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Abstract
This thesis is a collection of three empirical essays on the effect of profit incentives on innovation
and technology adoption.

Chapter 1, written with Daron Acemoglu, investigates the effect of (potential) market size
on entry of new drugs and pharmaceutical innovation. Focusing on exogenous changes driven
by U.S. demographic trends, we find a large effect of potential market size on the entry of
non-generic drugs and new molecular entities. These effects are generally robust to controlling
for a variety of supply-side factors and changes in the technology of pharmaceutical research.

Chapter 2 investigates the effect of price-induced technology adoption on energy demand in
U.S. manufacturing. I use plant data from the Census of Manufactures, 1967-1997, and identify
technology adoption by comparing the energy efficiency of entrants and incumbents. I find a
statistically significant effect of technological change, though the magnitude is small relative to
changes in energy use due to factor substitution. The results suggest that technological change
can reduce the long run effect of energy prices on growth, but by significantly less than previous
research has suggested.

Chapter 3 studies the response of the manufacturing sector to a carbon tax. I estimate long
run price elasticities for fuels and electricity, exploiting the ability of entering plants to choose
their technology in response to expected prices. A tax of $10 per metric ton of carbon would
reduce emissions by 2 percent aiid raise operating costs by 8 percent in the short run. Emissions
would be 5 percent lower in the long run, and costs would be 5 percent higher. The tax would
make plants more vulnerable to subsequent natural gas and distillate oil price shocks, and less
sensitive to coal, residual and electricity shocks. Exit would increase by 0.2 percentage points.

Thesis Supervisor: Daron Acemoglu
Title: Charles P. Kindleberger Professor of Economics

Thesis Supervisor: Michael Greenstone
Title: 3M Associate Professor of Economics
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Chapter 1

Innovation and Market Size: Theory

and Evidence from the

Pharmaceutical Industry

Summary 1 This chapter, written with Daron Acemoglu, investigates the effect of (potential)

market size on entry of new drugs and pharmaceutical innovation. Focusing on exogenous

changes driven by U.S. demographic trends, we find a large effect of potential market size on

the entry of non-generic drugs and new molecular entities. These effects are generally robust to

controlling for a variety of supply-side factors and changes in the technology of pharmaceutical

research.

1.1 Introduction

This paper constructs a simple model linking innovation rates to current and future market

size, and documents the empirical relationship between market size and innovation in the phar-

maceutical industry. Our empirical work, which exploits changes in the market size for different

drug categories driven by U.S. demographic trends, finds economically significant and relatively

robust effects of market size on innovation.

Although many historical accounts of important innovations focus on the autonomous

progress of science and on major breakthroughs that take place as scientists build on each
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other's work, economists typically emphasize profit incentives and the size of the target market.

For example, in his seminal study, Invention and Economic Growth, Schmookler argued that:

"...invention is largely an economic activity which, like other economic activities, is pursued

for gain" (1966, p. 206). To emphasize the role of market size, Schmookler entitled two of his

chapters "The amount of invention is governed by the extent of the market."

The role of profit incentives and market size in innovation is also important both for the

recent endogenous technological change models, which make profit incentives the central driving

force of the pace of aggregate technological progress (e.g., Romer (1990), Grossman and Help-

man (1991) and Aghion and Howitt (1992)), and for the induced innovation and directed tech-

nical change literatures, which investigate the influence of profit incentives on the types and

biases of new technologies (see, e.g., Kennedy (1964), Drandkis and Phelps (1965), Samuelson

(1965), Hayami and Ruttan (1970) and Acemoglu (1998, 2002, 2003)). A recent series of pa-

pers by Kremer, for example (2002), also builds on the notion that pharmaceutical research is

driven by market size and argues that there is generally insufficient research to develop cures

for third-world diseases such as malaria, because those who suffer from these diseases have a

limited ability to pay.

In this paper, we investigate the effect of market size on drug entry and pharmaceutical

innovation. A major difficulty in any investigation of the impact of market size on innovation

is the endogeneity of market size-better products will have larger markets. Our strategy

to overcome this problem is to exploit variations in market size driven by U.S. demographic

changes, which should be exogenous to other, for example scientific, determinants of innovation

and entry of new drugs.1 To estimate potential market size, we construct age profiles of users

for each drug category, and then compute the implied market size from aggregate demographic

and income changes given these (time-invariant) age profiles.2 We measure entry and innovation

using the Food and Drug Administration's (FDA) approval of new drugs.3

1For many drugs non-U.S. markets may also be relevant. Nevertheless, the U.S. market is disproportionately
important, constituting about 40 percent of the world market (IMS (2000)). Below, we report results using
changes in OECD market size as well as U.S. market size.

2Loosely speaking, "market size" corresponds to the number of users times their marginal willingness to
pay. Therefore, market size can increase both because the number of users increases and because their marginal
willingness to pay changes. We focus on changes driven by demographics to isolate exogenous changes in market
size.

3 These data were previously used by Lichtenberg and Virahbak (2002), who obtained them under the Freedom
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Our results show that there is an economically and statistically significant response of the

entry of new drugs to market size. As the baby boom generation aged over the past 30 years, the

markets for drugs mostly consumed by the young have declined and those for drugs consumed

by the middle-aged have increased. The data show a corresponding decrease in the rate of entry

of new drugs in categories mostly demanded by the young and an increase for drugs mostly

consumed by the middle-aged. Our estimates suggest that a 1 percent increase in the size of

the potential market for a drug category leads to a 6 percent increase in the total number of

new drugs entering the U.S. market. Much of this response comes from the entry of generics,

which are drugs that are identical or bioequivalent to an existing drug no longer under patent

protection.

More important, there is a statistically significant response of the entry of non-generic

drugs, which more closely correspond to new products and "innovation": a 1 percent increase

in potential market size leads to approximately a 4 percent increase in the entry of new non-

generic drugs. We also look at the relationship between market size and entry of new molecular

entities. These drugs, which contain active ingredients that have not been previously marketed

in the United States, provide a measure of more radical innovations (there are 442 new molecular

entities compared to 2,203 new non-generics during our sample period). We find that a 1 percent

increase in potential market size is associated with a 4-6 percent increase in the entry of new

molecular entities. These results together show an important effect of potential market size on

pharmaceutical innovation.

The effect of market size on the entry of new drugs is generally robust. We obtain similar

results when we use different measures of market size, when we exploit changes in OECD

market size, and when we control for a variety of supply-side factors including advances in

biotechnology.

We also investigate whether it is current market size or past or future market sizes that have

the largest effect on entry of new drugs. On the one hand, because changes in demographics can

be anticipated in advance, drug entry may respond to future market size. On the other hand,

because there is typically a 10-15 year gap between research and FDA approval (e.g., DiMasi

et al. (1991)), entry may respond to past market size. We find that all non-generics respond to

of Information Act. We thank Frank Lichtenberg for sharing these data with us.
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current market size, while current and five-year lead of market size have the strongest effects

on new molecular entities and generics. These results suggest that pharmaceutical research

responds to anticipated changes in market size with a lead of 10-20 years.

The magnitude of the effect of potential market size on drug entry is quite large. This may be

partly because our key variable measures potential market size rather than actual market size.

(i.e., what the market size would be if the number and incomes of individuals in a particular

age group change without a change in the age profile of use and expenditure). Results using

another data source suggest that a 1 percent increase in potential market size is associated

with approximately a 4 percent increase in actual market size, so the estimates for non-genetics

and new molecular entities are consistent with a proportional effect of actual market size on

innovation as predicted by our theoretical model.4

There are a number of other studies related to our work. First, Schmookler (1966) doc-

uments a correlation between sales and innovation, and argues that the causality ran largely

from the former to the latter. The classic study by Griliches (1957) on the spread of hybrid

seed corn in U.S. agriculture also provides evidence consistent with the view that technological

change and technology adoption are closely linked to profitability and market size. Pakes and

Schankerman (1984) investigate this issue using a more structural approach, linking R&D inten-

sity at the industry level to factor demands and to growth of output. In more recent research,

Scott Morton (1999) and Reiffen and Ward (2004) study the decision of firms to introduce a

generic drug and find a positive relationship between entry and expected revenues in the target

market. None of these studies exploit a potentially exogenous source of variation in market

size, however.

Second, some recent research has investigated the response of innovation to changes in

energy prices. Most notably, Newell, Jaffee and Stavins (1999) show that between 1960 and

1980, the typical air-conditioner sold at Sears became significantly cheaper, but not much more

energy-efficient. On the other hand, between 1980 and 1990, there was little change in costs,

but air-conditioners became much more energy-efficient, which, they argue, was a response

to higher energy prices. In a related study, Popp (2002) finds a strong positive relationship

4It is also possible that the marginal innovations induced by an increase in market size are less productive,
so a 4-6 percent increase in the number of new drugs may correspond to a smaller increase when weighted by
effectiveness or other measures of productivity.
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between patents for energy-saving technologies and energy prices.

Third, there is substantial research focusing on innovation in the pharmaceutical industry.

Henderson and Cockburn (1996), Cockburn and Henderson (2001), and Danzon, Nichelson and

Sousa Pereira (2003) study the determinants of success in clinical trials, focusing mainly on

firm and project size. Galambos and Sturchio (1998), Cockburn, Henderson and Stern (1999),

Gambardella (2000), Malerba and Orsenigo (2000), and Ling, Berndt and Frank (2003) discuss

various aspects of the recent technological developments in the pharmaceutical industry.

Most closely related to this study are Lichtenberg and Waldfogel (2003), Finkelstein (2004),

Cerda (2003), and DellaVigna and Pollet (2004). Lichtenberg and Waldfogel (2003) document

a relative decline in mortality among individuals with rare diseases following the Orphan Drug

Act, and argue that this is related to the incentives created by the Act to develop drugs

for these conditions. Finkelstein (2004) exploits three different policy changes affecting the

profitability of developing new vaccines against 6 infectious diseases: the 1991 Center for Disease

Control recommendation that all infants be vaccinated against hepatitis B, the 1993 decision

of Medicare to cover the costs of influenza vaccinations, and the 1986 introduction of funds

to insure manufacturers against product liability lawsuits for certain kinds of vaccines. She

finds that increases in vaccine profitability resulting from these policy changes are associated

with a significant increase in the number of clinical trials to develop new vaccines against the

relevant diseases.5 Cerda's (2003) Ph.D. dissertation at Chicago is an independent study of

the effect of demographics on innovation in the pharmaceutical sector. Although Cerda uses a

somewhat different empirical methodology, he reaches similar conclusions to our study. Finally,

DellaVigna and Pollet (2004) investigate whether the stock market responds to demographics-

driven changes in the size of the market for a number of products.

The rest of the paper is organized as follows. We outline a simple model linking innovation

to market size in the next section. Section 1.3 briefly explains our empirical strategy, and

Section 1.4 describes the basic data sources and the construction of the key variables. Section

1.5 presents the empirical results and a variety of robustness checks. Section 1.6 contains some

concluding remarks, and the Appendix gives further data details.

5Lichtenberg (2003) also presents evidence suggesting that the types of new drugs changed towards drugs
more useful for the elderly after Medicare was established.
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1.2 Theory

This section outlines a simple model that illustrates the impact of market size on innovation.

We consider a small open economy consisting of a set I of infinitely-lived individuals. Time

is continuous t E [0, oc). There are two types of goods in this economy. First, there is a

basic good, y, which can be consumed, used for the production of other goods, or for research

expenditure. Individual i has an exogenously given endowment yi (t) at time t. Second, there

are J drugs, x, . . . , xj, each with a potentially time-varying "quality", q (t), . . . , q (t).

Each individual demands only one type of drug. Hence, we partition the set I of individuals

into J disjoint groups, G1, . . . ,Gj with G1 U G2 U ... U Gj = I, such that if i E Gj, then

individual i demands drug j. More specifically, if i G Gj, then his preferences are given by

f; exp (-rt) [ci (t)- - 7 (qj (t)xji (t))I d, (1.1)

where r is the discount rate of the consumers and the interest rate faced by the economy,

-y (0, 1), ci (t) is the consumption of individual i of the basic good at time t, and xji (t) is

the consumption of drug j. This Cobb-Douglas functional form and the assumption that each

individual only consumes one type of drug are for simplicity and do not affect the main results.6

Normalizing the price of the basic good to in all periods, and denoting the price of drug j

at time t by pj (t), the demand of individual i C I for drug j is xij (t) = yYi (t) /pj (t) if i E Gj,

and xij (t) = 0 if i V Gj. Summing across individuals, total demand for drug j is

Xj (t) = 7 M (1.2)p yj(t) (12

where Yj (t) - iEG j Yi (t) is the total income of the group of individuals consuming drug j.

At any point in time, there is one firm with the best-practice technology for producing each

type of drug, and it can produce one unit of this drug with quality qj (t) using one unit of the

basic good. If there is an innovation for drug line j currently with quality qj (t), this leads to

the discovery of a new drug of quality Aqj (t) where A > 1. For the purposes of the model,

6 The Cobb-Douglas assumption implies that the share of income spent on drugs is constant. This assumption
can easily be relaxed by considering a utility function with an elasticity of substitution different from 1, as in
the factor market models with directed technical change (see, e.g., Acemoglu (1998, 2002)).
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we think that any new innovation is approved (for example by the FDA) and can be sold to

consumers immediately (and is under patent protection indefinitely).

There is free entry into R&D and each firm has access to an R&D technology that generates

a flow rate j of innovation for every dollar spent for research on drug j. So if R&D expenditure

at time t is z (t), the flow rate of innovation (and of entry of new drugs) for drug j is

nj (t) = jzj (t). (1.3)

Differences in 6j's introduce the possibility that technological progress is scientifically more

difficult in some lines than others.

A key feature of this R&D technology for our focus is that research is directed in the sense

that firms can devote their R&D to developing particular types of drugs. The pharmaceutical

industry, especially in the recent past, is a prime example of an industry where companies with

fairly sophisticated R&D divisions or specialized R&D firms can undertake research for specific

drug lines (e.g., Gambardella (2000) and Malerba and Orsenigo (2000)).7

The demand curves in (1.2) have an elasticity equal to 1, so an unconstrained monopolist

would charge an arbitrarily high price. However, the firm with the best drug in line j is

competing with the next best drug in that line. An arbitrarily high price would allow the next

best firm to capture the entire market. Therefore, the firm with the best drug sets a limit

price to exclude the next best firm-i.e., to ensure that consumers prefer its product rather

than the next best drug supplied at the lowest possible price (i.e. equal to marginal cost,

which is 1). If a consumer buys from the best-practice firm with quality qj (t) and price pj (t)

and chooses her optimal consumption as given by (1.2), her instantaneous utility at time t is

(qj (t))v (1 - 'y)1- ' -y (pj (t))-I yi (t); and if she purchases from the next best firm, at quality

qj (t) /A and price equal to marginal cost, 1, she obtains utility A-, (qj (t))< (1 - y)1- 'yyi (t).

7 Naturally, there exist examples of research directed at a specific drug type leading to the discovery of a
different product, such as the well-known example of Viagra, which resulted from research on hypertension and
angina, and was partly accidentally discovered from the detection of side effects in a clinical study (see, e.g.,
Kling (1998)). The working paper version, Acemoglu and Linn (2003) shows that the results here generalize
even when there is a large component of random R&D, whereby research directed at drug j can result in the
discovery of other drugs.
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The limit price, which equalizes these two expressions, is

pj (t) = A for all j and t. (1.4)

The profits of the firm with the best product of quality q (t) in line j at time t are

7rj (qj (t)) = ( - 1)yYj (t). (1.5)

Here A-yYj (t) corresponds to the market size (total sales) for drug j. Notice that profits of drug

companies are independent from quality, qj (t), which is a feature of the Cobb-Douglas utility.

Firms are forward-looking, and discount future profits at the rate r. The discounted value

of profits for firms can be expressed by a standard dynamic programming recursion. Vj (t I qj),

the value of a firm that owns the most advanced drug of quality qj in line j at time t, is8

rVj (t qj) - j (t qj) = 7rj (qj (t)) - jzj (t) Vj (t l qj), (1.6)

where 7rj (qj (t)) is the flow profits given by (1.5), and zj (t) is R&D effort at time t on this line

by other firms.9 Intuitively, the value of owning the best technology in line j, rVj (t I qj), is

equal to the flow profits, 7rj (qj (t)), plus the potential appreciation of the value, Vj (t I qj), and

takes into account that at the flow rate nj (t) = 6jzj (t) there will be a new innovation, causing

the current firm to lose its leading position and to make zero profits thereafter.

Free entry into R&D to develop better quality drugs implies zero profits; i.e.,

if zj (t) > 0, then jVj (t qj) = 1 for all j and t (1.7)

(and if zj (t) == 0, jVj (t qj) < 1 and there will be no equilibrium R&D for this drug).

An equilibrium in this economy is given by sequences of prices pj (t)lj=l ,..J that satisfy

(1.4), consumer (lemands for drugs xi (t)liei that satisfy (1.2) and R&D levels zj (t)lj=..1 J that

satisfy (1.7) with Vj (.) given by (1.6).

8Throughout, we assume that the relevant transversality conditions hold and discounted values are finite.
9Because of the standard replacement effect first emphasized by Arrow (1963), the firm with the best tech-

nology does not undertake any R&D itself (see, for example, Aghion and Howitt (1992)).
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An equilibrium is straightforward to characterize. Differentiating equation (1.7) with respect

to time implies 1j (t I qj) = 0 for all j and t, as long as zj (t) > 0. Substituting this equation

and (1.7) into (1.6) yields the levels of R&D effort in the unique equilibrium as

zj (t) = max (A1) yYj (t) - r; O} for all j and t. (1.8)

Equation (1.8) highlights the market size effect in innovation: the greater is Yj (t), i.e., the

greater is the market size for a particular drug, the more profitable it is to be the supplier of

that drug, and consequently, there will be greater research effort to acquire this position. In

addition, a higher productivity of R&D as captured by 5j also increases R&D, and a higher

interest rate reduces R&D since current R&D expenditures are rewarded by future revenues.

Another important implication of this equation is that there are no transitional dynamics.

At any point in time, R&D for a particular drug line is determined by the current market

size-past and anticipated future market sizes do not affect current research effort. This is an

implication of the linear R&D technology, which ensures that whenever there are profit op-

portunities, there will immediately be sufficient R&D to arbitrage them, ensuring Vj (t qj)=O.

The intuition for the lack of response to anticipated changes in future market size highlights an

important effect in quality ladder models of technological progress: firms would like to own the

best-practice product at the time the market size actually becomes larger. Investing in R&D

far in advance of the increase in market size is not profitable, since another firm would improve

over this innovation by the time the larger market size materializes. In fact, with the linear

model here, zj can change discontinuously, so investing even a little in advance of the actual

increase in the size of the market is not profitable.

Combining equations (1.3) and (1.8) gives entry of new drugs as

nj (t) = max{6j (A- 1) yYj (t)- r;0}. (1.9)

This equation relates innovation or entry of new products to market size (total expenditure of

consumers in this line of drug). It also encompasses the alternative view of the determinants of

innovation discussed in the Introduction, that the cross-drug distribution of R&D is determined

by technological research opportunities or perhaps by other motives unrelated to profits. If there
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are large and potentially time-varying differences in 6j's, then these may be the primary factor

determining variation in R&D across drug lines, and market size may have only a small effect.

Whether or not this is so is an empirical question.

The working paper version of our paper, Acemoglu and Linn (2003), presented a number of

generalizations of this framework. First and most importantly, we modified the R&D technology

captured in equation (1.3) to allow for within-period decreasing returns, so that

nj (t) = 6jzj (t) (zj (t)),

where 4' (z) 0 (the model studied above is the special case with A' (z) _ 0). Most of the

results here generalize, but the model also implies a potential response to anticipated changes

in market size. In particular, let us assume that Yj (t) = Yj for all t. Then it is straightforward

to show that steady-state R&D will be given by

=max { (qb ( ) ( -)aY ); o}

which is similar to (1.8). If there is an unanticipated change in Yj, there continues to be no

transitional dynamics (i.e., zj immediately jumps to its new steady-state value). But it can be

shown that if there is an anticipated increase in market size, there will be entry of new drugs

in advance of the actual increase. Nevertheless, the same forces emphasized here imply that

investing in R&D too far in advance would not be profitable because another firm is likely to

innovate further before the actual increase in market size materializes. In terms of our empirical

work, even if demographic changes are anticipated 20 or 30 years in advance, we may expect

significant entry and innovation responses much later, perhaps 5 or 10 years in advance.

Second, we extended this model to incorporate entry of both generic and non-generic drugs

and showed that market size has a positive effect on entry of both types of drugs, and that,

under plausible circumstances, the effect of market size on generic entry should be larger than

on non-generics.
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1.3 Empirical Strategy

1.3.1 Empirical Specification and Estimation Issues

As r - 0, equation (1.9) implies that nj (t) is proportional to 6jmj (t), where mj (t) -A-yYj (t)

is the market size for drug line j at time t. We measure entry of new drugs (or innovation), nj (t),

as new drug approvals by the FDA in broad drug categories as described below. This measure,

denoted by Nct for drug category c at time t, includes entry of generic drugs. Although generic

drugs do not correspond to "innovation", their entry is driven by the same profit incentives

as innovation. After presenting results using all drug approvals, our analysis focuses on the

relationship between market size and entry of non-generics and new molecular entities. Non-

generics include all drugs that are not identical or bioequivalent to an existing drug, while new

molecular entities are drugs classified by the FDA as containing an active ingredient previously

not marketed in the United States. Throughout, instead of actual market size, we use potential

market size driven by demographic changes, which we denote by Mt. The construction of this

variable is discussed below.

Adding other potential determinants, time effects and rearranging, equation (1.9) yields a

Poisson model for the conditional mean of new drugs (see Wooldridge [2002])

E [Nct Ic -Xc] = exp(a. log Mt + Xct .3 + (c + At), (1.10)

where E is the expectations operator, Nt is the number of new drugs in category c in time

period t, Mct is potential market size, Xct is a vector of controls, including a constant, (c's

are a full set of category fixed effects that correspond to the 6j terms above, /tL's are a

full set of time effects capturing any common time component, and finally, Xc is the vector

((Mcl,,McT)iXc'l .. iXcT(l 1 , ,T)), with T denoting the number of time periods in our

sample. This specification ensures that time effects have proportional impacts on entry of new

drugs. Note also that this equation allows the coefficient of log Mct to differ from 1, which could

be the case if actual market size differs systematically from the potential market size, log Mt,

or if preferences are not Cobb-Douglas (see Acemoglu (1998, 2002)).

The estimation of (1.10) would lead to biased estimates, however, since the nonlinearity

in (1.10) makes it impossible to estimate the fixed effects, the ('s, consistently. To deal with
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this problem, we follow Hausman, Hall, and Griliches (1984), and transform (1.10) to obtain a

multinomial distribution for Nct of the form

exp(a. log Mct + X' / + t) N c,
EN=l exp(a- log Mc, + X .3 + . )

where Nc = = Nc,- is the number of drugs approved in category c over the entire sample.

This transformation removes the drug category dummies, and the coefficient of interest, a, can

be estimated consistently. We estimate this equation using quasi-maximum likelihood (QML).

Wooldridge (11999) shows that QML has good consistency properties, even when the true model

is not Poisson, for example when there is a different distribution of the error term.1 0

Below, we estimate a linear model of the form

log Nct = log Mct + dt + XCt ./ + + t + Ect, (1.12)

where the left-hand side variable is defined as Nct= Nct if Nct > I1 and Nct = 1 if Nct 0, and

dt is a dummy that equals 1 when Nct = 0. This procedure, first used by Pakes and Griliches

(1980), is simple and flexible, but the estimates are biased, since dct is endogenous.

In addition, we estimate equations with lags and leads of log Mct to determine whether there

are significant delays and anticipation effects. Delayed effects are possible, since, as reported

by DiMasi et al. (1991), drug approval may be as much as 15 years after the time of initial

research. Anticipation effects are possible, since changes in demographics can be anticipated a

long time in advance (see the discussion in Section 1.2).11

l°Define the vector / - (ca /B!). Then the QML estimate 7 maximizes the log likelihood func-
tion E.c=lLC (i) where C is the number of categories, L(/) -T=l N logpt (/), and pt ()-

exp (- log Met = XCt '0 + A) / T exp(0 log M, + Xcr + ') ·

The (Huber-White) robust asymptotic variance-covariance matrix is calculated as A-BA-/C, where A-C-1 r - cVp iDC-1 ,=~ NcVrp () D () Vpt (7/), B C 1 Lc=1 V 7 Pt () DC () diDt (a) V17p (), p(/) -- [P (7), *·
,PT ()], and Dc (/) [diag{pl (7),... ,PT (/)}] 1 Here V, denotes the gredient with respect to 17 and u
is the vector of residuals calculated as ui = - p () NC, with NC = [N 1 , .., NCT]. See Wooldridge (1999) for
more details.

llAn additional issue is that the FDA approval process may be faster for more profitable drugs, and thus
potentially for drugs with greater market size (see Dranove and Meltzer (1994)). Our data do not enable us to
investigate this issue.
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1.3.2 Potential Market Size and Identification

Throughout, we exploit the potentially exogenous component of market size driven by demo-

graphic trends, combined with differences in the age profiles of expenditure and use for different

types of drugs. We obtain the age profiles from micro drug consumption data, and the changes

in U.S. demographics from the Current Population Survey (CPS) data. Our (income-based)

measure of potential market size is

Mct = Uca 'iat, (1.13)
a

where iat is the income of individuals in age group a at time t in the United States, and Uca

gives the age profile for drug category c. We compute Uca as the average expenditure share of

drugs in category c in the total income of those in age group a. This income-based measure

corresponds closely to the market size in the theoretical model, which is a combination of the

number of consumers and their incomes. We also check the robustness of our results with an

alternative population-based measure, calculated using the U.S. population for age group a at

time t for iat, and the average number of drugs in category c used per person in age group a

for Uca. It is important that the over-time source of variation in both measures is not from

changes in individual use, but purely from demographic changes captured by iat-i.e., Uca's are

not time-varying.1 2 Consequently, changes in prices and drug quality, which may result from

innovations and affect consumption patterns, will not cause over-time variation in Mct. Our

baseline measure uses five-year age groups and time periods corresponding to five-year intervals.

We also check the robustness of our results using single year age groups and ten-year intervals.

The major threat to the validity of our empirical strategy is from potentially time-varying

omitted variables (the drug category fixed effects take out any variable that is not time-varying).

Omitted variables related to market size or profit opportunities may induce a bias in the implied

magnitudes, but will not lead to spurious positive estimates of the effect of market size (in

12Because of data availability, we cannot use estimates of uca that pre-date our sample period. Therefore, our
estimates of age profiles may have been affected by the availability of new drugs during the sample. This should
not create a spurious relationship between potential market size, Mt, and entry of new drugs, since all variation
in Mt is driven by aggregate demographic changes, and all of our regressions control for drug category fixed
effects. In any case, the numbers in Table I suggest that age profiles do not change much over time (in fact, if
preferences are Cobb-Douglas as in (1.1) and stable, the expenditure measure of uca should be constant).
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other words, the presence of such variables is essentially equivalent to mismeasurement of the

appropriate market size). More threatening to our identification strategy would be omitted

supply-side variables that are potentially correlated with our market size measure. To show

that this is not the source of our findings, we check for residual serial correlation and control

for potential supply-side determinants of innovation and entry.13

1.4 Data and Descriptive Statistics

The demographic data come from the March CPS, 1965-2000. We compute iat in equation

(1.13) for five-year age groups, ranging from 0-4 to 90+. Individual income is constructed by

dividing family income equally among the members of the family. For the purposes of the

diagrammatic presentation, we aggregate the age groups into three broad categories, 0-30, 30-

60 and 60+, corresponding to young, middle-aged and elderly users. Income and population

movements of the five-year age groups within each of these broad groups are relatively similar.

