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Abstract

Structural change is influenced by many factors, including technolog-
ical changes and shifts in consumer preferences. These factors have an
important impact on economic performance through the reallocation of
resources from one economic activity to another. Applying SwissAGE, a
general equilibrium model for Switzerland, this study focuses first on the
estimation of changes in technology and consumer preferences. It shows
then how economic history can be explained in terms of these driving fac-
tors. In particular, it shows that decrease in capital/labour ratio mitigates
growth in real GDP and increase in export-oriented production heavily
contributes to rapid growth in Swiss trade across the period 1990 to 2001.
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1 Introduction

Structural change is important to economic growth. Structural change is influ-
enced by many factors, including technological changes and shifts in consumer
preferences. These factors have an important impact on economic performance
through the reallocation of resources from one economic activity to another.
This study focuses first on the estimation of changes in technology and con-
sumer preferences. It shows then how economic history can be explained in
terms of these driving factors. In particular, it shows that decrease in capi-
tal/labour ratio mitigates growth in real GDP and increase in export-oriented
production heavily contributes to rapid growth in Swiss trade across the period
1990 to 2001.

The difficulty in the estimation is that household preferences and industry
technologies are naturally exogenous variables and are not observable. This
difficulty is overcome by first conducting an historical simulation. In this simu-
lation, variables that can be observed across the period 2001 to 1990 are exoge-
nous and shock with their actual movements'. On the other hand, naturally
exogenous but unobservable variables are made endogenous. The estimation of
their movements across the period is realized by applying SwissAGE, a general
equilibrium model for Switzerland. Once the historical simulation has been
completed, a decomposition simulation can be conducted. In this simulation,
estimates of unobservable exogenous variables are used to explain structural
change in the economy across the period in consideration.

The implementation of historical and decomposition simulations has been
first developed by Dixon and Rimmer (2002). Their initial motivation for the
historical simulation was to update input-output tables from 1987 to 1994.
As the historical simulation produces also estimates of changes in tastes and
technology, they analyzed the Australian motor vehicle industry for the same
period. They found, for example, that preferences of users of cars strongly
shift towards the imported product or that industry’s technology moved largely
towards the use of capital with respect to. Using these results, they were able
then to decompose the performance of the motor vehicle industry over the
period 1987 to 1994 into the parts attributable to movements in changes in
tariffs relative to changes in other variables (e.g. tastes and technology). They
found out, for example, that the output for motor vehicles increase substantially
despite the negative impact of the lower tariffs and the approximatively zero
productivity growth in factor inputs during this period. The decomposition
simulation showed that the reason of the large increase in output came from
the strong shift in industry technologies favoring the use of motor vehicles.

The use of historical and decomposition simulation has been applied recently
to the US economy from 1992 to 1998 (Dixon and Rimmer, 2003; Dixon and
Rimmer, 2004). The decomposition results show that technological changes
reducing costs in export-oriented industries or increasing inputs of commodities
that are heavily imported are the main determinant of the rapid growth in

1We choose our base year to be 2001 in order to use the new sectoral classification for
Switzerland. However all results are given on the 1990 year basis.



international trade.

The purpose of this paper is to show how the estimation of changes in tech-
nology and consumer preferences can be implemented in a general equilibrium
model for Switzerland. SwissAGE is a dynamic, computable general equilib-
rium model of Switzerland?. It is based on a miniature version (Dixon and Par-
menter, 1996) of the Monash model developed by Dixon and Rimmer (2002).
The structure of the model is presented in the following section. The historical
and decomposition closures are explained in section 3. Section 4 presents the
historical simulations across the period 1990 to 2001 and a sketch model for
helping with the interpretation of the results. In section 5 we analyze both the
growth in GDP and in trade for Switzerland using the decomposition simulation
across the period 1990 to 2001. Conclusion is given in the last section.

2 The Model

SwissAGE is a dynamic, computable general equilibrium model of Switzerland.
Its theoretical structure is based on a miniature version (Dixon and Parmenter,
1996) of the Monash model developed by Dixon and Rimmer (2002). SwissAGE
assumes a small open economy. It consists of industries and investors, house-
holds, foreigners and the national government. The model assumes constant
return to scale in each activity. We require that marginal cost equals marginal
revenue which makes pure profits impossible to earn for any activity. Market
clearing conditions imply that supply equals demand for commodities. Finally,
the model is assumed to be recursive dynamic with endogenous investment.

Producers are assumed to minimize their cost subject to a production tech-
nology represented by a two-stage production function. The nested structure
of the input side is shown in figure 13. The top level is a Leontief (LT) com-
bination of intermediate inputs and value-added. Following Armington (1969),
intermediate demand is represented as a composite of imported and domestic
goods. Value-added is a combination of labour and capital using a constant
elasticity of substitution (CES) function.

Producers are also assumed to maximize their revenue subject to transfor-
mation frontiers represented by a constant elasticity of transformation (CET)
function?. Figure 2 reflects the structure of transformation. The upper level is
a mixture of all the commodities produced by each industry. The lower level
allows conversion of each commodity into goods destined for export or for lo-
cal use and is governed by a CET transformation frontier. It follows from the

2SwissAGE uses the GEMPACK software developed at CoPS, Monash University, Australia
(Harrison and Pearson, 1996).

3Most variables are defined in the appendix. The convention is as follows. Indexes c, f and
i denote sets of commodities, factors (L=Labour and K=Capital) and industries respectively.
Source of commodities (D=Domestic and M=Imports) and destination of goods (D=Domestic
and E=Exports) are respectively denoted by indexes s and d. Superscripts in parentheses give
the type of user (1=Industries, 2=Investors, 3=Households and 4=Foreigners) and add a short
description to the variable when it is necessary (prim=Primary, src=Source, dst=Destination,
tot=Total, mar=Margin, pur=Purchase, bas=Basic, imp=Imports, ind=Industry).

4In this study however all industries are assumed to produce a single commodity.



Figure 1: Structure of production
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assumed input-output separability specification that the composition of inputs
is independent the composition of outputs.

We assumed that investors behave in the same way as producers except to
one difference. They do not use directly primary factors as inputs to capital
formation.

Households are assumed to maximize a nested utility function subject to a
budget constraint. As for producers and investors, the lower level allows for
imperfect substitution, represented by a CES function, between domestic and
imported commodities. At the upper decision level, consumer preferences for
composite commodities are described by a Klein-Rubin function leading to the
linear expenditure system (LES) as it is shown in figure 3.

Foreigners are assumed to purchase only commodities produced domesti-
cally. Their demand for exports exhibits infinite elasticity in prices expressed
in foreign currency which reflects that Switzerland is a small open economy.
This means that export prices are exogenously fixed by world prices.

Public consumption is realized through government demands for both im-
ported and domestically produced goods and services. The commodity com-
position of government consumption is assumed to be exogenously determined,

Figure 2: Structure of transformation
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Figure 3: Structure of preferences
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whereas the aggregate public consumption is assumed to move with aggregate
private consumption.

Producers, investors and importers are assumed to earn zero pure profits.
The price received by producers is equal to the unit costs of production and the
price received by investors is equal to the unit costs of constructing capital. The
basic prices of imports are defined as their c.i.f. duty-paid prices in domestic
currency. Regarding purchasers’ prices for each user, they are equal to the sums
of basic prices and commodity taxes.

Market clearing conditions impose that supply equals demand. The supply
for domestic commodities is the sum over producers of commodities and the
demand is the sum over uses of commodities. We assume infinite elasticity of
the supply of imports which means that the supply of imports can be interpreted
as the percentage change in the total demand for imports. Regarding factor
markets, the current supply of capital is equal to the demand in that period for
any industry whereas the supply of labour is equal to the aggregate demand for
labour over industries.

Capital stock available for use in each industry at the end of one period is
determined by the current capital stock depreciated at a given rate plus and
the current level of investment. Aggregate investment is endogenous to the
model as well as the allocation of investment across industries which depends
on rates of return. These are determined endogenously reflecting the interaction
of demand for capital with exogenously given capital supplies.

Finally the model may allow for indexation of nominal wage rates to the
consumer price index. The percentage change of the latter is defined as a
weighted sum over the percentage change of the source-specific good prices.

3 Historical and Decomposition Closures

This section is entirely drawn from Dixon and Rimmer (2002) and Dixon and
Rimmer (2003). It presents the underlying theory of the historical and de-
composition closures. Details of implementing the historical closure from the
decomposition closure in SwissAGE is given in the appendix.



For any year the representation of the model may be expressed in the fol-
lowing compact form:

F(X)=0 (1)

where F' is a vector of m differentiable functions of n variables X, n > m.
The variables X include prices and quantities applying for a given year and the
m equations in 1 impose the usual conditions for applied general equilibrium
models such as: demands equal supplies, demands and supplies reflect utility
and profit maximizing behavior; prices equal unit costs; and end-of-year capital
stocks equal depreciated opening capital stocks plus investment.

In using the model we always have available an initial solution, X°, of
equation 1 derived mainly from input-output data for a particular year. In sim-
ulations, we compute the movements in m variables (the endogenous variables)
away from their values in the initial solution caused by movements in the re-
maining n—m variables (the exogenous variables) away from their values in the
initial solution. In most simulations the movements in the exogenous variables
are from their values in one year to their values in the next year. Correspond-
ingly, the results for the endogenous variables refer to movements from one year
to the next. However, in the historical and decomposition simulations consid-
ered in this study, the movements in the exogenous variables refer to changes
over several years rather than one year. Thus, in these simulations, the move-
ments in the endogenous variables refer to changes over the entire considered
period.

