compute additive and multiplicative index numbers.

The outline of the paper is as follows. Section 2 formally defines what is meant
by a “technology”. It then explains how sets of technologies can be represented by
production possibilities sets and distance functions. Section 3 defines several additive,
multiplicative and primal indices. It also explains how TFP index numbers can be com-
puted using estimates of shadow prices and shadow value shares. Section 4 explains
how shadow prices and value shares can be estimated using common LP methods. It
then uses a numerical example to illustrate some of the properties of proper TFP in-
dices. Sections 5 explains how LS estimators can be used to estimate the parameters
of distance functions. It then shows how the estimated parameters of either an output
distance function or an input distance function can be used to compute additive, multi-
plicative and primal TFP index numbers. Section 6 explains how ML estimators can be
used to estimate the parameters of stochastic frontier models. In this case, the estimated
parameters can only be used to compute additive and multiplicative index numbers. Fi-
nally, Section 7 explains how LP and LS methods can be used to compute several other
measures of TFP change. These other measures include generalised Malmquist TFP

indices, Hicks-Moorsteen TFP indices, and residual measures of productivity change.

2. Technologies

In O’Donnell (2016), a technology is defined as “a technique, method or system
for transforming inputs into outputs ...For most practical intents and purposes, it is
convenient to think of a technology as a book of instructions, or recipe” (p. 328). In this
paper,! the set of technologies that exist in a given period is referred to as a technology

set. If we think of a technology as a book of instructions, then we can follow O’Donnell

'In O’Donnell (2016), technology sets are referred to as “metatechnologies”.



(2016) and think of a technology set as a library. Technology sets can be represented by

production possibilities sets.

2.1. Production Possibilities Sets

A production possibilities set is a set containing all input-output combinations that
are physically possible. The building blocks for this paper are period-and-environment-
specific production possibilities sets. A period-and-environment-specific production
possibilities set is a set containing all input-output combinations that are physically pos-
sible in a given period in a given production environment. For a precise definition, let
zir = (21, - - -, 27ir)’ denote a vector of environmental variables characterising the pro-
duction environment of firm i in period ¢. Here, the term “environmental variables”
refers to “variables that are physically involved in the production process but never cho-
sen by firms (e.g., rainfall in farming, or the highway network in trucking)” (O’ Donnell,
2016, p.329). The set of input-output combinations that are possible using the period-¢

technology set in an environment characterised by z;; is
T'(zir) = {(x,q) : inputs x can produce outputs ¢ in period ¢ in environment z; }. (1)

If there is no technical change, then all references to period ¢ can be deleted. If there
are no environmental variables involved in the production process (i.e., if there is no
environmental change), then all references to z; can be deleted. If there is no technical
or environmental change, then T7(z;) is equal to the “technology set” defined by Fire
and Primont (1995, p. 8), the “production set” defined by Fried et al. (2008, Eq. 1.1),
and the “graph” defined by Shephard (1970, p. 181), Fire, Grosskopf and Lovell (1994,
Eq. 2.1.5) and Kumbhakar and Lovell (2000, p. 18).

Economists make assumptions about technology sets by way of assumptions about
what they can (and cannot) produce. For example, it is common to make the following
assumptions: (a) it is possible to produce zero output (i.e., “inactivity is possible”); (b)
there is a limit to what can be produced using a finite amount of inputs (i.e., “output sets
are bounded”); (c) a positive amount of at least one input is needed in order to produce
a positive amount of any output (i.e., “there is no free lunch”); (d) if given inputs can be
used to produce a particular output vector, then they can also be used to produce a scalar
contraction of that output vector (i.e., “outputs are weakly disposable”); (e) if given

outputs can be produced using a particular input vector, then they can also be produced
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using a scalar magnification of that input vector (i.e.,* inputs are weakly disposable”);
and (f) output and input sets contain all the points on their boundaries (i.e., they are
“closed”). Stronger assumptions that are made from time to time include the following:
(g) if given inputs can be used to produce particular outputs, then they can also be
used to produce fewer outputs (i.e., “outputs are strongly disposable”); and (h) if given
outputs can be produced using particular inputs, then they can also be produced using
more inputs (i.e., “inputs are strongly disposable”). If outputs (resp. inputs) are strongly
disposable, then they are also weakly disposable. If outputs are weakly disposable and
output sets are bounded, then production possibilities sets can be represented by output
distance functions. If inputs are weakly disposable, then they can be represented by

input distance functions.

2.2. Output Distance Functions

An output distance function (ODF) gives the reciprocal of the largest factor by which
a firm can scale up its output vector when its inputs are predetermined. ODFs can be
traced back to Shephard (1970, p. 207). A period-and-environment-specific ODF gives
the reciprocal of the largest factor by which a firm can scale up its output vector in
a given period in a given production environment when its inputs are predetermined.
For a mathematical definition, let x;; = (x1r, ..., xpir)’ > 0 and qir = (q1ir - -, qnie) >0
denote the input and output vectors of firm i in period ¢. In this paper, the period-and-

environment-specific ODF is defined as

Dto(ximql'taziz) =inf{p > 0: (xi,qi/p) € Tt(Zit)} ()

If there is no environmental change, then this function is equal to the ODF defined by
Balk (1998, Eq. 2.6). If output sets are closed and there is no technical or environmental
change, then it is equal to the distance function defined by Shephard (1970, p. 207), Fére
and Primont (1995, Eq. 2.1.6) and Kumbhakar and Lovell (2000, p. 30).

If it exists, then the ODF defined by (2) is nonnegative and linearly homogeneous
in outputs. If outputs are strongly disposable, then it is also nondecreasing in outputs.
If outputs are strongly disposable and the ODF is continuously differentiable, then the
n-th normalised shadow output price and shadow revenue share are pl,(xi,qir,zir) =
aDto(xitacIimZit)/aqmt > 0and ’il(xiza Qit;Zit) = alnDtO(xit»qiluZil)/a Ingyi > 0. Shadow

output prices are the prices that would lead a price-taking revenue-maximising firm to
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choose its observed outputs. Normalised shadow output prices are shadow output prices
divided by the maximum revenue the firm can earn using its inputs. As we shall see,
shadow output prices and revenue shares play an important role in the computation of

output index numbers.

2.3. Input Distance Functions

An input distance function (IDF) gives the reciprocal of the smallest fraction of
inputs that a firm needs to produce its outputs. IDFs can be traced back to Shephard
(1953, p. 5; 1970, p. 206). A period-and-environment-specific IDF gives the reciprocal
of the smallest fraction of inputs that a firm needs to produce its outputs in a given period
in a given production environment. In this paper, the period-and-environment-specific
IDF is defined as

D§<xitvcﬁt7zit) = Sup{9 >0: (xiz/97Qit) S Tt(&'t)}- 3)

If the production frontier exhibits constant returns to scale (CRS), then D} (Xit, Git s 2ir) =
1/ DtO (xit,qir,zir)- If there is no environmental change, then the IDF defined by (3) is
equal to the IDF defined by Balk (1998, Eq. 2.4). If input sets are closed and there is
no technical or environmental change, then it is equal to the IDF defined by Shephard
(1970, p. 206) and Kumbhakar and Lovell (2000, p. 28).

If it exists, then the IDF defined by (3) is nonnegative and linearly homogeneous
in inputs. If inputs are strongly disposable, then it is also nondecreasing in inputs. If
inputs are strongly disposable and the IDF is continuously differentiable, then the m-th
normalised shadow input price is w',, (xit, qir, zit) = O D} (Xit, Git, Zit ) / O%mir > 0 and the m-
th shadow cost share is s%, (xi, gir, zir) = 0 In D} (xir, gir, 2ir) /@ In Xpie > 0. Shadow input
prices are the prices that would lead a price-taking cost-minimising firm to choose its
observed inputs. Normalised shadow input prices are shadow input prices divided by
the minimum cost of producing the firm’s outputs. Shadow input prices and cost shares

play an important role in the computation of input index numbers.