Figure 1.1 shows population shares, and Figure 1.2 shows the corresponding income shares

(i.e., income of the corresponding age group divided by total income in that period) for the

three broad age groups. To facilitate comparison with Figure 1.3, Figure 1.2 starts in 1970.

Both figures show a large amount of variation across age groups over time. In particular, it is

possible to trace the baby boomers, as the fraction of individuals in the age bracket 0-30 in the

1970s, and those in the age bracket 30-60 in the 1980s and the 1990s.

The FDA classifies all prescription drugs into 20 major drug categories, which are further

subdivided into 159 categories. These categories are based on a combination of therapeutic

intent and chemical structure. We drop 4 of the 20 major categories from this classification:

Anesthetics, Antidotes, Radiopharmaceuticals and Miscellaneous.1 4 We then subdivide some

l3 Another source of endogeneity may be that innovations in certain drug categories extend the lives of the
elderly, thus increasing their Mct. Lichtenberg (2002, 2003) provides evidence that new drugs extend lives. This
source of endogeneity is not likely to be quantitatively important, however, since the variation resulting from
extended lives in response to new drugs is a small fraction of the total variation in Mt. Nevertheless, we also
report estimates that instrument Mt with past demographics, purging it from changes in longevity.

14We drop the Anesthetics, Radiopharmaceuticals and Miscellaneous categories because most of the items in
these categories were not developed for a distinct market. Radiopharmaceuticals are used for diagnostic purposes,
and the Miscellaneous category mainly contains surgical and dental tools. The Antidote category is dropped
because there are few drugs approved and there is little use of these drugs in the surveys. See the Data Appendix
for further details on the contruction of our categories.
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of these categories according to the conditions and diseases that the drugs are used to treat. 15

For example, within the Hematologics major category, we separate Anemia drugs from Anti-

coagulants because they treat different diseases. We also subdivide broader groups when the

age distribution of expenditure is sufficiently heterogeneous. For example, the indications of

drugs in Estrogens/Progestins and Contraceptives overlap somewhat, but the age structure

of users is quite different: 20-30 year-olds use Contraceptives most, while 50-60 year-olds use

Estrogens/Progestins most. In one case, we combine categories from different major classes,

Antifungals and Dermatologics, because the drugs have similar indications and age distribu-

tions. The result is a classification system with 33 categories, which are listed in the Appendix

Table. 16

Our main data source for drug use is the Medical Expenditure Panel Survey (MEPS), which

is a sample of U.S. households over the years 1996-1998. The survey has age and income data for

each household member, and covers about 28,000 individuals each year. There is also a list of

prescription drugs used by each person (if any), and the amount spent on drugs, which includes

copayments and payments by insurance companies and government programs (e.g., Medicaid

and worker's compensation).1 7 In all, there are about 500,000 medications prescribed. We com-

pute drug expenditure and use by five-year age groups, then divide these by the corresponding

income and population numbers to construct the income-based and the population-based mea-

sures of Uca. 18 The Appendix Table reports these numbers aggregated to the three broad age

groups used in the figures. This table shows a large amount of variation in the age profiles of

expenditure across the 33 drug categories. The elderly spend more on many categories than

do younger individuals, but there are numerous exceptions. For example, Antibiotics are used

most by individuals in the youngest group, while Contraceptives and Antivirals are used most

15 Other authors, for example Lichtenberg (2003), have used a more detailed classification system based on
diseases. We were unable to construct a comprehensive mapping of the prescription drugs listed in the microdata
surveys to the detailed disease classes. Our classification system relies on the FDA categories, but then subdivides
those according to disease and age distribution.

16 The working paper version, Acemoglu and Linn (2003), used a system with 34 categories constructed purely
based on differences in the age profiles of expenditure within the major FDA categories. Results using this
alternative classification are reported in Table 1.3. Further details on the construction of the 33 categories used
here and on our alternative classification system are available upon request.

l 7Respondents list the pharmacy or medical provider where they obtained the prescription drug, which are
then contacted to validate this information and to gather additional information on prescription drug payments.

18 Because income data from the CPS are more reliable, we use income estimates from the CPS to construct
expenditure shares. Using the income estimates from the MEPS leads to very similar results (see the Appendix).
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by 30-60 year-o]ds.

To investigate the stability of the age profile of users, we supplement the MEPS data with

the National Ambulatory Medical Care Survey (NAMCS), which is an annual survey of doctors

working in private practice and includes drug use data for the years 1980, 1981, 1985 and

1989-2000. Observations are at the doctor-patient-visit level; there are about 40,000 visits per

year. Doctors are selected randomly, surveyed for a week, and patient-visits are then selected

randomly from all the visits that week (further details on this survey are given in Acemoglu

and Linn (2003)). We use the same classification system with the NAMCS as with the MEPS.

Because the NAMCS does not contain expenditure information and its sampling scheme makes

it less representative and less reliable than the MEPS, we focus on the MEPS for our main

analysis and use the NAMCS mainly to check the stability of the age profiles of users.

Table 1.1 gives correlations between various measures of drug use. The first two rows of

Panel A show a high degree of correlation between age profiles of use from the NAMCS surveys

at various dates, both unweighted or weighted by total use of each category in the survey. These

results indicate that the age profiles are similar between the 1980s and the 1990s.19 The third

and fourth rows report mean correlations by drug. These are constructed by computing the

within category correlation between the measures and then averaging it across all categories.

These correlations also show a substantial degree of persistence over time, especially when

we look at the weighted correlation in row 4. The difference between the weighted and the

unweighted correlations reflects the relatively imprecise estimates of use per person for the

smaller categories.

Panel B performs the same calculation for expenditure shares from the three waves of the

MEPS (weighted correlations now use total expenditure in each category as weights), and

similarly shows substantial persistence in the age profiles of expenditure. Notably, there is

now an even larger difference between weighted and unweighted mean correlations by drug,

presumably because the MEPS, which is a more representative sample of the U.S. population

than the NAMCS, has only a few observations in some of the smaller drug categories. This

motivates our focus below on weighted regressions. Finally, Panel C shows high correlations

t 9Nevertheless, as we will see below, there is evidence of an increase in use per person in categories which have
also experienced an increase in market size due to demographic changes.
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both between the NAMCS and the MEPS measures and between expenditure shares and use

per person in the MEPS.

The last major data source is a list of FDA new drug approvals. We exclude over-the-counter

drugs, the so-called orphan drugs,20 and drugs that have the same identifying characteristics

(i.e., same name, company, and category, or the same FDA approval number). We focus on

the time period 1970-2000. Both the quality of the approvals data and the quality of our

measures of potential market size deteriorate as we go back in time for a number of reasons.

First, we can only match FDA categories for drugs that are still listed by the FDA; second,

before 1970 we cannot separately identify generics and non-generics; and finally, we are using

age profiles from the 1990s. Our approvals dataset for 1970-2000 comprises 5,374 prescription

drugs, including both generics and non-generics (see the Appendix). Since 1970 there have been

2,203 non-generic approvals and 442 new molecular entities.

Figure 1.3 shows the share of drug approvals over time to compare with changes in income

shares depicted in Figure 1.2. To construct Figure 1.3, we allocate each of the 33 categories

to the broad age group that has the largest expenditure in that category. The share of drug

approvals is equal to the number of approvals in a given category in each five-year period divided

by total approvals in that period.2 1 Although this cut of the data uses only a small part of the

information that the regression analysis below exploits, a positive association between changes

in income shares and changes in drug approvals can be detected by comparing this figure to

Figure 1.2. For example, the income share of the 30-60 group increases over the sample, as does

the entry of drugs most used by this group. The shares of income and entry of drugs for those

0-30, on the other hand, show a downward trend. Finally, both the shares of income and entry

of drugs for the 60+ group are relatively constant over the sample period. We explore these

patterns in greater detail in the regression analysis below.

20These drugs treat rare conditions, affecting fewer than 200,000 people. An example is botox, first developed
to treat adult dystonia, which causes involuntary muscle contractions. We drop these drugs because we have
difficulty matching them consistently, and because they receive special inducements under the Orphan Drug Act.

21'There are large fluctuations in the total number of approvals, partly because of a number of institutional
changes. For example, it was discovered in 1989 that some FDA officials were taking bribes to speed up the
approval process for generic drugs. As a result, in the early 1990s the approval process for generics was greatly
slowed. See, for example, The Washington Post, August 16, 1989. In fact, there is a large drop in generics
approvals in the early 1990s, but only a small decline for non-generics. We thank Ernst Berndt for suggestions
on this issue.
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1.5 Results

1.5.1 Basic Specifications

Table 1.2 provides the basic results from the estimation of equation (1.11) with Quasi-Maximum

Likelihood (QML). The top panel is for all approvals. Panels B and C look at non-generics and

new molecular entities (non-generics containing new molecules), and Panel D reports results

for generics. Throughout the paper, the standard errors are corrected for heteroscedasticity

using the Huber-White formula (see footnote 10). In this table we use the basic (income-based)

measure of log Mct, constructed using expenditure data from the MEPS, and income from the

CPS, the time periods correspond to five-year intervals, and observations are weighted by total

expenditure in the corresponding drug category in the MEPS.

Column I of Panel A shows that the QML estimate of a for all new drugs is 6.15 with a

standard error of 1.23, which is significant at the 1 percent level.

The remaining columns of Panel A investigate whether it is current market size or past

or future market size that has the strongest effect on entry of new drugs. Column 2 includes

current and five-year lagged market size together, 22 column 3 includes current and five-year

lead market size, and finally, column 4 looks at the relationship between lead market size and

entry of new drugs.

The entry of all drugs appears to respond to current or five-year lead market size. When

current and lagged market sizes are included together, the coefficient on current market size has

a similar magnitude to column 1, while lagged market size is negative, and neither coefficient is

significant, presumably because current and previous market sizes are highly correlated. When

current and lead market sizes are included together, current market size is not significant,

whereas lead market size is significant at 5 percent. Moreover, column 4 shows that lead

market size has a somewhat larger effect than current market size (the estimate of is now

7.57, with standard error 1.99).

The results in Panel A combine generics and non-generics. Entry of generics and non-

generics may be driven by different processes. Moreover, generics, which are identical to existing

22We construct the lagged market size measures for 1960s using demographic information from the CPS, so
the number of observations does not decline. If we only use the post-1970 data, the results are similar, though
lagged entry is somewhat stronger.
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drugs, do not correspond to "innovation". Panel B shows the relationship between potential

market size and entry of new non-generic drugs. The estimate of c is now 3.82, with standard

error 1.15, which is also significant at 1 percent.

Perhaps more relevant for the relationship between market size and innovation is the re-

sponse of new molecular entities. These are drugs classified by the FDA as containing new

active ingredients, and thus correspond to more radical innovations (there are 442 new molecu-

lar entities and 2,203 new non-generics in our dataset). Panel C shows a significant relationship

between market size and new molecular entities. The estimate of a is 3.54 (standard error =

1.19), and is again statistically significant at 1 percent. Interestingly, while all non-generics are

most responsive to current market size, the coefficient of lead market size is larger with new

molecular entities, 5.75, though the standard error is also larger, 2.37. This evidence, though

not conclusive, is consistent with a limited anticipation effect in the response of innovation to

market size.2 3

Finally, for completeness Panel D shows the effect of potential market size on the entry

of generics. The estimate of a in the baseline specification of column 1 is 11.81 (standard

error = 3.30). This effect is considerably larger than those that are obtained in the cross-

sectional studies, such as Scott Morton (1999) and Reiffen and Ward (2004). This might partly

reflect the complex entry dynamics of generic drugs, though we did not find evidence of such

dynamics in our investigations. Since generics are not our main focus, we do not pursue potential

explanations for this large effect further.

The magnitude of the effects of market size on entry of non-generics and new molecular

entities in Table 1.2 is also large, in particular, larger than the proportional effects predicted

by our model.24 Note however that our key right-hand side variable measures potential market

23 Here "limited" does not refer to the strength of the effect, but to the fact that the response to market size
is five years before the change in market size, not further in advance. Two-period (ten-year) lead of market
size has a large, but imprecise effect on new molecular entities (significant at 5 percent), while further leads are
insignificant.

24Our estimates refer to the effect of market size on the flow of new drugs, which may differ from the effect
on the stock of drugs. To check for this possibility, we estimate our basic models using Y= NC-, i.e., the stock
of drugs at time t, as the dependent variable. Consistent with our finding of limited residual serial correlation
below, this procedure leads to slightly smaller estimates, 1.84 (standard error = 0.98) for non-generics, and 3.10
(standard error = 1.06) for new molecular entities. The evidence is therefore consistent with a broadly similar
and somewhat smaller response of the stock of drugs to market size than the response of the flow of new drugs.

It also has to be borne in mind that these estimates are informative about the effect of market size on the
composition of research, and the relationship between total pharmaceutical market size and aggregate research
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size rather than actual market size, and these two measures might differ because of changes in

expenditure shares. To investigate whether the difference between actual and potential market

size might affect the magnitude of our estimates, we use the NAMCS, where we can measure

actual market size in terms of total use in each drug category between 1980 and 2000 (recall

that the NAMCS data do not contain expenditure information). A simple regression of actual

market size i each drug category on our measure of population-based potential market size

and category and period dummies yields a coefficient of 4.06 (standard error = 1.60), which

suggests that between 1980 and 2000 actual market size went up by 4 percent for every 1 percent

increase in potential market size.25 Assuming that this relationship also applies to the entire

sample and to the income-based measure of market size, our estimates of 4-6 percent response

to potential market size are consistent with a proportional relationship between entry of new

drugs and actual market size.26

1.5.2 Robustness

Table 1.3 investigates the robustness of the effect of potential market size on the entry of

non-generic drugs (Panel A) and new molecular entities (Panel B). Although the entry of new

molecular entities may be responding somewhat more to the five-year lead of market size than

to current market size, we report results for current market size in Panel B for compatibility

with Panel A. Results for the effect of five-year leads of market size on new molecular entities

could be quite different. If we estimate (1.11) for non-generics without time effects, we obtain a coefficient of
0.22, with a standard error of 0.09 (for new molecular entities, the estimate is 0.41, with a standard error of 0.06).
This is consistent with the view that the response of the composition of R&D to market size is quite different
from the response of total R&D. Nevertheless, the difference between the results with and without time effects
is at least partly due to the presence of other time-varying factors affecting entry of new drugs.

25This result implies that use per person went up in categories experiencing an increase in market size due to
demographic changes, which may itself be partly due to increases in the number and quality of drugs in these
categories.

26 In any case, our estimate of a 4 percent increase in the rate of entry of new non-generics in response to 1
percent increase in market size is not implausible. There are a total of 2,203 non-generic approvals between 1970
and 2000, thus on average 10 approvals in every five-year interval in each of our 33 categories. Therefore, our
estimate implies that a 2.5 percent increase in market size should lead to the entry of about 1 new drug. Total
pharmaceutical sales were approximately $130 billion in 1999 (IMS (2000)), which implies an average annual
expenditure of $3.9 billion per category. A 2.5 percent increase therefore corresponds to $97.5 million, or about
$1.5 billion over 15 years, which is the life of a typical non-generic drug. Since entry costs for non-generics are
around $800 million (in 2000 dollars, DiMasi et al (2003)), entry of one new drug in response to an increase
of approximately $1.5 billion in revenue is within the range of plausible responses Naturally, this calculation is
very rough and only suggestive, since it ignores the difference between average demand and the demand that a
marginal entrant will capture.
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are similar, and generally somewhat stronger.

Column 1 replicates the baseline results from Table 1.2 for comparison. In column 2, time

periods are ten years instead of the five-year intervals. The estimate of a for non-generics is

somewhat larger, 4.81 (standard error = 1.31), while the estimate for new molecular entities is

similar to the baseline, 3.91 (standard error = 1.29). Both estimates are significant at 1 percent.

Column 3 looks at the effect of changes in market size driven purely by population changes

(in this case, regression weights are total use in the corresponding category in the MEPS).

The estimates in all three panels are larger than the baseline, and continue to be significant

at 1 percent. Since the income-based measure is closer to the notion of market size suggested

by theory, we continue to focus on this measure.2 7 Column 4 shows similar results for non-

generics and new molecular entities using the population-based measure of market size with

our alternative dataset, the NAMCS.

Column 5 uses an OECD market size measure combining West European and Japanese

demographic information with the U.S. information. 28 Since we only have information on

population for the other countries, we perform this exercise for the population-based measure

of market size. The U.S. and OECD populations by age group have a high correlation, equal to

0.81. Using the OECD market size measure leads to similar, and somewhat surprisingly, more

precise results. For example, for all non-generics, the estimate of a is 3.27 (standard error =

0.86), while for new molecular entities, the estimate is 3.28 (standard error = 0.84).

Column 6 investigates the effect of weighting on the estimates. The unweighted estimate of

a for all non-generics is smaller than the baseline, 1.81 (standard error = 1.61), and no longer

statistically significant. For new molecular entities, the estimate is larger and still significant;

4.62 (standard error = 1.98). In both cases, the standard errors are significantly larger, reflecting

the fact that expenditure shares in smaller cells are less precisely estimated.

Column 7 uses an alternative measure of market size constructed with single-age groups for

iat's and Uca'S in equation (1.13). This procedure uses more information about the age profiles,

but since there are fewer observations in some single-age groups, the estimates of Uca's are less

27 Instrumenting the income-based market size measure with the population-based market size measure leads
to similar estimates to the baseline. For example, the estimate for non-generics is 4.07 (standard error = 1.37)
and the estimate for new molecular entities is 3.84 (standard error = 1.41).

28These data were obtained from the United Nations website, esa.un.org/unpp/.
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precise. The estimates using this alternative measure are very similar to the baseline results.

For example, the estimates of o for non-generics is 3.67 with a standard error of 1.18, and the

estimate for new molecular entities is 3.35 (standard error 1.23).

Column 8 uses the alternative classification system from Acemoglu and Linn (2003), which

uses only differences in the age profiles of expenditure to subdivide the major FDA categories.

This classification system contains 34 categories, and because it includes a number of small

FDA detailed categories that are dropped from the current system, there are now 106 more

approvals (see the Appendix). The estimate for non-generics is similar to the baseline in column

1, 3.68 (standard error = 1.07), while the estimate for new molecular entities is smaller than

the baseline and insignificant. However, with this classification system, there is a stronger

effect of lead market size on new molecular entities (and thus somewhat stronger evidence for

anticipation effects). For example, the estimate of a with new molecular entities and lead

market size is 6.81 (standard error = 1.29), which is significant at the 1 percent level (not

reported).

Column 9 estimates the model in (1.12) with the Pakes-Griliches transformation using OLS.

The estimates are similar to those in column 1. For example, for non-generics, the estimate of

a is 3.37 with a standard error of 1.75, and the estimate of a for new molecular entities is 3.54

with a standard error of 1.40. We also use the linear model to document that the relationship

we observe is not driven by outliers. Figure 1.4 shows the relationship between the residuals

of new molecular entities versus the residuals of market size, log Mct, after drug category and

time period dummies are removed. Observations are labeled by their drug category codes (see

the Appendix Table), and each code appears more than once, since there are multiple periods.

This figure shows that there are no major outliers (the figure for non-generics is similar).29

Finally, column 10 checks the robustness of the results to dropping the Cardiac category,

which includes the most diverse types of drugs. The exclusion of this category has little effect

on the estimates. 30

29Dropping the one category that appears as a slight outlier, category 14 (Anorexiants/CNS Stimulants), has
no effect on the estimate, which only changes to 3.66 (standard error = 1.46).

30We have also experimented with dropping each of the other categories one at a time. The effect of market
size on both non-generics and new molecular entities remains significant at 5 percent in all cases, except when we
drop Antibiotics. Without Antibiotics, the estimates are similar to the baseline results, but no longer significant.
For non-generics, the estimate is 1.72 (standard error = 2.01) and for new molecular entities, 4.14 (standard
error = 2.59).
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1.5.3 Potential Supply-Side Determinants of Innovation

The first part of Table 1.4 investigates the robustness of the baseline results to controlling

for potential supply-side determinants of innovation, such as changes in scientific incentives or

opportunities captured by the 6j's in the theoretical model. Our main focus is the effect of

market size on the entry of new non-generic drugs (Panel A) and on new molecular entities

(Panel B).

First, recall that the major threat to our identification strategy is changes in the 6j's (since

permanent differences in 3j's are already taken out by the drug category fixed effects). If the

Qj's vary over time, they are also likely to be serially correlated. Adding lags of log Nct to our

basic specifications is therefore a simple way to check the importance of these concerns.

Columns 1 and 2 of Table 1.4 report the results of QML estimation of a lagged dependent

variable specification of the form

exp (oa.logMct+ log Nct-l + v dct-l+ t) -c

E [Nct (cXCNC = T N, (1.14)
T=l exp( . logMc, + . log Nc-I + v dc-l + U)

ETwhere we use the notation in (1.11), and in particular, Nc = =1 Nc, is the number of drugs

approved in category c over the entire sample. Since Nct- 1 can be equal to 0, we follow a

procedure similar to that of Pakes and Griliches (1980), used in column 9 of Table 1.3 above,

and define Nct- = Nct-1 if Nct- 1 > 1 and Nct- = 1 if Nct-1 = 0, and add the dummy dt 1

that equals 1 when Nct-1 = 0. The estimate of a for non-generics in this case is 3.84 (standard

error = 1.07), and the coefficient on lagged entry is 0.12 (standard error = 0.10), thus small

and insignificant.3 1 The results for new molecular entities are similar.

The estimates in column 1 treat all right-hand side variables as strictly exogenous. Because

log Nct-1 is endogenous, these estimates are inconsistent. As long as there is no additional auto-

correlation in the errors, instrumenting for log Nct-1 with A log Nct-2 would lead to consistent

3 In the estimates reported in columns 1 and 2 of Table IV, we use information on approvals before 1970 to
construct lags, so the sample size remains the same as in the basic specifications. Because before 1970 we cannot
distinguish generics and non-generics (though we can identify new molecular entities), we use all approvals for
the pre-1970 lags in Panels A.

Whether or not we use the pre-1970 data is not important for the results. Estimating the model in (1.14)
without the pre-1970 data for non-generics gives an estimate of c of 3.75 (standard error = 1.93), and the lagged
dependent variable is again very small and insignificant. The same is true for new molecular entities.
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estimates.3 2 Since the estimating equation in (1.14) is nonlinear, we perform this instrumenta-

tion strategy by adding the residuals from the first-stage regression as an additional right-hand

side variable to the second stage (see Wooldridge (2002), Chapter 19.5). Column 2 reports the

results of this exercise. Once again, the coefficients are very similar to the baseline estimates

in all three panels, and show no evidence of significant effects of lagged entry. For example, for

non-generics, the estimate of ce is 3.98 (standard error = 1.16), and for new molecular entities,

the estimate is 3.69 (standard error = 1.38). Furthermore, as a direct check, we tested and

found no evidence for serial correlation in the residuals from the estimation of (1.11) in Table

1.2. Overall, the results show that the effect of potential market size on entry of non-generics

and new molecular entities is robust to controlling for lagged entry and there is no evidence of

residual serial correlation.

A plausible conjecture is that non-profit incentives to develop drugs would be related to

opportunities to save lives or cure major illnesses. Our second strategy controls for differences

in the health benefits of new drugs across categories. New drugs in our data set include both

drugs that are demanded by the consumers but do not "save lives", such as Prozac, Paxil,

Vioxx, or Viagra, and those that actually save lives such as heart medicines or cancer treat-

ments (see Lichtenberg (2002, 2003), on the effect of pharmaceutical innovations on declines

in mortality). We estimate the number of life-years lost corresponding to each drug category

using the Mortality Detail Files from the National Center for Health Statistics from 1970-1998.

Following Lichtenberg (2002), for each death we subtract the person's age from 65, then cal-

culate the total number of life-years lost for all the deaths resulting from diseases related to

drugs in each category.33 Column 3 adds life-years lost to the right-hand side of our baseline

regression models as a proxy for this source of non-profit incentive to undertake research. The

estimate of the effect of market size on non-generics is now 3.58 (standard error = 1.70) and

the estimate for new molecular entities is 3.64 (standard error = 1.79). In all cases, the variable

for life-years lost is not significant.

We also investigate the implications of differences in scientific funding for various drug

32See, for example, Arellano and Bover (1995) and Blundell and Bond (1998). We cannot use other commonly-
used moment restrictions, since equation (1.14) cannot be first-differenced.

33For example, if someone dies at age 32, this counts as 33 life years lost; people dying older than 65 receive
no weight in this calculation. Since many of our categories contain diseases or conditions that do not lead to
death, we obtain several empty cells.
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categories. Using the Computer Retrieval of Information on Scientific Projects (CRISP) dataset

(details are contained in Lichtenberg (2001) and Acemoglu and Linn (2003)), we construct a

variable measuring the total amount of federal funding for research in each drug category, and

include this variable as a control. To the extent that government funding also responds to

potential market size (for example, because drug companies have a greater tendency to apply

for funding in areas where they plan to do research), this variable would be correlated with our

market size measure. In practice, the correlation is low, and column 4 shows that the inclusion

of this variable has little effect on our estimates. The estimate of the effect of market size is 3.86

(standard error = 1.20) for non-generics and 3.56 (standard error = 1.20) for new molecular

entities. The funding variable itself is positive, but small and insignificant (not reported in the

table).

Next, to control for potential trends in scientific opportunities across drug categories, we

add proxies for pre-existing trends. We construct an estimate for pre-existing trends as A =

(log Nc,7 o - log Nc,4o), where log Nc,7 o is the log approvals for category c in 1970 and log Nc,4o

is the log approvals in 1940.34 We then add a full set of interactions between Ac and the time

dummies. This specification therefore allows drug categories that have grown differentially

between 1940 and 1970 to also grow at different rates in the later periods. Column 5 reports

the results of this exercise. The estimates are very similar to the baseline in all three panels.

These results are perhaps not surprising, since pre-1970 approvals are considerably noisier and

do not distinguish between generics and non-generics, thus are only an imperfect control for

pre-existing trends.

An alternative, and substantially more demanding, strategy is to include in-sample linear

time trends. To do so, we add linear time trends for each of the 16 major FDA categories. We

expect technological differences to be well approximated by the 16 major drug categories, which

are based on broad therapeutic intent. The estimates, reported in column 6, are quantitatively

similar to the baseline, but no longer significant because the standard errors are larger, reflecting

the fact that changes in market size due to demographic trends are relatively smooth, and thus

highly colinear with the time trends (nevertheless, the estimate for new molecular entities

34Because we cannot distinguish between non-generics and generics before 1970, in Panel A, we use total
approvals before 1970. Also, since there were no new molecular entities approved in the 1940 period, in Panel B
we construct the pre-existing trend using 1950 and 1970 approvals of new molecular entities.
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is significant if we use lead market size). Since distinguishing between linear time trends and

changes in market size may be more difficult with the nonlinear model in (1.11), we also estimate

the model in (1.12) with linear time trends using OLS. The results, reported in column 7, are

also similar to the baseline, and now the estimate for non-generics is significant at 5 percent

and the estimate for new molecular entities is significant at 10 percent.