In order to be able to solve the model, we must close the model, that
is we have to choose which of the n — m variables have to be included in
the exogenous set. In a decomposition closure we include in the exogenous
set all naturally exogenous variables, i.e., variables not normally explained in
a computable general equilibrium (CGE) model. These may be observable
variables such as tax rates or unobservables such as technology and preference
variables.

On the other hand, historical closures include in their exogenous set ob-
servable and assignable variables. Observables are those for which movements
can be readily observed from statistical sources for the period of interest. Usu-
ally the observables include a wide array of macro and industry variables but
not intermediate input flows of commodity to industry. Assignable variables
are naturally exogenous and are therefore exogenous in decomposition closures
as well as historical closures. The key feature of an assignable variable in an
historical simulation is that its movement can be assigned a value (possibly
not unique) without contradicting anything that we have observed about the
historical period or wish to assume about that period. We clarify this concept
later in this section in the discussion of equation 2.

With reference to the two closures we can partition the variables into four
parts. Let

XHD7 XHD, XHD and XHD

be the set of variables in the model, where H and H denote exogenous and
endogenous in the historical closure, and D and D denote exogenous and en-
dogenous in the decomposition closure, then



Table 1: Categories of variables in the historical and decomposition closures

xHD xHAD
1 Public consumption by commodity =~ Commodity composition of public
consumption
Aggregate public consumption Ratio of private to public consumption
2 Private consumption by commodity  Shifts in household preferences
Average taste shift Average propensity to consume out of GDP
3  Imports by commodities Shifts in import vs domestic preferences
4 Aggregate investment Uniform shift in investment/capital ratios
5 Exports by commodities Shifts in export vs domestic transformation
6-7 Employment and capital inputs Primary-factor-saving technical change
by industry and capital/labour bias in technical change
8 Output by commodity Commodity-using technical change in output
Y HD

Population
C.i.f. import prices and f.o.b export prices in foreign currency
Policy variables, e.g. tax and tariff rates

XHD

Demands for intermediate inputs
Demands for margin services

- XHD denotes the set of variables that are exogenous in the historical closure
but endogenous in the decomposition closure,

- XD denotes the set of variables that are endogenous in the historical closure
but exogenous in the decomposition closure,

- XHD denotes the set of variables that are exogenous in both historical and
decomposition closures, and

- XHD denotes the set of variables that are endogenous in both historical and
decomposition closures.

Table 1 gives examples of the partitioning of variables used in this model.
As indicated, variables in X P are population size, foreign currency prices of
imports and policy variables such as tax rates and tariff rates. The values of
these variables are readily observable (included in H) and are not normally
explained in CGE models (included in D).

Examples of variables in X are demands for intermediate inputs and
demands for margins services (e.g. road transport) to facilitate commodity
flows from producers to users. In the absence of end-of-period input-output
tables, movements in these variables are not readily observable or assignable
(not included in H) and are normally explained in CGE models (not included
in D). )

Variables in XHP include, at the industry or commodity level, outputs,
employment, capital, investment, exports, imports, private consumption and
numerous price deflators. Also included are numerous macro variables such as



the exchange rate and the average wage rate. CGE models normally aim to
explain the effects on these variables of policy changes, changes in technology
and other changes in the economic environment. Hence these variables are
naturally endogenous, i.e. they belong to the D set, and because changes in
their values can be readily observed they belong to the H set.

X HD contains the same number of variables as X HD with each variable in
XHD having a corresponding variable in X P, These corresponding variables
are predominantly unobservable technological and preference variables. Such
variables are not normally explained by CGE models and are therefore exoge-
nous in the decomposition closure. However in the historical closure they are
endogenous with the role of giving the model enough flexibility to explain the
observed movements in the variables in X HD Table 1 shows examples of corre-
sponding pairs from XHP and X#P. As indicated in the table, in our historical
simulation we use shifts in household preferences to accommodate observations
on consumption by commodity, twists in import-domestic preferences to accom-
modate observations on import volumes, etc.

The principles underlying the four-way partitioning of the variables in the
historical and decomposition closures can be clarified by an example. Let to-
tal intermediate demand of commodity ¢, X., be represented by the following
equation:

Xe=Y BeiB.Z; (2)
%

where

Z; is the activity level (overall level of output) in industry ; and

B. ;B is the input of commodity ¢ per unit of activity in industry ¢ with B, ;
and B, being technological variables which can be used in simulating the effects
of changes in the input of commodity ¢ per unit of activity in industry ¢ and
the input of commodity ¢ per unit of activity in all industries.

In decomposition mode, B.; and B, are exogenous and Z; and X, are en-
dogenous. Suppose that movements in the activity levels, Z;, are not observed
but that we have observed the movements over an historical period in total
intermediate demand, X, (possibly from information on commodity outputs,
imports and final usage). Suppose that we wish to assume uniform input-c-
using technical change. Then in historical mode we can use movements in B,
to explain observed movements in X, and we can assign a uniform value (possi-
bly zero) to the percentage movements in B, ; for all industry . In this example,
Z; is a member of XHP and the assignable variable B.; is a member of X HD
X, is a member of XH#P and B, is the corresponding member of X P,

Having allocated the variables to the four categories, we can compute his-
torical and decomposition solutions, starting with the historical solution of the
form:

xH = gt (xHy (3)
where X and X* are the exogenous and endogenous variables in the histor-
ical closure, i.e. X = XHDP y XHD and X7 = XHDP y XHP and G is an
m-vector of differentiable functions. By observing and assigning X for two
years, s and t, we can use equation 3 to estimate percentage changes over the



interval [s,t], %, in the variables in X. Thus we combine a large amount of
disaggregated information on the economy (the movements in the variables in
X with a CGE model to estimate movements in a wide variety of technologi-
cal and preference variables, X HD together with movements in more standard
endogenous variables, X P,

Next we move to the decomposition closure which gives a solution of the
form: )

XP =aPxP) (4)
where X7 and XP are the exogenous and endogenous variables in the decom-
position closure, i.e. XP = XHP y XHD and XP = XHP y XHDP and GP
is an m-vector of differentiable functions. Following the method pioneered by
Johansen (1960), we can express equation 4 in log-differential or percentage

change form as )
P = B-2P (5)

where zP and 2P are vectors of percentage changes in the variables in X D and
XP_ and B is an m by n — m matrix in which the ij-th element

5. _ 0GP(XP) XP ;
5= ok XD (6
is the elasticity of the i-th component of X P with respect to the j-th component
of XP.

With the completion of the historical simulation, the percentage changes in
all variables are known. In particular the vector 2P is known. Thus we can use
equation 5 to compute values for 2P over the period s to t.

The advantage of working with equation 5 rather than equation 4 is that
the former can be used to give a decomposition of the percentage changes
in the variables in X? over the period s to t into the parts attributable to
movements in the variables in X, This is a legitimate decomposition to the
extent that the variables in X ? are genuinely exogenous, that is, can be thought
of as varying independently of each other. In setting up the decomposition
closure, the exogenous variables are chosen with exactly this property in mind.
Thus, among variables in X, we find policy variables, technology variables,
taste variables and international variables (e.g. foreign currency prices) all of
which can be considered as independently determined and all of which can
be thought of as making their own contributions to movements in endogenous
variables such as incomes, consumption, exports, imports, outputs, employment
and investment.

In this study, we use the historical closure, developed in the next section,
in estimating changes in technology and tastes variables. Using then the de-
composition closure, we can compute, via equation 5, the contribution of the
movement in the j-th exogenous variable to the percentage movement in the
i-th endogenous variable

0 = Byj - 27 (7)

as the product of B;;, the elasticity of the i-th component of X D with respect
to the j-th component of X, with the percentage change in the j-th element of



2P, Because equation 4 represents a non-linear system of equations, the effect
on endogenous variable ¢ over the period s to ¢t of movements in exogenous
variable j cannot be computed unambiguously. The effects of movements in
an exogenous variable depend on the values of other exogenous variables. In
terms of equation 7, the problem is to decide at which values of the exogenous
variables to evaluate B;;. The most natural choice is to use mid-point values to
evaluate the elasticities defined in equation 6. In the decomposition analysis in
this study, we use a procedure due to Harrison, Horridge, and Pearson (2000)
which, in effect, evaluates B;; as the average of the values generated as we move
the exogenous variables in the decomposition simulation in small steps along a
straight line from their values in year s to their values in year ¢.

4 Historical simulation

Historical simulations allow the estimation of technology and preference vari-
ables (components of X ) once information on observable variables have been
incorporated into the model (components of X HD ). As explained in the previ-
ous section, this means moving from the decomposition closure to the historical
closure or in other words endogenization of naturally exogenous variables and
exogenization of naturally endogenous variables. As will become apparent, the
historical closure is complicated and unusual. We are going to develop the his-
torical closure in a series of 8 steps. In this process, the naturally endogenous
variables for which we have data are cumulatively exogenized. The steps are
designed in order to have a valid closure at the end of each step. We are thus
able to perform an historical simulation at the end of each step. Comparison of
results for successive simulations show the effects of the additional data intro-
duced at each step. Results from this step-by-step approach applied for 1990 to
2001 are shown in table 3. At the end of all the steps, historical simulations give
estimates of technology and preference variables which are reported in table 4.

For the sake of clarity, in developing the historical closure®, we are going
to use a sketch model of SwissAGE. It will be also useful for understanding
the broad features of the results. No sectoral disaggregation is brought in the
sketch model whereas the applied model is currently run with 14 industries. The
sketch model is presented in table 2. There are 8 equations and 8 endogenous
variables. XD denotes the set of variables that are exogenous in the historical
closure but endogenous in the decomposition closure whereas X denotes the
set of variables that are endogenous in the historical closure but exogenous in
the decomposition closure. At each step a naturally endogenous variable in the
set X ff D is swapped with its corresponding naturally exogenous variable in the
set XHP  Thus the naturally endogenous variable becomes exogenous and its
corresponding naturally exogenous variable becomes endogenous.