2.4. Example

For a simple example that is compatible with the numerical illustrations presented

later in the paper, suppose there is only one environmental variable. Also suppose that



the set of input-output combinations that are possible in period ¢ in an environment

characterised by z; is

n=1

T (zi) = {(x, q): (ﬁ m) <A(t) 2§ IMI x,éim} )

where A(1) > A(t—1)>0,8=(B1,..-,.Bu) >0, y=1,...., ) >0and ¥, % = 1.
The constraint A(¢) > A(t — 1) implies there is no technical regress. The constraints
B >0 and y > 0 imply that inputs and outputs are strongly disposable. The associated
ODF and IDF are

—1
N M
DIO(XiUQil‘int) = (Z YnCIm‘t> <A<t) Zg H xmr;lt) )
n=1
M —1/n
and  Di(xit,qir,2i) = (B @)z |1 x%) (Z }’nqm't) (6)
m=1 n=1

where n =Y, Bn >0, B(t) =A()'/7>0,A = (A1,...,Ay) =B/n >0,and k = 5/7.
If n =1, then, and only then, the production frontier exhibits CRS. The n-th normalised
shadow output price and shadow revenue share are p', (xi, gir, zit) = YnD'p (Xit, qit, 2it) | Y qir
and r,(qit) = Yuqnic/Y qir- Here, the notation reflects the fact that shadow revenue
shares do not vary over time and do not depend on inputs or environmental variables.
The m-th normalised shadow input price and shadow cost share are w', (xi,qir,zir) =
MDY (Xit, Gir s Zit) [ Xmir and s, = A,y Here, the notation reflects the fact that shadow cost

shares do not vary over firms or time periods.

3. TFP Indices

An index that compares the outputs of firm i in period ¢ with the outputs of firm
k in period s is any variable of the form QI(qs,qi) = Q(qit)/Q(qxs) where Q(.) is a
nonnegative, nondecreasing, linearly-homogeneous, scalar-valued aggregator function.
Output indices that are constructed in this way satisfy the monotonicity, homogeneity,
identity, proportionality, time-space reversal, transitivity and circularity axioms listed in
O’Donnell (2016, p. 332). O’Donnell (2016) refers to an index as being “proper” if and
only if all of these axioms are satisfied.



On the input side, an index that compares the inputs of firm 7 in period ¢ with the
inputs of firm & in period s is any variable of the form X7 (x,x;; ) = X (xi) /X (xxs) where
X(.) is a nonnegative, nondecreasing, linearly-homogeneous, scalar-valued aggregator
function. Again, input indices that are constructed in this way are “proper” in the sense
that they satisfy the input axioms listed in O’Donnell (2016, p. 332).

Finally, a “proper” index that compares the TFP of firm i in period ¢ with the TFP of
firm k in period s is any variable of the form T'F PI (xy, qis, Xit, Git) = OI(qks, qir) /X1 (Xks, Xir )
where QI(qys,qir) and X1(xyg,x;;) are proper output and input indices. Proper TFP in-
dices satisfy their own set of axioms, including the following:

T1 g, > gir and x,; < xj; = TFPI(xks,qks,xrl,qu) > TFPI(xksqumxityCIit) (weak mono-

tonicity);

T2 g, = Aqir and x,; = 8x; = TFPI(Xgs, s, Xr1,qr1) = (A ) 8)TF P (Xks, Gks, it , Gir ) Tor
A > 0and 0 > 0 (homogeneity);

T3 qis = qir and Xy = xip = TFPI(Xps, Gis, Xir, gir) = 1 (identity);

T4 qpj = Aqs, Gr1 = Aqir, Xnj = Oxys and x,; = Sx; =
TFPI(th,th,Xﬂ,Qﬂ) = TFPI('kakauinQit) for A >0and 6 > 07

TS gir = Aqis and x;; = Sxpg = TF PI(xy, Gis, Xir, qir) = A /S for A > 0 and & > 0 (pro-
portionality);

T6 TFPI(xys, ks, Xit»qit) = 1/TFPI(Xiz,qir, Xks, Gks) (time-space reversal);
T7 TFPI(Xks, Grs:Xie, qie) = TFPI(Xks, Grs, Xr1, Gr1) TF PI(X,1,qy1, i, qir ) (transitivity); and

T8 TFPI(Xks, Gis:%r1,qr1) TFPI(Xy1,qp1,%it, Qi) TF PI(Xit, Gty X5, qis) = 1 (circularity).

The interpretation of these axioms is straightforward. The identity axiom, for example,
says that if the inputs and outputs of firm i in period ¢ are exactly the same as the inputs
and outputs of firm k in period s, then the index that compares the TFP of the two
firms must take the value 1. The transitivity axiom says, for example, that if firm i in
period ¢ is twice as productive as firm r in period /, and if firm r in period [ is twice as
productive as firm k& in period s, then all direct and indirect comparisons must say that
firm i in period 7 is four times as productive as firm k in period s. The class of proper

TFP indices includes various additive, multiplicative and primal indices.
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3.1. Additive Indices

The use of the term “additive” in an index number context can be traced back at
least as far as Aczel and Eichhorn (1974). Additive TFP indices are constructed using
aggregator functions of the form Q(g;;) =< Y., anqnir and X (x;r) o< ¥, bjXmir Where a, >0
and b,, > 0. The associated index that compares the TFP of firm i in period ¢ with the
TFP of firm k in period s is

Zn AnQnit Zn bmXmis
TFPI* (X, Gis: Xt Gir) = ( : (7)
( S ll) Y Annis Y binXmis

Any nonnegative measures of relative value can be used as weights. If average market
prices are used as weights, then TF PI* (Xks, Gk, Xir» qir) takes the form of the Lowe TFP
index defined by O’Donnell (2012, p.877). O’Donnell (2012) uses the term “Lowe”
because the component output and input indices in his TFP index have a structure that
is commonly attributed to Lowe (1823); see, for example, Hill (2008) and Balk (2008,
p. 68). If average market prices are unavailable and average normalised shadow prices

are used as weights, then,

TFPIA(kaanSaxitan't) _ (ananniz) (Zn Mimxmks) (8)
Y Prnlnks Y WinXmit

where p, <) ;) piz(xila Qitazit) and wy, o<} ; ), Win(xihq#azit)-

3.2. Multiplicative Indices

The use of the term “multiplicative” in an index number context can be traced back
at least as far as Coelli et al. (2005, p. 131). Multiplicative TFP indices are constructed
using aggregator functions of the form Q(g;;) o< HnN:1 g, and X (xjr) o< H%:] xfn”l?t where

an>0,b, >0and Y, a, =Y,,bm = 1. The associated index that compares the TFP of
firm i in period ¢ with the TFP of firm k in period s is

M o N qnit M Ximks b
TFPI (xks; GksyXit qif) - H H ) (9)

n=1 \dnks m=1 \ Xmit

Any nonnegative measures of relative value that sum to one can be used as weights. Let

I; denote the number of firms in period z. If average shadow revenue and cost shares are



used as weights, then

N q . FV! M X fm
TFPIM (Xig, qrs: Xt Gir) = H( ’”’) I1 ( ’“’“) (10)
n—1 \qnks m=1 \ Xmit
where 7, =}, ’J;z(xit;CIinZit)/(Zz L) and 5, = Y, X 5h (Xir, gir, 2ie) / (X I;) - If average
observed value shares are equal to average shadow value shares, then, and only then,
TFPM™ (xis, qis,Xir,qir) is equivalent to the geometric Young TFP index defined by
O’Donnell (2016, Eq. 5). The term “geometric Young” can be traced back to a pro-
ducer price index described by IMF (2004, p.10).

3.3. Primal Indices

The use of the term “primal” in an index number context can be traced back at least
as far as Balk (1998, p.100).> Primal TFP indices are constructed using output and input
distance functions. To be more precise, if outputs and inputs are strongly disposable,
then suitable aggregator functions are Q(g;;) > D%, (%, qir,Z) and X (x;) o< D (xir,G,7)
where 7 is a representative time period and X, ¢ and 7 are representative vectors of inputs,
outputs and environmental variables. The associated (primal) index that compares the
TFP of firm i in period ¢ with the TFP of firm & in period s is

DI_O()Z, ql't,Z) Dg(ka q, Z)

o\%,4it,2) Dyxks,4,2) (11)
Di(%,qks,Z) Di(xi,G,%)

TFPI" (Xis, is, Xit 1 Git) =

This index appears in O’Donnell (2016, p.332). If there is no technical or environmental
change, then the two ratios in (11) are equal to the output and input quantity indices of
Fére and Primont (1995, pp. 36, 38). Other special cases are discussed in O’Donnell
(2016).