We also investigate the potential effects of recent advances in biotechnology, such as the

use of recombinant DNA or other technological changes, which may correspond to changes in

the 6j's in terms of our model. In column 8, we drop the categories of Cancer and Vascular,

which, according to the FDA approval list, have witnessed the entry of the greatest number of

orphan drugs (presumably by biotechnology firms). In addition, there is anecdotal evidence that

biotechnology firms were first active in producing insulin (the Thyroid and Glucose category)

and in the Anemia category, so in column 9 we drop these two categories. 35 In both cases, the

estimates are very similar to our baseline results.

Finally, to see whether the advent of biotechnology or other technological advances of the

past two decades have changed the relationship between market size and entry of new drugs,

we estimate our baseline models including an interaction between a post-1985 (or post-1990)

dummy and market size. Our estimates show no evidence of significant interactions. 36

The results in this subsection therefore document that a number of controls for supply-side

factors have little effect on our main finding regarding the effect of market size on entry of

non-generic drugs and new molecular entities. Although these results are not conclusive on the

effect of scientific or other supply-side factors in pharmaceutical research, they suggest that the

effect of potential market size on entry and innovation is relatively robust.

1.5.4 Changes in Health Insurance Coverage

Our market size measure only exploits changes in potential market size driven by demographic

trends. Another source of variation in market size comes from changes in coverage of drug

35 Biotechnology firms have also been active in producing human growth factor, but since there are only a small
number of individuals using these drugs in the MEPS, these drugs are not included in our approvals dataset.

36For example, in a specification parallel to the model for non-generics in column 1 of Table II, the estimate
of a is 4.29 (s.e. = 1.66), and the interaction with the post-1985 dummy is -0.13 (s.e.= 0.18), thus small and
insignificant. For new molecular entities, the estimate of a is 4.00 (s.e. = 1.46) and the post-1985 interaction is
-0.10 (s.e. = 0.13).
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expenditure in private or public health insurance programs. During our sample period, there

were significant changes in the coverage of drug expenditures in health insurance plans. For

example, the percentage of 60+ year-olds with private insurance rose from 60 percent to 75 per-

cent between 1974 and 1996 (authors' calculations). We now investigate the effect of including

information on health insurance coverage in our market size measure.

We use the National Health Interview Survey (NHIS, 1974-1996) to construct a market size

measure incorporating information on health insurance coverage as follows: Mct aUca

iat fat, where fat is the fraction of those of age a in period t with private health insurance,

Uca and iat are as defined above. Because there is no consistent information on prescription

drug coverage, we assign prescription coverage to any individual with both doctor and surgical

coverage. Prescription drug coverage is highly correlated with this measure in the years we

can observe it. In column 10, we use log Mct as our market size measure instead of log Mct.

This leads to similar, and somewhat more precise, results. For non-generics, the estimate of a

is 1.92 with standard error 0.44, while for new molecular entities, it is 2.10 (standard error =

0.51). Despite the greater precision of these results, we have more confidence in our baseline

estimates, since the measure Mct effectively assigns 0 expenditure to those without insurance

and relies on information on drug coverage imputed from doctor and surgical coverage.

1.5.5 Reverse Causality

Lichtenberg (2002, 2003) shows that new drugs have increased the average age at death. This

introduces the potential for reverse causality whereby the market size for successful drugs may be

endogenously larger, because their users live longer. This is unlikely to be a first-order concern,

since drug-induced changes in population are small relative to the demographic changes that

we are exploiting. Nevertheless, we address this issue by instrumenting for current population

using the corresponding population from 5 years before. For example, we use the income of

50-54 year-olds in 1975 as an instrument for the income of 55-59 year-olds in 1980. The fraction

of 50-54 year-olds is highly correlated with the fraction of 55-59 year-olds 5 years later, but is

unaffected by new drugs that are developed in the intervening 5 years. As described above, the

instrumental-variables procedure is performed by adding the residuals from the first-stage as

an additional right-hand side variable (see Wooldridge (2002)).
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These instrumental-variables estimates, reported in column 11 of Table 1.4, are similar to

the baseline results and show no evidence of reverse causality. For example, for non-generics,

the estimate of a is 2.93 (standard error = 1.45), and for new molecular entities, the estimate

is 3.08 (standard error = 1.32).

1.5.6 Patents

The results so far show a large and robust effect of potential market size on entry of non-

generic drugs and new molecular entities, and suggest a strong link between market size and

innovation. In this subsection, we briefly investigate the relationship between market size and

another measure of pharmaceutical innovation, patents. 3 7

We obtained data on pharmaceutical patents from Thomson Derwent Inc., and with the

help of a specialist at this company, we mapped these patents into our classification system.38

Using these data, we found no significant relationship between market size and patents, which

might be due to a variety of reasons.39 First, this result may simply reflect the imperfect match

between the patent data and the FDA categories, especially bearing in mind the potential

use of certain chemical structures in multiple drug lines. Second, the significant costs and

uncertainty involved in the development of new molecules and patentable products may be

creating substantial attenuation (e.g., a drug intended for the 1990s may be patented in the

1980s or 1990s, depending on delays in the research process). Third, pharmaceutical companies

may respond to profit incentives more during the later stages of the research process than during

the earlier stages. Finally, because U.S. patents include those taken by foreign companies,

they may be more responsive to OECD demand than to U.S. demand. To investigate the

last possibility, we estimated the relationship between changes in OECD market size derived

37 Firms typically apply for a patent prior to the clinical trial stage of drug development, or about 5-10 years
before the drug is approved, and therefore lose a significant fraction of the life of the patent before it can begin
marketing the drug. Part of the 1984 Hatch-Waxman Act allowed pharmaceutical companies to apply to the
FDA for an extension of the life of their patents, if they could show that they lost marketing time while waiting
for approval. The maximum extension is 5 years, and depends, among other things, on the length of the FDA
approval process. Overall, companies have a maximum of 14 years of patent protection after FDA approval.

We were unable to obtain data for a sufficient number of categories for another possible proxy for pharmaceu-
tical innovation, clinical trials.

3 8 We could not use the data from the Hall-Jaffe-Trachtenberg patent dataset (see Jaffe and Trachtenberg,
2002) because we were unable to map their classification based on chemical structure to our drug categories.

: 9Finkelstein (2004) also finds weaker results for vaccine patents than for later stages of development.
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from European, Japanese and U.S. demographic changes. In this case, we find a significant

relationship between five or ten-years leads of OECD market size and patents. With the five-

year of lead market size, the estimate of oc is 3.49 (standard error = 1.02) and with the ten-year

lead, the estimate is 5.02 (standard error = 0.63).4° Although this result suggests that OECD

demand may be more important for patents, we are currently unable to make more progress in

distinguishing between these various explanations, and the weaker results for patents remain a

puzzle.

1.6 Concluding Remarks

This paper investigates the response of entry of new drugs and pharmaceutical innovation to

changes in potential market size driven by demographic changes. Our results indicate that a

1 percent increase in the potential market size for a drug category leads to approximately a 4

percent growth in the entry of new non-generic drugs and new molecular entities.

The effect of market size on entry of new drugs and new molecular entities, if further proven

to be robust, has important implications both for research on the pharmaceutical industry,

and for the endogenous growth and directed technical change literatures. It provides evidence

that, as posited by these models, R&D and technological change are directed towards more

profitable areas. These findings also imply that there may be little pharmaceutical research

towards drugs with small markets, especially towards those intended for groups with limited

ability to pay, which is a key premise of recent work by Kremer (2002). Based on this premise,

Kremer suggests that there needs to be selective government incentives for developing drugs

against malaria and other third-world diseases.

We view this research as part of a broader investigation of the effects of profit incentives

on innovation. Evidence from a single industry may be nonrepresentative, for example because

pharmaceuticals may be more research oriented than other industries. Future research inves-

tigating the response of innovation and entry of new products to market size both in specific

industries and at the economy-wide level is necessary to substantiate the results presented here.

40Part of the difference between the U.S. and OECD results is driven by the fact that we are using income-based
measures for the U.S. and the population-based measures for the OECD. Using the population-based measure
for the U.S. lead market size with patents yields a coefficient of 2.34 (standard error = 4.63).
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1.7 Appendix

1.7.1 Medical Expenditure Panel Survey (MEPS) and Construction of the

Drug Classification System

The MEPS is an annual survey of randomly sampled households; we use the 1996, 1997 and

1998 surveys. We obtain each person's age, the name and national drug code of the prescription

drug(s) used, and total expenditure (there are multiple records for people who use more than

one prescription drug). Over the 3 years, we have about 500,000 drugs used and about 85,000

individuals. Expenditure information includes out-of-pocket expenses, as well as amounts paid

by insurance companies and government payments (e.g., Medicaid and worker's compensation).

These data are collected from the pharmacies and medical providers listed by the respondents.

We begin with the 159 therapeutic categories, obtained from the FDA's National Drug

Code (NDC) Directory. The names of these categories can be found in the second column of

the Appendix Table. The NDC Directory contains a file with the therapeutic category for most

FDA approved drugs currently on the market. We assign each drug in the MEPS to one of the

159 categories by matching it by national drug code with a drug in the NDC file. We cannot

match about 10 percent of the drugs mentioned in the MEPS; these are usually not commonly

used drugs, and make up less than 5 percent of the total drugs used.

Drug expenditure shares and use per person are calculated by computing drug expenditure

and use by five-year age group, and then dividing by the income and population of the age

group. We use the population numbers from the MEPS (so use per person is the weighted

average of use per person of respondents in the MEPS), but income estimates from the CPS.

We prefer the CPS income estimates because the MEPS income data are likely to contain greater

measurement error; in the MEPS, the sample is smaller, wage and salary incomes for almost half

of the sample are imputed either based on broad income ranges or other information, non-wage

incomes were generally imputed, and the imputation methods changed between the 1996-97

and 1998 surveys. Nevertheless, the results are almost identical if we construct expenditure

shares for individuals in the survey (i.e., without using CPS information in the same way as

we do for use per person). For example, the estimate of the effect of market size on the entry

of non-generics is 4.08 (standard error = 1.31) and the estimate for new molecular entities is
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3.59 (standard error = 1.35). We also checked the robustness of our results using an alternative

market size measure constructed with single-age groups, and the results are reported in Table

1.3. We prefer the measure using five-year age groups, since there are only a few observations

in some single-age groups in the MEPS.

The FDA has assigned the 159 categories to one of 20 major therapeutic categories. As noted

in the text, we drop four major categories: Anesthetics, Antidotes, Radiopharmaceuticals, and

Miscellaneous.4 1 Within each major category, we first subdivide categories whose drugs have

different indications (we determine drugs' indications by searching by name on the National

Institute of Health website, www.nlm.nih.gov/medlineplus/druginformation.html). For cate-

gories that have not been subdivided based on indications, we then divide them if there is

sufficient heterogeneity in the age profile of users for subcategories. The Appendix Table shows

that we create subcategories when there is considerable age variation within broad categories.

For example, within the Hormones major category, Estrogens/Progestins are used predomi-

nately by 30-60 year-olds, while Contraceptives are used fairly evenly by 0-30 year-olds and

30-60 year-olds. This classification system differs somewhat from the working paper version, in

which we divided major classes based entirely on age structure. The previous system includes

several FDA categories that are dropped from the current one: the CNS Miscellaneous, Hy-

perlipidemia and Calcium Metabolism categories, which contain drugs used for heterogeneous

conditions, and several categories that would have been subdivided based on drug indications,

but had fewer than 1,000 observations in the MEPS. The details of the previous classification

system are in Acemoglu and Linn (2003), and Table 1.3, column 8, reports results using this

older classification.

1.7.2 Drug Approvals from the FDA

The list of FDA drug approvals were obtained by Lichtenberg and Virahbak (2002) under the

Freedom of Information Act. We thank Frank Lichtenberg for generously sharing these data

with us. Over-the-counter drugs and orphan drugs (of which only a few can be matched) are

excluded. Biologics, which go through a separate approval process, are not in this dataset.

4 1 We also drop several minor categories when there are not sufficient observations to estimate a reliable age
profiles. We use about 1,000 observations as our cutoff rule. We obtain this number from observing that only
categories with more than 1,000 observations have fairly smooth age profiles.
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We match drugs in the approval list to FDA categories by drug name and FDA approval

number. 14,432 of 16,772 prescription drugs (86 percent) approved since 1970 are matched,

while before 1970, the match rate is about 51 percent. This motivates our focus on drug

approvals between 1970 and 2000. Drugs that have the same approval number as a previously

approved drug and drugs for which the corresponding FDA category is dropped because of

insufficient observations in the MEPS are excluded. Finally, we drop drugs with the same

name, MEPS category and company as a previously approved drug.
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Correlations Betweer

Correlation

Weighted correlation

Mean correlation by drug

Weighted mean
correlation by drug

Correlation

Weighted correlation

Mean correlation by drug

Weighted mean
correlation by drug

1980/1990

0.897

0.906

0.709

0.820

1996/1997

0.961

0.962

0.698

0.865

TABLE 1.1

i Different Drug Use Measures

Panel A: NAMCS use per person

1990/2000

0.861

0.843

0.651

0.825

Panel B: MEPS expenditure share

1997/1998

0.965

0.973

0.686

0.881

Panel C: NAMCS/MEPS

NAMCS/MEPS use

1980/2000

0.861

0.856

0.626

0.790

1996/1998

0.929

0.937

0.575

0.796

use and MEPS use/expenditure

MEPS use/expenditure

Correlation 0.869 0.954

Weighted correlation 0.891 0.956

Mean correlation by drug 0.804 0.902

Weighted mean 0.935 0.940
correlation by drug

The numbers refer to the correlation of use per person or average expenditure share between the indicated
dates and datasets. Observations are for five-year age groups by drug category (there are 33 x 19 = 627
observations in each case). In weighted correlations, observations are weighted by total use or expenditure
from the MEPS or NAMCS. Mean correlation by drug computes correlations separately by drug category,
then calculates the average.



TABLE 1.2

Effect of Changes in Market Size on New Drug Approvals
(1) (2) (3) (4)

Panel A: QML for Poisson model, dep var is count of drug approvals

Market size

Lag market size

Lead market size

6.15
(1.23)

6.84
(4.87)

-0.61
(3.85)

-2.22
(4.12)

10.16
(4.28)

7.57
(1.99)

Panel B: QML for Poisson model, dep var is count of non-generic drug approvals

Market size

Lag market size

Lead market size

3.82
(1.15)

6.72
(7.63)

-2.49
(5.97)

2.91
(5.31)

-1.77
(6.94)

1.73
(2.02)

Panel C: QML for Poisson model, dep var is count of new molecular entities

Market size

Lag market size

Lead market size

3.54
(1.19)

5.79
(6.66)

-1.38
(5.16)

-1.99
(5.28)

7.35
(5.11)

5.75
(2.37)

Panel D: QML for Poisson model, dep var is count of generic drug approvals

Market size

Lag market size

Lead market size

Number of
observations

11.81
(3.30)

8.55
(6.85)

3.12
(5.94)

1.28
(7.17)

13.24
(8.66)

198 198 165

14.65
(3.71)

165

Huber-White robust standard errors are reported in parentheses. The dependent variable in Panel A is count of

drug approvals, in Panel B the dependent variable is count of non-generic drug approvals, in Panel C the

dependent variable is new molecular entities, and in Panel D, it is generic drug approvals, all calculated from the

FDA dataset of New Drug Approvals (see Appendix). Market size is log potential market size calculated from the

MEPS and the CPS, using 5-year age groups (see text). Lag market size refers to one-period lag of market size,

and Lead market size refers to one-period lead of market size. All regressions include drug and time dummies,

and use the income-based measure of market size. Time intervals are 5 years. Estimates are weighted by total

expenditure for the category in the MEPS. The Poisson model is estimated by Quasi Maximum Likelihood (QML),

with the Hausman, Hall and Griliches (1984) transformation. See equation (1.11) in the text.
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Appendix: Summary of Disease Classification and Drug Expenditure by Age
Group

Expenditure share x 1000
{Share of expenditure by age group in total expenditure in brackets}

Age group
with largest

Class Description 0-30 30-60 60+ expenditure

1 Antibiotics

2 Antivirals

3 Antiparasitics

4

5

6

Antifungals

Anemia

Anticoagulants

7 Glaucoma

8 Acid/Peptic Disorders

9 Antidiarrheals, Laxatives

10

11

Cardiac

Vascular

12 Sedatives/Hypnotics,
Antianxiety

13 Antipsychotics/Antimanics,

Antidepressants

14 Anorexiants/CNS Stimulants

15 Vitamins/Minerals

Electrolyte
16 Replenishment/Regulation,

Water Balance

0.95
{0.41)}

0.03
{0.05}

0.01
{O. 1 O}

0.26
{0.32}

0.00
{0.07}

0.00
{0.01}

0.00
{0.01}

0.17
{0.06}

0.00
{0.07}

0.03
{0.01}

0.12
{0.02}

0.05
{0.06}

0.46
{0.13}

0.08
{0.52}

0.00
{0.07}

0.01
{0.03}

0.62
{0.40}

0.36
{0.91 }

0.05
{0.60}

0.23
{0.44}

0.00
{0.47}

0.06
{0.19}

0.03
{0.14}

0.89
{0.46}

0.01
{0.45}

0.72
{0.32}

1.24
{0.34}

0.25
{0.54}

1.64
{0.70}

0.05
{0.45}

0.01
{0.36}

0.05
{0.26}

0.90
{0. 19}

0.05
{0.04}

0.08
{0.29}

0.38
{0.24}

0.01
{0.47}

0.77
{0.80}

0.58
{0.85}

2.87
{0.49}

0.03
{0.49}

4.68
{0.67}

7.00
{0.64}

0.58
{0.40}

1.28
{0.18}

0.01
{0.03}

0.05
{0.58}

0.46
{0.71 }

0-30

30-60

30-60

30-60

60+

60+

60+

60+

60+

60+

60+

30-60

30-60

0-30

60+

60+

17 Adrenal Corticosteroids 0.05
{0.26}

0.05
{0.40}

0.14
{0.34}

30-60



Appendix (cont.)
Expenditure share x 1000

{Share of expenditure by age group in total expenditure in brackets}

Age group
with largest

Class Description 0-30 30-60 60+ expenditure

18 Androgens/Anabolic 0.00 0.01 0.07 60+
Steroids {0.03} {0.21} {0.77}

19 Estrogens/Progestins 0.31 0.71 0.97 30-60
{0.17} {0.58} {0.26}

20 Contraceptives 0.11 0.08 0.00 30-60
{0.47} {0.52} {0.01}

21 Blood Glucose Regulators, 0.08 0.75 2.90 60+
Thyroid/Antithyroid {0.03} {0.43} {0.54}

22 Topical Steroids 0.01 0.02 0.06 60+
{0.21} {0.36} {0.43}

23 Topical Anti-lnfectives 0.01 0.01 0.02 30-60
{0.32} {0.41} {0.27}

24 Extrapyramidal Movement 0.00 0.03 0.29 60+
Disorders {0.01} {0.25} {0.74}

Skeletal Muscle 0.21 0.46 0.39
25 Hyperactivity, {0.19} {0.64} {0.18} 30-60

Anticonvulsants

26 Oncolytics 0.20 0.29 0.84 30-60
{0.19} {0.42} {0.39}

27 Ocular Anti-lnfective/Anti- 0.05 0.04 0.14 60+
Inflammatory {0.29} {0.32} {0.39}

28 Topical Otics 0.01 0.01 0.02 0-30
{0.41} {0.30} {0.28}

29 Vertigo/Motion Sickness 0.02 0.02 0.08 60+
{0.19} {0.38} {0.42}

30 Pain Relief 0.27 1.08 2.09 30-60
{0.09} {0.55} {0.35}

31 Antiasthmatics/ 0.38 0.39 1.28 60+
Broncodilators {0.23} {0.37} {0.40}

32 Nasal Decongestants, 0.05 0.07 0.08 30-60
Antitussives, Cold Remedies {0.23} {0.57} {0.20}

33 Antihistamines, 0.36 0.51 0.64 30-60
Inhalation/Nasal {0.25} {0.53} {0.22}

All data is from the MEPS, 1996-1998. Construction of the 33 categories is described in the Appendix. Each
category includes the indicated FDA sub-categories. Expenditure share is the total expenditure on drugs in the
category divided by the total income of users in that age group. Share of expenditure by age group is the fraction
of total expenditure in the category accounted for by the age group. In this table shares of expenditure by
category are calculated for 30-year broad age groups. Age group with largest expenditure is the broad age group
with the greatest expenditure on the corresponding category.



Figure 1.1
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Figure 1.2
Share of Income by Age Group from CPS, 1970-2000
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Figure 1.3
Share of FDA Approvals by Age Group, 1970-2000
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Figure 1.4

Approvals Residuals vs Market Size Residuals for New Molecular Entities
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Chapter 2

Energy Prices and the Adoption of

Energy Saving Technology

Summary 2 This chapter investigates the effect of price-induced technology adoption on energy

demand in U.S. manufacturing. I use plant data from the Census of Manufactures, 1967-1997,

and identify technology adoption by comparing the energy efficiency of entrants and incumbents.

I find a statistically significant effect of technological change, though the magnitude is small

relative to changes in energy use due to factor substitution. The results suggest that technological

change can reduce the long run effect of energy prices on growth, but by significantly less than

previous research has suggested.

2.1 Introduction

This paper investigates the link between factor prices, technology and factor demands. I esti-

mate the effect of price-induced technology adoption on energy demand in the U.S. manufac-

turing sector, and find that an increase in the price of energy causes technology adoption which

significantly reduces demand.

The relationship between technology and energy demand is important for understanding

the effect of energy prices on long run growth. Amid recent concerns that rising oil prices may

considerably harm the U.S. economy, Federal Reserve Bank Chairman Alan Greenspan said,

"Unless oil prices fall back, some of the more oil-intensive parts of our capital stock would
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... be displaced, as was the case following the price increases of the late 1970s." l That is,

technological change would reduce both energy demand and the negative effect of energy prices

on the economy.

Atkeson and Kehoe (1999) make the same argument more formally. They present a model

where technology adjusts to a price increase, reducing energy demand in the long run. Technol-

ogy is "putty-clay," and a plant chooses the capital to energy ratio of its machines, and cannot

adjust it later. Energy demand is inelastic in the short run and a price shock causes a large

decrease in output. In the long run, plants choose a higher capital to energy ratio, reducing

energy demand and allowing output to recover.

In accordance with this model's predictions, total energy demand fell soon after the price

increases in the 1970s, and output recovered. There is little direct evidence, however, that

technological change explains these patterns. There are two primary difficulties: first, the

oil shocks were aggregate, making it impossible to infer causality from a purely time series

relationship between the price of energy and energy demand.

Second, aggregate data does not distinguish substitution along the demand curve for energy

from a shift of the curve due to technological change. Figure 2.1 shows this ambiguity, plotting

the price of energy and energy demand, D(A, a), where A is the level of technology and is

the elasticity of demand to the price of energy. The economy begins at the point (Eo, Po) and

a positive shock to the price of energy causes it to move to (El, P1). If the demand curve were

D (Ao, ul), plants would substitute away from energy and move along the curve. Alternatively,

substitution possibilities may be limited for the original technology, and the initial demand curve

would be D(Ao, ao). After adopting technology that requires less energy at any given price, the

demand curve shifts to DA(A1 , orl). The latter case corresponds to the Atkeson-Kehoe model.

This paper addresses these issues in two ways, and estimates the effect of price-induced

technology adoption on energy demand. First, I use plant-level data from the Census of Man-

ufactures, exploiting geographic and time series variation in energy prices and cross-industry

variation in the effect of a given price shock.

Second, I compare the energy efficiency of entering and existing plants, assuming that

existing plants cannot adjust their technology. In response to a price increase, existing plants

'Remarks to the National Italian American Foundation, Washington, D.C., October 15, 2004.
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move along their demand curve, so if entering plants use less energy than incumbents, this

difference corresponds to an inward shift of their demand curve.2

I find that a one percent increase in the price of energy leads to technology adoption that

causes a 0.1 percent decrease in energy demand for entrants. In the sample, the real price of

energy doubles between 1972 and 1982, so that, relative to the difference in 1972, entrants in

1982 are 10 percent more efficient than incumbents.

The results imply that technology adoption is of lesser importance than theoretical and

anecdotal evidence suggest. Substitution and changes in industry composition explain a larger

fraction of the reduction in energy use in U.S. manufacturing. 3 The calculation in section

2.6 suggests that technology adoption reduces a price shock's long run effect on output by a

relatively small amount.

I now discuss the identification strategy in more detail. Energy prices are potentially en-

dogenous; for example technological change could reduce demand and lower prices. To address

this concern I construct a fixed-weight index of the total price of energy. The index uses the

sector-wide average prices of different fuels and electricity, and should not include the effects of

technological change, substitution or industry-specific shocks to output demand.4

The baseline estimates rest upon three additional assumptions. First, the total factor pro-

ductivity (TFP) differential between entering and existing plants is uncorrelated with the price

of energy. Second, the elasticity of substitution is constant and equal for entrants and in-

cumbents. Third, existing plants do not adopt new technology. While these assumptions are

strong, they allow me to estimate a simple equation and compare the response of incumbents

and entrants tlo energy prices. In the remainder of the empirical analysis, I document that the

first and third assumptions seem to hold in practice, and that relaxing the second assumption

does not affect the results.

2As I discuss below, to the extent that incumbents adopt technology, my results underestimate the total effect

of technology adoption. Note that the adoption of newly invented machines and ones that previously existed
both cause the demand curve to shift.

3Industry composition has not been particularly important since about 1980, but explained much of the
decline in total energy demand before 1980 (Wing and Eckaus, 2004).

4Another issue related to the price of energy is the fact that in most of the analysis I use the current price of
energy as the independent variable. That is, I assume that the current price captures the permanent component
of a price shock; this would be the case if the price follows a random walk. Below I relax this assumption, and
compute a forecasted price of energy, which yields similar results. Note that if the price of energy is mean-
reverting, the results underestimate the actual effect of technology adoption.
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More specifically, a plant's TFP affects its energy demand, so if an increase in the price

of energy causes entry of plants with higher than average TFP (as in the model below) the

estimate would be biased away from zero. That is, when the price is high, entrants would be

more efficient because they require less of all inputs, but otherwise use the same technology.

Several empirical approaches suggest this is not a major concern.

Second, regarding the substitution elasticity of entrants and incumbents, Diamond, Mc-

Fadden and Rodriguez (1978) show that an identifying assumption is necessary to distinguish

technological change from a change in the substitution elasticity. For example, consider Figure

2.1, and assume the economy begins on the demand curve D(A0 , o0). After a price shock en-

trants can either be on the demand curve D'(Ao, al), which has a greater substitution elasticity

than the original technology, or on the curve DA (A1, ao), which is an inward shift of the original

curve. The results below suggest that the estimate reflects the latter case; the short run price

elasticity is similar for entrants and incumbents.