Equations in table 2 are listed in the order of the steps we are going to
go through. We label them according to their corresponding step number.
Equation S-0 of the sketch model is the GDP identity in constant-price terms.
The next equation defines the ratio /G of private consumption C' to public

5The development of the historical closure in SwissAGE is given in the appendix.
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consumption G. Equation S-2 relates the sum of private consumption and
public consumption to GDP via the average propensity to consume 3©/GPP.
The following equation relates imports M to GDP, the exchange rate ¢ and
to an import/domestic preference variable Y. Equation S-4 defines the ratio
/X of investment I to capital K. The next equation relates exports X to the
exchange rate and to an export/domestic preference variable Tt Equation
S-7 relates the capital/labour ratio to the exogenous rate of return ROR, a
technology shift variable A, the exchange rate and to a capital/labour twist
variable YP"™  This equation is derived assuming that the value of marginal
product of capital equals the rental on capital, R,

of
P—1/A=R 8
L1 (5)
or equivalently,
R Pk Pk
MPK = APK P = A- ROR D 9)

where Px and P are the price indexes for capital goods and for domestic goods.
The rate of return is viewed as the ratio of the rental price of capital to the asset
price. Recognizing that the marginal product of capital, MPK, is a monotoni-
cally decreasing function of the capital/labour ratio, technology has a negative
impact on this ratio. The ratio of the cost of units of capital to the domestic
price index can be viewed as a measure of real devaluation of the Swiss franc,
since the former includes import prices but not export prices whereas the latter
includes export prices but not import prices. In equation 9, the real devaluation
is interpreted as a decreasing function of the exchange rate which means that
it has a positive impact on the capital/labour ratio. The last equation of the
sketch model is the production function relating real GDP to primary factors,
capital K and labour L, and to the technology shift term. Labour is assumed
to be fixed.

Step 0 - Naturally exogenous variables

A preliminary step to the 8 steps is to shock all the variables that are exogenous
in both the historical and decomposition closures (the set of variables X
listed in table 1) for which we have information on their actual movements
across the period 1990 to 2001. These variables are population and tariff rates.
In this step we introduce also information on the general price level. In terms
of the sketch model this means that we have to exogenize the price index P and
to endogenize the exchange rate ¢. The price index is thus now considered as
the numeraire.

The first column in table 3 reports the impact of these shocks on the main
macro variables of the model. Shock to population has no impact on the econ-
omy as we assume for the present study a unitary income elasticity for con-
sumers in the historical simulations. The decrease in tariff rates from 1990
to 2001 has little impact on the economy as the major decrease comes from
agriculture which has an output share in total production less than 2%. The
increase in the absolute price level has no impact on real variables but only on

11



Table 2: Sketch model

Step Equation xHb xXHD

0 GDP=C+I+G+X - M P é

1 C/G=y/C G /G

2 C+G=y%CPP.GaDP c C/GDP

3 M = m (GDP,PM /¢, %) M e
with  mgpp >0, mg >0 and my >0

4 I/K = d}I/K I d}I/K

5 X =z (PX/¢, T X Yt
with 24 <0 and zy >0 0] A

7 K/L =k (ROR,1/A, ¢, TP"™) K yprim
with  ka <0, ky>0 and kr <0

8 GDP =1/A- f(K,L) GDP  A'P

with fa<0 and frk >0

the different prices of the economy. In particular, the increase in price index de-
creases approximately by the same amount the exchange rate since it is defined
in foreign currency per unit of Swiss franc.

Step 1 - Public consumption

In the first step, we introduce information on the structure and overall quantity
of public consumption. This means that we observe the commodity composition
of public consumption. However, as there is only one domestic good in the
sketch model, only the movement in aggregate public expenditure can be used
as example. To accommodate this information, government spending G are
exogenized and the ratio of real private to real public consumption /G is
endogenized.

Results in the second column of table 3 show the effects of the shocks from
step 0 plus the shock to public consumption applied in this step. We can see that
the 16.14% increase in aggregate real government spending from 1990 to 2001
generates a decrease in private consumption of 2.34% (from 0.02% to -2.32%)
and an extra 0.86% increase in aggregate capital (from 0.21% to 1.07%). The
former is explained by the constant average propensity to consume out of GDP
and the size of private consumption relative to public consumption. The reason
for the latter is highly capital-intensive government spending relative to private
consumption expenditure.

This first step in historical simulations allows us to estimate a first variable
that is naturally exogenous but unobservable. As mention earlier, the ratio of
real private to real public consumption /G is endogenous and its resulting
value in this step is equal to -15.90%. This large value is explained mainly by

12



08°0- 080~ 6201 886~ €00 000 000 00°0 00°0 oryel /1
6°0-  08°0- .90~ €0~ T€O0-  TEO- S0~ 06'ST- 000 orer H/pn
90'% eLY 18°G 0¥ OV %1  IFFT  COLT 000 000 ddp o mo DJv
79T 6S°€T LS8 8T'ET  €C1 781 ¥0°'0-  SZ0 srali] SIOWNSUOD I0] dFem [edYy
LT 88'8¢  LT'PT  6S°0C  AT'€C LTS TETT  L¥ee  Lygg  uonpduwmsuod orqnd I10j I0jepep ool
LE°0C  L€TC  LeCT LeTT LeTT LeTT L€TT LETT LETT uorndwnsuod 10§ 10yeyop 9L
780z  GO'ST  99°€T  8L61  19TC 19CC S0%C 61¢C 02T JUOULISOAUT 10f I0YEPIP LI
60 Ce0T 6981  F66T 966 S6'€C  S6'IC  €8TC  ¥LTT ddD 10§ 10yepep 901
ISFT  I8FT  I8%T  I8FI  TE6C- 865~ TILGT- 0Z'8T- 6T8I- 9Yel 9SURYOX]]
L6°LC- €903 T99%- 8¢l STFT FIPT O ILT- L00-  ¥00 UoIjen[eAp (89
LT6- 006~  €L'9- 1.°6- 000 00°0 00°0 000 000 o8ueyod 09] Jursn-oej-wiid 95eIoAy
4 A AR A ] 8T'L €0'e-  FO'e  LLT L0T 12°0 ejides oje30133y
QL' QL' QL' 00°0 00°0 00°0 00°0 00°0 00°0 juouwrdodure 93e80133y
1808  I80S 2808  TI80S  LL0S  LL0S  LTT- ¥S0- FRO sprodur [eey]
706§ TT'SS  08FS  0T'SS  T6'8 16°8 9L°8T- €8°0-  8¢0 sjr0dxo [eay]
gI'9T  €I°9T 8¢9T  HI9T  HTO9T  ¥HT9T  ¥#IT9T  ¥IT9T  TOO uorydwmnsuod ofqnd [eey]
29°6T  99°GT  09°ST  #9'ST  LL'ST  LLST  ¥LST  T€T- ¢00 uondwnsuod oyearid [eay
00¢-  00¢-  00¢-  00°e-  00°¢e FOE-  LLT- L0 12°0 JUSUIISOAUT [ROY
€zel SISl T0€T €TE€T SO0 S0°0 1.0~ 220 90°0 dap ey
gdeyg ,deyg 9deyg ¢gdeyg pdeyg ¢gdeyg gdeyg 71deyg ( desg se[qeLIep

soSueyo aSejusdiad 09 I0J SUOT)R[NUIIS [BIIIOISTY WIOIJ SHNSII OIIBIN ¢ 9%
q 100¢ 0% 0661 10J e[ [Bo1 q J S N [qEL

13



the large increase in government spending and to a less extend by the small
decrease in private consumption.

Step 2 - Private consumption

The second step allows us to impose the change over the period 1990 to 2001 in
the commodity structure and overall quantity of private consumption. There-
fore consumption by commodity and aggregate consumption is exogenized,
which enable us to endogenize consumer preferences and to free the link be-
tween the sum of private and public consumption and GNP. In terms of the
sketch model, this means exogenization of aggregate private consumption C
and endogenization of the average propensity to consume ¥°/GPP ag there is
only a single locally produced and consumed good.

The information on movements in consumption by commodity has a strong
positive effect on aggregate private consumption (from -2.77% to 15.74%) as
commodity expenditure increase for most of them. The increase in global con-
sumption has minor effects on the components of the GDP identity except from
exports on which it has a major negative impact. The decline in exports rela-
tive to imports implies a deterioration of the balance of trade and a decrease
in the exchange rate. As the price index for capital goods increases relative to
the price index for domestic goods, aggregate capital decreases which reduces
aggregate investment.

Historical simulations generate estimates of changes in household prefer-
ences for a given commodity. They are residuals of the difference between the
effective percentage change in consumption per household of a given commodity
and the percentage change implied by the model given movements in household
consumption, prices and income for 1990 to 2001. In other words they give a
measure of changes in household preferences not explained by theory embed-
ded in the model. An estimation of 1 for a given commodity means a 1 percent
growth rate of consumption per household for this good higher than would be
expected on the basis of changes in total expenditure per household and changes
in prices.

Results of the estimation of changes in household preferences between 1990
and 2001 are reported in column 1 in table 4. It gives the contribution of a
change in household preferences for a given commodity to growth in output of
this commodity. These results quantify the strong shift in household preferences
in favour of health and insurance across the period 1990 to 2001 which appear
with a large positive entry. On the other hand, households reduce their interest
between 1990 and 2001 in primary goods, hotels and restaurants as well as
in manufacturing products. Overall, there is a shift in households preferences
between 1990 and 2001 from primary and secondary sectors towards services
sectors.