The use of the term “primal” in this paper is also consistent with the way the term is use in economics.
In economics, the term is usually used to describe production functions, input requirement functions and
distance functions. The term “dual” is usually reserved for cost, revenue and profit functions. See, for
example, Beavis and Dobbs (1990, p. 99).



3.4. Example

If the production possibilities set is given by (4), then the ODF and IDF are given
by (5) and (6). In this case, the additive index defined by (8) can be written as

Y Yulnit Y WinXmks
TF P (Xks, Gus, Xit Git) = ( - (12)
( 2 Gl it qt) Zn Ynlnks Zm WmXmit

where Wy, o< Y., ¥'; (A /Xmir ). The multiplicative index defined by (10) can be written as

M N i\ B s\
TFPI (st,CIksaXitaCIit) = H H (13)

n=1 \Ynks m=1 \ Xmit

where 7, = Y, Y (Ynqnit /Y qir) / (X; I;) - Finally, the primal index defined by (11) is

A
Zn Yndnit M Xmks "
TFPI” (xks, qus Xie, Gir) = (— : (14)
( AR Z) Y Ynlnks ,Lll Xmit

Observe that this last index does not depend on 7, X, § or Z. This is due to the fact that

output and input sets are homothetic and technical change is Hicks neutral.

4. Linear Programming (LP) Estimators

If no price or value share data are available, then the computation of TFP index
numbers generally involves the estimation of distance functions. In the productivity

literature, is common to assume that

LP1: all relevant quantities, prices and environmental variables are observed and mea-

sured without error;
LP2: production frontiers are locally linear;
LP3: outputs and inputs are strongly disposable; and
LP4: production possibilities sets are convex.

If these assumptions are true, then estimates of the parameters of output and input dis-
tance functions can be obtained by solving linear programs. The associated models

are known as data envelopment analysis (DEA) models. The idea behind DEA can be
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traced back to Farrell (1957) and Farrell and Fieldhouse (1962). The formulation of
DEA estimation problems as linear programs is largely due to Charnes et al. (1978) and
Banker et al. (1984).

4.1. Output-Oriented DEA Models
If LP1 and LP2 are true, then the ODF takes the following form:

DY (xit, ity zir) = (Yaqir) /(G + 8y zi + Birxie)- (15)

Here, the i and ¢ superscripts indicate that the parameters of the ODF vary with i and ¢.
The term “locally linear” derives from the fact that if D’g) (xir,qit,zir) = 1 (i.e., the firm
operates on the frontier), then the relationship between the inputs, outputs and environ-
mental variables can be written as %,qit = oy + 6i/tzil‘ + Bl/txi, (i.e., a linear function with
observation-varying parameters).

The unknown parameters in (15) are not identified. In practice, it is common to
identify the parameters by setting ¥,,g;; = 1. LP estimation of the parameters then in-
volves minimising 1/ D’é (xit,qir, Zir) subject to constraints that ensure that LP3 and LP4

are also satisfied. The estimation problem is

min {ait + 5,',;Zit +ﬁi/t'xit 2% >0, Bir >0, 7;;%1 =1,
it 8it Bt Yir

Qi + 8.2 + Bixpr — Vaqn > 0 forall h < I and r < t} (16)

where [ is the number of firms in the dataset. This is a standard linear program. The
constraints %, > 0 and B; > 0 ensure that LP3 is satisfied. The last set of constraints
ensures that LP4 is satisfied. If the data are cross section data, then all references to
period ¢ can be suppressed. If the data are cross section data and o + 5i’tz,-, = (0, then
(16) collapses to an LP that can be traced back to Charnes et al. (1978, Eq. 4).

LP (16) is sometimes referred to as a “primal” LP. Every primal LP has a “dual”
form with the property that if the primal and dual forms both have feasible solutions,

then the optimised values of the two objective functions are equal. The dual form of
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(16) 1s

1

1 t 1
max {H C g < YN Awdnes Y, Y A < it
HoA h=1r=1 h=1r=1

I t I t
Y Y Mt =z ¥ Y A =1, Ay = 0forall hand 1}, (17)

h=1r=1 h=1r=1
Again, this is a standard LP. If there is no environmental change, then the environmental
variables and their coefficients can be deleted. If the data are cross section data and
there is no environmental change, then (17) collapses to an LP that can be found in, for
example, Fire, Grosskopf and Lovell (1994, p. 103).

4.2. Input-Oriented DEA Models
If LP1 and LP2 are true, then the IDF is

D? (XinCIityZit) = <9i/txit)/(éi/tQit - Ki/;Zit - (Pit)- (18)

Again, the unknown parameters are not identified. In this case, it is common to identify
the parameters by setting 6;x; = 1. LP estimation of the parameters then involves
maximising 1 /D}’ (xit,qir,zir) subject to constraints that ensure LP3 and LP4 are also

satisfied. The estimation problem is

! / . !
max {éiz%'t — KjZit — Qi 2 Eir > 0, 6, >0, Oxy = 1,
Eir i, 06t

E! g — Kz — G — Olx < O forall h < and r < r}. (19)

Again, this is a standard linear program. Again, the constraints ¥; > 0 and ; > 0 ensure
that LP3 is satisfied. Again, the last set of constraints ensures that LP4 is satisfied. If the
data are cross section data and there there is no environmental change, then the problem
collapses to the dual LP of Banker et al. (1984, Eq. 20). Finally, the dual form of (19) is

It
min{ MrGnr = Giey MXit =YY Ane X,
oA h=1r=1
I ¢
AnrZhr = Zit Z Z A= 1, Ay > 0 for all 1 and r}. (20)
h=1r=1

1 t
pe ) )
h=1r=1
1 t
> )
h=1r=1
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If the data are cross section data and there is no environmental change, then this problem
collapses to the LP of Banker et al. (1984, Eq. 19).

4.3. TFP Indices

LP methods can be used to compute additive and multiplicative TFP index numbers.
The computation of these index numbers is based on the result that if LP1-LP3 are true,

then, by Euler’s homogeneous function theorem,

PZ (xinCIiz?Zit)Qnit (21)

|
M=

Dié(xinCIit,Zit)

3
I

Wf; (Xit Qi » Zit ) Xmit 22)

|
Mk

it
and Dl[ (xit7 qit, Zit)

3
IR

where pi (xir, Git, 2it) = Yoir/ (Cir + 8),zie + Bjxit) is the n-th normalised shadow output
price and W' (xizr, Gir,zit) = Omir/ (€ qir — K};zit — 4z ) is the m-th normalised shadow in-
put price. Estimates of these shadow prices and shares can be obtained by solving
problems (16) and (19). Additive TFP index numbers can then be computed using ag-
gregator functions of the form Q(g;;) o« p'qi and X (x;) o< W'x;; where p is a vector of
average estimated normalised shadow output prices and W is a vector of average esti-
mated normalised shadow input prices. If average estimated normalised shadow prices
are proportional to average market prices, then, and only then, the associated TFP index
is equivalent to a Lowe TFP index. Similarly, multiplicative TFP index numbers can be

and X (xir) o< [y £

mit

P
nit

where 7, is the n-th average estimated shadow revenue share and ), is the m-th average

computed using aggregator functions of the form Q(g;;) < [[,.¢

estimated shadow cost share. If average estimated shadow value shares are equal to av-
erage observed value shares, then, and only then, the associated TFP index is equivalent
to a geometric Young index.