Finally, I assume that existing plants do not adopt technology. To the extent that incum-

bents adopt technology, the results underestimate the total effect of technology adoption. As

documented below, the average incumbent does not invest in new machines or retire old capital

in response to the price of energy, which is consistent with this assumption, and suggests that

the bias may not be large.

This paper estimates the strength of the relationship between the price of energy, technology

and energy demand. Theoretical work on price-induced technological change began with Hicks

(1932), who argued that technology is directed towards more expensive factors. Work on

induced innovation (e.g. Binswanger, 1974) and directed technological change (e.g. Acemoglu,

2002) has refined the original analysis, and predict that relative profit incentives increase the

demand for certain types of technology. In this case, a rise in the price of energy increases the

benefit of adopting energy-saving technology. These models typically focus on innovation and

abstract from the adoption decision, but a finding of limited adoption would imply a limited

amount of innovation.

A number of recent papers consider the price of energy to be an exogenous source of vari-

ation in the profitability of innovation and adoption.5 Typically, this work focuses on specific

5Early empirical tests of these models were concentrated in the agricultural sector (e.g. Griliches, 1957 and
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technologies in a few industries, and it is difficult to extrapolate the results to the sector- or

economy-wide level. Closest to this study, Popp (2001 and 2002) looks at induced innovation

and technology adoption in several manufacturing industries. He estimates the elasticity of

energy-saving patents to the price of energy, and the response of energy efficiency to patents,

and finds that one-third of the observed decline in energy use was due to induced innovation.

In contrast, this paper reports a much smaller effect, primarily because I focus on technology

adoption across the entire manufacturing sector.6

Doms and Dunne (1995) and Pizer et al (2002) find that high energy prices cause the

adoption of specific types of energy-saving technologies in several manufacturing industries.

They focus on the adoption of a variety of automated technologies, e.g. climate control, waste-

heat recycling and adjustable speed motors. Both studies implement a different empirical

strategy from this paper, exploiting cross sectional variation in energy prices in the late 1980s

and early 1990s (respectively). It is difficult to compare their estimates to those reported here,

but they similarly conclude that energy prices have a significant effect on technology adoption.

Several other studies complement this work, examining the effect of energy prices on technol-

ogy adoption, in other areas of the economy. Jaffe and Stavins (1995) find a positive response of

the adoption of thermal insulation technology to energy prices, though the magnitude is small

compared to the effect of other variables. Rose and Joskow (1990) conclude that electricity

generators adopt fuel saving technology in response to an increase in the price of fuel. Newell,

Jaffe and Stavins (1999) report that air conditioners and water heaters became more energy

efficient after increases in the price of energy, relative to periods of price stability.

A few studies have investigated the correlation of plant age with technology adoption, finding

mixed results.7 Dunne (1994) reports that younger plants are not more likely to have certain

Hayami and Ruttan, 1970), largely for reasons of data availibility.
6Anderson and Newell (2004) investigate the Department of Energy's (DOE) Industrial Assessment Centers

program, in which the DOE performs audits of manufacturing plants and suggests projects that might reduce
energy requirements. Anderson and Newell find that high energy prices increase the probability of undertaking a
project, though other variables, such as expected implementation costs, have larger effects. The program covers
a limited number of small and medium-sized plants who request the audit, so it is difficult to extend the results
to the entire sector; nevertheless, the finding of a small but precise effect of energy prices agrees with the results
presented in this paper.

7 Much of the literature on technology adoption characterizes the factors that affect adoption, emphasizing a
variety of explanations, such as plants size and expected profitability. Recent work has studied network effects
(e.g. Saloner and Shepard, 1995) and the need for complementary inputs such as skilled labor (e.g. Caselli and
Coleman, 2001). This paper takes energy prices to be exogenous to these factors, and the emphasis of this paper
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advanced technologies in four 2-digit SIC industries. Luque (2000) models technology adoption

as an investment decision, and estimates the effect of irreversibility and uncertainty. Luque finds

that after controlling for these factors, small young plants are more likely to adopt technology

than small old plants, though there is no correlation between age and adoption for large plants.

However, these papers do not explicitly differentiate between entrants and incumbents (e.g.

Luque separates plants into 15-year age groups). Future work is needed to reconcile their

findings with the results of this paper, which shows that new plants use different technology

from older plants.

This paper is organized as follows. Section 2.2 develops a model of technology adoption

and discusses the empirical strategy, emphasizing the assumptions underlying the estimating

equation. Section 2.3 discusses the measurement of the price of energy, and section 2.4 describes

the data. The main results are presented in section 2.5, which also discusses the empirical

support for the main assumptions. In section 2.6, I use the results to calculate the effect of

technology adoption on the long run response of output to a price shock. Section 2.7 concludes.

2.2 Model and Identification

In this section, I present a simple model of technology adoption that highlights the simplifying

assumptions in the empirical strategy. I derive the estimating equation, and discuss the methods

for assessing the validity of the main assumptions.

2.2.1 Motivating Theory

I model technology adoption in response to an unexpected and permanent increase in the price

of energy. I compare the short run response of energy demand to the shock, holding technology

constant, to the long run response, when technology changes.

The Baseline Model

Consider a single industry in which plants take input prices as given and choose their energy

technology and capital stock when they enter. The industry begins in the steady state, with

is on the entrant/incumbent distinction, which has received little attention in the literature.
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all input prices and demand for the industry product constant. I first characterize profit max-

imization for existing plants, then the decisions of new plants that have entered but not yet

produced, and finally the entry decision.

Each plant i I produces output, Yit, and has a production function, f(Ai, Ki, AEEit, Lit),

where Ai is total factor productivity; Ki is the capital stock chosen by the plant; A/E is a state

variable, representing the energy technology; Eit is the energy consumed at time t; and Lit is

employment. I refer to Eit/Yit as energy efficiency. Ai is drawn from the distribution function

F(Ai), with support [0, oc), and plant i learns Ai before entering. I assume a constant elasticity

of substitution (CES) production function, which yields a simple solution, and is necessary for

obtaining the result that the substitution elasticity does not depend on the price of energy:8

Yit = Ai(aKKiP + aLLP + aE(AEEit)P)l / p,

where -o < p < 1, and the elasticity of substitution is 1 

The maximization problem of a potential entrant can be written as:

00

i ,~~~{EiLi} A K °{E ( + +<,) (P~i-Pt Eit- ~i)-g(Ai ,-Ki)-pKtii} (2.1)~~~- Ptt i tKmax E f7 t_ EtLLi)-gAKK 21j~jLtj,,A-'j~ 0{ (1 + r + Ob)t (PY/t= ~ ~ ~ =

s.t.Yit = Ai(aKK + LLp + E(AEEit)P)l/ P,

where Eo {. } is the expectation operator; Pt, pE, pL and pK are the prices of output, energy, labor

and capital; r is the discount rate; and g(AiE , K) is the cost of selecting energy technology A,

where g(A E , Ki) is increasing in both arguments. Profit maximization includes three decisions.

First, a potential entrant calculates its expected profits, and decides to enter if profits are non-

negative. Second, the new plant selects its energy technology and capital stock as functions of

expected future prices, and it pays a fixed cost of g(A E , K) + KKi. Finally, in each period,

the plant purchases labor and energy after observing current factor prices; operating costs are

8 While the CES functional form is essential for the results below, it can be somewhat generalized, without
affecting the main results. For example, if capital and energy are combined according to a CES technology to
form an intermediate input, which is used to produce output with labor (similar to Atkeson and Kehoe), the
resulting empirical specification would be identical to that used below, with the addition of the initial capital
stock as a control variable.
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p Eit + p Lit.

Energy technology augments energy use, but because it is chosen at the same time as capital

and both are fixed, it is a feature of the capital stock.9 In other words, this is a vintage capital

model, where plants purchase capital and choose the energy characteristic of the capital stock

at the time of entry.

I now discuss the three components of profit maximization previously noted, in reverse

chronological order. Since the production function is constant returns to scale, I fix each

plant's capital stock to Ki = K. I analyze the steady state, where all prices are constant, and

the subscript 0 denotes the initial steady state. Having chosen A E, a plant solves the following

problem each period:

max {pY-po E E io P -pL Lio}
Eio ,Lio

s.t.Y = Ai(cKKP + aLL + E(Ai

The first order condition for EiO0 yields the equation:

ln(Eio/Y) = 1 Po n - + ln(aE) + InAi, (2.2)i-p~~~ i-p i-p- i- p
where O = po E/p, the real price of energy. Equation (2.2) shows several results. First, holding

the price of energy constant, a higher AE can increase or reduce energy demand. When p < 0

inputs are gross complements, and a plant with better energy technology uses less energy.

Second, the coefficient on the price of energy is the energy own-price elasticity, and since

p < 1, it is negative; energy demand decreases when the price of energy increases. Third,

productivity, Ai, affects the level of energy demand, but not the elasticities to the price of

energy or technology.

Next, I examine the maximization problem of a new plant, after it has decided to enter.

Each period proceeds as follows. A fixed fraction, A, of plants are exogenously destroyed.10

9 The assumption that the plant's capital stock and energy technology are fixed captures the main features of
a model with adjustment costs, where entering plants have greater flexibility and respond more elastically to a
price shock.

l°The main results are qualitatively the same if I allow for endogenous exit and a fixed fraction of plants
entering each period (the simple model cannot accomodate both endogenous entry and exit).
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New plants enter and select their energy technology. All plants, new and existing, purchase

factors, produce and receive revenue. Since the industry is in steady state, the choices of all

inputs and energy technology are independent of time, and I drop the time subscripts.

Consider the choice of energy technology. To obtain an explicit solution, I assume the

following cost function for g(AE, K): l1

g(AI, K) = K(A )'

where -y > 1. Note that the cost is directly proportional to the size of the capital stock, K.

Solving the first order condition for energy technology gives:

In AiE =:Inp E +/92, (2.3)

where 1 p/[q'(P- 1) + p]. /31 is the elasticity of technology to the expected price; I discuss

its interpretation below. The second term is a constant, which depends on the output price,

other input prices, and the plant's total factor productivity.

To analyze the effect of technology adoption on energy demand, I combine equations (2.2)

and (2.3) to obtain:

ln(Eio/Y) = aT lnpE + au lnpo + Ai, (2.4)

where aT = ./31, and aT captures the effect of price-induced technology adoption (i.e. the1-p

shift of the demand curve for energy). aS is the own price elasticity of substitution for energy

and is negative; this captures movement along the demand curve. Finally, AC is a plant specific

constant which depends on productivity. Equation (2.4) is a central result because it captures

the two channels by which the price of energy can affect energy demand: factor substitution

The assumption that X is independent of Ai is for simplicity. The main results are unchanged if, for example,
X is a decreasing function of Ai.

1lI assume plants have the same adoption costs. In a more general case, adoption costs could be y(A fi , ci, Ki) =
K (A~F)+ci
K"(A+) , where a higher ci denotes more costly adoption. In this case the elasticity of energy technology to

the price of energy (B2 ) depends on ci, where a lower ci confers a greater (in magnitude) elasticity.
The function g(.) is chosen for analytical simplicity, and the exact form is not important for the main results.

For example, if the cost were proportional to the capital stock raised to some exponent, the resulting estimating
equation would include the capital stock as an additional control. As discussed below, the results are unaffected
by this, or similar modifications to the baseline equation.

61



(aS) and technology adoption (T).

The entry decision completes the characterization of a plant's profit maximization. Expected

profits are increasing in productivity, Ai, so there is generally a cutoff productivity, Ai(E),

below which a potential entrant does not enter. This boundary is also a function of other prices,

but I emphasize the dependence on the price of energy because the other prices remain constant

in the following analysis. The number of entrants is fAi(PEO) dF(Ai), and in the steady state,

this is equal to the number of exiting plants, no, where no is the number of plants operating.

Note that there is a negative relationship between the average productivity of entrants and the

number of entrants.

Next, I analyze a shock to the steady state and compare the energy efficiency of entering

and existing plants. The industry begins in the steady state with the price of energy equal to

pE . At the end of t = 0 (after all decisions have been made and markets have cleared), there is

an unexpected, one-time and permanent increase of pE, to pE.

Suppose demand for the industry's output is completely elastic at the price p.12 The energy

demand of plants that survive from the initial steady state is:

ln(EL1/Y) = aT lnpE + aS lnpf + i3ic, (2.5)

where the subscript 1 indicates that the price shock has occurred and the superscript I indicates

plants that survive from the initial steady state. The constant /3c is unchanged because the

output price and other input prices do not change, and a s and T are the same as before

because the elasticities do not depend on factor prices (a result of the CES assumption). The

energy demand of new plants is given by:

ln(Eil /y) = ST lnp + S lnE + 3iC (2.6)

where the superscript N indicates new plants.

I now use equations (2.5) and (2.6) to compare the elasticities of entering and existing plants

at time t = 1:

12This assumption allows me to obtain a simple solution and does not affect the main results.
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0 ln(El/Y) _ 0 ln(E Y) = TalnnE (2.7)
Thus, the difference in the two elasticities is equal to the effect of technology adoption on energy

demand. 13

This result illustrates the LeChatelier principle, that demand is more elastic in the long run

when technology can adjust. a s is the effect of the price of energy on energy demand holding

technology fixed, and rT is the effect of the price of energy on demand when technology changes.

Since aT + s 1>1 us , long run energy demand is more elastic.

Profits are decreasing in the price of energy, so the cutoff productivity for entry, Ai( ),

increases. There are fewer entrants each period than in the initial steady state, and a constant

fraction is destroyed each period. The number of operating plants (and hence industry output)

declines monotonically to the new steady state.14 I define e as the number of entrants each

period after the shock. The fraction of plants with the new technology at time t is given by:

t - te
ZF= 0 (1-

(1 - )tno + Zt= 0 (1 - )te'

which converges to one.

In summary, after the price shock the energy demand for new plants is given by equation

(2.6). Plants that survive from the initial steady state have the demand shown in equation (2.5).

The difference in the energy-price elasticities of the two types of plants is equal to CT, which is

the effect of price induced technology adoption on energy demand. In addition, there are fewer

entrants each period than before the price shock. Since the distribution function dF(Ai) does

not change after the price shock, the reduction in entry is accompanied by an increase in the

average productivity of entrants.

13The conclusion is the same if other prices change due to the price shock, for example if p = p(pE). As equation
(2.3) shows, the change in the output price affects the desired technology, which I refer to as the indirect effect
of the price of energy on technology. From equation (2.2), the output price effects energy demand, but this effect
is the same for entrants and incumbents. Thus, comparing entrants and incumbents, the difference in elasticities
is the effect of technology adoption, which now includes the indirect effect.

14An increase in the price of energy may also cause the exit of less efficient plants (i.e. with lower total factor
productivity or worse energy technology). This would bias the estimate towards zero because incumbents would
be more efficient on average when the price is high. However, after controlling for covariates, exit does not appear
to be correlated with the price of energy, nor does the energy efficiency of exiting plants.
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Variable elasticity of substitution

I relax the assumption that after the price shock, entering plants have the same elasticity of

substitution as existing plants. For simplicity, I assume that the price shock coincides with

a shock to p, changing it to Pl. This setup is sufficient to show that the difference in total

energy-price elasticities in equation (2.7) depends on the effect of energy technology, as before,

but also on the different substitution elasticities.15

The energy-price elasticity of plants remaining from before the shock is aS. For entering

plants, the parameters from equation (2.4) differ from the baseline case because p changes. The

long run elasticity is as + aT, with as and 5 T defined analogously as before, replacing p with

Pl. Thus, the comparison of the elasticities at t = is:

oln(Ei /Y) Oln(Eil/Y ) S) (28)
&ln~ &lnfrf~ = 4±(5as-~s) ' (2.8)

There are two terms: the effect of technology adoption and the difference between the substi-

tution elasticities of entrants and incumbents.

2.2.2 Empirical Specification

In this subsection, I derive the estimating equation from the model in subsection 2.2.1. I then

discuss the assumptions necessary for this comparison to yield an accurate measure of the effect

of technology adoption on energy demand.

I Return to the case where p is constant. The log energy efficiency of an entering plant at

time t is:

ln(EiN/Y) = T lnE ± oS ln E + AR, (2.9)

The current price of energy affects the energy efficiency of an entrant through factor substitution

and the choice of energy technology.

In comparison, the log energy efficiency of an incumbent at time t is:

15 This case yields the same conclusion as a more realistic model, in which plants choose technology from a
menu of p and AE.
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ln(Ei2 t/Y) T I n E + S In + 2c1

where E is the real price of energy at the time the plant entered. The price of energy affects

the energy efficiency of an existing plant via substitution; by assumption, it cannot adopt

technology. I define the constant Nit a dummy variable equal to one if the plant is an entrant,

which allows me to combine equations (2.9) and (2.10):

ln(Eit/Y) = cT Nitln ptE + cS lnPtE + /3i + (1 - Nit)a T lnPE. (2.11)

Thus, three factors determine energy demand: technology adoption by entrants, substitution,

and a plant-specific constant, which depends on productivity and whether or not the plant is an

entrant. Note that by the CES assumption, the substitution elasticities are equal in equations

(2.9) and (2.1.0)., allowing me to obtain equation (2.11).

I add an error term and a matrix of controls, and assume that the total factor productivity

component of 3~i is uncorrelated with the other variables, to arrive at the estimating equation:

ln(Eit/Yit) = 6iNit ln p + 2 lnp + 63Nit + 64Ci + Xit7 + it, (2.12)

where {6 1, 62, 3, 4} are parameters to be estimated, Xit is a matrix of controls with coefficient

vector r71, and Eit is a random disturbance term. Ci is a constant and a set of cohort dummies,

equal to one if the plant entered in the corresponding year and zero in the year of entry. This

accounts for the dependence of the intercept on the price of energy at the time of entry. In all

specifications, the matrix Xit includes industry-region-year interactions, to remove the effects

of industry-region shocks.

The regression compares the average log energy efficiency of entering and existing plants.

The parameter 6i measures the effect of the price of energy on the difference of log energy effi-

ciency between entrants and incumbents. Under the simplifying assumptions discussed below,

this captures the effect of price-induced technology adoption on energy demand. 62 measures

the own price elasticity of substitution for entrants and incumbents. In the model, 2 is neg-

ative, which would also be true for a general concave production function. The coefficients 63
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and 64 allow entrants and each cohort of incumbents to have different average efficiencies.

To address the possible endogeneity of the price of energy, I compute a fixed-weight price

index, described in section 2.3. Because the weights do not vary over time, and the prices of

individual fuels and electricity are sector-wide averages, industry shocks, technological change

and substitution should not affect the price index.16

Note that I use the current price of energy. This allows for the simultaneous measurement

of the substitution elasticity and the effect of technology on energy demand. This is the appro-

priate measure if the price of energy follows a random walk process. In the sample, the average

plant operates for about 10 years, and other work (e.g., Pindyck, 1999) suggests that a random

walk is a reasonable approximation over such a time horizon. Furthermore, mean reversion

would imply that the results underestimate the effect of technological change. Below I relax the

random walk assumption and use the a vector autoregression (VAR) to forecast energy prices,

which yields similar results.

I now discuss the three main assumptions. First, I assume that the price of energy is

uncorrelated with the difference in average TFP of entrants and incumbents. The estimating

equation, (2.12), does not include the plant's unobserved productivity, which would cause biased

estimates if that variable were correlated with the independent variables. Several approaches

described below suggest that the price of energy is not strongly correlated with the productivity

of entrants and incumbents (after controlling for industry by region shocks).

The second assumption is that entering and existing plants have an equal and constant sub-

stitution elasticity. Diamond, McFadden and Rodriguez argue that an identifying assumption

is necessary to distinguish technological change from a change in the substitution elasticity,

because of two related issues. First, as equation (2.8) shows, if entrants are more elastic, the

estimate of 61 would be biased away from zero. This would imply that entrants can substitute

more easily and are not permanently more efficient; 61 would measure the combined effect of a

rotation and shift of the energy demand curve (see Figure 2.1).

An additional concern is that the substitution elasticity may depend on the price of energy

16 As noted above, other factor prices and the output price may respond to an energy price shock. The iden-
tification strategy includes these indirect effects of the shock on technology adoption, acting through changes
in other prices. Entrants respond to the changes in other prices by selecting a different demand curve. Hav-
ing chosen their demand curve, entrants and incumbents substitute by the same amount because of the CES
assumption.
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(as in the case of a translog production function). Suppose entrants and incumbents have

the same technology, and an increase in the price of energy causes both to move along the

demand curve, changing their substitution elasticity. The estimate of 62 would reflect the

average substitution elasticity of all plants, before and after the shock, while the estimate of 61

would capture the difference between the substitution elasticity of entrants and 62, and would

be statistically significant. It appears, however, that the estimate of 61 reflects a shift of the

demand curve. The results below support the assumption that the substitution elasticity of

entrants and incumbents is the same, and that the substitution elasticity does not vary with

the price of energy.

The final assumption is that existing plants do not adopt technology, i.e., there is no term

aIT lnpEt in equation (2.10). Technology adoption by existing plants would bias S1 downwards,

so this assumption concerns the estimate's accuracy, and not a possible spurious correlation. It

is straightforward to augment the model and allow existing plants to adopt technology after the

price shock. Under reasonable assumptions, the effect of technology adoption on energy demand

is greater for entrants than incumbents, i.e., aT > aJIT.1 7 The coefficient on the price of energy,

62, is equal to aI T + as . Because the total elasticity for entrants is aUT + aS, the interaction

coefficient, 61, is equal to aT- aIT . Thus, 61 is less than the total effect of technology adoption

on energy demand, aT + a I T . This is a second illustration of the LeChatelier principle, and it is

an important result because it implies that 61 is a lower bound of the total effect of technology

adoption on energy demand.

To assess the magnitude of the downward bias, I investigate whether existing plants adopt

technology. For these plants, I find no response of investment and capital retirements to the

price of energy. This suggests that existing plants do not adopt technology, but it is possible

that they respond on unobserved margins.

17 For example, suppose the marginal cost of adoption is higher for incumbents, and they recover the cost
g(AE) before choosing their new technology. Then AE is smaller for incumbents, and the effect of technology on
energy demand is smaller.

Alternatively, suppose the marginal cost is the same for both types of plants, but plants differ in productivity.
Incumbents pay a fixed cost to adjust their technology, so only a subset of incumbents change. Conditonal on
changing, they select the same technology as entrants, but the average elasticity of demand to technology for
entrants is at least as large as that of incumbents.
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2.3 Construction of the Price of Energy

Before discussing the data and the main results, I describe the construction and variation of

the price of energy variable. I compute the nominal price of energy as the weighted sum of fuel

and electricity prices:

Pist = E Wisf rsft, (2.13)
f

where Pit is the price of energy in industry i, state s and year t, and Wisf is the share of energy

(in BTUs) for industry i in state s for energy source f (electricity, natural gas, petroleum and

coal). In 1975 the average cost shares across states and industries were 0.47 for electricity, 0.29

for natural gas, 0.17 for petroleum and 0.07 for coal. lfst is the price in current dollars per

million BTUs by state, source and year. I compute the real price of energy, pit, by dividing

Pst by the output price for industry i in region r and year t (see below).18

I now discuss the variation of the price of energy in equation (2.13). It is important to note

that the weights do not change over time. Thus, industry-specific substitution between energy

sources and technological change, both of which are endogenous responses to energy prices, do

not affect pEt.Pist'

The regressions below include industry-region-year interactions and state fixed effects, so

I discuss the remaining variation. That is, if the prices of energy sources are uniformly high,

either in a given year and region, or in one state over the entire period, this has no effect on

PEt On the other hand, a state price shock, to one energy source or to all of them, affectsPist'I

relative energy prices in a given industry and region (and the size of the effect varies according

to the weights).

An aggregate or regional shock to an individual energy price can affect relative energy prices

within a given industry-region-year cell. For example, in the Nitrogen Fertilizer industry (SIC

2873), the natural gas cost share is higher in Texas than in other states in the same region. In

response to a regional shock to natural gas prices, the price of energy for Fertilizer plants in

18I also construct the price of electricity and fuels separately. A plant's real electricity price is the price of
electricity in the corresponding state and year, divided by the output price. The nominal fuel price is computed
similarly to equation (2.13), except that each weight is the cost share of the fuel in total fuel costs for the industry
and state.
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Texas would rise compared to Fertilizer plants in the rest of the region.

Finally, the price of energy depends on time-invariant state differences in individual energy

prices due to variation in the cost shares within states. As discussed below, the ratio of the

price of a particular source to other sources may be higher in some states than in others. For

example, the price of coal is relatively high in Maine. Since cement plants (SIC 3241) have a

higher coal cost share than the average industry, the price of energy for cement plants in Maine

is higher than for other plants in the same state. Even if coal prices did not vary over time,

cement plants in Maine would face a high price of energy relative to other cement plants.

I next discuss the historical patterns of the different energy prices. Figure 2.2 shows the

average real prices of electricity, natural gas, petroleum products and electricity from 1967-

1997. Natural gas and oil prices moved together closely, and electricity prices followed a similar

pattern, but varied less over time. Coal prices were considerably different, peaking in the early

1970s and declining afterwards.

Electricity prices were regulated over most of this period at the state level, and did not

respond quickly to demand. They depended, inter alia, on fuel costs (most often coal), capital

equipment, other operating costs and transmission costs, and the composition of electricity

generators (e.g. coal-fired versus hydropower). Regulators set prices to guarantee utilities a

certain rate of return. There was considerable geographic, and some inter-temporal variation

in the availability of hydroelectric and nuclear power, which I assume was exogenous to plant

activity.

Natural gas prices varied dramatically over time and space, due to regulation, transportation

costs, and oil prices. In the 1970s, federal regulation reduced the domestic supply of natural gas

and contributed to a severe shortage (MacAvoy and Pyndick, 1975). Supply was completely

halted to many customers, so that observed prices may not reflect the true costs. Beginning in

the late 1970s, prices were gradually deregulated, and by the end of the sample, prices mainly

reflected differences in transportation costs. Natural gas is often a close substitute for oil, which

partly explains the high correlation of these prices across states and time.

Import prices of oil, transportation costs and regulation were the main sources of variation

for petroleum product prices. For much of the period, OPEC held nominal crude oil prices

stable, except during the two major shocks. Regulatory bodies such as the Texas Railroad
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Commission further maintained price stability by controlling the domestic supply (Hamilton,

1984). As noted, the OPEC shocks affect the price of energy for plants in states with a high

cost share of petroleum, relative to other states in the same industry and region.

Coal prices varied differently from other sources, due to the location of mines in certain

regions of the country and environmental regulation. Most industries use little coal directly,

though coal prices had a large effect on electricity prices. Transportation costs are particularly

high for coal, relative to extraction costs. The variation in coal prices comes disproportionately

from geographic variation, compared to other energy sources. Furthermore, sulfur emissions

regulation in the 1970s raised the demand for low sulfur coal supplied from the west. The

regulation affected both coal and electricity prices in a much different manner from the OPEC

shocks and natural gas shortage.

2.4 Data Sources and Variable Construction

The main data sources are the Census of Manufactures (CM), 1963, and every five years from

1967-1997, and the Department of Energy (DOE) State Energy Price Report, 1960-2000. I

supplement the CM with other data from the Longitudinal Research Database (LRD), the

Annual Survey of Manufactures (ASM), 1973-1988, and the ASM fuel surveys for 1975-1981.

The main variables are energy efficiency, the real price of energy and the entrant dummy

variable.