Finally, in this step we know that aggregate private consumption increases
across the period 1990 to 2001. This has naturally an impact on the ratio of real
private to real public consumption estimated in the previous step. As private
consumption declines relative to public consumption between 1990 and 2001,
the historical simulation generates a negative value for the percentage change
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Table 4: Results on commodities from historical simulations for 1990 to 2001

Contribution (%) to Swiss

output growth of changes in Primary- Capital/
factor labour
Hhold Interm. M/D X/D  technical .
. . bias
pref. demand ratio ratio progress

(1) (2) 3) (4) (5) (6)
Primary goods -2.53 -15.04 2415 -2.77 9.39 -15.17
Manufacturing products -1.62 297 65.95 73.46 3.61 -63.99
Energy -0.68 8.15 6.29 11.04 3.03 -26.67
Construction 0.10 -21.78  -0.06 0.61 2.69 127.20
Wholesale and retail trade -2.96 -5.46 0.06 11.03 8.62 75.42
Hotels and restaurants -3.82 -16.02  13.44 38.36 -1.09 144.23
Transport and communication 4.11 6.11 15.82 21.96 5.27 -49.37
Financial intermediation 2.75 12.92 0.31 21.38 18.61 -8.28
Insurance 16.82 11.47 -4.22 36.51 1.03 -86.53
Business services 2.64 -0.43 0.28 1.18 1.12 186.55
Public administration 0.30 4.80 0.00 0.46 -1.06 -31.17
Education -0.21 -3.33 0.00 0.00 5.62 192.05
Health 18.46 -10.74 2.11 2.44 7.20 85.57
Other services -3.85 -23.65  -3.02 2.04 12.22 132.32

in the ratio of real private to real public consumption.

Step 3 - Imports

In this step we observe the movement in aggregate imports by commodity. The
import observations are therefore accommodated by endogenization of twist
variables in the import/domestic preferences of industries, capital creators and
households. This means in terms of the sketch model exogenization of imports
M and endogenization of the import/domestic preference variable 5.

Application of the shocks for imports by commodity results in a large in-
crease of aggregate imports. This increase in imports has little effect on GDP,
capital and investment. As the sum of private and public consumption is a fixed
share of GDP, the main effect of the decrease in imports is a large increase in
exports (from -18.76% to 8.91%). This increase in exports is accompanied by
a decrease in the exchange rate.

Estimates of import/domestic preference variables are computed as the dif-
ference between the actual percentage change in the import/domestic ratio and
the percentage change implied under the theory. In addition to standard the-
ory, the latter allows for demand pressures. It captures the idea that when
output of a given commodity in the domestic economy is growing rapidly, there
is a tendency for demand shifts to occur towards imports. This is explained
by shortages and lengthening queues and is unrelated to movements in relative
prices. Similarly, when output of a given commodity is growing slowly there
is a tendency for shifts to occur towards the domestic product. Estimates of
import/domestic twists take account of changes that can not be explained by
changes in relative prices and demand pressures.
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Results in column 3 of table 4 show the percentage contributions of the im-
port/domestic preference shifts to sales in Switzerland of domestic commodities.
Most commodities have positive entries for the period 1990 to 2001. This means
that twists against imports occur for these commodities. The largest bias in
favour of the domestic variety occurs for manufacturing products. Primary
goods experience a large twist in preferences also towards domestic goods, as it
is the case for hotels and restaurants, transport and communication. Biases in
favour of imports across the period 1990 to 2001 are present only in insurance
and other services.

Step 4 - Investment

The fourth step is to incorporate in the model information on investment be-
tween 1990 and 2001. The lack of data does not allow us to introduce movements
on investment in each industry. This means that we can tie down only aggre-
gate investment I. This is done by allowing the ratio of investment to capital
X to be determined endogenously.

The introduction of the small increase in aggregate investment for 1990 to
2001 has no impact on GDP and capital since labour, technology and rates of
return are assumed to be fixed. In addition, the increase is so small that, under
consumption linked to GDP and imports given in the previous step, it does not
affect exports and the exchange rate.

In this step, historical simulations produce an estimate of the ratio of invest-
ment to capital between 1990 and 2001. Its value of 0.03% reflects the decrease
in aggregate capital stock relative to investment.

Step 5 - Exports

Here we use information on exports. This allows us to exogenize exports by
commodity and to endogenize the twist variables in the export/domestic tech-
nology of industries. In terms of the sketch model this means exogenization of
exports X and endogenization of the export/domestic technology variable Y4st,

However, in using export observations to estimate the shift variable exports
versus locally used goods, we found indeterminacy between this shift term and
the exchange rate. The problem is that an increase in exports can be explained
either by an increase in the export/domestic twist shift variable or by an de-
crease in the exchange rate. However an decrease in the exchange rate implies
an decrease in capital and so a decrease in GDP which creates an infeasibility
in the GDP identity. The solution to this problem is to introduce information
on the exchange rate. In order to be able to exogenize the exchange rate, we
need to give the supply of export freedom to make the observed movement in
exports compatible with the demand function for exports. This requirement is
satisfied through the endogenization of a technology variable. In terms of the
sketch model we need thus to exogenize the exchange rate ¢ and endogenize
the primary-factor-using technical progress variable A.

Comparison of steps 4 and 5 in table 3 shows that movements of exports
by commodity are accommodated by both a substantial demand shift reflected
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in huge twists in favour of exports (see below) and a supply shift reflected in
primary-factor-using technical changeS of -9.71%. The increase of 9.71% in
technological progress and the increase of 10.31% in capital, induced by a ap-
preciation of the Swiss franc and by the improvement in technology, contribute
both of them to the increase of 13.18% in GDP. The large increase in capital
has also an impact on real wage for consumers (from 1.53% to 13.28%) and
on the ratio of investment to capital (from 0.03% to -9.58%). The former rises
reflecting the increase in the capital/labour ratio and the consequent increase in
the marginal product of labour. Regarding the latter, it is negative indicating
the rapid growth in aggregate capital relative to aggregate investment across
the period 1990 to 2001.

As in the case of imports, the export/domestic technology variable acts like a
residual. Estimation of its value is the difference between the actual percentage
change in the export/domestic ratio and the percentage change implied under
the standard theory. A positive value means thus a twist towards exports not
explained by changes in relative prices.

The percentage effects on output growth of the export/domestic technology
shifts are given in column 4 of table 4. Positive entries mean twists in favour
of exports from from 1990 to 2001. With one exception, results show a twist
towards exports for all commodities. These upward shifts in the export demand
curves are consequence of growth in the rest-of-world economy. The exception is
primary goods which shows a small twist toward domestic products. A possible
explanation is the large reduction of over 60% in export subsidies under the
reform of the agricultural policy.

The contribution of the twist toward exports to output growth is highest
for manufacturing products. Large twists towards exports occur for hotels and
restaurants, as well as for insurance. Financial intermediation, transport and
communication, wholesale and retail trade, and energy are examples of twists
towards exports across this period but of a smaller intensity.

Step 6 - Employment

In this step we introduce information on employment. In terms of the sketch
model this raises no macro closure issues since employment is already exoge-
nous. However in the disaggregated model, observations on employment by
industry allow estimation of shifts at the industry level in primary-factor tech-
nical change.

On comparing the results in table 3 for step 5 with those for step 6, we
see that the imposition of the labour shocks increases aggregate employment
substantially. From all the previous steps we know that the increase in employ-
ment can have little effect on GDP since all its components are approximately
fixed. As GDP does not change, the primary-factor technical change increases
from -9.71% to -6.73%. If it were to decrease, it would contradict equation S-7

5 A negative value of one for the change in the technology variable decreases primary-factor
inputs per unit of GDP by one per cent. With primary-factor inputs held constant, GDP
increases by one per cent. A negative change for the technology variable has thus a positive
impact on GDP and on capital.
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as the capital decrease required to keep GDP constant in equation S-8 implies
an increase in the technology variable. Although the primary-factor technical
change increases, the impact on capital from steps 5 to 6 is positive due to the
sufficiently large increase in aggregate employment which makes the change in
the ratio of capital to labour negative. Finally, the increase in employment has
a negative impact on the marginal product of labour and thus on real wage for
consumers which decreases from 13.28% to 8.87%.

Column 5 in table 4 reports a measure of primary-factor technical progress.
For each commodity, it is defined as the increase in output equal to the share of
primary factors in a given industry’s costs multiplied by the value of the techni-
cal change. The latter accounts for the difference between the actual percentage
change in primary-factor input to a given industry and the percentage change
in this industry’s output’. With two exceptions, results show a positive entry
indicating technical progress. The largest increase is in financial intermediation
(18.61%) followed by other services (12.22%). Primary goods, wholesale and
retail trade, and health experience technical progress around 8.5% from 1990
to 2001. To a less extend, technological progress is also present in manufactur-
ing products, energy, construction, transport and communication, as well as in
education.

Step 7 - Capital

The introduction of movements on capital in each industry is the focus in this
step. Capital variation in each sector is accommodated by allowing a capi-
tal/labour technology twist variable to move. In terms of the sketch model
we require exogenization of K and endogenization of YP'™ A positive value
will favour labour whereas a negative value will favour capital. Capital/labour
twists in technology are cost neutral in the sense that they do not affect a given
industry’s total inputs per unit of activity. In the sketch model, exogenization
of capital amounts to turn off equation S-7 by the endogenization of this twist
variable.