LP methods can also be used to compute primal TFP index numbers. If LP1-LP3
are true, then D,(¥,q,Z) = p'g and D}(%,3,Z) = W'x where p = 7/(@ + 8’7+ B'%) is a
vector of representative normalised shadow output prices and w = 0 /(E'G — K’z — @) is

a vector of representative normalised shadow input prices. Estimates of &, 8, B and ¥
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can be obtained as the solution to the following variant of problem (16):

min {a+5’Z+B’X:}’ZO, B>0,7Y3=1,
0.8,y

0+ 82+ B — Yy > 0 for allhglandrgf}. (23)

Similarly, estimates of E, K, gﬁ and 6 can be obtained as the solution to the following

variant of problem (19):

max {é’q'—rc’z—qné >0,0>0, 0%=1,

é’K’(P’

E'dnr— K zpr — & — 0", < O forall h < I and r < t'}. 24)

An additive TFP index can then be computed using aggregator functions of the form
O(qit) o< D’;)(JE, qgit,Z) = p'qir and X (xr) o< Dg (xit,G,Z) = w'x;;. The associated TFP index

can be viewed as an estimate of a primal index.

4.4. Example

For a numerical illustration, Table 1 reports simulated data on one environmental
variable and the quantities of N = 2 outputs and M = 2 inputs for I =4 firms for 7 =5
periods. Selected estimates of normalised shadow prices and value shares are reported
in Table 2; these estimates were obtained by solving LPs (16) and (19). Associated
TFP index numbers are reported in Table 3. The additive (resp. multiplicative) index
numbers reported in column A (resp. M) were computed using the average estimated
normalised shadow prices (resp. value shares) reported in the last line of Table 2. The
primal index numbers reported in column P were computed using p = (0.675,0.022)’
and w = (0.099,0.915)’; these estimates were obtained by solving LPs (23) and (24).

The index numbers reported in Table 3 compare the TFP of each firm in each period
with the TFP of firm 1 in period 1. In any given row, any differences between the
additive and multiplicative index numbers are due to the use of different functional
forms and weights. Any differences between the additive and primal index numbers are
due to differences between average estimated normalised shadow prices (i.e., p and W)
and estimated representative shadow prices (i.e., p and w). The index numbers in any

given column provide a coherent picture of TFP change. For example, in any given
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column, the index number in row 17 correctly indicates that the TFP of firm 1 in period
5 was double what it had been in period 1 (in period 5, it used the same inputs to
produce twice as much output as it had in period 1), the index numbers in rows 2 and 18
correctly indicate that firm 2 was equally productive in both periods (it used the same
inputs in both periods to produce the same outputs), the index numbers in rows 3 and
19 correctly indicate that firm 3 was also equally productive in both periods (in period
5, this firm doubled its inputs in order to double the outputs it had produced in period
1), and the index numbers in rows 4 and 20 correctly indicate that firm 4 was equally
productive in both periods (again, it used the same inputs in both periods to produce the

same outputs).

Table 1: Simulated Data

Row  Firm Period q1 q X1 b)) Z
1 1 1 1 1 1 1 1.43
2 2 1 041 0.5 022 047 0.99
3 3 1 0.13 0.11 0.07 0.18 0.85
4 4 1 0.3 1 021 1.01 1.03
5 1 2 2.09 2.09 209 209 1.72
6 2 2 149 158 13 155 138
7 3 2 0.8 078 0.74 085 1.18
8 4 2 039 1.09 03 1.1 1.07
9 1 3 1.75 1.75 1.75 1.75 1.64
10 2 3 1.99 2.08 1.8 2.05 1.51
11 3 3 095 093 089 1 1.23
12 4 3 291 3.61 282 3.62 1.76
13 1 4 1.01 1.01 1.01 1.01 1.43
14 2 4 2.02 211 1.83 2.08 1.52
15 3 4 048 046 042 053 1.04
16 4 4 1.48 2.18 1.39 2.19 1.42
17 1 5 2 2 1 1 097
18 2 5 041 0.5 022 047 1.25
19 3 5 0.26 0.22 0.14 036 0.84
20 4 5 0.3 1 021 1.01 1.38

15



Table 2: LP Estimates of Normalised Shadow Prices and Value Shares

Row P1 P2 wi W r r 51 52
1 1 0 0.240 0.760 1 0 0.240 0.760
2 2.439 0 0.585 1.854 1 0 0.129 0.871
3 7.692 0 0 5.556 1 0 0 1
4 0 1 0.283 0.931 0 1 0.060 0.940
17 0.500 0 1 0 1 0 1 0
18 2.024 0.340 0 2.128 0.830 0.170 0 1
19 3.846 0 7.143 0 1 0 1 0
20 0 1 1.275 0.725 0 1 0.268 0.732
Mean 1.307 0.179 0.693 0.927 0.812 0.188 0.390 0.610
Table 3: LP Estimates of TFP Change
Row Firm Period q1 q> X1 X2 A M P
1 1 1 1 1 1 1 1 1 1
2 2 1 041 05 022 047 1.159 1.217 0.926
3 3 1 0.13 0.11 0.07 0.18 096 1.011 0.764
4 4 1 0.3 1 0.21 1.01 0.576 0.687 0.345
17 1 5 2 2 1 1 2 2 2
18 2 5 041 05 022 047 1.159 1.217 0.926
19 3 5 0.26 0.22 0.14 0.36 096 1.011 0.764
20 4 5 0.3 1 0.21 1.01 0.576 0.687 0.345

A = additive; M = multiplicative; P = primal
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5. Least Squares (LS) Estimators

LS methods can also be used to compute additive, multiplicative and primal TFP

index numbers. This usually involves the following assumptions:

LS1: all relevant quantities, prices and environmental variables are observed and mea-

sured without error;

LS2: the functional forms of distance functions are known.

Assumption LS1 is the same as assumption LP1. If LS1 and LS2 are true, then out-
put and input distance functions can be rewritten in the form of regression models with
unobserved errors representing technical inefficiency. The associated models are often
referred to as deterministic frontier models (DFMs). The idea behind LS estimation of
DFMs can be traced back at least as far as Winsten (1957, p. 283). Aigner and Chu
(1968) estimated DFMs using linear and quadratic programming methods. Schmidt
(1976) showed that the Aigner and Chu (1968) linear and quadratic programming esti-
mators are ML estimators under the assumption that the inefficiency effects are expo-
nential and half-normal random variables respectively. These alternative estimators are
rarely used, not least because their asymptotic properties are unknown: for details, see
Schmidt (1976, p. 239) and Greene (1980, Sect. 3.2).

5.1. Output-Oriented DFMs
If LS1 is true, then the linear homogeneity property of ODFs can be used to write
Dl (xir, qir, 2ir) = q1 D (Xit, 45, 2ir ) Where g, = qir /q1ir is a vector of normalised outputs

(the choice of normalising output is arbitrary). Equivalently,
Ingis = —In Dy (Xir, @iy, Zir) — i (25)

where uy; = —InD',(xit,qir,zir) > 0 is an output-oriented technical inefficiency effect
(the value of the ODF is a measure of output-oriented technical efficiency). Assumption
LS2 says the functional form of the ODF is known. If the ODF is given by (5), for
example, then

M N
Ing; = a(t)+d1nz; + Z B Inx,; —In ( an;;i;> — Ujs (26)
n=1

m=1
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where a(r) = InA(t), a(t) > ait—1), B=(P1,....Bu) >0, v=(1,...., ) >0
and Y, 7, = 1. If there is only one output and there is no technical or environmental
change, then this function collapses to a DFM that has the same basic structure as the
Cobb-Douglas models of Aigner and Chu (1968, p. 831), Richmond (1974, p. 517) and
Schmidt (1976, Eq. 2).

5.2. Input-Oriented DFMs

If LS1 is true, then the linear homogeneity property of IDFs can be used to write
D} (xit, qit, zie) = X1 D}(X},, qir, zir) Where x}; = xj /x1;¢ i a vector of normalised inputs

(again, the choice of normalising input is arbitrary). Equivalently,
—Inxyy = InDi (x5, qir, zir ) — i (27)

where, in a slight abuse of notation, u; = lnD§ (xi,qit,zir) > 0 is now an input-oriented
technical inefficiency effect (the reciprocal of the value of the IDF is a measure of input-
oriented technical efficiency). Again, LS2 says the functional form of the IDF is known.