Energy efficiency is in units of million BTUs per 1972 dollar of output. The CM contains

output and energy expenditure in nominal dollars, so I primarily describe the price deflators.

I construct a detailed price index, which varies both geographically and by SIC product code.

The LRD contains product files, which for each Census year contains revenues and quantities for

a large number of 7-digit products. Missing or imputed quantity data and concerns about data

quality prevent me from using plant level product prices. Instead, I aggregate the plant-level

7-digit product prices. I begin with 7-digit by state prices, and compute chain-weighted prices

for different aggregation levels, up to 4-digit product code. For each product a plant produces,

I use the least aggregated price for which there were at least 50 plants in the product files.19

19In computing the prices I also drop prices below the 5th and above the 95th percentile, to limit the effect of
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In comparison, most other studies use the 4-digit industry prices from the NBER Manufac-

turing Productivity Database.2 0 I construct the more detailed product prices for three reasons.

First, there is considerable geographic variation of output prices in the data, both within and

across years. Second, because I use state-level energy price data, the detailed prices prevent all

geographic variation in the real price of energy from being attributed to the DOE prices and

industry weights. Third, I use the product prices to compute a plant-level output price, as the

weighted average of the prices of the plant's products. 21 In most Census years the correlation

between these prices and the NBER prices is high, typically over 0.80. As the results show be-

low, using the NBER prices instead of the CM- and DOE-based prices yields similar estimated

magnitudes, though the precision is considerably lower.

The nominal price of energy is the weighted sum of the state prices of the different energy

sources (see equation (2.13)). The weights are the average cost shares computed from the 1975

ASM fuel survey, and they vary by industry and state.2 2 The state prices are the average

delivered prices for the industrial sector in a state and year, in dollars per million BTUs. I

deflate the nominal energy price by the industry by region product price. The latter is the

weighted sum of product prices across an industry and region.

The entrant dummy variable is equal to one when a plant appears in the CM for the first

time. I use the plant identification number, which links observations of each plant over time, to

construct the variable.23 As a result, I measure entry for some plants several years after they

enter (and miss plants that enter and exit between Census years). The data is not available to

measure entry more precisely for the entire sample.

The dependent variable is log energy efficiency, the log of energy use divided by output,

outliers. The main results are insensitive to using the median price and to changing either the cutoff percentile
or the number of plants needed to use a price.

2 0An exception is Foster, Haltiwanger and Syverson, who find that geographic variation in output prices greatly
affects estimated productivity.

21 Many plants within a given 4-digit industry produce products of other industries, and the NBER prices are
weighted averages of the output prices of plants in the industry.

22 The fixed weights imply that the measured price of energy over-estimates the true price index. This would
bias the results if the measurement error were correlated with the entrant dummy. This does not appear to be
a significant concern, however. The price of electricity and electricity efficiency do not depend on the weights,
and the results are similar for electricity and total energy (see Table 7).

23There may be some measurement error for this variable, as plants can appear in the CM which do not
operate. Using employment to impute entry (see Davis, Haltiwanger and Schuh, 1996) yields almost identical
results, because most plants with zero employment also report zero output, and are dropped from the regressions.
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in million BTUs per 1972 dollar of output. The numerator is the plant's nominal energy

expenditure, divided by the nominal price of energy. The denominator is the nominal value of

shipments, divided by the plant's output price.

The sample includes all plant-year observations in the CM, from 1967-1997. (The 1963

Census is used to identify entrants in 1967.) I drop "administrative record" plants, as is

customary in working with the CM. These are typically small plants for whom most variables

except payroll have been imputed. I also omit observations with non-positive output or energy

expenditure. The dataset includes 1,250,203 observations for 549,094 plants.

Table 2.1 provides key descriptive statistics for the CM data. For each CM from 1967-1997,

I separate plants according to whether they entered that year. The table reports the mean and

standard deviation of log energy efficiency, unweighted and weighted by plant output, and the

nominal cost share of energy (energy expenditure divided by total shipments).24 The different

measures show a common pattern: the difference in energy efficiency between entrants and

incumbents increases when the price of energy is high.25

Figure 2.3 shows the same pattern graphically, for 1972-1987.26 The series for incumbents is

the output-weighted mean log energy efficiency of plants that operated in the previous Census

(plants for which the entrant dummy in equation (2.12) is zero). The 1972 incumbents point

includes plants that entered in 1967 and plants still operating from the 1963 census. The other

lines show the mean energy efficiency by cohort.

The figure shows that entering plants are relatively more efficient than incumbents when

the price of energy is high. The 1972 cohort, which entered before the price shock, is 0.19 below

the incumbents in 1972. The average log energy efficiency of the 1977 cohort, most of which

entered before or during the first shock, is about 0.35 below the incumbents, but is similar to the

1972 cohort. In contrast, the 1982 cohort is further below the incumbents and previous entry

cohorts. The 1987 cohort, which entered as energy prices fell, is closer to the incumbents than

is the 1982 cohort. Also note that the 1982 cohort remains more efficient than the other groups

24 There is a considerable amount of variation across plants in the same entry cohort and year, some of which
appears to be due to reporting errors. In particular, the standard deviation of the cost share is often close to,
or greater than one. This is driven by the presence of a few outliers; in no year do more than 30 plants report
a cost share larger than 1. As shown in Table 2, omitting these outlying plants from the regressions does not
affect the results.

25 The median energy efficiency (not reported) shows a similar pattern.
261 omit the other years to present a clearer picture.
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in 1987. As discussed above, one concern is that entrants may have a different substitution

elasticity than incumbents. The fact that the 1982 cohort does not increase energy demand by

more than the other groups suggests that this is not the case.

2.5 Results

2.5.1 Basic Specification

This section discusses the estimated coefficients from equation (2.12), using plant data from

1967-1997. The model is estimated by Weighted Least Squares, using plant output as weights to

account for the reporting errors of small plants.27 Standard errors are robust to heteroskedas-

ticity using the Huber-White formula. Column 1 of Table 2.2 shows the baseline specification,

which includes industry-region-year and state dummies to control for demand shocks and fixed

differences across states. In all regressions, I include a full set of entry cohort dummies. The

estimate of the interaction of the log price of energy and the entrant dummy is -0.096, with

standard error 0.032 (significant at 1 percent), meaning that the relative efficiency of entrants

improves when the price of energy rises.28 The estimate of 62, the elasticity of substitution

with respect tlo the price of energy, is -0.188 with standard error 0.049. The price of energy is

demeaned in all regressions, so entrants are about 8 percent more efficient on average.

The magnitudes imply that technology explains a significant, though relatively small amount

of the observed changes in energy demand. For example, between 1972 and 1982 the real price

of energy (weighted by plant output) rose 106 percent while energy efficiency improved by 31

percent. The estimate of the interaction coefficient thus implies that about 9 percent of the

observed change in efficiency was due to technology adoption. 29 In comparison, Popp (2001)

performs an analogous calculation for his set of industries, and finds that one-third of the

observed decline in energy use was due to innovation. He estimates an elasticity -0.37, which is

27Dhrymes (1992) finds that there is less measurement error for large plants. Presumably this is because the
Census Bureau is most interested in publishing aggregate statistics. As a result, it checks the responses from
large plants more carefully for missing values or nonsensical answers. In the regression analysis, the measurement
error mainly affects the dependent variable, so it should not bias the estimates.

28By comparison, the unweighted estimate is -0.059 (standard error 0.025) for the interaction term. The
R-squared is 0.44, much lower than that reported in column 1, which supports using the weighted estimates.

29 Specifications with other prices reported below gives similar results; technology adoption by entrants typically
explains between 5-15 percent of the decline in energy use.
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much larger than the estimate here. However, he studies several energy intensive industries, and

the mean is driven by a few outlying industries. This underscores the need to measure the effect

of technological change across a broad range of industries. I will return to the interpretation of

the estimate in section 2.6.

Recall that some cross sectional variation of the price of energy is due to differences in

industry weights within a given state. In column 2, I include a full set of industry-state inter-

actions, to restrict the price variation to the time series sources described above. The estimate

of 61, -0.077, is similar to the baseline (significant at the 10 percent level). This suggests that

transportation costs and other time-invariant factors are not driving the results.

It is possible that the specification in column 1 does not adequately account for industry

heterogeneity. In column 3, I add to the baseline specification the interactions of the log price of

energy with a set of industry dummies. This allows each industry to have a different average log

efficiency in each region and year, and a different substitution elasticity over the entire period.

The estimate of 61 is quite similar to the baseline.

Next, I relax the assumption that after removing industry-region-year means, plants in the

same entry cohort have the same average log energy efficiency. For column 4, I compute each

industry's cost share of energy in 1963, and construct a set of dummy variables denoting the

10 deciles of the cost share distribution. I interact these dummies with the cohort dummies,

and obtain similar estimates to the baseline. In column 5, I interact the cohort dummies with

a set of 2-digit industry dummies, which has little effect on the estimates.

Finally, since the model is estimated by Weighted Least Squares, it is possible that outlying

observations affect the results. Reporting errors are not uncommon in the CM, and are a

particularly likely source of measurement error. To address this concern I calculate the 5th and

95th percentile of the energy cost share (energy expenditure divided by value of shipments) for

each industry-region-year-entrant cell. Column 6 omits outlying observations, and the results

remain robust.3 0

The magnitude of the energy price-entrant interaction, 61, is relatively stable and statisti-

cally significant after controlling for industry, geographic, and entry cohort heterogeneity, and

3 0The specification in column 6 omits outliers due to reporting errors, since the energy cost share is computed
directly from values in the CM. Alternatively, the results may be affected by outlying values of energy efficiency;
dropping these observations in a similar manner yields the same conclusion.
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does not appear to be affected by outliers. The remaining specification checks assess the validity

of the simplifying assumptions.

2.5.2 Sample Selection and Plant Heterogeneity

The assumption that the substitution elasticity is equal for entrants and incumbents is central

for the identification of the baseline equation. I postpone that discussion to the next section,

because it is first necessary to establish that the sample used in Table 2.2 is representative.

Since the productivity distribution depends on entry and exit, there is a problem of sample

selection. Existing approaches, such as a Heckman correction or methods based on the propen-

sity score (e.g., Angrist, 1995) require a sample where the selection decision is observed and the

exogenous variables are uncorrelated with the unobserved variables. The CM does not meet

these conditions, because I do not observe potential entrants who do not enter.

Consequently, I consider a regional market for entry, analogous to Dumais, Ellison and

Glaeser (2002). That is, I assume that the distribution from which potential entrants are

drawn, F(Ai), is constant in a given industry, region and year. In the model in section 2.2.1,

the number of entrants at time t is fA(p,) dF(Ai). The price of energy is positively correlated

with the average productivity of entrants if the cutoff productivity, Ai (pE), is increasing in the

price of energy. In other words, a high price of energy would cause the entry of fewer, more

productive plants. Entrants would be more efficient when the price is high, introducing the

possibility of a spurious correlation.

I use the log of a count of entrants for the plant's state, industry and year of entry (the

same level of variation as the price of energy) to proxy for unobserved productivity. A negative

correlation of this variable with the price of energy would suggest that a high price of energy

causes the entry of more productive plants.

In addition, given a stable distribution of potential entrants, plants from an entry cohort

with greater than average productivity should be more likely to survive to the next Census. A

positive correlation of the price of energy with survival would indicate that the price of energy

is correlated with the productivity of entrants.

This subsection first shows that the price of energy is not correlated with entry or survival

of entrants. I then add several controls to the baseline regression which proxy for plant pro-
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ductivity, and find that the results are unchanged. I conclude that my estimates do not appear

to be biased by sample selection.

Entry and Survival of Entrants

Table 2.3 shows the correlations between the log price of energy and entry, survival of entrants

and exit of incumbents. In all regressions, the dependent variable is aggregated to the industry-

state-year level. I include state fixed effects and a full set of industry-region-year interactions.

I weight observations by the total output of plants in the corresponding cell. In column 1, the

dependent variable is the log of the count of entrants, and the coefficient on the log price of

energy is -0.109, with standard error 0.128. The estimate is insignificant, so entry does not

appear to be strongly correlated with the price of energy (after controlling for industry-region

shocks), though the magnitude is large.31 This estimate would imply a large bias of the estimate

61 if the energy efficiency of marginal entrants were highly correlated with the price of energy

(i.e., if a high price causes the entry of fewer, more productive plants). However, as Table 2.4

suggests (see below), the marginal entrant is not significantly less efficient than the average

entrant, and the relatively large magnitude in Table 2.3 does not appear to be a significant

concern in practice.

For a given industry and region, there may be certain characteristics that make it more

profitable to enter in some states than in others, such as proximity to consumers or inputs. If

these characteristics were correlated with the price of energy, then entry would be correlated

with the price, even if the price does not affect the distribution of entrants. Consequently, in

column 2, I use the ratio of plant entry to the total number of plants operating in the state

in the base year (1963), which captures these unobserved characteristics. 32 The coefficient is

-0.012, and is not significant. Since the entry rate is about 0.27, the implied elasticity is smaller

than in column 1.

In column 3, the dependent variable is the log of survival, and in column 4, it is survival

divided by the 1967 number of entrants. I do not include industry-state cells for 1997 because

31 The industry-region-year interactions are particularly important. If I include only industry and year controls,
for example, the price of energy is strongly and negatively correlated with entry, as one would expect given other
work on the effects of energy prices on manufacturing activity (e.g., Davis and Haltiwanger, 2001).

32The sample size is larger in column 2 because there are many industry-state-year cells with zero entrants,
which are dropped in the log specification in column 1.
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I do not observe whether those entrants survive. In both cases the price of energy has an

insignificant effect on survival.

For completeness, I show the results for exit by incumbents between the current and next

Census. Although there is no general relationship between this measure and plant productivity,

large or significant coefficients would cause concern. The estimates in columns 5 and 6 are

insignificant, and the magnitudes are similar to columns and 2.3 I conclude that after

controlling for state fixed effects and industry-region-year interactions, the price of energy is

not strongly correlated with entry and exit.

Controls for Unobserved Heterogeneity

Table 2.4 reports the results of several tests of bias due to unobserved heterogeneity. Although

the estimates in Table 2.3 are insignificant, the magnitude in column 1 is large, and it is

important to assess whether the decrease in entry is associated with an increase in the energy

efficiency of entrants. Columns 1 through 4 use the dependent variables from columns 1 through

4 in Table 2.3 as controls. I use the entry or survival measure in the year the plant entered,

so the variable is constant during the life of the plant. In each case the estimates of 51 and

the substitution elasticity are unchanged from the baseline estimates.3 4 The coefficient on log

entry in column is small and insignificant, which suggests that this variable is not strongly

correlated with the average efficiency of entrants, as would be the case if sample selection were

driving the results. The survival variables are negative and significant, in agreement with the

hypothesis that plants with greater TFP use less energy and are more likely to survive, but this

does not affect the main estimates.

Recent methods of controlling for unobserved heterogeneity rely on predicted relationships

between unobserved and observed variables. For example, Olley and Pakes (1996) argue that

log investment can proxy for unobserved productivity, but missing values (i.e., zero reported

33If energy-intensive plants are more likely to exit when the price of energy is high, this could bias the estimate
of the effect of technology adoption. This does not appear to be a significant concern; although plants that
use more energy are more likely to exit on average, there is no correlation between the price of energy and the
probability that an energy-intensive plant exits.

34The baseline estimates for these samples are almost identical to the estimates in columns 1-4. For example,
the estimate of the interaction term using baseline specification for the sample in column 4 is -0.086 with standard
error 0.030.
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investment) greatly reduce the sample size. Levinsohn and Petrin (2001) use intermediate

materials, but the data does not support the separability assumption that this method requires.

Consequently, I do not report the results from implementing these methods, though the baseline

results are unaffected by including the log of investment or materials.

Other research in the manufacturing sector (e.g. Audretsch and Mahmood, 1995) has ob-

served that plants within the same year and industry enter with different capital stocks and

employment, possibly due to productivity differences. In columns 5 and 6, I control for the

log capital stock and log employment the year the plant enters. I only observe capital stock

from 1972-1992, so I begin with that year and assign 1972 incumbents their 1972 value.35 Both

of the productivity proxies are positive and precisely estimated, but the other coefficients are

unaffected.

2.5.3 Substitution Elasticities of Entrants and Incumbents

This subsection considers the CES assumption, that entrants and incumbents have the same

substitution elasticity, and that the substitution elasticity is constant for a given technology.

The results provide general support for the assumption.

Subsection 2.2.1 shows that if entrants' technology allows for easier substitution, the in-

teraction term would overestimate the shift of the demand curve. In column 1 of Table 2.5, I

estimate a separate substitution elasticity for incumbent plants operating in each year. I then

test whether plants that entered in a given year have different substitution elasticities from the

corresponding elasticity of incumbents. I estimate the following equation:

ln(Eit/Yit) = 0 lnpt ( OE n + p T jOj l np tE O + jTj lnp E ) + (jj jTj) + Xit7 + it, (2.14)
i i

where j indexes Census years. Oj is a set of dummy variables, equal to one if the plant operates

in the corresponding year (i.e., it is constant over the life of the plant). Tj is a set of dummy

variables equal to one if the plant enters that year, and is also constant over the life of the plant.

35The estimate of the interaction terms using the corresponding samples with the baseline specification are
-0.090 (standard error 0.031) and -0.094 (standard error 0.033).

78



The term Oj lnpE is the interaction of Oj with the price of energy, and similarly for Tj lnp E .

This specification estimates a separate substitution elasticity for each year, maintaining the

assumption that existing plants do not adopt technology. The energy price-entrant interaction

allows the substitution elasticity of an entry cohort to differ from that of the corresponding

population of incumbents. As column 1 shows, these interactions are generally small and

insignificant; only the 1992 interaction is significant at 10 percent. Furthermore, an F test fails

to reject the hypothesis that the interactions are jointly equal to zero. These results suggest

that entering plants have a similar substitution elasticity to incumbents.36

A second concern is that the substitution elasticity may not be constant for a given tech-

nology. If this were the case, an increase in the price of energy would cause the elasticity of

existing plants to change as they move along their demand curve. Entrants would have a differ-

ent elasticity from the average of incumbents, even if they use the same technology. Columns

2-4 return to the baseline specification, and allow the substitution elasticity of incumbents to

vary. Column 2 includes price of energy by year interactions, which allows for a different average

substitution elasticity of incumbents each year. The specifications in columns 3 and 4 estimate

a separate substitution elasticity by region and year, and by 2 digit industry and year. In each

case the estimate of 61 is quite similar to the baseline. Note that the reported coefficient on

the price of energy depends on the omitted category, which explains the discrepancy with the

baseline estimate in Table 2.2.

2.5.4 Robustness

Alternative Measures of the Price of Energy

In Table 2.6, use several alternative measures of the price of energy and find broadly similar

results. As discussed earlier, much of the variation in the price of energy is driven by aggregate

shocks to the price of oil and the natural gas shortage. The geographic variation reflects

regulatory and transportation differences, for which the exogeneity argument may be weaker.

In column 1, I use the log aggregate price of energy, which is the log of a weighted average of the

industry by state energy prices. The estimate of the interaction is -0.163 with standard error

:6The conclusions are not driven by cross-plant heterogeneity. The results are similar for a specification that
takes first differences of the variables.
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0.063, which is larger than the estimate in column 1 of Table 2.2. The fact that the estimate is

negative and significant suggests that the main results do not arise from cross sectional price

variation.37

Recall that in the model I consider a one-time and permanent increase in the price of energy.

In that case, or if the price of energy follows a random walk, the current price is the appropriate

measure of the expected future price. Note that if the actual price is mean-reverting, the results

underestimate the effect of technology adoption on energy demand. In column 2, I relax the

random walk assumption. I use forecasted prices generated from a VAR of the prices of residual,

distillate, natural gas and electricity, with two lags, using the cross section of state prices from

1960-2000.38 I construct the forecasted price for each energy source as the discounted sum

of forecasted prices for the following 10 years, weight these prices and take the log, to obtain

the log forecasted aggregate energy price. The estimate in column 2 is significant at the 1

percent level, and is similar to the corresponding estimate with the aggregate price of energy

in column 1. The forecasted price varies by about three-fifths as much as the actual price; for

example, between 1972 and 1982 the actual price increases by 106 percent, while the forecasted

price increases by 63 percent. Thus, the implied reduction in energy demand due to technology

adoption is smaller for the forecasted price.

In columns 3 and 4, I account for the fact that some entrants operated before the corre-

sponding Census year (i.e., 1977 entrants may have first operated between 1973-1977), and that

technology adoption may respond gradually to the price of energy. In column 3, I use the three

year lag, and in column 4 the log of the average price over the previous five years, for the plant's

state and industry. In both cases the estimate of 1 is quite similar to the baseline.

Finally, in column 5 I use the energy and shipments prices from the Manufacturing Pro-

ductivity Database, to check the quality of the constructed prices. The prices vary by industry

and year, so the industry-region-year interactions absorb the main effect of the price of energy.

The coefficient on the interaction is smaller than the estimate in Table 2.2, and the standard

error is considerably larger, validating the use of the DOE- and LRD-based prices.

37The standard errors are considerably larger if I use the aggregate price and cluster the standard errors by
year: for example, the standard error on the interaction term is 0.096, and the estimate is significant at the 10
percent level.

381It is also possible to estimate a separate VAR for each region. In many cases a unit root process cannot be
rejected, and I do not report the corresponding results.
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Additional Robustness Checks

I discuss the results from a variety of alternative specifications. Several papers report an

asymmetric response to the price of energy. For example, Davis and Haltiwanger (2001) find

that employment responds more to a price increase than to a decrease. Learning by doing

may explain an asymmetric effect of technology adoption.3 9 To investigate this possibility, I

compute a dummy variable equal to one if the price of energy is at least as large as it was

in the corresponding state and industry, five years earlier. The interaction of this variable

with the other independent variables allows for both an asymmetric elasticity of substitution

and an asymmetric effect of technology adoption on energy demand. The results suggest that

technology adoption may respond more to a price increase, though the imprecision of the

estimates prevents a strong conclusion. The estimate of the average effect of technology adoption

is -0.054, with standard error 0.030, considerably smaller than the baseline and insignificant.

The magnitude of the additional effect of a price increase is large, -0.058, but it is insignificant,

with standard error 0.054.

Table 2.7 reports several additional results. Columns and 2 show that clustering the

standard errors by year or plant does not affect the precision of the estimates.

The response of technology may differ for electricity and fuels, since the prices varied differ-

ently over the sample (see Figure 2). In columns 3 and 4, I separate energy use into electricity

and fuel consumption divided by output (both in million BTUs per 1972 dollar of output). For

comparison, the estimates of 51 for log energy efficiency, with the samples corresponding to

columns 3 and 4, are -0.090 (standard error 0.038) and-0.091 (standard error 0.037). Thus the

fuel efficiency estimate is smaller (and significant at 10 percent), and the electricity estimate is

slightly larger than the baseline, though they are fairly similar to one another.

The remainder of Table 2.7 tests for various forms of heterogeneity of the response of tech-

nology to the price of energy. Other work with the Census of Manufactures (e.g., Dunne,

Roberts and Samuelson, 1989) suggests that plants belonging to multi-plant firms behave dif-

ferently from single-plant firms. For example, entering plants that are part of pre-existing firms

39Consider an initial period of low energy prices, when the cost of adopting efficient technology is relatively
high. If the price increases and plants adopt better technology, this reduces the cost of future adoption. If the
price falls to the initial level, plants may use better technology than before the initial shock because it is less
costly to adopt it.
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may have a better knowledge of energy-saving technology. To test this possibility, I construct

a dummy variable equal to one if the entering plant is a new firm (or part of a new firm).

I interact the dummy with the log price of energy and include both variables in the baseline

specification in column 5. The coefficient on the energy price-new firm interaction (unreported)

is 0.055 (standard error 0.056) while the estimate of 61 is -0.123 (standard error 0.036). This

suggests that plants in new firms may differ somewhat, though the difference is not precisely

estimated.

Columns 6-8 check for heterogeneity across industries. In column 6, I omit industries in the

top quartile of the distribution of energy cost share. The estimates are robust to restricting the

sample in this manner. 40

Beginning in the early 1980s, many plants produced electricity and sold the surplus. For

these plants, changes in the price of energy affect output as well as input prices. I cannot observe

electricity sales, so in column 7 I drop the four 2-digit industries for which electricity sales

comprise the largest share of output, as identified in the Edison Electric Institute publication,

Capacity and Generation of Non-Utility Sources of Energy (1991). These industries are Paper,

Chemicals, Petroleum and Primary Metals. The estimates are similar to the baseline.

In column 8, I exploit the fact that coal prices varied differently from other energy prices.

This provides an additional check for the existence of an omitted variable correlated with

the price of energy. As discussed in section 2.3, the sources of variation of coal prices were

different from other energy sources (see Figure 2.2). Consider an omitted variable correlated

with natural gas and oil prices, which affects the energy efficiency of entrants. It is unlikely that

this variable is strongly correlated with coal prices, so it would have a smaller effect on plants

in coal-intensive industries. In column 8, I allow these industries to have a different response

to the price of energy. I interact the main independent variables with a dummy variable, equal

to one if the plant's industry is in the 90th percentile of the cost share of coal in total energy

expenditure. The estimate of 61 is only slightly larger than the baseline, and none of the coal

industry interactions are significantly different from zero, which suggests that these industries

respond similarly to the price of energy.

4 0During the 1970's, the Federal government subsidized R&D aimed at reducing energy demand. This funding
was aimed exclusively at energy intensive industries, so the specification in column 6 is a joint test of heterogeneity
across industries and the effects of the subsidy.
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During the natural gas shortage, supply to many areas was eliminated, and the observed

price of natural gas may not always reflect the true cost. Since I cannot observe the availability

of natural gas to an individual plant, I use the ASM to identify counties from 1975-1981 with

unusually low natural gas use (controlling for industry composition). In column 9, I omit

observations of plants in counties belonging to the bottom 15th percentile of the distribution,

and the estimates are unchanged from the baseline.

It is possible that federal environmental regulation (the Clean Air Act, Clean Water Act,

etc.), which accompanied some of the price shocks, affected the demand for energy. The pro-

visions of the Clean Air Act may have affected both entrants and incumbents. For example,

existing plants could avoid installing cleaner technology if they did not undertake major in-

vestment, and entering plants in non-attainment counties were subject to additional regulation,

relative to entering plants in other counties. Also note that the most energy-intensive industries

were also among the most regulated.

As a proxy for (unobserved) regulatory stringency, I use county level attainment status for

several pollutants with respect to the Clean Air Act. Greenstone (2002) uses the same data and

describes it in detail. I focus on Carbon Monoxide (CO), which Greenstone finds has the largest

effect on manufacturing activity. I construct a dummy variable equal to one when the county is

designated non-attainment, and interact it with a dummy equal to one if the plant's industry

emits CO, to obtain the CO non-attainment dummy. Column 10 includes this variable plus its

interaction with the price of energy. Since the attainment data is not available before 1972 and

for some counties after 1972, I rerun the baseline specification with this sample. The estimates

are nearly identical to those in column 10. In addition, the CO main effect and interaction

variables are small and insignificant (unreported).