Results for step 7 in table 3 show that the application of the capital shocks
decrease aggregate capital by 10.34% compared to step 6. As GDP and labour
are fixed, the decrease in capital with respect to the previous step implies an
increase in technical progress and an increase in real wage for consumers. This
is reflected in the results by the decrease in the technology variable from -6.73%
in step 6 to -9% in step 7 and by the increase from 8.87% to 13.39% in real
wage.

Capital-labour biases in technology act in a similar way to import-domestic
biases in preferences or to export-domestic biases in transformation technology.
They account for the difference between the actual percentage change in the
capital/labour ratio in a given industry and the percentage change explained
by the movements in this industry’s unit costs of using labour and capital. A
negative value means that the industry’s technology changes so that at any

"The model assumes a Leontief production technology to combine each commodity input
and primary-factor input. This means that primary-factor composite is not sensitive to factor
prices.
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given ratio of the wage rate to the rental rate on capital, the industry chooses
a capital/labour ratio higher in 2001 than in 1990.

From 1990 to 2001, the last column of table 4 reports huge twists in technol-
ogy in favour of labour for education and business services. A plausible cause
is the low level of interest rate in Switzerland during this period. Large twists
favouring labour occur also in hotels and restaurants, construction and other
services. On the other hand, manufacturing products, transport and commu-
nication, and insurance present large twists in technology in favour of capital
across the period 1990 to 2001.

Step 8 - Production

The last step allows the model to take account of information on output changes
by commodity®. Shocks to supply of domestic good are absorbed by a uniform
(across industries) endogenously determined movement in a commodity-using
technical change variable for current production and capital creation. This
approach allows the model to increase the use of commodities that experience
rapid growth in supply and conversely reduce the use of commodities that expe-
rience slow growth in supply. However, in order to avoid industries expanding
(reducing) their use of goods per unit of output without reducing (increasing)
their use of other inputs per unit of output, we allow for a cost-neutralizing en-
dogenous movement in an all-input-saving technology variable. This means for
instance that a 20 per cent input-using technical change in a given commodity
required to absorb the observation on output implies a 2 per cent all-input-
saving technical change in a given industry if 10 per cent of this industry’s
costs were accounted for by inputs of the commodity.

Results of this final step in the last column of table 3 show almost no
movement in aggregate variables. From all the previous steps, GDP, labour
and capital are fixed leaving the additional information from this step to be
embedded in the commodity-using technical change variable.

Column 2 of table 4 shows the contributions to growth in sales of domestic
products of input-using technical change in production and capital creation. Es-
timate of input-using technical change accounts for the difference between the
actual percentage change in the sales of a given commodity to the domestic in-
dustries and the percentage change explained by movements in production and
capital-creating activities of industries using this commodity. Results show that
the use per unit of output of primary goods, construction, hotels and restau-
rant, health and other services decline substantially from 1990 to 2001. However
commodity-using technical change substantially stimulates output growth of fi-
nancial intermediation and insurance across this period. To a less extent, it is
also the case for energy as well as for transport and communication.

8 Although intermediate demand is not explicitly represented in the sketch model, this final
step would mean exogenization of GDP and endogenization of a technical change variable in
intermediate demand, AP,
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5 Decomposition simulation

As explained in section 3, decomposition simulations allows us to decompose
history into the parts attributable to changes in variables such as those identified
in table 5. Most of these variables (e.g. technology and taste variables) are
naturally exogenous variables and changes in these variables across the period
1990 to 2001 are estimated in historical simulations. Applying shocks in the
decomposition simulation identical to theses estimated changes in naturally
exogenous variables generate values for naturally endogenous variables identical
to those specified in the historical simulation. However, since technology and
taste variables are exogenous in the decomposition simulation, questions about
the effects of changes in these variables can be answered.

The decomposition analysis is presented first in terms of the macroeconomic
results. In the first subsection they are explained according to each relevant
group of variables listed in column in table 5. The second subsection gives
an analysis across theses groups of variables to find out factors underlying the
macroeconomic results. The last subsection presents sectoral results of the
decomposition analysis.

5.1 Macroeconomic results

Macroeconomic results of the decomposition simulation are shown in table 5.
Column 1 through 9 give the contribution of the group of variables described in
each column heading to the total percentage change (the last column) in each
of the endogenous variable identified in the first column. Therefore the sum of
these contributions gives the total percentage change in the last column for each
endogenous variable. We start by looking at each main group of exogenous vari-
ables 1 to 9 individually. We therefore omit irrelevant groups of variables such
that changes in tariffs (column 2) and changes in public expenditure (column
7).

Changes in export/domestic technology

The first column in table 5 gives the effects of shifts in export versus domestic
technology. Estimates of these shifts are provided in historical simulations and
show, with one exception, a twist towards exports for each commodity (column
4 in table 4). This implies naturally an increase in aggregate exports which
leads to an appreciation of the Swiss franc. As production is now directed more
towards exports, imports rise, induced by evaluation of the exchange rate, to
satisfy domestic demand. The largest twist in favour of exports are in manu-
facturing products which accounts for 70% of aggregate exports. Because they
are labour intensive relative to production of commodities enjoying favourable
shifts towards domestic consumption, there is a small reduction in aggregate
capital and as well as in aggregate investment.

Another effect of the technology shift towards exports is the small reduction
in real private and public consumption. The explanation lies in the negative
change in nominal GDP due to the larger decrease in its price deflator than
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the increase in its real value. The reason for the former is the decrease in
the investment goods price index following the increase in imports. As total
consumption is a share of nominal GDP, both private and public consumption
decrease.

An interesting result is the increase in real GDP. Sales tax is applied on all
sales including on exported and imported commodities. This means that twists
towards exports tend to increase GDP as there is an increase in aggregate
imports to satisfy domestic demand.

Technical change

Column 3 shows the macroeconomic effects of the combined movements in sev-
eral technology variables. These include primary-factor-using technical change,
input-using and input-saving technical changes and capital/labour bias in tech-
nology. It follows that, with fixed employment and fixed rates of return on
capital, the overall decrease in these technological variables increases GDP di-
rectly via the production function and indirectly via the increase in aggregate
capital. In the results, the latter in fact decreases because it is outweighed by
technology twists in favour of labour, which reduces finally the contribution of
technical change to real GDP. We will come back to this issue in section 5.2.

Being a fixed share of GDP, total consumption is positively affected by the
increase in GDP. Moreover, with the ratio of real private to public consumption
held constant, both real private and public expenditure increase. Finally, as the
ratio of investment to capital is fixed, the decrease in capital stock implies a
decrease in aggregate investment.

Another effect of interest related to the negative value of the average primary-
factor-using technical change is the positive consequence on the exchange rate.
Along the lines of the sketch model, the ratio of the investment good price index
Pk to the GDP price deflator P is interpreted as a decreasing function of the
exchange rate. Column 3 shows indeed a larger increase in the price deflator
for GDP relative the increase in the price deflator for investment resulting in
the increase in the exchange rate.

A final effect of the overall technological progress across the period 1990 to
2001 is the increase in real wage rate for consumers. With the rate of return
held constant and the small increase in the exchange rate, improvement in
technology has a negative impact on marginal product of capital (equation 9)
requiring an increase in real wage via the factor-price frontier.

Changes in import/domestic preferences

In this column we look at the impact of the shifts in import versus domestic
preferences. From historical simulations we know that with the exceptions of
three commodities, all changes are positive. This means that overall households
increase their interest in domestic products and aggregate imports decrease sub-
stantially. With employment, the rate of return and technology held constant,
there is little effect on capital and subsequently on investment. However the
reduction in aggregate imports appreciates the Swiss franc which induces a de-
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crease in aggregate exports. These two effects cancel out more or less and GDP
remains almost constant.

Changes in household tastes

Column 6 shows that changes in households tastes have a small negative impact
on GDP. The reason is that production of main commodities suffering adverse
shifts (e.g. manufacturing products and energy) is capital intensive relative to
production of goods enjoying favourable shifts (e.g. insurance, business ser-
vices and health). Reduction in aggregate capital decreases GDP and is also
accompanied by a decrease in aggregate investment.

The decrease in GDP is accentuated by a decrease in sale tax revenue. Man-
ufacturing products and energy are heavily taxed relative to insurance, business
services and health. Shifts in consumption against heavily taxed commodities
reduce tax revenue and has a negative impact on GDP.

Another effect of the preference shift away from manufacturing products
is the large decrease in imports since their imported demand is about 80% of
aggregate imports. As a consequence exports decline induced by an appreciation
of the Swiss franc.

Employment growth

Across the period 1990 to 2001 growth in aggregate employment is approxi-
mately 3.8 per cent. Under the small-country assumption and constant return
to scale, an increase in employment only (rates of return, ratio of investment
to capital and change in technology are fixed) produces an identical increase in
real GDP, aggregate capital and aggregate investment in the sketch model. As
there is no impact on exchange rate, change in aggregate imports vary by the
same amount. With subdued growth in private and public consumption relative
to GDP, this increase in employment generates an equal change in exports.

In SwissAGE, the growth in employment gives similar results compared to
the sketch model. However, the variations are not fully identical since infor-
mation on sectoral employment is available. It means that the economy is
shocked with observations on employment by industry instead of the movement
in aggregate employment.

Other factors

The last column contains all remaining variables that are exogenous in the
decomposition simulation. The main shocks in column 8 are to macroeconomic
ratios, such as the ratio of investment to capital and the average propensity
to consume. Inflation across the period 1990 to 2001 is also embedded in this
column.