If the IDF is given by (6), for example, then

M N
.1
—Inxiz =&(1) + Klnzy + Y Anlnxg,;, — 0 In (Z ynqm,> — uj (28)
m=1 n=1

where £ (¢) = InB(¢). If there is only one output, then this function collapses to a Cobb-
Douglas DFM.

5.3. Estimation

Irrespective of the orientation of the DFM, it is common to assume that u; is a

random variable with the following properties:
LS3 E(uj) =p > 0foralliandr;

LS4 var(u;) < ¢ for all i and 1;

LS5 cov(ujr,uys) =0if i # k ort # s; and

LS6 u; is not correlated with the observed explanatory variables.
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If LS1-LS6 are true, then LS estimators for the unknown parameters in DFMs are con-
sistent. Different types of restricted and unrestricted LS estimators must generally be
used to estimate different types of DFMs. For example, consider the output-oriented
DFM given by (26). If LS1 is true, then this model can be rewritten as

M N
lnqlit = (l) —+ 511’12,'; -+ Z ﬁm lnxmit —In ( ynquiz) — e (29)
= n=1

m=1

where a*(t) = a(t) —u, a(t) > a(t—1),=(B1,...,.Bu) >0, vy=(n,..., W) >0,
Y., v =1 and e; = 4 — uj;. This model is nonlinear in the parameters. In this case,
the restricted nonlinear least squares (RNLS) estimator is a consistent estimator for the
slope coefficients. A consistent estimator for  is l = max{éii,...,ér} where é; is the
it-th RNLS residual. A consistent estimator for a(r) is &(¢) = &*(¢t) + L where 0* ()
is the RNLS estimator for o*(¢). In this paper, these estimators are collectively referred

to as corrected restricted nonlinear least squares (CRNLS) estimators.

5.4. TFP Indices

LS methods can be used to compute additive, multiplicative and primal TFP index
numbers. The precise nature of the computations depends on the distance functions. If
the ODF and IDF are given by (5) and (6), for example, then additive, multiplicative
and primal TFP index numbers can be computed using (12), (13) and (14). Estimates
of the unknown parameters in these equations can be obtained by estimating either (26)
or (28) [a useful property of DFMs is that the (estimated) parameters of any functional
representation of a technology set can, in principle, always be recovered from the (esti-
mated) parameters of any other functional representation of the technology set; thus, in

principle, it doesn’t matter if we estimate (26) or (28)].

5.5. Example

Reconsider the simulated data reported in Table 1. These data have been used to
obtain CRNLS estimates of the unknown parameters in (26). The estimated coefficients
and their standard errors are reported in Table 4. The estimates reported in this table are

correctly signed by construction.> Associated additive, multiplicative and primal index

3Observe that the estimates of a/(2) and a/(3) are exactly zero, and that the standard errors for these
coefficients are also exactly zero. This implies that the constraints &¢(2) > ¢¢(1) and o(3) > o(2) are
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numbers are reported in Table 5. Again, the index numbers in any given column of this
table provide a coherent picture of TFP change. For example, in any given column, the
index number in row 17 correctly indicates that the TFP of firm 1 in period 5 was double
what it had been in period 1, and the index numbers in rows 3 and 19 correctly indicate

that firm 3 was equally productive in both periods.

Table 4: CRNLS Parameter Estimates

Parameter ~ Estimate St. Err. #-value p-value

o(1) 0430 0.032 13.613 <0.01*
a(2) 0 0  NaN  NaN
o(3) 0 0 NaN NaN
o(4) 0.407 0.035 11.631 <0.01***
a(s) 0403 0059 6797 <0.01**
0 -0.328  0.312 -1.053 0.312
Bi 0.680 0.230 2957 0.011*
B 0.273 0.324 0.844 0414
N 0.822 0.189 4336 <0.01***
)2 0.178 0.189 0941 0.364

*****

, ™ and * indicate significance at 1%, 5% and 10% levels

6. Maximum Likelihood (ML) Estimators

ML estimation of TFP change is underpinned by the assumption that distance func-
tions merely exist. If they exist, then they can be rewritten in the form of regression
models with unobserved errors representing inefficiency and statistical noise. The asso-
ciated models are often referred to as stochastic frontier models (SFMs). ML estimation
of SFMs can can be traced back to Aigner et al. (1977) and Meeusen and van den Broeck
(1977). The estimated parameters of SEMs can be used to compute additive and mul-
tiplicative TFP index numbers. They cannot generally be used to compute primal TFP
index numbers: except in restrictive special cases (e.g., there are no functional form

errors and all inputs and outputs are observed and measured without error), the relation-

binding. LS methods for imposing inequality constraints are unsatisfactory in this respect. Bayesian
methods are much more satisfactory. For details, see Geweke (1986).
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Table 5: CRNLS Estimates of TFP Change

Row Firm Period q1 q X1 X2 A M P
1 1 1 1 1 1 1 1 1 1
2 2 1 041 05 022 047 1.641 1.566 1.558
3 3 1 0.13 0.11 0.07 0.18 1.446 1.366 1.378
4 4 1 0.3 1 021 1.01 1.261 1.185 1.29
17 1 5 2 2 1 1 2 2 2
18 2 5 041 05 022 047 1.641 1.566 1.558
19 3 5 026 022 0.14 0.36 1.446 1.366 1.378
20 4 5 0.3 I 021 1.01 1.261 1.185 1.29

A = additive; M = multiplicative; P = primal

ships between the parameters of SFMs and the components of primal TFP indices are

unknown.

6.1. Output-Oriented SFMs

If the ODF exists, then the relationship between inputs, outputs and environmen-
tal variables can be written in the form of (25). If the functional form of the ODF is

unknown, then (25) can be rewritten as
Ingiir = f* (Xit, @y 2it) + Vie — i (30)

where f(.) is an approximating function chosen by the researcher (e.g., a translog or
Cobb-Douglas function), vy = —InDY, (xit, ¢}, zir) — f' (xir, ¢}, zir) is an unobserved vari-
able that accounts for functional form errors and other sources of statistical noise, and all
other variables are as defined in (25). The exact nature of the noise component depends
on both the SFM and the unknown ODF. To illustrate, suppose the SFM is

N

M
ln(Ilit =o+ 5111Z,’t + Z ﬁm Inxpir — én lnCIZit + Vir — Ui 31
m=1 =1

n
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where Y, &, = 1. If the ODF is given by (5), for example, then the noise component in

this model is

vie = [InA(r) — o] +

N N
Z nlngy; —In Z Ynlnic | | - (32)

The first term on the right-hand side can be viewed as an omitted (dummy) variable

error. The second term is a functional form error.

6.2. Input-Oriented Models

If the IDF exists, then the relationship between inputs, outputs and environmental
variables can be written in the form of (27). If the functional form of the IDF is un-

known, then (27) can be rewritten as
—Inxy;e = f (X5, s 2ir) + Vie — i (33)

where, in another slight abuse of notation, f7(.) is an approximating function chosen
by the researcher, vi; = InD}(x}, qir,zir) — f' (X}, qit,zi) is an unobserved variable that
accounts for statistical noise, and all other variables are as defined in (27). Again, the
exact nature of the noise component depends on both the SFM and the unknown IDF.

To illustrate, suppose the SFM is
M N
—Inxiz =&(1) +KInzy + Y, Awlnxy, + Y 0uInquie 4+ vie — s (34)
m=1 n=1

If the IDF is given by (6), for example, then the noise component in this model is

1 N N
Vit = ——1In Yaldnir | — Z en lnqmt~ (35)
n n=1 n=1

This is a functional form error.

6.3. Estimation

Two of the most common assumptions found in the stochastic frontier literature are

the following:

MLI1 u; is an independent N* (0, 62) random variable, and
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ML2 v, is an independent N (0, ) random variable.

Here, the term independent means, inter alia, that v;; and u;; are not correlated with the
other explanatory variables or with each other. Assumption ML1 says that u;, is a half-
normal random variable obtained by truncating the N(0, 62) distribution from below at
zero. This assumption can be traced back to Aigner et al. (1977). Other assumptions
concerning the distribution of u; have been made by Meeusen and van den Broeck
(1977) (exponential) and Stevenson (1980) (gamma, truncated-normal). If assumptions
about the distributions of the error terms in SFMs are true, then ML estimators for the

unknown parameters are consistent.