I perform two additional robustness checks, not reported in Table 2.7. Plants may substitute

towards intermediate materials when energy prices rise, for example, if they find it less expensive

to import some energy intensive goods. Since the regressions use gross output, this substitution

would appear to increase energy efficiency, even though plants do not produce more from a given

amount of energy. This does not appear to be a major concern, however; estimating the baseline

specification with value added (i.e., gross output minus materials and energy, deflated by the

appropriate value added deflator), yields identical results.
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Second, the fact that I cannot observe the precise year of entry introduces measurement

error. It is possible to determine the entry year for plants that enter after 1975. If I redefine the

entrant variable, so that it equals one only if the plant entered in the Census year, the results

are very close to estimating the baseline specification (where entry is equal to one if the plant

did not appear in the previous Census), using the same sample. Consequently, this source of

measurement error does not appear to bias the estimates.

2.5.5 Technology Adoption by Existing Plants

I investigate the response of incumbents to the price of energy. I use the CM and ASM from

1972-1988, to construct a balanced panel of plants, so that the results are not affected by

entry and exit. Since the sample may be selected on underlying parameters (e.g., total factor

productivity), the estimates may differ from those of the entire population of plants.

I find that the baseline estimate of the substitution elasticity reflects a plant's ability to

change energy use, and not cross-plant heterogeneity. Investment and capital retirements do

not respond to the price of energy, and I find no evidence of technology adoption by existing

plants.

Substitution Elasticity

There are two concerns related to the substitution elasticity. First, the CES assumption implies

that existing and entering plants have the same elasticity. An implication is that the elasticity

of plants in the balanced panel should be similar to the overall estimate. Second, the baseline

estimate may reflect variation in energy use across plants, rather than a plant's ability to

substitute.

The sample includes 11,565 plants appearing in every CM and ASM from 1972-1988. In

column 1 of Table 2.8, I use the baseline specification (industry-region-year dummies and state

fixed effects) and regress log energy efficiency on the log price of energy. The estimate is -0.192

with standard error 0.087, which is quite similar to the estimate in Table 2.

In column 2, the variables are in first differences and the regression includes industry-region-

year dummies; the estimated elasticity is -0.174, with standard error 0.053. This is similar to

column 1, and suggests that the estimated substitution elasticity measures the average plant's
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ability to adjust energy consumption, and does not reflect cross-plant variation.

Investment and Retirements

It is likely that incumbents increase investment and capital retirements when they adopt tech-

nology. The remainder of Table 2.8 investigates whether the price of energy causes investment

or retirements.

I compute each plant's capital stock using the book value of machines in 1972 and the

perpetual inventory method. I use 2-digit depreciation rates from the Bureau of Economic

Analysis and deflate investment using the Manufacturing Productivity Database investment

deflators. Log investment is the first difference of the log capital stock.

Columns 3-5 report results for investment. I include the price of energy and its interaction

with the 4-digit industry energy cost share from 1963. The interaction captures the effect of

the price of energy on energy-related investment, since investment by plants in energy intensive

industries is more likely to include energy saving technology. All variables are in first differences,

to remove plant fixed effects, and all regressions include industry-region-year interactions. I

use the current price of energy in column 3, the 3-year lag price of energy in column 4 and the

aggregate forecasted price of energy in column 5. I do not find a positive response of investment

to any of the price measures. However, this does not establish that existing plants do not adopt

technology, because I only measure total investment, and I do not observe investment in specific

types of capital.

If a plant adopts technology, it likely retires capital with the old technology. Retirement

data may be less noisy than the investment measure, and I report results using data on cap-

ital retirements for the years 1977-1988 (due to data availability). As columns 6-8 show, log

retirements do not respond to any of the measures of the price of energy. There is no evidence

that the average existing plant adopts technology, but without more detailed capital data, it is

impossible to make further progress on this question.
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2.6 Implications for Energy Prices and Growth

The Introduction noted the connection between the price of energy and economic activity, and

recent concerns over the prospects of rising energy prices. In this section I use the empirical

estimates to calculate the effect of technology adoption on output in the long run. The results

suggest a limited effect of technological change.

I consider a 10 percent permanent increase in the price of energy, which represents the effect

of declining natural resource supplies, or a carbon tax. I compare the effect on steady state

output for two models: one without technological change, and one with technological change.

I use the baseline model in section 2.2.1, except that I fix the number of plants in the

industry. A constant number of plants enter and exit the industry in each period, so industry

output is determined by output per plant.

I define the elasticity, ¢YT, as the elasticity of output to the price of energy in the model

without technology adoption. An increase in the price of energy causes energy consumption to

decrease, lowering output.

Analogously, ¢T is the elasticity of output for the model with technology adoption. In

response to the shock, entering plants use better energy technology, which causes the demand

curve for energy to shift towards the origin. This increases the level of output for a given

amount of energy use, and allows output to recover in the long run.

To compare the two models, I calculate the ratio i/ylT, which measures the amount

that long run output falls in the model with technological change, relative to model without

technological change. This ratio is equal to 1 - EAE, where AE, is the elasticity of energy

technology to the price of energy. This elasticity is unobserved, but can be calculated from the

empirical estimates, using the fact that the estimate of aT , the effect of technology adoption on

energy demand, is equal to --ppAE (see equation (2.4)). Thus, EAE -- 0.12, and the long run

decrease of output in the model with technological change is about 88 percent of the decrease

of the model without technological change. This suggests a much smaller effect of technology

adoption than the analogous results of Atkeson and Kehoe. However, this is a rough calculation

which relies on the functional form assumptions of the model and other simplifications. Future

work may use the empirical estimates presented in this paper to calibrate a general equilibrium

model.
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2.7 Conclusions

This paper measures the effect of price-induced technology adoption on energy demand. The

results have important implications for understanding the long run relationship between the

price of energy and growth. I find that a 1 percent increase in the price of energy leads to a 0.1

percent increase in the relative efficiency of entering plants versus incumbents. I find general

support for the simplifying assumptions, and the estimate is robust to a variety of specification

checks. The calculation in section 2.6 suggests that technology adoption has a small effect on

the sensitivity of steady state output to the price of energy.

The results are important for two other recent discussions. First, several papers (e.g.,

Goulder and Schneider, 1999) have incorporated price-induced technological change into climate

change models. Popp (2004) calibrates a long run growth model and calculates the net benefit

of implementing a carbon tax to reduce greenhouse gas emissions. The general conclusion from

these studies is that accounting for endogenous technological change increases the benefit of

implementing the policy, but not by a very large amount. However, to accurately assess the

role of price-induced technological change, these models should be calibrated to appropriate

empirical estimates; future work may incorporate the results reported here.

Second, recent energy price increases have renewed interest in the effects of energy prices

on the value of installed capital. Alpanda and Peralta-Alva (2004) argue that the 1973/4 oil

shock caused the obsolescence of energy intensive capital, which explains the coinciding decline

in the stock market. In contrast, Wei (2003) argues that the effect of the price of energy on

the value of capital should be roughly proportional to its cost share, and that the oil shock did

not cause the decline in the stock market, and subsequent investment in energy-saving capital.

The results from this paper cannot be directly integrated into these models, so further work is

needed to assess whether the oil shocks led to the replacement of a large fraction of the capital

stock, and whether this mechanism can explain the apparently large effects of energy prices on

the economy.
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Table 2.2

Response of Energy Efficiency to the Price of Energy, 1967-1997

Baseline: Bsiad lenBaseline and Baseline and
industry x region Baseline and industry x price cohort x industry Baseline and Omit outliers
x year, cohort industry x state of energy energy intensity cohort x industry

and state ~~~of energy energy intensitycortxidsyand state

Dependent Variable: Loq Enerqy Efficiency

(1) (2) (3) (4) (5) (6)

Log Price of -0.096 -0.077 -0.095 -0.091 -0.109 -0.098
Energy x Entrant (0.032) (0.044) (0.032) (0.030) (0.031) (0.039)

Log Price of -0.188 -0.198 -0.248 -0.181 -0.189 -0.229
Energy (0.049) (0.023) (0.055) (0.047) (0.049) (0.050)

-0.078 -0.023 -0.082 -0.126 -0.147 -0.033
Entrant (0.012) (0.012) (0.013) (0.037) (0.111) (0.012)

R 2 0.74 0.74 0.74 0.74 0.74 0.79

Number of
Observations 1,250,203 1,250,203 1,250,203 1,250,203 1,250,203 1,121,608Observations

Huber-White standard errors in parentheses. The dependent variable is log energy efficiency, constructed as in
Table 1. Log price of energy is the log of the weighted sum of state by year energy source prices from the DOE,
using weights constructed from the LRD, divided by the industry by region output price (see equation (2.13) and
text). Entrant is a dummy equal to one if the plant appears for the first time in the CM. Log price of energy x
entrant is the interaction of the two variables. The sample is constructed as described in the text. All regressions
are estimated by Weighted Least Squares, using plant output as weights. The cohort of a plant refers to the year
the plant first appears in the Census. All regressions include a full set of cohort dummy variables, equal to one if
the plant belongs to the corresponding cohort, and equal to zero the year the plant enters. All columns include a
full set of industry-region-year and state dummies, and column 2 also contains industry-state interactions.
Column 3 includes interactions of the price of energy with the industry's 3-digit industry. Industry energy intensity
is a set of dummy variables for the deciles of the industry's energy cost share in 1963. Column 4 includes the full
set of interactions of industry energy intensity with the entry cohort dummies. Column 5 includes the interactions
of the plant's entry cohort with its 2-digit industry. Energy cost share is constructed as in Table 2.1, and the 5th
and 95th percentiles of the cost share is computed for each industry-region-year-entrant cell. Column 6 omits
outlying observations.



Table 2.3

Effect of the Price of Energy on Entry, Survival of Entrants and Exit
(1) (2) (3) (4) (5) (6)

Log surival of SurvivalLopLog survival of Survival Log exit of Exit probability
Log entry Entry fraction entrants entrants incumbents of incumbents

entrants

Log Price of -0.109 -0.012 -0.017 -0.066 -0.104 0.014
Energy (0.128) (0.017) (0.141) (0.065) (0.169) (0.020)

R 2 0.91 0.63 0.89 0.59 0.88 0.61

Number ofNumber of 59,643 92,069 42,293 50,865 39,864 72,115
Observations

Huber-White standard errors in parentheses. Observations are at the industry-state-year level. The dependent
variable is the log of a count of entering plants in column 1; the count of entering plants divided by the number of
operating plants in the corresponding cell in 1963 in column 2; the log of the number of entrants who survive to
the next Census in column 3; the number of survivors divided by the number of 1967 entrants in column 4; the
log of the number of incumbents that exit before the next Census in column 5; and the probability that an
incumbent exits before the next Census in column 6. All regressions are estimated by Weighted Least Squares,
with total output in the corresponding cell as weights. All regressions include industry-region-year and state
dummies. Columns 1 and 2 include observations from 1967-1997, and columns 3-6 include 1967-1992.



Table 2.4

Controls for Plant Productivity

Log survival of Survival Log initial capital Log initial
Log entry Entry fraction taentrants probability of stock employment

entrants

Dependent Variable: Log Enerqy Efficiency

(1) (2) (3) (4) (5) (6)

Log Price of -0.087 -0.095 -0.087 -0.087 -0.104 -0.096
Energy x Entrant (0.033) (0.032) (0.030) (0.029) (0.031) (0.033)

Log Price of -0.173 -0.190 -0.200 -0.191 -0.162 -0.191
Energy (0.054) (0.050) (0.051) (0.051) (0.054) (0.049)

-0.085 -0.075 -0.086 -0.086 -0.053 -0.043
Entrant (0.013) (0.013) (0.013) (0.012) (0.013) (0.013)

Plant Productivity -0.004 -0.034 -0.017 -0.055 0.046 0.041
Variable (0.005) (0.027) (0.005) (0.021) (0.003) (0.003)

R 2 0.73 0.74 0.69 0.70 0.74 0.74

Number ofNumber of 1,184,514 1,242,622 1,082,928 1,184,568 1,019,478 1,244,384
Observations
Huber-White standard errors in parentheses. The dependent variable, log price of energy and entrant variables
are computed as in Table 2. The sample is constructed as in Table 2.2, except that column 5 does not include
observations from 1967. Regressions are estimated by Weighted Least Squares, using plant output as weights.
All regressions include the same control variables as in column 1 of Table 2. Plant Productivity Variable refers to
the variable added to the regression that is indicated in the column heading. In columns 1-4 plant productivity is
the dependent variable from columns 1-4 of Table 2.3, for the plant's industry, in the year and state it entered.
Column 5 includes the log book value of the capital stock the year the plant entered (or the 1972 value for plants
that entered before 1972) and column 6 uses the log of plant employment in the first observed year of operation.



Table 2.5

Substitution Elasticities of Entrants and Incumbents
Baseline specification, Log price of energy x Log price of energy x

Energy prce elasticity with log price of energy region x year industry x year
by entry cohort x year interactions interactions interactions

Dependent Variable: Log Energy Efficiency

(1) (2) (3) (4)

Log Price of Energy x -0.095 -0.097 -0.094
Entrant (0.032) (0.032) (0.032)

-0.293 -0.308 -0.292 -0.299
Log Price of Energy (0.076) (0.118) (0.119) (0.118)

Entrant ~-0.078 -0.073 -0.071
(0.012) (0.032) (0.032)

Log Price of Energy x -0.039
1967 New Plant (0.034)

Log Price of Energy x -0.005
1972 New Plant (0.047)

Log Price of Energy x 0.004
1977 New Plant (0.067)

Log Price of Energy x 0.008
1982 New Plant (0.071)

Log Price of Energy x -0.073
1987 New Plant (0.057)

Log Price of Energy x 0.120
1992 New Plant (0.074)

Log Price of Energy x -0.043
1997 New Plant (0.083)

R2 0.74 0.74 0.74 0.74

Number of Observations 1,250,203 1,250,203 1,250,203 1,250,203

Huber-White standard errors in parentheses. The dependent variable, log price of energy and entrant dummy are
computed as in Table 2.2. The sample is the same as column 1 of Table 2.2. Regressions are estimated by
Weighted Least Squares, using plant output as weights, and include industry-region-year and state dummies.
Columns 2-4 include cohort dummies. Operate is a set of dummy variables, equal to one if the plant operated in
the corresponding year. New plant is a set of dummy variables, equal to one if the plant entered that year.
Column 1 includes the operate and new plant variables, plus the interaction of all variables with the log price of
energy. Column 2 includes a full set of log price of energy by year interactions. Column 3 includes log price of
energy by region by year interactions, and column 4 includes log price of energy by 2 digit industry by year
interactions.



Table 2.6

Alternative Measures of the Price of Energy

Log aggregate
Log aggregate price Log aggregate 3-year lag 5-year average NBER prices

forecasted price

Dependent Variable: Loq Enerqy Efficiency

(1) (2) (3) (4) (5)

Log Price of -0.163 -0.089 -0.097 -0.056
Energy x Entrant (0.063) (0.032) (0.032) (0.037)

Log Forecasted -0.201
Price x Entrant (0.055)

Log Price of -0.157 -0.327
Energy (0.046) (0.059)

Enrat-0.082 -0.082 -0.078 -0.078 -0.061
Enran (0.013) (0.013) (0.012) (0.012) (0.012)

R2 0.74 0.74 0.74 0.74 0.72

Numnber ofNuber of 1,250,203 1,250,069 1,248,286 1,250,103 1,046,679
Observations

Huber-White standard errors in parentheses. The dependent variable, log price of energy and entrant dummy
are computed as in Table 2.2. The sample is constructed as in Table 2.2, except column 5 which does not
include 1997. Regressions are weighted by plant output, estimated by Weighted Least Squares, and include the
same control variables as in column 1 of Table 2.2. Column 1 uses the log aggregate price of energy, the log of
the weighted mean of the individual plant prices. The log aggregate forecasted price is calculated from a VAR
with two lags, estimated using the DOE state prices for natural gas, electricity, petroleum distillate and residual.
The forecasted price of each energy source is the sum of the current price and the linear prediction of the price
over the next ten years, discounted by ten percent. The log aggregate forecasted price of energy is the log of the
weighted sum of the energy source forecasts, using aggregate weights (see text). Column 2 includes the
interaction of the log forecasted price and the entrant dummy. Column 3 uses the 3-year lag of the log price of
energy for the plant's industry and state. Column 4 uses the mean log price of energy for the plant's industry and
state over the previous 5 years. Column 5 uses the industry by year log prices of energy and shipments from
the NBER Manufacturing Productivity Database.
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Figure 2.1: Substitution Elasticity vs Technological
Change

-~1 ~ Energy Demand 
Notes: The curves represent the demand for energy, as functions of the energy
technology, A, and the substitution elasticity, a (see text). The price of energy is Po before

a price shock, after which it is P1 . The initial energy consumption is E0 and final

consumption is E1. The curve D°(Ao, oa1 ) has the same technology and a greater

substitution elasticity than D(Ao, a0 ). The curve DA(A1, o0) has the same substitution

elasticity and a larger energy technology than D(A,, uo).
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Figure 2.2: Real Energy Prices, 1967-1997

~ - f I [ [-

6 K~~~~7 82__ 87

Year

-- Electricity --- Natural Gas - Petroleum Products

Notes: The real price of each energy source is the nominal price, from the State Energy
Price Report, 1967-1997, divided by the output price, from the Census of Manufactures,
1967-1997. The numerator is the price in current dollars per million BTUs. The
denominator is the output deflator, in current dollars per 1972 dollars. Real prices are
computed separately for each plant in the sample, then weighted by plant output (see
text). All series have been demeaned.
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Figure 2.3: Mean Energy Efficiency of Entrants and
Incumbents, 1972-1987

Year

Notes: Incumbents include plants which operated in the previous Census. Each entrant
cohort includes plants that entered in the indicated year, still operating in the
corresponding year. Each data point is the weighted mean log energy efficiency, in million
BTUs per 1972 dollar of output, computed as in Table 2.1, with plant output as weights
(see text).

-2.25

-2.5

-2.75

0
0-j

-3

-3.25

-3.5

72 77 82 E i

,~~ \ ~

77 Entrants

_ ~~~87 Entrants

82 Entrants

7



Chapter 3

Technology Adoption and the

Effects of Climate Change Policy on

Manufacturing

Summary 3 This chapter studies the response of the manufacturing sector to a carbon tax.

I estimate long run price elasticities for fuels and electricity, exploiting the ability of entering

plants to choose their technology in response to expected prices. A tax of $10 per metric ton of

carbon would reduce emissions by 2 percent and raise operating costs by 8 percent in the short

run. Emissions would be 5 percent lower in the long run, and costs would be 5 percent higher.

The tax would make plants more vulnerable to subsequent natural gas and distillate oil price

shocks, and less sensitive to coal, residual and electricity shocks. Exit would increase by 0.2

percentage points.

3.1 Introduction

Researchers have devoted considerable effort to estimating the benefits and costs of climate

change policies. Recent forecasting models have become increasingly sophisticated. For ex-

ample, the National Commission on Energy Policy (2004) uses the Department of Energy's

National Energy Modeling System to study the effects of tradeable permits system. The aca-

demic literature, such as Goulder and Schneider (1999) and Popp (2004), has relaxed many of
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the assumptions of earlier climate change models, such as Nordhaus (1994).

Despite recent improvements in these models, there is great uncertainty, both on the benefit

and cost side. A carbon tax (or permit system) would permanently affect the costs of using fuels

and electricity, so the models should include the response of technology to relative costs.1 The

more easily plants can adopt technology that allows them to switch to the less carbon-intensive

energy sources, the less costly and more beneficial a policy would be.

Most climate change studies ignore endogenous technological change. They often use es-

timates of short run elasticities, and assume a constant rate of exogenous technological im-

provement. This paper focuses on a tax which affects relative energy prices, and documents

the importance of accounting for price-induced technology adoption. I compare the change in

energy costs and emissions in the short run and the long run, when technology can adjust. As I

argue below, the main conclusions are valid for an emissions tax, despite the fact that I cannot

directly estimate how much plants would reduce their emissions per unit of energy used.

These calculations rely on estimated parameters of short and long run cost functions. I

isolate the effect of technology adoption by assuming that a plant selects its technology when

it enters, and cannot change it afterwards.

Figure 3.1 illustrates the empirical strategy. The curve DsR(ANT) shows the short run

demand curve for coal, as a function of the price of coal. The curve represents the substitution

capabilities of a plant that enters with no carbon tax, holding fixed technology, ANT, and other

prices. At the initial coal price, Po, the plant uses Co units of coal. The tax increases the price

of coal to P1. By assumption, the plant cannot change its technology. It remains on the initial

demand curve, and moves to the point CN T.

In contrast, a plant that enters after the tax can select a different technology, AT. Its short

run demand curve is DSR(AT), and it consumes CT units of coal. Thus, the long run demand

curve, DLR, includes the points (Po, Co) and (P1, Ci). There are two effects of the tax on

entrants: they select a different short run demand curve from the incumbent, and then move

along that curve to the point CT. I refer to the combined effect as the long run response to the

tax, because it includes the effect of technology adoption. On the other hand, the incumbent

1 Either a tax on carbon emissions or a tax on energy would create incentives for technological change. As
I argue below, the analysis is similar for either type of policy, and I focus on an energy tax because of data
availability.
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can only move along its demand curve, and this corresponds to the short run effect.2

Given the assumption on technology choice, empirically distinguishing the short run from the

long run cost function is straightforward. I estimate the parameters of a translog cost function.

This functional form does not impose restrictions on the own- and cross-price elasticities, and it

is a second order approximation to an arbitrary, twice differentiable, constant returns to scale

cost function.

As is customary with the translog, I recover elasticities from a regression of cost shares on

log prices. For each plant, an observation consists of current prices, and the expected prices

when the plant entered. Technology can only respond to the latter by assumption. Holding

current prices constant, the effect of expected prices on cost shares is equal to the effect of

price-induced technology adoption on demand. In contrast, the short run response to energy

prices is estimated from the effect of current prices on cost shares, holding initial expected

prices fixed.

The results show that technology adoption would greatly reduce the costs, and increase the

benefits, of imposing a $10 carbon tax.3 Short run costs would increase by about 8 percent,

while long run costs would increase by 5 percent. The policy would reduce emissions by about

2 percent in the short run, and by 5 percent in the long run.

I investigate two additional effects of the tax, which are typically ignored. I find that plants

adopt technology that requires less coal, residual and electricity, and more natural gas and

distillate. These changes would cause plants' total energy costs to be somewhat more sensitive

to natural gas and distillate shocks, and less sensitive to other shocks.

Second, the increase in energy costs would increase exit by 0.2 percentage points. This

would represent an additional cost of the policy, to the extent that installed capital cannot be

resold.

This paper focuses on the response of technology to relative factor prices. The effect of

2If the price of another input changes, the incumbents' demand curve would shift by an amount equal to the
short run price elasticity. The entrant would have the flexibility to select a different demand curve. Note that
the long run and short run cross price elasticities can have the opposite sign.

3As discussed below, these calculations assume that the tax is levied on energy producers, and affects the
relative prices paid by manufacturing plants. An alternative type of carbon policy would impose a tax on
emissions, so that manufacturing plants would pay the tax directly. As I argue below, the changes in emissions
and costs for such a policy would be proportional to the first case, so that the conclusions about the importance
of technology adoption, and the costs and benefits of the tax are qualitatively similar.
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market incentives, such as input prices, on technological change has been studied extensively in

the literature. In models of induced innovation and directed technical change, e.g., Binswanger

(1974) and Acemoglu (2002), technology responds to expected profits. For a carbon tax, an

increase in the price of one input raises the benefit of adopting technology that reduces demand

for that input; this spurs both adoption and innovation of that technology. Note that this

paper looks at the combined effect of the adoption of previously existing technology and the

adoption of price-induced innovations. This paper is a test of one of the necessary conditions

of the theoretical literature, that adoption responds to relative prices.

Several recent studies have investigated the effect of energy prices on technology. Linn

(2005) estimates the effect of price-induced technology adoption on total energy demand in U.S.

manufacturing. This paper uses a similar identification strategy, but focuses on substitution

among energy sources, with direct implications for a carbon tax. Several other papers, such

as Popp (2001, 2002) and Pizer et al (2002), look at the effect of technology on total energy

demand, but there has been little recent work looking at individual energy inputs.

Closely related to this paper is Doms (1993). Using plant data from the 1985 Manufacturing

Energy Consumption Survey, Doms documents the relationship between plant size, fuel prices

and fuel use, finding that many plants use only one fuel, and some have the ability to switch

costlessly between fuels (most often, between natural gas and oil). These patterns mean that

it is important to use a flexible functional form for the cost function, one that allows arbitrary

cross price elasticities, and can incorporate the fact that many plants use only a subset of the

available fuels.

A number of papers, including Jorgenson and Wilcoxen (1992), Goulder and Mathai (2000),

and Popp (2004) have investigated the effect of a carbon tax on carbon emissions and economic

growth. These authors simulate long run growth models under various policy scenarios, esti-

mating the costs and benefits of the alternatives. They do not allow for the endogenous response

of technology to relative fuel and electricity prices.

The paper is organized as follows. The next section presents a model illustrating the effect

of relative energy prices on technology adoption, and highlights the short and long run effects of

a permanent price increase. Section 3.3 discusses the strategy for estimating the cost functions.

Section 3.4 describes the data, Section 3.5 discusses the results, and Section 3.6 concludes.
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3.2 Theoretical Motivation

3.2.1 Baseline Model

I present a model of technology adoption. Plants choose their technology in response to expected

energy prices when they enter. In the initial steady state, entering and previously existing plants

use the same technology. I then consider a tax on energy, which affects fuel and electricity prices

in proportion to their emissions rates, and causes entrants to select a different technology. I

calculate the reduction in carbon emissions and increases in energy costs due to the tax, for

entering and existing plants.

Plants operate in a single industry with no uncertainty, and take prices as given. I assume

that energy is separable from other inputs, such as labor and intermediate materials, so that a

plant chooses its technology and fuel demands to minimize the cost of obtaining a given quantity

of energy. This separability assumption is strong, but I use it to focus on energy demand and

technology, and relax it in the empirical work.

More specifically, each period there is a set of potential entrants which determine whether

it would be profitable to enter, pay entry costs if they decide to enter, then begin operating. I

assume that aL fraction, , of plants that operated in the previous period exogenously fail. A

potential entrant; solves the following cost minimization problem (I omit plant subscripts):

0 (Xt. Pt)
;min E rX ±P)t + G(A) (3.1){xtjO. r ; +

s.t.E f (Xt, A),

where Xt is the vector of energy inputs at time t: coal, natural gas, distillate fuel oil, residual

and electricity. The plant purchases these inputs each period it operates. Pt is the vector of

energy prices, so that the cost at time t is the inner product of Xt and Pt. Future costs are

discounted by the interest rate, r, plus the failure rate, 0. The plant minimizes costs subject

to the constraint that it obtain E BTUs of energy, according to the function f(Xt, A). A is

a vector of factor augmenting technology parameters, which the plant selects at the time of

entry. For example, Xc units of coal provide ACXc units of "coal services." The plant pays an
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entry cost of G(A), where G is increasing in each argument. Thus, the plant can reduce its

demand of input i by selecting a higher Ai, but must pay a higher entry cost. I will return to

the interpretation of A below.