In historical simulations, the ratio of investment to capital is endogenous
which allows us to have an estimation of its value of -0.80%. In the decomposi-
tion we use this value to exogenously shock the change in the ratio of investment
to capital as it can be seen in column 8 in table 5. The main impact of the
decrease in the ratio from 1990 to 2001 is the decrease in aggregate investment.
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It has more and less no impact on aggregate capital. A minor impact is the
decrease in imports through the imported demand for capital creation. How-
ever this is easily outweighed by the decrease in investment and as private and
public consumption remain at the same level exports increase to keep GDP
constant.

Regarding the average propensity to consume out of GDP, there is a 4.06%
change between 1990 and 2001. This has naturally a positive impact similar
in magnitude on real private and public consumption. This increase in total
consumption has a small positive impact on imports as the share of total con-
sumption in aggregate imports is around 28 per cent. Therefore as investment
varies only slightly negatively, exports decreases helped by an appreciation of
the Swiss franc. The combination of these two effects on trade is a decrease in
both aggregate imports and exports with little effect on the exchange rate.

The absolute price level is tied down by exogenization of the consumer
price index in historical simulations. In the decomposition simulation we keep it
exogenous, which means that it can be imposed the change over the period 1990
to 2001. This has naturally no impact on real variables of the economy. Only
prices change positively by approximately the same amount and the exchange
rate varies negatively as it is defined in foreign currency per unit of Swiss franc.

5.2 Factors underlying the macroeconomic results

Looking across the columns in table 5 allows us to provide an explanation for
changes in endogenous variables between 1990 and 2001 in terms of their major
underlying determinants. There are two outstanding features for the period
1990 to 2001. The first is the relative small increase in GDP and the second
feature is the rapid growth in Swiss trade relative to GDP.

Mitigate growth in GDP

Economic growth is known to be weak in Switzerland. In particular, this is the
case across the period 1990 to 2001 as it can been seen from the final entry
in the first row of table 5. The increase in real GDP over the period is only
12.78% which represents 1.1% per year on average. The main underlying deter-
minants of the increase in real GDP are technical change (column 3) for 8.76%
and growth in employment (column 6) for 3.83%. The increase in aggregate
employment is straight forward and comes from the growth in labour force.
However the contribution of technical change is more subtle since four differ-
ent technical changes are part of this group of variables. The group includes
primary-factor-using technical change, input-using and input-saving technical
change, and capital/labour bias in technology. Column 1 to 3 in table 6 shows
the contribution of each of them to the total percentage change in each of the
main endogenous variables.

The contribution of technical change to growth in GDP results in a positive
contribution of 11.74% for the average primary-factor-using technical change,
in a negative contribution of 3.66% for the capital/labour twist in technology
and in a positive contribution of 0.68% for the intermediate demand technical
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Table 6: Macroeconomic variables: decomposition of the technical change from
1990 to 2001 (percentage changes)

Primary- Interm.

f . Capital/ Total
Variables ACTUSIE o hour demapd technical
technical . technical
bias change
change change
(1) (2) (3) (4)

Real GDP 11.74 -3.66 0.68 8.76
Real investment 6.55 -14.01 2.61 -4.85
Real private consumption 11.69 -3.61 0.68 8.76
Real public consumption 11.71 -3.61 0.69 8.79
Real exports 16.68 0.37 4.26 21.31
Real imports 12.96 -6.14 6.07 12.89
Aggregate employment 0.00 0.00 0.00 0.00
Aggregate capital 6.57 -14.00 2.63 -4.80
Average prim-fac-using tech ch -9.21 0.00 0.00 -9.21
Real devaluation -1.65 0.72 -0.05 -0.98
Exchange rate 1.76 -0.82 0.04 0.98
Real wage for consumers 13.75 0.02 -0.09 13.69
Total trade 14.89 -2.76 5.13 17.25
Trade/GDP 3.15 0.89 4.45 8.49

change. The overall twist in technology in favour of labour between 1990 and
2001 (see the last column in table 4 for sectoral estimates) has thus a negative
impact on real GDP. Looking within the column of the twist variable shows that
the increase in labour share over the period decreases aggregate capital by 14%.
With fixed ratio of investment to capital this implies also a decrease of 14% in
real investment. The large decrease in aggregate capital due to the change in
the capital /labour ratio explains thus the smaller contribution of total technical
change to change in real GDP.

Rapid growth in Swiss trade

The last row in table 5 shows the main reasons of the rapid growth in Swiss
trade. It gives percentage changes in trade relative to GDP calculated by sub-
tracting percentage changes in GDP from percentage changes in total trade.
The final entry in this row reveals that trade as a share of GDP increases by
36.3% across the period 1990 to 2001. This subsection provides an explanation
to this rapid growth in Swiss trade.

There are four major factors affecting Swiss trade. Two of them are positive
and the other two are significantly negative. The largest contributor to growth
in Swiss trade as a share of GDP is the twist in industry towards exports. Its
contribution of 48.21% is in fact more than the net increase in the trade as
a share of GDP. As explained in our discussion of the first column in section
5.1, shift towards exports is strongly trade expanding because strong twists
favouring exports appear in heavily export-oriented industries and because of
the rapid appreciation of the Swiss franc which allows strong import growth as
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well.

The second significant positive entry to the large increase in trade relative
to GDP is technical change with a contribution of 8.49%. The decomposition of
all technology variables in table 6 reveals that the change only in the technology
variable affecting primary factors is not sufficient to explain movements in trade.
In particular, it leads to a 16.68% contribution for real exports and to a 12.96%
contribution only for real imports. Since it has also an important impact on
GDP, the net impact on trade relative to GDP is small. Input-using and input-
saving technical changes combined into intermediate demand technical change
have a larger contribution with 4.45% since they have little effect on real GDP.
The last component of technology variables is the capital/labour bias. Although
it has a negative impact on trade, its contribution to the increase in trade
relative to GDP is positive since it has a larger negative effect on GDP via
aggregate capital.

Twists in industry and household preferences against imports contribute
negatively 11.62% to growth in trade relative to GDP. As mentioned in our
discussion of column 4 in section 5.1, preference twists against imports directly
decrease aggregate imports and indirectly decrease aggregate exports via real
evaluation of the Swiss franc.

The second significant negative contributor to growth in Swiss trade as
a share of GDP is the change in household tastes between commodities. It
has a negative contribution of 7.27%. The reason is that heavily imported
commodities (e.g. primary goods and manufacturing products) suffer adverse
shifts (column 1 in table 4). In addition these commodities show twists against
imports (column 3 in table 4) which are part of the negative impact on trade
described above.

5.3 Sectoral results

In this subsection we illustrate the application of SwissAGE decomposition
simulations to the analysis of particular industries. Here we concentrate on
the two main positive contributors and on the largest negative contributor to
growth in real GDP.

The largest contributor to the growth in real GDP is financial intermedi-
ation. From 1990 to 2001, this sector shows a very large increase in output
of 66.58% as indicating by the last entry of the corresponding row in table 7.
The second major contributor is manufacturing industry. This sector presents
a moderate increase in output of 10.14% but is the largest industry in the Swiss
economy with a share of 28.5% in total production. Finally construction plays
an important role over the period since the contraction of 23.12% in this sector
produces the largest negative contribution to growth in real GDP.

Looking across the columns of table 7, we can identify the sources of growth
or contraction for 1990 to 2001 in these three sectors. It appears that technical
change is the major reason of growth or contraction. For manufacturing indus-
tries, the 15.6% contribution of technical change is in fact higher than output
growth itself. This is also the case in construction but with a negative con-
tribution of -24.76%. For financial intermediation, the 58.15% contribution of
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technical change is below its output growth which is explained, among others,
by a 8.22% contribution of the twist favoring exports.

Table 8 gives the contribution of each technology variable included in total
technical change. In the financial intermediation sector, the 58.15% contri-
bution of total technical change is decomposed into a 34.87% contribution of
primary-factor-using technical change, a -2.48% contribution of technical change
in favour of labour and a 25.76% contribution of technical change in intermedi-
ate demand. It means that the large increase in financial intermediation output
is explained by strong cost-reducing improvements in primary-factor produc-
tivity (34.87%) and by the strong technological change favouring the use of
financial intermediation by other industries (25.76%).

Regarding manufacturing industries, the main component of the contribu-
tion of technical change is primary-factor productivity growth. It contributes
11.86% to growth in manufacturing output, whereas intermediate-input pro-
ductivity contributes only 4.16%.

The picture is quite different if we look at construction, which is the largest
negative contributor to growth in real GDP. The major component of the neg-
ative growth in output of construction is technical change with a negative con-
tribution of 24.76%. The contribution of primary-factor productivity growth
in this sector is positive with 6.5%. However contributions of both technical
change against the use of capital within the sector (-11.94%) and technical
change against the use of their products by other industries (-19.31%) are re-
sponsible for the overall large negative contribution of technical change to the
decline in construction output.

The sectoral analysis suggests that there are large changes not explained
by movements in production and capital-creating activities of industries using
commodities as intermediate input. To a less extend, it is also the case for
changes not explained by movements in industries’ unit costs of using labour
and capital. Their introduction into the model is important as they may either
reverse the sign of total technical change (e.g. construction) or amplify the
magnitude of total technical change (e.g. financial intermediation).