6.4. TFP Indices

ML estimates of the parameters of SFMs can be used to compute additive and multi-
plicative TFP index numbers, but they cannot generally be used to compute primal TFP
index numbers. Computing primal TFP index numbers involves estimating the parame-
ters of output and input distance functions. Except in restrictive special cases (e.g., there
are no functional form errors), the parameters of output and input distance functions are
not equal to the parameters of the approximating functions in SFMs.

To see how the parameters of approximating functions can be used to compute addi-
tive and multiplicative TFP index numbers, suppose the SFM is given by (31). Additive
TFP index numbers can be computed using any nonnegative measures of relative value
as weights. If the ML estimate of &, in (31) is nonnegative, then it can be used as an
output weight. If the ML estimate of 3, is nonnegative, then it can be used as an input
weight. On the other hand, multiplicative TFP index numbers can be constructed using
any nonnegative measures of value that sum to one as weights. If the ML estimates of
&1,...,&Ey in (31) are all nonnegative, then they can be used as output weights. If the ML
estimates of f3y,..., By are all nonnegative, then they can be normalised to sum to one.
The normalised estimates can then be used as input weights. For a real-world example,
see Ding et al. (2016).

6.5. Example

Reconsider the simulated data reported in Table 1. These data have been used to
obtain ML estimates of the unknown parameters in (31). The estimated coefficients

and their standard errors are reported in Table 6. Associated additive and multiplicative
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index numbers are reported in Table 7. Again, the index numbers in any given column of

this table provide a coherent picture of TFP change. For example, in any given column,

the index number in row 17 correctly indicates that the TFP of firm 1 in period 5 was

double what it had been in period 1, and the index numbers in rows 4 and 20 correctly

indicate that firm 4 was equally productive in both periods.

Table 6: ML Parameter Estimates

Parameter Estimate St. Err. ¢-value p-value

o 0.007 0.114 0.062 0.952

0 -0.143 0.506 -0.282 0.782

Bi 0.425 0.087 4.893 <0.01**

B2 0.610 0.032 18.894 <0.01***

& 0.527 0.018 29.356 <0.01***

& 0.473 0.018 26.338 <0.01***

****** and * indicate significance at 1%, 5% and 10% levels

Table 7: ML Estimates of TFP Change
Row Firm Period q1 q2 X1 X A M

1 1 1 1 1 1 1 1 1
2 2 1 041 05 022 047 1.232 1.308
3 3 1 0.13 0.11 0.07 0.18 0.894 0.983
4 4 1 0.3 1 0.21 1.01 0.926 1.000
17 1 5 2 2 1 1 2 2
18 2 5 041 05 022 047 1.232 1.308
19 3 5 026 0.22 0.14 0.36 0.894 0.983
20 4 5 0.3 1 0.21 1.01 0.926 1.000

A = additive; M = multiplicative

7. Other Measures of TFP Change

LP methods are often used to estimate binary TFP indices (i.e., indices for making

comparisons involving only two observations). LS methods are often used to estimate

residual measures of TFP change. Except in restrictive special cases, binary TFP indices
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and residual measures of TFP change are not proper TFP indices (among other things,
binary TFP indices do not generally satisfy the transitivity axiom T7, and residual mea-

sures of TFP change do not generally satisfy the proportionality axiom T5).

7.1. Binary TFP Indices

On the output side, a generalised Malmquist (GM) index that compares the outputs

of firm i in period ¢ with the outputs of firm & in period s is

Do (Xt it Zit) Diy(Xks G Ths) ) " . (36)

GM
QI (-xksyxihkaq#)Zitazksasat) = ( 1 s
Do(xitaqkmzit) Do(ka7ka>st)

If there is only one firm involved in the comparison, then the i and k subscripts can be
suppressed. If there is only one firm and there is no environmental change, then the two
ratios in this index are equal to the Malmquist output indices defined by Diewert (1992,
Egs. 118, 119) (hence the term “generalised Malmquist”). On the input side, a GM
index that compares the inputs of firm i in period ¢ with the inputs of firm & in period s

is

Dl](-xit7qil7zit) D;(xitﬂkmzks) ) 1/2 (37)

GM
X1 (kaaxitakaaqmzitazkmsat):( ; .
D[<xks7Qit;Zit) D1<kaq1€s,st)

If there is only one firm and there is no environmental change, then the two ratios in this
index are equal to the Malmquist input indices defined by Diewert (1992, Egs. 97, 98).
Finally, the GM index that compares the TFP of firm i in period ¢ with the TFP of firm

k in period s is

GM
o QI (xksaxinkaqihzihzksasvt)
XIGM<X](S,XI‘[,ka,ql‘t,ZiI,st,S,t)

TFPI™ (Xts, Xit s Qs it Zits Zhs» 551) (38)
The linear homogeneity properties of output and input distance functions mean that this
index can also be written in terms of normalised shadow output and input prices. If
normalised shadow prices are proportional to observed market prices, then, and only
then, the GM TFP index is equivalent to the well-known Fisher TFP index.

In the productivity literature, many binary TFP indices are defined using functional
representations of period-specific production possibilities sets. A period-specific pro-

duction possibilities set is a set containing all input-output combinations that are phys-
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ically possible in a given period. Mathematically, the set of input-output combinations
that are possible in period 7 is 7" = {(x,q) : x can produce ¢ in period ¢}. If assump-
tions (b), (d) and (e) from Section 2.1 are true, then this set can be represented by
period-specific distance functions. In this paper, the period-t ODF and IDF are defined

as

Dto(x,-t,qi,) =inf{p > 0: (xy,qi/p) €T} (39)
and  Dj(xi,qir) =sup{0 >0: (x;/0,q;) € T'}. (40)

These distance functions can be used to define three well-known binary indices.
First, the Hicks-Moorsteen (HM) index that compares the TFP of firm i in period ¢
with the TFP of firm & in period s is
1/2
Dto(xit:cIit) Dso(kaQil) D}(xksaqit) D;(-kaqks) /
DY (xit, Gis) D) (Xiess Gis) Dy (e, qir) Dy (Xir, Gks)

TFPIHM(kaaxitakaaQihS?t) =

(41)

This type of index was vaguely conceptualised by Hicks (1961) and more clearly con-
ceptualised by Moorsteen (1961) (hence the term “Hicks-Moorsteen™). If there is only
one firm and s = — 1, then it is equal to the Malmquist productivity index defined by
Bjurek (1996, Eq. 9).

Second, the output-oriented Malmquist (OM) index that compares the TFP of firm i
in period ¢ with the TFP of firm & in period s is
Di)(xit;%'t) Dto(xit,%'z) 12
D, (Xks» Gks) Dl (Xks> i)

TFPI™ (xis, it Gk, Gt ,1) = (42)
If there is only one firm and s = ¢ — 1, then this index is equal to the OM productivity
index defined by Fire, Grosskopf, Norris and Zhang (1994, Eq. 6) and Grifell-Tatjé and
Lovell (1995, Eq. 8).

Finally, the input-oriented Malmquist (IM) index that compares the TFP of firm i in
period ¢ with the TFP of firm & in period s is
D;(kaka) D?(kaans) 1/2

TFPI™ (xig, Xit, Gis» Qi 51) =
(Xks, Xit s Gks» it ) D;(Xit,Qit)DtI(xi“q”)

(43)
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If there is only one firm and s = — 1, then this index is equal to to the reciprocal of the
input-based Malmgquist productivity index defined by Fire et al. (1992, Eq. 9). If inputs
are strongly disposable, then IDFs are nondecreasing in inputs. In this case, if a firm
uses more inputs to produce the same outputs, then the index defined by (43) will take
a value less than or equal to 1, indicating that productivity has fallen or remained the
same. However, the index defined by Fire et al. (1992, Eq. 9) will take a value greater
than or equal to 1.