After entering, the plant takes A as given, and minimizes costs each period, subject to the

constraint above. I define the cost function, c(Pt, A, E), which is the dual of the production

function, f(Xt, A). I approximate the cost function with a translog function, and rewrite the

minimization problem as:

00ct (Pt, A, E)min E -tkt, ) + G(A) (3.2)
A t= (Il+r + O)t+ G A

s.t. lnct = n E + E aj ln(Pjt/Aj) + 1/2 E >fjk ln(Pjt/Aj) ln(Pkt/Ak).
j j k

I impose the homogeneity and symmetry restrictions, that Ej a = 1, Ej 3 jk = 0, and

/jk = ki. Under these assumptions, the translog is the second order approximation to an

arbitrary, twice differentiable, constant returns to scale cost function. The a's are the first

order coefficients in the approximation, and correspond to the average cost shares; a higher ac

means the plant uses more coal. The O's are the second order coefficients, and as discussed be-

low, they are related to the substitution elasticities. A higher cc means that the plant reduces

its coal demand by less in response to a coal price increase. I normalize prices such that costs

are directly proportional to E.

As is customary in working with the translog function, I focus on the input share equations.

For simplicity, I assume that energy prices are constant at P0. The cost share of input j, sjo,

is obtained by differentiating the cost function with respect to Pj. Assuming that the plant is

a price-taker, oct/OPjt equals the demand for input j. Thus, the jth cost share is:

Si = aj - :3jkln(Ak) + Ejk ln(Pk0), (3.3)
k k

where the superscript I denotes that the plant is an incumbent. Note that the intercept depends

on the technology, which the plant selects at the time of entry. The role of the i's is clarified

108



by the short run own- and cross-price elasticities, j and Ik

Ej = jj/sjo + sjo - 1 (3.4)

Ek = jk/ SiO + SkO (3.5)

A smaller jj means that the own-price elasticity is larger in magnitude. The condition fjk > 0

is a sufficient condition that inputs j and k are substitutes.

In comparison to equation (3.3), the cost share for an entrant is:

e0 = - E/3jk ln(AkE) + E 3jk ln(PkO), (3.6)
k k

where the superscript E denotes an entrant. Equations (3.3)-(3.6) show that if entering and

existing plants have the same technologies, as is true in the steady state with constant prices,

they have the same cost shares and substitution elasticities.

I now consider the choice of technology parameters. I assume the following functional form

for G(A):

G(A) = 1 - ++k , (3.7)
r+ k

where k is an index over coal, natural gas, distillate, residual and electricity. I assume that

Pk > 0, so the marginal cost of Ak is positive; it is increasing if Pk > 1-

The first order condition for Ak from the minimization problem (3.2) can be rearranged to

obtain:

2
ln(Ak) = 2 + k ln(Pko), (3.8)

Equation (3.8) is a central results, and shows that technology responds to expected prices at

the time at entry. A one percent increase in the expected price of input j would increase the

optimal Ak by 2 percent. I define the parameter ak - 2, to simplify the expressions2+k 2+Pk

below.

I substitute equation (3.8) into equations (3.3) and (3.6), to express the costs shares for
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entrants and incumbents, in terms of initial expected and current prices:

s0 = - E ak/3jk ln(Pko) + E /jk ln(Pko), (3.9)
k k

Sjo = - > akjk ln(PkEO) + E Ijk ln(Pko), (3.10)
k k

where PkI0 and Pk0 are the expected prices at the time of entry for incumbents and entrants.

From equation (3.8), an entrant and an incumbent choose the same technology in the steady

state. By equations (3.9) and (3.10), and the expressions for price elasticities, the two plants

have the same demands and elasticities.

These equations show the short and long run effect of energy prices on cost shares. In the

short run, an increase in the current price causes plants to substitute, with technology fixed.

By comparison, an entering plant chooses its technology in response to initial expected prices.

Because of the negative sign before the first summation in equation (3.10), technological change

affects the cost share in the opposite direction as the short run response.

I use equation (3.8) to rewrite the cost function for an entrant as:

lncE = lnE + E 3 jln(Pko) + 1/2 E 3fjkln(Pjo)ln(Pko) (3.11)
ji ~ j k

- y3ajoaj ln(P) - E ajjkln(PE) ln(Pko) + 1/2 E Eajakjkln(PEo) ln(PE),
j k j k

The cost function for incumbents is analogous, with PI substituted for P. The summations

in the first line show the short run effect of prices on costs, i.e., holding technology constant.

The second line corresponds to the additional effect of technology adoption on costs. In the

initial steady state, expected and current prices are the same, so entrants and incumbents have

the same costs.

I use equations (3.9), (3.10) and (3.11) to calculate the long run own- and cross-price

elasticities:
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E-j = (1 - aj)(3jj/sjo + sjo) - (3.12)

- = (1-ak)ejk. (3.13)

The condition jj > 0 is sufficient for the long run own-price elasticity to be larger (in mag-

nitude) than the short run. The cost share equation explains this relationship, because if Pj

increases and /3j > 0, the cost share would rise in the short run. Technology adoption would

cause the cost share to rise by less, in the long run, meaning that demand would decline by

more than in the short run. From equation (3.13), the long run cross-price elasticity is smaller

than the short run elasticity, since ak < 1 (i.e., technology responds less than proportionately

to expected prices).

I now consider the effect of imposing a carbon tax, beginning from the steady state. I

assume that the tax is levied on energy producers, and raises prices in proportion to the carbon

emissions from burning the energy sources.4 I focus on four outcomes: costs, input demands,

emissions and the sensitivity to additional price shocks.

Coal is the most carbon intensive fuel, so the tax would have the greatest effect on coal

prices. Natural gas is the least coal-intensive, and oil is intermediary. I assume that the

composition of fuels used to generate electricity does not change, so the effect of the tax on

electricity prices is the weighed sum of the effect on fuel prices. Prices rise from Po to P 1.

The first result is that entrants' costs increase by less than incumbents. From equation

(3.8), entrants select a larger A, so G(A) is greater. Since entrants could select the same A

and have energy costs equal to those of incumbents, the fact that they select a larger A means

that their energy costs must be lower. In other words, they pay higher entry costs to reduce

their variable costs.

From equation (3.9), the cost share of a plant that entered before the tax, s, is given by:

$I1= O j- akjk ln(Pk0) + E /jk ln(Pkl), (3.14)
k k

4In the following section I model a tax on emissions, where plants may respond by reducing emissions rates,
in addition to the responses studied here.
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where Pjj is the price of input j after the policy. Since the incumbent has already chosen

its technology, the first summation in equation (3.14) is unaffected by the tax. The second

summation depends on the new prices, so s 1i changes by a weighted sum of the price changes,

with weights jk

The jth cost share of a plant that enters after the tax is:

S = Oj - akjkln(PEj ) + E jk ln(Pkl). (3.15)
k k

Comparing equations (3.14) and (3.15), entrants choose a different technology from incumbents.

Since 0 < ak < 1, technology adoption partially offsets the effect of the price shock on cost

share j. For example, suppose the price of coal increases and other prices remain constant. If

/cc > 0, then the the coal cost share increases more for incumbents than for entrants, because

entrants choose a technology with greater coal efficiency (a higher Ac). Thus, the choice of

AC represents an inward shift (and rotation) of the demand curve in response to the tax. As

the cost function in the minimization problem shows, raising Ac corresponds to decreasing the

effective price, lowering energy costs.

I now use the cost function parameters to calculate the effect of the policy on the outcomes

of interest. After the price shock, a plant's demand for input j is, Xj 1 = cl sjl/Pjl, where

cl is given by equation (3.11), using the appropriate prices, and Sjt is given by equation (3.14)

or (3.15), depending on whether the plant is an entrant or incumbent. The percent change in

demand for entrants and incumbents, AXj, relative to the demand in the absence of the policy,

is:

CI Si

= ~~ 8 j1 P~~~~o -1, ~(3.16)
CO $jO Pjl

AX E E j . -1. (3.17)
Co SjO Pjl

From equations (3.12) and (3.13), for small price changes, if the short run demand change is

positive, then the long run change is smaller, or negative. If the short run change is negative,

the long run change is also negative, but may be smaller or larger in magnitude.
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The effect of the policy on carbon emissions is the weighted sum of the changes in fuel and

electricity demands, with weights equal to the rate of emissions per unit of input. The percent

change in emissions, AC, is given by:

AC = CjAXj. (3.18)

where Cj is the CO2 emissions per BTU of input j. The uncertainty about relative short run

and long run input changes means that it is also indeterminate whether emissions fall more in

the long run.

Finally, I consider the effect of the policy on the sensitivity to additional energy price

shocks. That is, I am interested in how much the tax affects the response of energy costs to

a subsequent shock. I compare two types of incumbents: plants that entered with no carbon

policy, and plants entering with a carbon policy. Recall that dlnpj s, so if the tax causes

plants to have a higher cost share for input j, they become more sensitive to subsequent shocks

to that input.

Consider a 10 percent increase in the price of input j. The difference in the cost elasticities

is:

T NT i/ \ 1I / \ST _ ST (1-ak)jk ln(Piklko), (3.19)
k

where the superscripts T and NT denote plants that entered with and without the tax, re-

spectively. As this equation shows, the difference in cost shares is a weighted average of the

percentage increases in prices. This difference can be positive or negative, and by the homo-

geneity restrictions, they cannot all have the same sign. This implies that the policy makes

some shocks more costly and others less costly.

To summarize, the policy has different effects on entrants and incumbents, because incum-

bents cannot change their technology. As the preceding discussion has shown, the effect of the

policy on costs, emissions and the sensitivity to subsequent shocks can be calculated directly

from the cost function parameters. Costs increase by less in the long run, but it is theoretically

uncertain whether the long run emissions changes are smaller or larger in magnitude than the

short run.
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3.2.2 Emissions Tax

I consider a tax on carbon emissions, which does not directly affect energy prices. Plants pay

an amount proportional to how much carbon they emit. If they cannot change their emissions

rates (i.e., Cj), the effects of the tax can be calculated directly from the estimated cost function

parameters from the previous section.

To see this, consider a similar model, where a potential entrant solves the following maxi-

mization problem:

max E E(Xt, A) -Xt Pt -TXt C (3.20)
{Xt}.%;A E (1 ± r + Ofr)t -(A) (3.20)Ixt t= ~~1 +tr=)

s.t.E(Xt, A) = E cgj ln(XjtAj) + 1/2 E E 3jk ln(XjtAj) ln(XktAk)
j j k

k~~~~~~
v1 APk

G(A) = k Pk 
r+q5

There are several differences from the previous model. First, the plant maximizes the difference

between its energy, E(Xt, A), and its total costs. Energy is produced from the energy inputs

via a translog production function, with the same parameters aj and /jk as the cost function in

the previous section (by the duality of the cost function). Total costs are the sum of operating

costs and entry costs. Operating costs are the sum of the expenditure on energy inputs, Xt. Pt;

and the amount of the carbon tax, TXt C, where T is the amount of the tax, in dollars per

million metric tons of C0 2 equivalent, and C is the vector of emissions rates, in million metric

tons of C02 equivalent per BTU. Entry costs are equal to the energy technology costs, G(A),

as before. As in the previous model, existing and entering plants can respond to the tax by

changing their energy input demands, and entrants can choose a different energy technology.

Consider a small increase in the carbon tax, beginning from the steady state, with T = 0.

The short run change in emissions is given by 09c = J x ( )I. That is, the change inaT Ei C (oaTj
emissions is the weighted sum of the change in energy demands, holding energy technology

fixed. After rearranging the first order conditions for Xj, I obtain the following expression for

the short run change in emissions:
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OCz CICkXi z
O-T P "k (3.21)

j k

The long run change is given by a similar expression, substituting the long run price elasticities.

As this equation shows, the short run and long run changes in emissions can be approximated

using the price elasticities and initial conditions. The underlying argument is that reducing

Xj decreases costs by the amount Pj + TCj. Since the emissions rate is fixed, the effect of

increasing T is thus proportional to the effect of increasing Pj. The analysis for the changes in

costs yields the same conclusion.

I now consider a more general model, where plants can adjust the emissions rates after

entering. 5 I assume an explicit functional form for the cost of reducing emissions rates, which

allows me to express the changes in emissions and costs in terms of the initial emissions rates,

energy demands, and price elasticities. A potential entrant's maximization problem is given by:

max E E(Xt, A) - Xt Pt- TXt. Ct-H(Ct) G(A) (3.22)max ",E - -~~~~~~~G(A) (3.22)
{Xt}W_;{Ct}to;A t= (1 ± r + )t

s.t.E(Xt, A) = E j ln(XjtAj) + 1/2E E /jkln(XjtAj) ln(XktAk)
ij j k

H(Ct) = EZ (Uk- ckt)
k

I APk
G(A) k Pk kr+0

This is the same problem as in the model just discussed, except that the plant can select its

emissions rates each period. The cost of choosing Ct, H(Ct), is separable in the emissions rates.

The parameter Ck is the baseline emission rate, which is the value of emissions per BTU, if the

plant does not undertake any further emissions reductions. The first order condition for Ckt is:

TXkt = Ck - Ckt (3.23)

5 By comparison, in the model just considered, the costs of adjusting the emissions rates are infinite.
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As this equation shows, Ckt is decreasing in the carbon tax and the demand for input k. In the

initial steady state, with T= 0, all plants select Ck = Ck.

Again, I focus on a small increase in the carbon tax, beginning from the initial steady

state. Existing plants adjust their input demands and emissions rates in response to the tax;

acdentering plants can also adjust their technology. The short run change in emissions, -- , is

equal to Ej(- ( )I + Xj(T)'. From equation (3.23), and using the fact that T = in

the initial steady state, this expression is equal to Ej Cj(,')' - X2. Thus, the change in

emissions can be calculated from the change in input demands (E ) and the initial emissions

rates and demands (Cj and Xj); an analogous expression holds for the long run change. After

manipulating the first order conditions for input demands, it is possible to show that the short

run change in emissions is given by:

OCt jI XAT' E EZ :XI -x2 (3.24)
i j

The long run change in emissions is given by a similar expression, substituting the long run

elasticities. Thus, to first order, I can calculate the effect of an emissions tax using the cost

function parameters from the previous section. The difference between the short run and long

run changes in emissions is a weighted sum of the difference between the short run and long

run price elasticities. Similar conclusions hold for the short and long run effects of the tax on

costs, where costs are the sum of input costs and tax payments.

Note that the separability of cost function H(C) and the quadratic functional form are

important for deriving these results. Under these assumptions, there is a linear relationship

between emissions rates and input demands. Since the price elasticities measure how much the

input demands change, they also capture how much the emissions rates change. This allows

me to calculate the effect on costs and emissions from imposing an emissions tax.6

6For other functional forms, it is generally necessary to estimate the parameters of H(C) to calculate the
effects of the policy. In addition, these calculations are local approximations, and it is unclear how accurate they
are for large changes in the emissions tax.
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3.3 Empirical Strategy

I now discuss the estimation of the cost function. Beginning with equation (3.14), I add industry-

region-year interactions and an error term. The cost share of input j for plant i in year t is:

8ijt = Oj -- 3 k ln(Piko) + E Ijk ln(Pkt) + ?Iry + Eijt, (3.25)
k k

where is the effect of the expected price of input k on cost share j; PikO is the expected

price of input k when the plant entered; Pkt is the price of input k in year t; and 'Ylry denotes

a full set of industry-region-year interactions, for industry 1, region r, and year t.

In this specification, I generalize the functional form for the cost of selecting a technology

(i.e., G(A)), and allow the cost of increasing the technology for one input to depend on the

level of technology for the other inputs. In other words, the marginal cost of increasing Ak is a

function of Ak and all other Ajs. Consequently, the optimal Ak depends on the expected prices

of all inputs. This means that it is possible for the long run cross-price elasticities to be larger

than the short run, or have opposite signs.7

The change in the cost share due to a change in the current price of input k, holding the

initial prices constant, is /3jk. The response of the cost share to the expectation of price k at the

time of entry is -jl k . Consequently, a permanent increase in Pk would cause an incumbent's

cost share to increase by 3 jk, and an entrant's cost share to increase by 3 jk -- / 3 k'

The empirical strategy relies on the translog specification, and the distinction between

entering and existing plants. As shown in equation (3.25), the translog cost function, in addition

to imposing few restrictions on the data, provides a set of linear equations for estimating the

parameters.

The interpretation of these parameters arises from the assumption that plants choose their

technology when they enter. After entering, the plant's technology is fixed, so the response

of the cost shares to current prices, holding initial prices fixed, corresponds to the short run

elasticities.8

7This specification does not identify the parameters in G(A), but as the previous section shows, it is not
necessary to recover them to calculate the effects of the policy.

8 Because the expected price is constant for a given plant, I cannot include plant fixed effects in the estimation.

Consequently, the short run parameter is identified by both within- and cross-plant variation. Estimating the

117



Technology can only respond to initial expected prices. The long run elasticity is identified

by comparing two plants with the same current prices, and different expected prices. The

correlation between their cost shares and the initial prices is the additional effect of price-

induced technology adoption on input demands.

As is common with the translog cost function, I estimate the parameters by stacking the cost

share equations, dropping one equation (distillate) and imposing the symmetry and homogeneity

restrictions, both within and across equations. I jointly estimate the cost function, given by

equation (3.11), plus industry-region-year interactions and an error term:

lncE - oj ln(Piko)+ 1/2 ZE3 jkln(Pijo)ln(Piko)- ac° ln(PEo) (3.26)
j j k j

-- E S fk ln(PEo0) ln(Piko) + 1/2 E E :3 ln(PEo) ln(PFo) + '1ry + eijt,
j k j k

The parameters &Q and 00 are the coefficients on the expected prices and the interactions of
3 j

the expected prices, respectively. The cross equation restrictions require the use of a Seem-

ingly Unrelated Regression (SUR) model. The next section describes the data sources and

construction of the variables. Note that the initial expected price is the price when the plant

enters.

The empirical strategy incorporates several simplifications. First, I assume energy prices are

exogenous; omitted variables correlated with the prices would bias the estimates. For example,

there may be reverse causality, where technological change or industry-specific shocks affect

energy prices. However, the fuel and electricity prices are aggregate prices by state and year,

so they do not include the effects of industry-specific shocks to energy demand. As discussed in

Linn (2005), much of the price variation during this period was due to government regulation

and other factors exogenous to manufacturing activity. In addition, the industry-region-year

interactions control for industry by region shocks, reducing the threat of reverse causality arising

from industry-specific or aggregate changes in energy demand.

Another possible omitted variable is plant heterogeneity; e.g., some plants may have greater

model in first differences yields very similar short run elasticities (shown below), so cross-sectional heterogeneity
does not appear to bias the results.
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total factor productivity than others. If more productive plants are more likely to enter and

survive, sample selection could bias the results. This does not appear to be a major concern,

however; removing plant fixed-effects by taking first differences yields quite similar short-run

price elasticities to those obtained with the baseline specifications9

Another concern is that I proxy for initial expected prices with prices at the time of entry.

If prices follow random walk processes, then this is valid to first order; mean reversion would

imply that the estimates would be biased towards zero (since an entrant would only respond to

permanent price changes). That is, the differences between the long run and short run responses

would be biased towards zero. As Linn (2005) argues, the random walk assumption appears

reasonable for aggregate energy prices, so a useful check would be to perform the analogous

exercise for individual energy sources.

Despite the relative flexibility of the translog cost function, it imposes several restrictions.

First, the cost function is only a second order approximation. If the second order terms, jk,

vary with energy prices, and current prices are correlated with expected prices, this could lead

to spurious results.

Second, the estimates of jk are identified by the response of the cost shares to current prices,

holding expected prices constant. It is possible that incumbents can adjust their technology,

in which case I3:k would include the effect of this technological change. I would overestimate

the short run effect of prices on cost shares, causing me to understate the difference between

the short run and long run effects of the policy. However, this should not affect the long run

estimates.

The third potential limitation of the translog specification is that I impose the homogeneity

and symmetry restrictions. These are necessary for the translog to be a local second order

approximation to an arbitrary cost function. The baseline model is also homothetic; relaxing

this assumption does not affect the results.

The model includes the assumption that other input prices do not affect fuel and electricity

demands, i.e., that energy is separable from other inputs. Below I discuss the results from

9As noted above, I cannot estimate long-run elasticities when taking first differences, because the initial energy
prices are constant over the life of the plant. The similarity of the first difference results appears to be due to
the industry-region-year interactions, which absorb much of the cross-plant heterogeneity; estimating equation
(3.25) with only industry-year interactions yields elasticities quite different from the corresponding first difference
estimates.
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estimating a more general cost function, which includes other variable inputs (workers and

materials). The estimates are similar, but I do not emphasize them because the other prices

may be endogenous.

Finally, most plants do not use every fuel (all plants in the sample use electricity). This

could lead to biased estimates of 3 jk, because the effect of a price change may be nonlinear.

The industry-region-year interactions partially address this concern. From equation (3.25), I

estimate a different cost share for each industry-region-year cell. Consequently, if all plants in

a given industry, region and year do not use a given fuel, those observations are not included

in estimating the other coefficients.

There are many cells, however, in which some plants use a given fuel and others do not, so

the interactions may not completely solve the problem.10 This issue is a possible direction for

future research.

3.4 Data

3.4.1 Variable Construction

I construct total costs, cost shares and real energy prices to estimate equations (3.25) and

(3.26). The data is from the Census of Manufactures (CM), 1972-1982; the Annual Survey

of Manufactures (ASM), which includes a fuel supplement, 1975-1981; and the Department of

Energy's State Energy Price Report (SEPR), 1975-1981. I calculate the dependent variables

directly from the ASM: coal, natural gas, distillate fuel oil, residual and electricity expenditure

shares, and total energy costs. The sample includes all ASM plants with positive electricity

expenditure, which entered after 1975. There are 61,599 observations for 22,061 plants.

The independent variables, the real fuel and electricity prices, are constructed from the

SEPR and CM. The SEPR contains energy prices, in current dollars per million BTUs, for each

state and year. I deflate the nominal prices by shipments deflators constructed from the CM.

l°The cost calculations reflect the assumptions of the model, that price changes have a linear effect on costs.
For example, the increase in the price of coal caused by the policy raises costs by the same amount, whether or
not a plant in the sample initially uses coal. In some cases this causes negative predicted cost shares after the
policy is enacted; this issue requires further work.
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These prices vary by 4-digit industry, state and year, and are aggregated from 7-digit by state

product prices, as described in Linn (2005).

Table 3.1 presents summary statistics for these variables. Panel A shows the cost shares

for the five energy sources, unweighted and weighted by total energy costs. Electricity is the

predominant source of energy, followed by natural gas, oil and coal. The weighted means show

that plants with greater energy requirements use more fuels and less electricity. In parentheses

are the standard deviations of residuals obtained by removing industry-region-year means from

the reported cost shares. The residuals correspond to the dependent variables used below, since

the regressions include industry-region-year interactions. There is considerable variation within

industry-region-year cells for all energy sources.

The next row in Panel A shows the fraction of plants that use each fuel. All plants in

the sample use electricity, but there is considerable heterogeneity in the choice of fuels. The

final row in Panel A shows the distribution of plants with zero expenditure for each fuel. The

fraction is the number of non-users located in industry-region-year cells in which no plants use

the fuel, divided by the total number of non-users. That is, if the fraction were equal to one,

then there would be no cells containing both users and non-users. The fact that most of the

fractions are significantly less than one suggests that cost shares may respond nonlinearly to

prices, as discussed above.

Panel B shows average fuel and electricity prices. Standard deviations, after removing

industry-region-year means, are in parentheses. Each plant's prices are weighted by total energy

costs. Over this period, coal prices gradually decline, while the other prices are steady through

1979, then rise sharply. The industry-region-year means remove much of the price variation,

but the remaining variation is substantial. In particular, the price changes I use to calculate

the effects of a carbon tax are well within the sample range for all inputs, except coal.

3.4.2 Effect of a Carbon Tax on Prices

I calculate the effect of a carbon tax on energy prices. I use a tax of $10 per metric ton of C02

equivalent, which is similar to recent policy proposals. I assume that the effect of the tax on a

given energy price is proportional to the emission rate of the energy source from combustion,

in metric tons of CO2 equivalent per million BTUs. For electricity I use the average emissions
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in the U.S., which depends on the fuel composition electric utilities use to generate electricity.

I calculate the percentage changes caused by the tax, from the 2002 average U.S. prices of the

sources. I calculate a 59 percent increase in the price of coal, a 9.2 percent increase for natural

gas, a 10.7 percent increase for distillate and residual, and a 5.7 percent increase for electricity.

Note that there are several simplifying assumptions in these calculations. First, the policy

affects the energy prices paid by plants in the manufacturing sector. A tax levied on emissions

from manufacturing could have a different effect. As I argue in section 3.2.2, if emissions

rates are fixed, or the cost or reducing emissions rates increases quadratically, the effects of an

emissions tax could be approximated using the cost function parameters. Thus, the conclusion

that technology adoption significantly reduces costs and emissions for an energy tax is likely to

hold for an emissions tax.

Second, I assume that the fuel mix of electricity generators does not respond to the tax.

This paper considers the partial equilibrium response to a carbon tax; it would be necessary to

account for technological change in electricity generation to determine the overall effect of the

tax.

Finally, the calculations only include the effect of a tax on burning fossil fuels. Many policy

proposals include emissions from other sources, such as industrial processes which generate

greenhouse gases. These emissions comprise less than 5 percent of total manufacturing emissions

(EPA, 2005); accounting for this channel would not greatly affect the results.

3.5 Results

I discuss the costs and benefits of implementing a carbon tax. The estimated own-price elas-

ticities are larger in the long run than the short run. The long run increase in costs is about

60 percent of the short run change. Emissions decline considerably more in the long run than

in the short run.

Plants become more sensitive to subsequent natural gas or distillate shocks, and less sensitive

to coal, residual and electricity shocks.11 The increase in costs would induce some plants to

ll This effect could be a cost or benefit of the policy, depending on the relative volatilities of the different prices,
and the response of technology to expected volatility. Assessing whether this is a positive or negative result of
the policy would require the estimation of higher-order parameters.
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exit, implying an additional cost of the tax, if plants cannot resell some portion of their capital

stock.

3.5.1 Estimation of Cost Function Parameters and Price Elasticities

Table 3.2 shows the estimated price elasticities for the baseline specification. Equations (3.25)

and (3.26) are estimated by a SUR model, imposing all within- and cross-equation restrictions.

Observations are weighted by total energy costs, to account for measurement error of small

plants. The Appendix Table shows the estimated short run coefficients and regression statistics.

I calculate short and long run elasticities numerically.12 I use the expression of the demand

for input j, Xj = c sj/pj, and the prices and quantities for the year each plant enters. I

use the appropriate equations for costs and cost shares to calculate the percentage changes in

demands for a one percent change in prices. I calculate elasticities for each plant, then weight

by the plant's share in consumption for the corresponding input (in BTUs). Thus, the elasticity

corresponds to the total change in demand of entering plants in the sample, if prices were one

percent higher than they actually were. Panel A of Table 3.2 shows the short run elasticities,

the effect of a one percent price increase after the plants have entered. The long run elasticities

are in Panel B, the percent changes in demand if prices had increased by one percent before

the plants entered.

The own-price elasticities are significant and negative in both the short and long run. The

short run estimate for distillate, -1.02 (standard error 0.26) is considerably larger than the

other energy sources, while electricity demand is relatively inelastic. The short run cross-

price elasticities are generally quite small, and often insignificant; holding technology fixed,

substitution capabilities are fairly limited. To gain some intuition for the effect of the carbon

tax, the increase in the price of coal would have little effect on the demand for other inputs,

except for natural gas, which increases somewhat. 13

12I do not use the equations for the short and long run price elasticities in section 2 because I do not estimate
aj. The numerical short run elasticities are nearly identical to the estimates obtained using equaitons (3.4) and
(3.5).