6 Conclusion

Analysis of economic structural change is crucial if our economic forecasts are
going to be based on economic history. However, estimation of structural
change parameters is not trivial since the latter are not directly observable.
The methodology used in this paper is to apply a general equilibrium model.
In this framework, household preferences and industry technologies are usually
exogenous variables and are not observable. On the other hand, quantities and
prices are naturally endogenous to the model and are directly observable. The
estimation of changes in technology and consumer preferences is realized by
conducting a historical simulation. In this simulation, naturally endogenous
variables are swapped with usually exogenous variables. It means that the for-
mer are exogenous and the latter are endogenous in a historical simulation.
Since naturally endogenous variables can be observed across a given period, it
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Table 8: Sectoral outputs: decomposition of technical change from 1990 to 2001
(percentage changes)

Primary- Interm.

f . Capital/ Total
Variables ACTUSIE o b our demapd technical
technical . technical
bias change
change change
1) (2) (3) (4)

Primary goods 16.24 -1.27 -11.50 3.47
Manufacturing products 11.86 -0.41 4.16 15.60
Energy 17.75 -2.19 15.14 30.70
Construction 6.50 -11.94 -19.31 -24.76
Wholesale and retail trade 10.22 -4.33 -7.12 -1.23
Hotels and restaurants -3.18 -2.02 -16.79 -21.99
Transport and communication 12.09 -2.16 9.10 19.04
Financial intermediation 34.87 -2.48 25.76 58.15
Insurance 2.46 -2.93 23.79 23.32
Business services 8.33 -4.39 0.06 3.99
Public administration 11.46 -3.58 5.38 13.25
Education 10.44 -3.49 -3.00 3.95
Health 10.68 -3.29 -13.08 -5.69
Other services 15.08 -3.71 -28.87 -17.51

is thus possible to shock them with with their actual movements and to obtain
an estimation of the usually exogenous variables. Once the historical simula-
tion has been completed, a decomposition simulation can be conducted. In this
simulation, estimates of unobservable exogenous variables are used to explain
structural change in the economy across the period in consideration.

The paper reports our first set of historical and decomposition results using
SwissAGE. Historical simulations allow us to quantify several aspects of struc-
tural changes in Swiss industries across the period 1990 to 2001. Our major
findings are an overall twist in technology in favour of labour, against capital
and an overall twist in technology in favour of production destined for exports,
against production destined for domestic sale.

Developments in the Swiss economy between 1990 and 2001 are explained
via decomposition simulations. They reveal that growth in real GDP is miti-
gated because of the negative impact of the shift in technology against capital
which reduces the effect of primary-factors productivity growth on real GDP.
They also show that, under an appreciation of the Swiss franc, twist in tech-
nology towards production for exports contributes heavily to the rapid growth
in Swiss trade relative to GDP.

Analysis of our results from the historical and decomposition simulations re-
veal several areas for future work. The disaggregation of the 14 industries would
enhance sectoral analysis of structural change. Improvement in the model struc-
ture relative to the labour market would allow us to refine results in different
skill-based occupational categories for example. Finally recognizing that in-
come elasticities of demand are not all unity would allow to have those for food
products being less than one.
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Appendix

The appendix explains in details how we move from the decomposition closure
to the historical closure. The partitioning of variables adopted in the historical
and decomposition closures is indicated in table 1. The center of attention
in implementing an historical closure from a decomposition closure is to be
able to estimate technology and preference variables (components of X#P)
once information on observable variables have been incorporated into the model
(components of XP), We are going to develop the historical closure in a
series of 8 steps. In this process, the naturally endogenous variables for which
we have data are cumulatively exogenized. The steps are designed in order
to have a valid closure at the end of each step. We are thus able to perform
an historical simulation at the end of each step. Comparison of results for
successive simulations show the effects of the additional data introduced at each
step. Before starting with the first step, we recall the decomposition closure
which is used as a starting point to develop the historical closure.

Decomposition closure

The decomposition closure is a one-period long-run closure. It is based on
the short-run comparative-static closure in Dixon and Parmenter (1996) except
that the short-run closure has to be transformed into a long-run closure. In the
long run, the sum of private consumption and public consumption is endoge-
nous, which means that total consumption is linked to GDP via the exogenous
average propensity to consume out of GDP. Capital stock in each industry is
also endogenous in the long run and is determined mainly by assumptions con-
cerning rates of return. In particular, the rate of return is assumed not to vary
which sets the percentage change of the rental price of capital equal to per-
centage change of the cost of units of capital. Regarding sectoral investment
and government spending, they are determined independently through exoge-
nous ratios linking the former to capital used in each industry and the latter
to private consumption. The cost of units of capital in each industry and the
price of units of public consumption are thus endogenous. Finally, employment
is assumed to be fixed, implying that employment effects are eliminated over
the medium term by adjustments in wage rates across industries.

In the decomposition closure, the remaining exogenous variables are part of
XP which means that they are either endogenous, X 7P or exogenous X P in
the historical closure. Among the former are included changes in technology,
import/domestic preferences and consumer tastes. Regarding the latter, we
have the population size, the c.i.f. foreign-currency prices of imports and policy
variables such as tax and tariff rates.

Finally, a common feature to most general equilibrium models is that the
absolute price level is not explained. In historical simulations, the absolute
price level is tied down by exogenization of the consumer price index, which is
thus considered as the numeraire. However, in order to exogenize it we need to
endogenize another variable and a natural candidate is the exchange rate.
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Step 1 - Public consumption

Following table 1 the first step is related to public consumption. Public con-
sumption and the ratio of real private to real public consumption are specified
in the model as follows:
m im 5 ST
2) = 1 2 4 (1= 1) f0 4 000 — (o~ SE) T (10)

¢C/G _ I'(S’tOt) _ $(5,t0t) (11)

where
wg) is the percentage change in public consumption of commodity ¢ from source
s
Ls is binary parameter that takes the value of one for domestic good and zero
for imported good;

Sdom 4o 4 variable allowing for shifts in the commodity composition of domes-
tic government demand;
fc5 P g a variable allowing for shifts in the commodity composition of imported
government demand;
f:t) s variable allowing for shift in the overall government demand;
S((:% is the share of domestic good in government expenditure on commodity c;
Tirc is a variable allowing for cost-neutral changes in preferences between im-
ported and domestically produced good ¢ (see the paragraph on imports);
1%/G is the percentage change in the ratio of real private to real public con-
sumption;
(3% jg the percentage change in real private consumption; and
25 ig the percentage change in real public consumption.

In the decomposition closure, the commodity composition of public con-
sumption is exogenous and the overall quantity of public consumption is en-
dogenous, and linked to the overall quantity of private consumption. Thus, the
shift variables £29°™ and f2'™P. and the ratio of real private to real public con-
sumption, /G, are exogenous, whereas f®t%) and real public consumption,
2Bt are endogenous. Note that real private consumption is determined by
movements in real GDP, which is specified elsewhere in the model.

In the historical simulation we introduce information on real public con-

sumption by commodity. To accommodate this information, the variables :Bg

are exogenized and the variables fc5 domand f2P are endogenized. Since now
public consumption by commodity is known, aggregate public consumption
can no longer be exogenously linked to private consumption. Consequently, the
ratio of real private to real public consumption, /G, is endogenized. Corre-

spondingly, the overall quantity of public consumption, f(®t%) is exogenized.

Step 2 - Private consumption

The second vector of variables in table 1 is private consumption by commodity,
xf”sm). This variable is normally explained in CGE models but can be observed.
Thus it is a member of X”P. To understand the choice of corresponding

variable in X 7D , we need to modify the equation explaining household demand

31



by commodity and add two equations. These equations take the form:

89— g = o (w0 — ) + Y e 07+ ) a0 (12
k

a(3,com) _ Z {‘/;(3,pur,src)/v(3,tot)} a((:?:) (13)
(&
wdtot) —  GDPN | /,C/GDP (14)
where
:cf”sm) is the percentage change in consumption of commodity c;

q is the percentage change in the number of households;

¢ is the expenditure elasticity of demand by households for commodity c;
w3t ig the percentage change in total expenditure by households;

Ne,k 1s the elasticity of demand for commodity ¢ with respect to changes in the
price of k;

p,(?’sm) is the percentage change in the price to households of commodity k;

af’) is a commodity-c preference variable;
a®©m) ig a budget-share-weighted average of the commodity-c¢ preference vari-

ables;
GDP,N
y b

wC/GDP

GDP.

The first of the two additional equations (equation 13) is the budget-share-
weighted average of the commodity-c preference variables. The inclusion of
aB:com) on the RHS of equation 12 is necessary to prevent a possible violation
of the budget constraint. If a,ﬁ?’) is 1 greater than a(®<°™)  then the rate of
growth of consumption per household of commodity ¢ is 1 percentage point
higher than would be expected on the basis of changes in total expenditure per
household and changes in prices.

The second additional equation (equation 13) allows consumption to be
determined by GDP and the average propensity to consume out of GDP. For
example, if the percentage change in ¢%/GPF is set exogenously on zero, then
the percentage movements in consumption and GDP will be the same.

is the percentage change in gross domestic product (GDP); and
is the percentage change in the average propensity to consume out of

In the decomposition closure, equations 12 to 14 are implemented with a((;3)

and 1)©/GPP a5 exogenous variables and with xﬁ?”s“) and a(3°™) as endogenous
variables. Preference changes and the average propensity to consume are not
normally explained in the model. Movements in consumption on the other
hand are explained and with the commodity-c preference variables exogenous,
the budget-share-weighted average of the commodity-c preference variables has
to be endogenous.