The components of GM, HM, OM and IM TFP indices can be computed/estimated
using either LP or LS estimators. The LP estimators are simple variants of the linear
programs described in Section 4. For example, consider the following variant of prob-
lem (16):

min {ait +Bilzxit Y >0, Bir >0, %z‘h‘t =1,
it ,Oit , Bir ,Yie

Qi + Bixir — Yoqur > O forall h < I and r < t}. (44)

The optimised value of the objective function is an estimate of 1/D/,(x,gi). As another

example, consider the following variant of problem (19):
3 IKHE;)X N {éiItQit - (bit : éit >0, 0;r > 0, el(txiz =1,

E! G — O — Oxp < O forall h < I and r < s}. 45)
In this case, the optimised value of the objective function is an estimate of 1/Dj(x;, git).

7.2. Residual Measures

It is common to use econometric methods to estimate the parameters of aggregate
production function models, and to then use changes in the residuals as measures of
TFP change. This approach to measuring productivity change has its antecedents in
the work of Solow (1957). For a simple example, consider the following production

function model:

M
Qi = o+ Y Buln X +ei (46)

m=1
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where Q;; = Q(g;;) is an aggregate output and e;, is an unobserved variable that accounts
for statistical noise. This equation has the same structure as the multiple regression
model (MRM) discussed in introductory econometics textbooks. As usual, the exact
form of the noise component depends on the form of the ODF. If the ODF is given by

(5), for example, then the noise component in (46) is

N
eir = [InA(t) — oo+ S81Inzy —uy] + [InQ(gir) —In ( VnCIniz>] (47)
1

n—=

where u;; = —InD',(Xir,qir, zir) is the usual output-oriented technical inefficiency effect.
The first term in brackets on the right-hand side of (47) can be viewed as an omitted vari-
able error. The second term is a (possible) measurement error. To estimate the model, it

is common to assume that e;; is a random variable with the following properties:

MRMI1 E(e;) =0 for all i and t;
MRM2 var(e;) = o2 for all i and ¢;
MRM3 cov(ej,ers) =01if i # kort # s; and

MRM4 cov(ej,Inx,is) = 0 for all i,z,m,k and s.

If MRM1-MRM4 are true, then the ordinary least squares (OLS) estimators for the
unknown parameters are unbiased and consistent. The associated residual (R) index

that compares the TFP of firm i in period ¢ with the TFP of firm k in period s is

M b
i X,
TFPIR(kaqkhxiHQiI) = (Qt> H (L’CS> (48)

ka m=1 \ Xmit

where b,, is the OLS estimator for f3,,. The term “residual” derives from the fact that
T FPIR (xis, qis, Xit, it ) = exp(éi; — éxs) where & is the it-th OLS residual. Importantly,
T FPIR (xis, qis, Xir,qir) is a proper TFP index if and only if b, > 0 and ¥, b,y = 1. In
practice, this adding-up requirement is often ignored: see, for example, Olley and Pakes
(1996, pp. 1273,1287) and Harris and Moffat (2015, Eq. 2).

7.3. Example
Reconsider the simulated data reported in Table 1. These data have been used to
compute the GM, HM, OM and IM index numbers reported in Table 8. The GM index
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numbers were computed using the estimated normalised shadow prices reported in Table
2. The HM, OM and IM numbers were computed using variants of the linear programs
described in Section 4 [including problems (44) and (45)]. The index numbers in any
given column of Table 8 provide an almost totally incoherent picture of TFP change. For
example, the index number in row 17 of the GM column indicates that firm 1 was just
as productive period 5 as it had been in period 1, even though it used the same inputs to
produce twice as much output; the index numbers in rows 2 and 18 of the HM column
indicate that firm 2 was more productive in period 5 than it had been in period 1, even
though it used exactly the same inputs to produce exactly the same outputs; the index
numbers in rows 3 and 19 of the OM column indicate that firm 3 was more productive
in period 5 than it had been in period 1, even though it used exactly twice as much input
to produce exactly twice as much output; and the index numbers in rows 4 and 20 of
the IM column indicate that firm 4 was more productive in period 5 than it had been
in period 1, even though it used exactly the same inputs to produce exactly the same
outputs. Observe that the index number in row 17 of the IM column is zero; this is due
to the fact that there was no feasible solution to problem (45) for firm 1 in period 5.
Finally, OLS estimates of the unknown parameters in (46) are reported in Table 9.*
Associated residual measures of TFP change are reported in Table 10. Again, these
measures are incoherent. For example, the index numbers in rows 3 and 19 indicate that
firm 3 was more productive in period 5 than it had been in period 1, even though it used
exactly twice as much input to produce exactly twice as much output. This incoherency
is due to the fact that the OLS estimates of the slope coefficients only sum to 0.852. The
TFP changes reported in Table 9 are nothing more than changes in statistical noise (i.e,

functional form errors, omitted variable errors and/or measurement errors).

8. Conclusion

Total factor productivity (TFP) indices are measures of physical output change di-

vided by measures of physical input change. In this paper, the focus has been on TFP

4“For illustrative purposes, the aggregate output was computed as Q(gy) = p'qy where p =
(1.307,0.179)". These weights are the average estimated normalised shadow output prices reported in
the last line of Table 2. Thus, the aggregate output is an additive output index that has been constructed
using average LP estimates of normalised shadow output prices as weights.
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Table 8: LP Estimates of TFP Change

Row Firm Period q1 q2 X1 X2 GM HM OM IM
1 1 1 1 1 1 1 1 1 1 1

2 2 1 041 0.5 022 047 17 1.408° 17 17
3 3 1 0.13 0.11 0.07 0.18 0.853" 1.065" 17 17
4 4 1 0.3 1 021 101 33127 1.365" 17 17
17 1 5 2 2 1 1 17 2 2 0f
18 2 5 041 0.5 022 047 09007 1.6527 1.4067 1.3227
19 3 5 026 022 0.14 036 21947 13927 1.384F7 1.3027
20 4 5 0.3 1 021 1.01 54537 18547 14147 1.3297

GM = generalised Malmquist; HM = Hicks-Moorsteen; OM = output-oriented Malmquist;
IM = input-oriented Malmquist; ' Incoherent.

Table 9: OLS Parameter Estimates

Parameter  Estimate St. Err. z-value p-value

o 0.142 0.053 2.667 0.016 **
By 0.697 0.078 8.886  <0.01***
B 0.155 0.115 1.345 0.196
#x ** and * indicate significance at 1%, 5% and 10% levels

Table 10: Residual Measures of TFP Change

Row Firm Period 0 X1 X R
1 1 1 1 1 1 1
2 2 1 0421 022 047 1.359
3 3 1 0.128 0.07 0.18 1.0627
4 4 1 0.384 0.21 1.01 1.139
17 1 5 2 1 1 2
18 2 5 0421 0.22 047 1.359
19 3 5 0.255 0.14 0.36 1.177F
20 4 5 0.384 0.21 1.01 1.139

R = residual; ¥ Incoherent.
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indices that are “proper” in the sense that the component output and input indices sat-
isfy the common notions, or axioms, listed in O’Donnell (2016). The class of proper
TFP indices includes several additive, multiplicative and primal indices. This paper has
shown how additive and multiplicative index numbers can be computed using linear
programming (LP), least squares (LS) and maximum likelihood (ML) methods. It has
also shown how primal index numbers can be computed using either LP or LS meth-
ods. Indices that are not transitive and are therefore not proper include Malmquist and
Hicks-Moorsteen TFP indices. This paper has shown how generalised Malmquist and
Hicks-Moorsteen index numbers can be computed using LP methods. Measures of pro-
ductivity change that do not generally satisfy a proportionality axiom and are therefore
not proper include a residual index of the type used by Olley and Pakes (1996). This
paper has shown how residual index numbers can be computed using LS methods.
Finally, many researchers use output and input quantity indices that are not proper
indices. For these researchers, some final remarks about measurement are warranted.
The starting point is to recognise that measurement involves assigning numbers to ob-
jects. However, the assignment cannot be done in an arbitrary way. In the representa-
tional theory of measurement (RTM), a measure is valid if and only if the relationships
found in the objects are also found in the numbers. For example, if object A is three
times heavier than object B, then a measure of weight should assign a number to ob-
ject A that is three times bigger than the number assigned to object B; and if basket
A contains the same amount of every good as basket B, then a measure of quantity
should assign a number to basket A that is the same as the number assigned to basket
B. According to Tal (2016), the RTM has been the most influential mathematical the-
ory of measurement to date. It is the theory of measurement that underpins this paper.
However, it is evidently not widely accepted in the index number literature: if basket
A contains the same amount of every good as basket B, then the measures of quantity
that are peddled most widely in the index number literature, the Fisher and Tornqvist
indices, will typically assign different numbers to the two baskets. These differences

can be viewed as measurement errors. Importantly, they are avoidable.