13 It is perhaps surprising that natural gas demand is not more sensitive to residual or distillate prices. This
could be due to the fact that the natural gas shortage limited the ability to substitute away from oil during the
oil shock; future work with data from the 1980s and 1990s should resolve this issue. Also note that natural gas
and petroleum products are slightly stronger substitutes in the long run.
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Figure 3.2 shows an analogous picture to Figure 3.1, using the estimated cost functions.

I plot the short run demand curve of incumbents, DSR(ANT), by normalizing to one all prices

except for coal. I allow the current price of coal to vary, and calculate coal demand, holding

all other current, and all initial prices constant. Under this price normalization, when Pc = 1,

coal demand is equal to its average cost share. The curve DSR(AT) represents the short run

substitution capabilities of a plant that entered after the policy, with the initial coal price equal

to 1.59, and all other initial prices equal to one.14 To plot the curve I keep all current prices

constant except for coal. Finally, DLR represents the long run relationship between the price

of coal and coal demand, holding all other prices equal to one. Note that this curve intersects

DSR(ANT) at P = 1 and DSR(AT) at Pc = 1.59.

This figure shows the distinction between the short and long run response to the price of

coal. Holding technology fixed, plants reduce consumption by about 16 percent. The long run

reduction is about 40 percent larger than the short run. Note that this does not contradict

the similarity of the long run and short run own-price elasticities for coal in Table 3.2. The

latter correspond to the change in demand caused by a small change in the price, suggesting

that the first order approximation is not very accurate for the large price changes caused by the

tax. Consequently, the price elasticities are used mainly to compare estimated cost function

parameters using alternative specifications.

Returning to Table 3.2, with the exception of coal, the own-price elasticities are significantly

greater in the long run than the short run. Some of the long run cross-price elasticities are

significantly larger than the corresponding short run elasticities. The increase in the price of

coal caused by the tax would induce substitution towards natural gas and distillate, and away

from residual and electricity in the long run.15

14I hold prices other than coal equal to one for simplicity, to focus on the short and long run responses to coal
prices. By affecting other prices, the policy would also cause the short run curve to shift.

' 5As noted above, in the model in section 3.2, long run and short run cross-price elasticities are proportional.
In the empirical model, however, the long run elasticities can be smaller or larger than the short run, or have
opposite signs.
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3.5.2 Effect of a Carbon Tax on Energy Demand, Energy Costs and Emis-

sions

In Table 3.3 I calculate the effect of a carbon tax on energy demand, energy costs, emissions,

and the sensitivity to subsequent price shocks. For each outcome, I calculate the short and

long run effect of implementing the policy, again using prices and quantities for plants in the

year they enter. The short run effect corresponds to implementing the policy the same year the

plants enter, but after they have chosen their technology. That is, for each plant I compare the

actual value of the outcome with the predicted value, assuming initial expected prices (Piko) are

equal to the observed prices. Current prices (Pkt) are equal to the observed prices, multiplied

by the effect of the policy on prices (see the bottom of Panel A). For the long run effect, Piko

is the observed initial price, multiplied by the effect of the policy.

Panel A shows the response of fuel and electricity demand to the tax, in the short and long

run, using equations (3.16) and (3.17). Coal, residual and electricity fall in the short and long

run. The long run declines are significantly larger than the short run changes, reflecting the

larger own-price and negative coal cross-price elasticities in Table 3.2. Natural gas rises slightly

more in the long run, and distillate falls in the short run but rises in the long run.

Panel B shows the effect of the policy on energy costs and emissions. The short run effect on

costs, about 8 percent, is considerably larger than the long run effect. From equation (3.18) the

percent change in emissions is the weighted sum of percent changes of each fuel. The weights

are the emissions rates for each fuel, obtained from the Department of Energy website. That

is, I assume that the tax does not affect emissions per BTU of energy consumed. The long run

decline in emissions is larger than the short run. Thus, the results in Panel B show that it is

important to account for endogenous technological change in analyzing climate change policies.

3.5.3 Effect of an Energy Price Shock Following Policy Implementation

Panel C in Table 3.3 shows the effect of the policy on plants' sensitivity to additional energy

price shocks. As discussed in the previous subsection, the tax causes substitution away from

coal, residual and electricity, and towards natural gas and distillate. Consequently, I expect

that the costs of plants entering after policy implementation should be more sensitive to natural

gas or distillate price shocks, than without the policy. To study this possibility, I begin with

125



the predicted long run costs of plants in the ASM sample (i.e., the long run costs in Panel

B, where both Pik and Piko include the effect of the policy). Each column in Panel C shows

the effect of increasing the corresponding price by an additional 10 percent, after plants have

entered. Columns 3 and 4, for example, represent an oil shock. For comparison, I calculate the

effect of a 10 percent price shock on costs, in the absence of the policy.

In general, the imprecise estimates prevent strong conclusions. However, the calculations

follow the expected pattern. Coal, residual and electricity price shocks are slightly less costly

under the policy, while natural gas and distillate shocks are more costly. This is because the

shift towards natural gas and distillate increases the sensitivity to those price changes. As

noted above, I cannot determine whether these effects constitute a cost or benefit of the policy.

It would be necessary to estimate the variances of the prices (i.e., it could represent a cost if

natural gas is more volatile than coal), and the response of technology to expected variance.

3.5.4 Robustness

I now address several potential criticisms of the baseline results. First, it is possible that the

estimates of equations (3.25) and (3.26) are biased by omitted variables. For example, energy

prices may be correlated with unobserved plant productivity, i.e., total factor productivity

(TFP).

Alternatively, plants may demand a fuel for different end-uses, such as natural gas, which

can be used as a boiler fuel or for process heating. Suppose that the elasticities for these

two end-uses differ, and plants decide whether to use natural gas for these purposes, based on

relative energy prices. Then the estimated own-price elasticity for natural gas would include

the effect of prices on the end-use decisions, in addition to the flexibility of a plant with a given

set of end-uses.

In Panel A of Table 3.4, I address these two issues, estimating equation (3.25) in first dif-

ferences. This removes unobserved fixed effects, including TFP. Furthermore, assuming that

technology cannot be changed after entry, this approach estimates the effect of prices on en-

ergy demand, holding fixed plants' end-uses. In other words, these estimates correspond to a

weighted average of the elasticities for different end-uses.1 6 In general, the results are quite

16Since the energy prices at the time of entry are fixed over the life of the plant, the long run coefficients are

126



similar to the baseline. Several of the elasticities are somewhat smaller in Table 3.4, such as

the distillate own-price estimate, but the discrepancies are not large.

As Table 3.1 shows, energy demand varies according to total energy requirements. For

example, plants using more energy tend to consume more coal. This suggests that the homo-

theticity assumption may not be valid, and that elasticities may vary with plant size. I relax

this assumption in Panel B, by including the log of total energy consumption (in BTUs) on the

right hand side in equation (3.25). Note that I do not jointly estimate the cost function. This

is a commonly used technique in working with the translog cost function, but the inference is

obviously complicated by the endogeneity of total energy demand. Nevertheless, the short run

elasticities are quite similar to those in Table 3.2, suggesting that the homotheticity assumption

is not a major concern (for comparison, Panel A of Table 3.5 shows the short run elasticities

from estimating equation (3.25), without costs on the right hand side).

Finally, the empirical analysis has assumed that energy is separable from other inputs. This

allows me to estimate the cost function parameters without including in the regressions other

input prices, which may be endogenous. I relax this assumption, and estimate a cost function

that includes production workers, non-production workers, materials, and the same five energy

inputs.1 7 The dependent variables are the expenditure of each input in total variable input

costs. The independent variables are the same five energy prices, plus state-industry-year log

real prices of production workers, non-production workers, and materials. 18 The analogous

cost share equations to (3.25), and the corresponding cost function, are estimated by a SUR

estimator, imposing all homogeneity and symmetry restrictions. The short run price elasticities

for the energy inputs are shown in Panel B of Table 3.5. The estimates are generally similar to

not identified. I can only compare the short run elasticities from this model with those shown in Table 3.2.
i7The specification reported in Table 3.5 does not include the price of capital as a control variable, so it contains

the assumption that variable input demands are separable from capital. Recall, however, that the regressions
include industry-region-year interactions. Thus, variation in investment prices at this aggregation level or higher
are absorbed. More detailed prices are unavailable, preventing further progress.

'8The nominal production worker wage by state, industry and year is the average wage, in dollars per hour, of
plants in the corresponding cell. Non-production worker hours are unreported, so I assume that they work the
same number of annual hours as production workers. The nominal materials price by state, year and industry
is computed from the CM materials files, 1963-1997 (the ASM does not contain detailed materials information).
The price is the weighted average of the 6-digit materials prices of plants in the corresponding industry and state.
The weights are the reported share in materials expenditure of the products, reported in the CM materials files.
These prices are extrapolated linearly between the Census years to obtain prices in the intervening years. All
nominal prices are deflated by the same output price as the energy prices.
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those in Table 3.2. Several of the own-price elasticities are significantly larger, which suggests

that there is some ability to substitute from energy to other inputs. The substitution patterns

are nearly identical to the baseline results, and in most cases the estimates are statistically

indistinguishable. The corresponding calculations for Table 3.3 are also fairly similar, which

suggests that the separability assumption does not have a large effect on the results.

3.5.5 Effect of a Carbon Tax on Plant Exit

I now discuss the final implication of a carbon tax, that the increase in energy costs may cause

plants to exit. To the extent that capital cannot be resold, this would imply an additional

negative effect of the policy.

The strategy for calculating the effect of the policy on exit is straightforward. To determine

the change in exit, I multiply the predicted short run increase in energy costs, 8 percent, by the

elasticity of exit with respect to energy costs. I estimate the elasticity from a regression where

the independent variable is the probability a plant survives, and the dependent variable is log

energy costs. I expect the coefficient to be negative, since higher energy costs should make a

plant less likely to survive.

More specifically, the estimation sample includes all plants in the Census of Manufactures

that enter after 1963, for the years 1967-1992. The dependent variable is an indicator, equal to

one if the plant survives to the next Census (five years later).

The independent variable is the log of predicted total energy costs. Substitution and tech-

nological change affect energy costs, so I cannot use actual costs as an independent variable.

Instead, I calculate predicted costs using the cost function parameters from equation (3.26),

and the plant's current and initial energy prices. In other words, the independent variable

is a weighted sum of current prices, initial prices, and the interactions. The weights are the

estimated cost function parameters, and do not change over time; consequently, the predicted

costs do not include the effect of technological change or substitution due to energy prices.

Table 3.6 shows the estimates from an OLS regression of survival on predicted costs, in-

cluding plant age by year, and industry-region-year interactions.19 The estimate in column 1

19 The binary dependent variable suggests the use of Maximum Likelihood estimators (e.g. Probit), but they
cannot deal with the large numer of parameters and fixed effects. This remains an unresolved issue.

128



implies that a one percent increase in predicted costs reduces survival (increases exit) by 0.02

percentage points, or by about 800 plants, given that there were about 400,000 plants in the

manufacturing sector in 1997. Assuming that capital cannot be resold when the plants exit,

this effect would imply an additional cost of the policy of about $2.2 billion, which is about 35

percent of the estimated short run increase in energy costs.20 This calculation suggests that

the costs due to exit are substantial.

In column 2 the dependent variable is a dummy equal to one if the plant survives for 10

years. The estimated elasticity is quite similar to that in column 1. Columns 3-6 include

additional controls: age-industry-year interactions and age-industry-region-year interactions.

The estimates are fairly stable across specifications.

3.6 Conclusions

This paper measures the effects on the manufacturing sector of implementing a carbon tax,

which alters relative energy prices. I estimate a short and long run cost function for the

sector, by assuming that plants choose their technology when they enter, and cannot change it

afterwards. Aplant selects its technology in response to expected prices at entry.

I use the cost function estimates to calculate the effect of the tax on energy demands,

emissions, energy costs and the sensitivity to subsequent price shocks. I estimate the effect of

costs on exit.

The main implication of this paper is that it is essential to incorporate the effects of price-

induced technological change when assessing climate change policies. I have argued that the cost

function estimates can be used to calculate the response to an emissions tax, so the conclusion

about the importance of technological change is likely to hold for an emissions tax, as well.

Since most climate change policies would cover the entire economy, a useful direction of future

research would be to analyze technological change in other sectors of the economy.

20I assume that production is constant returns to scale, and calculate the value of capital services as the
difference between revenue and variable costs (labor, energy and materials). I use data from the Manufacturing
Productivity Database, for the year 1996. I discount future capital services by 10 percent, then divide by the
number of plants in the 1997 Census of Manufactures, to obtain a value of capital of about $2.8 million per plant.
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Table 3.1

Summary Statistics
Panel A: Plant Characteristics

Cost Share

Weighted Cost
Share

Fraction Plants
Using Input

Fraction Non-
Users in Empty
Cells

Coal

0.011
(0.062)

0.035
(0.151)

0.030
(0.148)

0.960

Natural Gas

0.197
(0.194)

0.257
(0.173)

0.614
(0.427)

0.602

Distillate Fuel Oil

0.054
(0.135)

0.051
(0.088)

0.214
(0.372)

0.589

Panel B: Loq Energy Prices

Natural Gas

-0.391
(0.124)

-0.272
(0.123)

-0.167
(0.119)

-0.110
(0.158)

-0.009
(0.144)

0.186
(0.132)

0.337
(0.128)

Distillate Fuel Oil

-0.237
(0.059)

-0.282
(0.066)

-0.265
(0.075)

-0.281
(0.084)

-0.039
(0.084)

0.225
(0.090)

0.410
(0.100)

Residual

0.072
(0.067)

-0.195
(0.072)

-0.152
(0.078)

-0.250
(0.078)

-0.078
(0.094)

0.158
(0.097)

0.350
(0.105)

Electricity

-0.078
(0.174)

-0.128
(0.187)

-0.126
(0.205)

-0.078

(0.195)

-0.053
(0.189)

0.081
(0.206)

0.208
(0.196)

Notes: Standard deviation of industry-region-year residuals in parentheses (see text). Figures in Panel A are
calculated from the Annual Survey of Manufactures, 1975-1981. Weighted cost shares use total energy costs as
weights. Fraction of plants with positive expenditure is the number of plants with positive expenditure for the
corresponding energy source, divided by the total number of plants in the sample. Fraction non-users in empty
cells is the fraction of plants that do not use the input, located in industry-region-year cells in which zero plants
use the fuel. Real prices are computed from the Census of Manufactures and Deparetment of Energy (1972-
1982, see text), weighted by total energy costs.

Residual

0.034
(0.109)

0.087
(0.135)

0.112
(0.280)

Electricity

0.704
(0.223)

0.570
(0.276)

1.000

0.755

Year

1975

1976

1977

1978

1979

1980

1981

Coal

0.117
(0.156)

0.035
(0.127)

0.008
(0.110)

0.029
(0.102)

-0.019
(0.101)

-0.083
(0.115)

0.065
(0.115)



Table 3.2

Own- and Cross-Price Elasticities

Panel A: Short Run

Price

Energy Source

Coal

Natural Gas

Distillate

Residual

Electricity

Coal

-0.45
(0. 1 9)

0.20
(0.08)

-0.09
(0.13)

-0.01
(0.12)

0.00
(0.12)

Natural Gas

0.29
(0.14)

-0.43
(0.17)

0.32
(0.16)

0.16
(0.14)

0.05
(0.14)

Energy Source

Coal

Coal

-0.49
(0.16)

Natural Gas

Distillate

Residual

Electricity

0.30
(0.15)

0.18
(0.14)

-0.27
(0.12)

-0.10
(0.12)

Natural Gas

0.39
(0.16)

-1.01

(0.29)

0.46
(0.18)

0.39
(0.17)

0.27
(0.16)

Panel B: Long Run

Price

Distillate

0.06
(0.05)

0.09
(0.07)

-1.79
(0.37)

0.39
(0.11)

-0.02
(0.08)

Notes: Short run elasticities are calculated numerically, as described in the text. Coefficients are obtained
by estimating equations (3.25) and (3.26) using a Seemingly Unrelated Regression (SUR) estimator, with
all homogeneity and symmetry restrictions imposed (see text). The sample is the same as in Panel A of
Table 3.1. Elasticities are calculated using each plant's cost shares, and weighting by the quantity used of
the corresponding input. Standard errors in parentheses, calculated using the delta method.

Distillate

-0.02

(0.05)

0.06
(0.03)

-1.02
(0.26)

0.16
(0.08)

0.03
(0.08)

Residual

0.00
(0.11)

0.05
(0.05)

0.42
(0.18)

-0.55
(0.20)

0.03
(0.14)

Electricity

0.18
(0.14)

0.11
(0.14)

0.37
(0.16)

0.24
(0.13)

-0.11
(0.05)

Residual

-0.19
(0.10)

0.21
(0.11)

1.04
(0.24)

-1.00
(0.29)

0.16
(0.12)

Electricity

0.04
(0.12)

0.40
(0.17)

0.12
(0.15)

0.23
(0.16)

-0.31
(0.17)



Table 3.3

Effect of a $10 Carbon Tax
Panel A: Energy Demand

Short Run

Long Run

Percent Price
Increase Due To Tax

Coal

-20.37
(8.41)

-25.20
(10.13)

59

Co,

7.8

(3.2

4.9

(1.9

Natural Gas

5.75

(2.99)

8.18
(4.69)

7

Distillate

-9.44
(3.12)

4.81
(2.07)

10

Residual

-5.33
(2.45)

-31.44
(6.11)

10

Electricity

-1.16
(2.15)

-5.16
(2.61)

6

Panel B: Costs and Emissions

ts Emissions

88 -2.30

21) (2.05)

~2 ~ -5.33
)3) (2.55)

Panel C: Percentage Increase in Costs due to a 10% Price Increase

Coal

0.19
(0.22)

0.24
(0.30)

Natural Gas

3.28
(2.02)

1.73
(0.99)

Distillate

0.77
(0.42)

0.23
(0.31)

Residual

0.90
(0.42)

1.83
(0.61)

Electricity

5.11
(2.57)

6.87
(2.65)

Notes: Percent changes in energy demands are calculated using equations (3.16) and (3.17). The estimates
are the weighted averages over plants in the sample, using observations of plants in their entry year. Short run
elasticities are calculated by adding the price changes shown at the bottom of Panel A to actual current prices.
Long run elasticities are calculated by adding the changes to actual current and expected prices. Weights are
the plant's average share of BTUs in the sample, with and without the policy. Percent increase due to tax is
calculated from 2002 energy prices in the State Energy Price Report, and emissions per BTU from the
Department of Energy, using a tax of 10 dollars per metric ton of carbon dioxide equivalent (see text). Costs
and emissions are calculated from equations (3.11) and (3.18), using the same prices as in Panel A.
Observations are weighted by the plant's share in energy costs, and emisions per BTU for each input, obtained
from the Department of Energy. Observations are weighted by predicted costs. Estimates in Panel C are the
percentage increase in costs due to a 10 percent increase in the price of the corresponding input, calculated
from equation (3.11).

Short Run

Long Run

With Tax

Without Tax



Table 3.4

Own- and Cross-Price Elasticities, Robustness Checks
Panel A: First Differences

Price

Energy Source

Coal

Natural Gas

Distillate

Residual

Electricity

Coal

-0.41
(0.19)

0.07
(0.13)

0.02
(0.13)

-0.02
(0.12)

0.06
(0.13)

Natural Gas

0.15
(0.12)

-0.62
(0.16)

0.37
(0.17)

0.10
(0.14)

0.10
(0.14)

Distillate

0.01
(0.05)

0.07
(0.07)

-0.80
(0.23)

0.02
(0.06)

0.02
(0.08)

Residual

-0.01
(0.11)

0.01
(0.09)

0.06
(0.15)

-0.34
(0.16)

0.03
(0.11)

Panel B: Relax Homotheticity

Price

Energy Source Coal

-0.44
(0.20)

Natural Gas

Distillate

Residual

Electricity

0.20
(0.13)

-0.06
(0.13)

0.00
(0.12)

-0.02
(0.12)

Natural Gas

0.28
(0.14)

-0.43
(0.18)

0.35
(0.17)

0.12
(0.14)

0.07
(0.14)

Distillate

-0.01
(0.05)

0.07
(0.07)

-1.06
(0.27)

0.16
(0.08)

0.02
(0.08)

Residual

0.01
(0.11)

0.03
(0.09)

0.42
(0.17)

-0.54
(0. 1 0)

0.04
(0.11)

Electricity

0.26
(0.15)

0.17
(0.15)

0.36
(0.16)

0.25
(0.13)

-0.22
(0.16)

Coal

Electricity

0.16
(0.13)

0.13
(0.14)

0.34
(0.16)

0.26
(0.13)

-0.12
(0.12)

Notes: Elasticities and standard errors are calculated as in Table 2. In Panel A, equations (3.25) and
(3.26) are estimated in first differences. In Panel B, the log of total energy demand, in BTUs is added to
each equation in (3.25). The model is estimated without the cost function in Panel B.



Table 3.5

Additional Robustness Results
Panel A: Omit Cost Function

Price

Energy Source

Coal

Natural Gas

Distillate

Residual

Electricity

Coal

-0.45
(0.20)

0.20
(0.14)

-0.08
(0.13)

-0.02
(0.12)

0.00
(0.12)

Natural Gas

0.29
(0.14)

-0.45
(0.18)

0.37
(0.17)

0.12
(0.14)

0.08
(0.14)

Panel B: Include Other Inputs

Energy Source

Coal

Natural Gas

Distillate

Residual

Electricity

Coal

-0.53
(0.09)

0.18
(0.04)

-0.17
(0.03)

-0.13
(0.03)

0.00
(0.03)

Natural Gas

0.15

(0.04)

-0.83
(0.05)

0.23
(0.04)

0.02
(0.03)

0.00
(0.01)

Price

Distillate

-0.04

(0.01)

0.07
(0.02)

-1.37
(0.09)

0.13
(0.02)

0.00
(0.02)

Residual

-0.10
(0.02)

0.01
(0.02)

0.41
(0.06)

-0.74
(0.11)

-0.05
(0.06)

Electricity

0.04
(0.05)

0.00
(0.03)

0.03
(0.03)

-0.05
(0.03)

-0.35
(0.07)

Notes: Elasticities and standard errors are calculated as in Table 3.2. In Panel A, the share equations in
equation (3.25) are estimated (see text). Total operating costs are equal to energy costs plus labor and
materials costs. The dependent variables used in panel B are the shares of expenditure in total operating
costs of production workers, non-production workers, materials, coal, natural gas, residual and electricity.
The independent variables are the log prices of these inputs, and the price of distillate. The operating cost
share equations, plus the corresponding cost function, are estimated by a SUR estimator, imposing all
cross- and within-equation symmetry and homogeneity restrictions.

Distillate

-0.01
(0.05)

0.07
(0.07)

-0.99
(0.26)

0.14
(0.07)

0.02
(0.08)

Residual

-0.01
(0. 1 1)

0.03
(0.10)

0.37
(0.17)

-0.54
(0.20)

0.06
(0.11)

Electricity

0.19
(0.14)

0.15
(0.14)

0.32
(0.15)

0.30
(0.14)

-0.16
(0.08)



Table 3.6

Effect of Predicted Energy Costs on Plant Survival, 1967-1992

Dependent Variable: Survival Indicator

(1) (2) (3) (4) (5) (6)

Predicted Energy -0.019 -0.024 -0.012 -0.015 -0.018 -0.032
Costs (0.002) (0.003) (0.002) (0.003) (0.003) (0.003)

R2 0.07 0.08 0.06 0.06 0.07 0.08

Number ofNumber of 879,238 625,916 879,238 625,916 625,916 625,916
Observations

5-year Survival Yes No Yes No Yes No

10-year Survival No Yes Yes Yes Yes Yes

Interactions Age x Year, Age Year, Agexndx AgeInd x Age x Ind x Age x Ind x
Includ x Year x Ind x Year xeg Year Year Year x Reg Year x Reg

Included Reg Reg

Notes: Standard errors in parentheses, clustered by industry-region-year cell. The sample in columns 1, 3 and 5
includes all plants in the Census of Manufactures, 1967-1992, which entered after 1963, and are located in
industries and states covered by the 1975 Annual Survey of Manufactures fuel supplement. The sample in
columns 2, 4 and 6 is constructed similarly, but ends in 1987. The dependent variable in columns 1, 3 and 5 is an
indicator equal to one if the plant survives to the next Census. The dependent variable in columns 2, 4 and 6 is
an indicator equal to one if the plant survives for the next two Censuses. Predicted energy costs for each plant is
calculated using the cost function estimates from the regression reported in Table 3.2, and the plant's current and
initial energy prices (see text).



Appendix Table

Estimated Cost Function Parameters
Panel A: First Order Terms (a's)

Coal

0.099
(0.001)

Natural Gas

0.319
(0.002)

Distillate

0.034
(0.001)

Panel B: Second Order Terms (13's)

Coal Natural Gas

0.005 -0.010
Coal ~ (0.001) (0.002)

0.135
Natural Gas (0.010)

(0.010)

Distillate

Residual

Electricity

Distillate

-0.016
(0.002)

-0.008
(0.002)

-0.014
(0.003)

Panel C: Regression Statistics

Number of
Observations

Monotonicity

Residual

0.094
(0.001)

Electricity

0.454
(0.004)

Residual

0.026
(0.002)

-0.051
(0.004)

0.070
(0.009)

-0.036
(0.004)

Electricity

-0.005
(0.001)

-0.066
(0.002)

-0.032
(0.004)

-0.009
(0.002)

0.112
(0.009)

61,599

0.95

Notes: Standard errors in parentheses. Coefficients are from the estimation of equations (3.25) and (3.26) by a
SUR estimator (see text). The dependent variables are log total energy costs, and the coal, natural gas, residual
and electricity cost shares. Because of the symmetry restrictions, the 5 x 5 matrix of 13 is symmetric. Monotonicity
is the fraction of observations for which all predicted cost shares are positive.



Figure 3.1: Short Run vs Long Run Effect of a Carbon Tax
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Notes: The curve DSR(ANT) is the demand for coal, as a function of the price of coal, for

plants that enter with no carbon tax in place, holding fixed technology, ANT. The curve

DSR(AT) is the corresponding curve for plants that enter after the policy has been
implemented, with constant technology, AT. The curve DLR is the demand for coal, as a

function of the price of coal at entry. DLR intersects DSR(ANT) at P0, the price of coal with no

tax, and intersects DSR(AT) at P1 , the price of coal with a tax.



Figure 3.2: Estimated Short and Long Run Demand for Coal
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Notes: The curve DSR(ANT) is the coal demand of a plant that enters with all input prices
equal to one, holding technology fixed. Demand is calculated using the cost function

parameters in equation (3.26); see text for details. DSR(AT) is the corresponding curve for
a plant that enters with the price of coal equal to 1.59, and all other prices equal to one.

DL R is the coal demand of a plant that enters with the expected price of coal equal to the

corresponding price, and all other prices equal to one; it intersects DSR(ANT) when the

price equals one, and DSR(AT) when the price equals 1.59.