In the historical simulation, information on movements in consumption by
commodity is introduced to contribute to the estimation of changes in household
preferences and in the average propensity to consume. Therefore, in the his-
torical closure, we exogenize consumption, xﬁg’src), and shock them with their
observed movements between two hypothetical periods. To allow the exoge-

nous consumption to be consistent with equations 12 to 14, we endogenize the
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commodity-c preference variables and the average propensity to consume. En-

dogenization of ag3) requires exogenization of a(>%°™) to prevent the absolute

level of the movements in the commodity-c¢ preference variables be indeter-
minate. Exogenization of a;?’s“’) requires endogenization of 1°/GPP to avoid a

potential inconsistency between the movement in aggregate consumption (deter-

mined largely by x?’sm)) and GDP. With these exogenous/endogenous choices,

a;f”src) and a®3<°m) are members of the set XD , whereas the corresponding

xHD (3) e /GDP

members of are as’ and

Step 3 - Imports

This model uses the Armington (1969, 1970) specification of import/domestic
choice. For the typical agent (e.g. producers, investors and households), the
percentage change in the demand from source s of commodity c is given by”:

o) = glbere) o (k) (péf?,. — pg’src)) — (Ls ~ 5" ) e (15)

where

(k)

Z¢,s,. is the percentage change in the demand for produced good ¢ from source

s by agent k;
(k,sre)
T,

k;

a((;k) is the elasticity of substitution between imported and domestically pro-

duced good c for each agent k;

p((;ks) is the percentage change in the price to agent k of produced good ¢ from
source s;

pgf.’src) is the percentage change in the price to agent k of composite good c;

Ls is binary parameter that takes the value of one for domestic good and zero

for imported good;

is the percentage change in the demand for composite good ¢ by agent

Sg%_ is the share of domestic good in agent k’s expenditure on commodity c;
and
YSI¢ is a variable allowing for cost-neutral changes'® in preferences between
imported and domestically produced good c.

We can see from equation 15 that the twist terms, Y8, are included in
the demand for both domestic and imported commodities. We model these

import/domestic twists as:

c

Tirc — <x£0,d0m) _ yGDP,R) + ftwist (16)

where

xﬁo’d‘)m) is the percentage change in domestic output of commodity ¢;

9For the sake of clarity, the dot means the industry index i for producers and investors and
does not represent anything when households are concerned.

0Cost neutrality is imposed by including twist terms in the demand equations for both
domestic and imported goods in such a way that these terms allow for the replacement of
domestic goods with imported goods of equal cost to the user.
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yGPPR g the percentage change in real gross domestic product (GDP); and

fiwist ig an import /domestic twist shift variable.

The first term on the RHS of equation 16 allows for demand pressures. It
captures the idea that when output of commodity ¢ in the domestic economy
is growing rapidly, there is a tendency for demand shifts to occur towards
imports. This is explained by shortages and lengthening queues and is unrelated
to movements in relative prices. Similarly, when output of ¢ is growing slowly
there is a tendency for shifts to occur towards the domestic product. The
second term allows for twists in import/domestic ratios beyond those that can
be explained by changes in relative prices and demand pressures.

In decomposition simulations, imports are explained and the import/domestic
twist shift variables are exogenous. For the historical simulation, we observed
the movement in aggregate imports of commodity ¢, azgo’imp). We made this
compatible with equation 16 by endogenizing flwist, Thus, mﬁo’imp) is part of
the set XH#P and f'"is is the corresponding variable in X 7P,

Step 4 - Investment
When investment is observed, it becomes member of X2 as indicated by row
6 in table 1. To understand the choice of corresponding variable in X# P we
need to add an equation to the model defining movements in investment /capital
ratios. This equation takes the form:
I/K 2,tot 1
Y/ = PV ) (17)

where
%V K is the percentage change in the ratio of real investment to the quantity of
capital used in industry ¢ (industry k’s start-of-year capital stock);

(2,tot)
T

1
a:%(l )l is the percentage change in industry 4’s start-of-year capital stock.

In the decomposition closure, ratio of real investment to the quantity of

is the percentage change in investment in industry 4; and

capital used in industry 1, 1/121/ K, is exogenous. On the other hand, industry
i’s start-of-year capital stock, x&l)z is naturally endogenous and is determined
mainly by assumptions concerning rates of return. Investment in industry 4,

x@(g,mt) , is also endogenous and is determined by equation 17. In the historical

(2,tot)

simulation we introduced information on investment in industry i. Thus z,

I/K
becomes exogenous and wi/ becomes endogenous.

Step 5 - Exports

The export-demand equation exhibits infinite elasticity in foreign currency
prices which means that prices are exogenously fixed by world prices. We
assume that commodities destined for export are not the same as those for
domestic use. Conversion of undifferentiated commodities into goods for both
destinations is governed by a constant elasticity of transformation (CET) func-
tion. This specification allows us to have prices for exports, given exogenously
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by world prices, different from domestic prices resulting from market equilib-
rium. The percentage change in the supply for destination d of commodity c is
given by:

qilcgl = 212) + Uifxp (pi?ii - ps,)i)) - (Ld - SS]%J TSSt (18)

where

qélii is the percentage change in the supply of commodity ¢ for destination d
by industry 7;

qgli) is the percentage change in the output of commodity ¢ by industry i;

g’eXp) is the elasticity of transformation between exported and locally used

good c¢ for industry i;

pg);ﬂ. is the percentage change in the price of commodity ¢ for destination d
produced by industry i;

pgoi) is the percentage change in the price of composite good ¢ produced by
inaustry i;

tqg is binary parameter that takes the value of one for domestically consumed
good and zero for exported good;

Sé% ; is the share of domestically consumed good in industry i’s revenue on
co’m7modity c; and

T4t is an export/domestic twist shift variable allowing for revenue-neutral
changes!! in transformation between exported and locally used good c.

As implied in the second row of table 1, shifts in exports versus domestic
transformation are naturally exogenous. On the other hand, export volumes
are naturally endogenous. For our historical simulation we have observations
on the movements in aggregate export volumes, :L',(;4). We reconcile these with
equation 18 by endogenizing the export/domestic twist shift variables, T3t
that is we allow the historical simulation to generate estimates of the shifts in
exports versus domestic transformation. Thus, 2 is in the set X#D and rdst
is the corresponding variable in the set X P,

Steps 6 and 7 - Employment and capital inputs

A stripped-down version of the demand equations for primary factors is the
following:

7 % K %

:CE},Z) _ m(‘1,‘501:) + az(l,prim) . Ggl,prim) (pgcl? _ p(l,prim)) + (Lf B SI(},;) T?rim (19)

where

xgclz) is the percentage change in primary factor f to industry ;

xgl’mt) is the percentage change in the overall level of output in industry ¢;
agl’pnm) is a variable allowing for primary-factor-using changes in industry ’s
technology;

1 Revenue neutrality is imposed by including twist terms in the supply equations for both
domestically consumed and exported goods in such a way that these terms allow for the
replacement of domestic goods with exported goods of equal revenue to the industry.
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agl’prim) is the elasticity of substitution in industry ¢ between labour and capital;

(1)

Py is the percentage change in the price of factor f paid in industry 7;

pl(-l’prim) is the percentage change in the overall price of primary factors to

industry i;

Ly is a binary parameter that takes the value of one for labour and zero for
capital;

SS]) is the share of labour in the costs of primary factors to industry ¢; and
TP T s a variable allowing for cost-neutral twists in industry i’s technology
either favoring labour (positive) or favoring capital (negative).

Equation 19 can be derived from an optimization problem in which primary
factors are chosen to minimize the cost of a specified overall level of output,
treating factor prices as given. In this optimization problem, the production
function is Leontief in intermediate inputs and primary factors and CES in
the primary-factor nest. Technology variables are exogenous in decomposition
simulations. As indicated in row 4 of table 1, for the historical simulation
we have observations for labour and capital in each each industry, 335}2 To

accommodate these observations, we endogenize primary-factor-using technical
(1,prim) prim

change, a , and the capital/labour twist, T

Step 8 - Production

The last type of variables in table 1 are output by commodity. To accommodate
observations on production, we need two types of technical change. First, we
need to give the model freedom to make the observed movement in the output
of commodity ¢ compatible with demands for commodity c¢. Second, we wish
to avoid industries expanding their use of goods per unit of output without
reducing their use of other inputs per unit of output. These two types of tech-
nical change variable are introduced in the composite commodity intermediate
demands for current production £ = 1 and capital creation k = 2
gci,src) — ac, — CLEk) _ xl(k,tot) (20)
and also in the demands for primary factor composite for the second type of
technical change variable
(1,prim) . (1) _ (1,tot) (21)

x; a;’ =ux;

where
gi’src) is the percentage change in the demand for produced good ¢ by agent k;

ac. is a variable allowing for commodity-c-using technical change in all indus-
tries;
(k)

a; "’ is a variable allowing for all-input-using changes in industry 7’s technology;

and
xz(l’prlm) is the percentage change in the demand for primary factor composite
by industry <.

Equations 20 and 21 are derived from an optimization problem in which

inputs are chosen to minimize the cost of a specified overall level of output,
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treating input prices as given. In this optimization problem, the production
function is Leontief in intermediate inputs and primary factors.

The technology variables ac. and az(k) are exogenous in decomposition sim-
ulations. As indicated in the last row of table 1, observations for production
by commodity are available for historical simulations. In order to absorb these
given output changes, we need to endogenize the technical change variables ac,
affecting the input of commodity ¢ per unit of current production and capital
creation in each industry. However, positive values for these variables mean
that industries are expanding their usage of goods per unit of output without
reducing their usage of other inputs per unit of output. This unrealistic impli-
cation is avoided by introducing (not indicated in table 1) an all-input-using
technical change variable az(-k) which offsets the effects on industry 4’s unit costs
of the commodity-c-using technical change variables. This means that positive
commodity-c-using technical change variables generate cost-neutralizing reduc-
tions in all of industry 4’s inputs per unit of output (negative all-input-using
technical change variables). Similarly, negative commodity-c-using technical
change variables generate cost-neutralizing increases in all of industry ¢’s in-
puts per unit of output (positive all-input-using technical change variables).
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