31



References

Aczel, J. and Eichhorn, W. (1974), ‘A note on additive indices’, Journal of Economic
Theory 8(4), 525-529.

Aigner, D. and Chu, S. (1968), ‘On estimating the industry production function’, The
American Economic Review 58(4), 826-839.

Aigner, D., Lovell, C. and Schmidt, P. (1977), ‘Formulation and estimation of stochastic

frontier production function models’, Journal of Econometrics 6, 21-37.

Balk, B. (1998), Industrial Price, Quantity, and Productivity Indices: The Micro-
Economic Theory and an Application, Kluwer Academic Publishers, Boston.

Balk, B. (2008), Price and Quantity Index Numbers: Models for Measuring Aggregate
Change and Difference, Cambridge University Press, New York.

Banker, R., Charnes, A. and Cooper, W. (1984), ‘Some models for estimating tech-
nical and scale inefficiencies in data envelopment analysis’, Management Science
30(9), 1078-1092.

Beavis, B. and Dobbs, 1. (1990), Optimization and Stability Theory for Economic Anal-

ysis, Cambridge University Press.

Bjurek, H. (1996), ‘The Malmquist total factor productivity index’, The Scandinavian
Journal of Economics 98(2), 303-313.

Charnes, A., Cooper, W. and Rhodes, E. (1978), ‘Measuring the efficiency of decision-
making units’, European Journal of Operational Research 2(6), 429-444. See also
“Corrections” op.cit. 3(4):339.

Coelli, T., Rao, D., O’Donnell, C. and Battese, G. (2005), An Introduction to Efficiency
and Productivity Analysis, 2nd edn, Springer, New York.

Diewert, W. (1992), ‘Fisher ideal output, input, and productivity indexes revisited’,
Journal of Productivity Analysis 3(3), 211-248.

32



Ding, S., Guariglia, S. and Harris, R. (2016), ‘The determinants of productivity in Chi-
nese large and medium-sized industrial firms, 1998-2007", Journal of Productivity
Analysis 45(2), 131-155.

Fare, R., Grosskopf, S., Lindgren, B. and Roos, P. (1992), ‘Productivity changes in
Swedish pharmacies 1980-1989: A non-parametric malmquist approach’, Journal of
Productivity Analysis 3, 85-101.

Fire, R., Grosskopf, S. and Lovell, C. (1994), Production Frontiers, Cambridge Univer-
sity Press, Cambridge.

Fiére, R., Grosskopf, S., Norris, M. and Zhang, Z. (1994), ‘Productivity growth, techni-
cal progress, and efficiency change in industrialized countries’, The American Eco-
nomic Review 84(1), 66-83.

Fére, R. and Primont, D. (1995), Multi-output Production and Duality: Theory and

Applications, Kluwer Academic Publishers, Boston.

Farrell, M. (1957), ‘The measurement of productive efficiency’, Journal of the Royal
Statistical Society, Series A (General) 120(3), 253-290.

Farrell, M. and Fieldhouse, M. (1962), ‘Estimating efficient production functions under
increasing returns to scale’, Journal of the Royal Statistical Society, Series A (Gen-
eral) 125(2), 252-267.

Fried, H., Lovell, C. A. K. and Schmidt, S. (2008), Efficiency and productivity, in
H. Fried, C. A. K. Lovell and S. Schmidt, eds, ‘The Measurement of Productive
Efficiency and Productivity Growth’, Oxford University Press, New York, pp. 3-91.

Geweke, J. (1986), ‘Exact inference in the inequality constrained normal linear regres-

sion model’, Journal of Applied Econometrics 1(2), 127-141.

Greene, W. (1980), ‘Maximum likelihood estimation of econometric frontier functions’,
Journal of Econometrics 13(1), 27-56.

Grifell-Tatjé, E. and Lovell, C. (1995), ‘A note on the Malmquist productivity index’,
Economics Letters 47, 169-175.

33



Harris, R. and Moffat, J. (2015), ‘Plant-level determinants of total factor productivity in
Great Britain, 1997-2008, Journal of Productivity Analysis 44(1), 1-20.

Hicks, J. (1961), Measurement of Capital in Relation to the Measurement of Other

Economic Aggregates, Macmillan, London.

Hill, P. (2008), Lowe indices, Paper presented at the 2008 World Congress on National

Accounts and Economic Performance Measures for Nations, Washington, D.C.

IMF (2004), Producer Price Index Manual: Theory and Practice, published for the
ILO, IMF, OECD, UNECE and World Bank by the International Monetary Fund,
Washington, D.C.

Kumbhakar, S. and Lovell, C. (2000), Stochastic Frontier Analysis, Cambridge Univer-

sity Press.

Lowe, J. (1823), The Present State of England in Regard to Agriculture, Trade and

Finance, 2nd edn, Longman, Hurst, Rees, Orme and Brown, London.

Meeusen, W. and van den Broeck, J. (1977), ‘Efficiency estimation from Cobb-
Douglas production functions with composed error’, International Economic Review
18(2), 435-444.

Moorsteen, R. (1961), ‘On measuring productive potential and relative efficiency’, The
Quarterly Journal of Economics 75(3), 151-167.

O’Donnell, C. (2012), ‘Nonparametric estimates of the components of productivity and
profitability change in U.S. agriculture’, American Journal of Agricultural Economics
94(4), 873-890.

O’Donnell, C. (2014), ‘Econometric estimation of distance functions and associated
measures of productivity and efficiency change’, Journal of Productivity Analysis
41(2), 187-200.

O’Donnell, C. (2016), ‘Using information about technologies, markets and firm
behaviour to decompose a proper productivity index’, Journal of Econometrics
190(2), 328-340.

34



Olley, G. and Pakes, A. (1996), ‘The dynamics of productivity in the telecommunica-
tions equipment industry’, Econometrica 64(6), 1263—1297.

Richmond, J. (1974), ‘Estimating the efficiency of production’, International Economic
Review 15(2), 515-521.

Schmidt, P. (1976), ‘On the statistical estimation of parametric frontier production func-
tions’, The Review of Economics and Statistics 58(2), 238-239.

Shephard, R. (1953), Cost and Production Functions, Princeton University Press,

Princeton.

Shephard, R. (1970), The Theory of Cost and Production Functions, Princeton Univer-

sity Press, Princeton.

Solow, R. (1957), ‘Technical change and the aggregate production function’, Review of
Economics and Statistics 39(3), 312-320.

Stevenson, R. (1980), ‘Likelihood functions for generalized stochastic frontier estima-
tion’, Journal of Econometrics 13(1), 57-66.

Tal, E. (2016), Measurement in science, in E. N. Zalta, ed., ‘The Stanford Encyclopedia
of Philosophy’, winter 2016 edn, Metaphysics Research Lab, Stanford University.

Winsten, C. (1957), ‘Discussion on Mr. Farrell’s paper’, Journal of the Royal Statistical
Society, Series A (General) 120(3), 282-84.

35



	Introduction
	Technologies
	Production Possibilities Sets
	Output Distance Functions
	Input Distance Functions
	Example

	TFP Indices
	Additive Indices
	Multiplicative Indices
	Primal Indices
	Example

	Linear Programming (LP) Estimators
	Output-Oriented DEA Models
	Input-Oriented DEA Models
	TFP Indices
	Example

	Least Squares (LS) Estimators
	Output-Oriented DFMs
	Input-Oriented DFMs
	Estimation
	TFP Indices
	Example

	Maximum Likelihood (ML) Estimators
	Output-Oriented SFMs
	Input-Oriented Models
	Estimation
	TFP Indices
	Example

	Other Measures of TFP Change
	Binary TFP Indices
	Residual Measures
	Example

	Conclusion

