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A RESTRICTED-DOMAIN MULTILATERAL TEST APPROACH
TO THE THEORY OF INTERNATIONAL COMPARISONS*

BY KEIR G. ARMSTRONG!

Carleton University, Canada

This article develops a novel multilateral test approach to the problem of inter-
national comparisons. Many of the associated tests are justified as “reasonable”
using the fact that they are direct analogues to properties of the cost-of-living
index. Further support is bestowed upon the new approach by showing that it is
equivalent to an extended version of Diewert’s (1986) multilateral test approach.
Finally, a number of alternative multilateral comparison formulas are evaluated
and the relative superiority of two of them is established.

1. INTRODUCTION

The economic approach to the theory of international comparisons developed
in Pollak (1980, 1981), Diewert (1984), and Armstrong (2001) has a number of
limitations. First, in deriving empirically useful results, it relies heavily on sepa-
rability assumptions about the underlying aggregator functions that are unlikely
to be correct. The most objectionable of these is the requirement that tastes or
technologies be identical or, at the very least, be closely related across countries.
Second, in some contexts, the key assumption that agents behave optimally in al-
locating their available resources may be inappropriate. Finally, implementation
of the economic approach may require unobservable ex ante expectations about
future prices to enable the calculation of rental prices of durable goods.

The test (or axiomatic) approach gets around these problems by focusing ex-
clusively on axiomatic indexes; i.e., those based on ex post accounting data that
are observable and treated as independent variables. Its ultimate objective is to
specify a set of “reasonable” tests (or axioms or requirements) that is sufficient
to determine a unique functional form for the index in question. Failing this, the
specified tests can provide a basis for assessing the relative merits of alternative
formulas motivated outside the test approach framework.

For the most part, the literature in this field is concerned with bilateral com-
parisons.” Working under the auspices of the United Nations International Com-
parison Project (ICP), Kravis et al. (1975, p. 54) were the first to develop a set of
tests that is applicable in a multilateral context. The latest version of this set was
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described by Gerardi (1982). Diewert (1986) proposed a more comprehensive sys-
tem of multilateral tests and then used it to evaluate a number of different methods
for making real output comparisons within a bloc of countries. Balk (1989) used
Diewert’s system to evaluate an additional output-comparison formula.

In the sections that follow, a new framework for making multilateral interna-
tional comparisons is developed. The various tests that define this framework are
set out in Section 2. Many of these tests can be justified as “reasonable” using the
fact that they are direct analogues to properties of the cost-of-living index. Fur-
ther support for the new approach is provided in Section 3 by showing that it is
equivalent to an extended version of Diewert’s (1986) multilateral test approach.
Section 4 analyzes a number of alternative multilateral comparison formulas and
Section 5 establishes the relative superiority of two of them. Further exploration
of the relationships among these formulas is undertaken in Section 6, and the two
that have the best axiomatic properties are shown to have justifications grounded
in economic theory. Section 7 offers some concluding remarks.

2. DEFINITIONS

As in Armstrong (2001), the maintained domain of comparison involves a
bloc of countries N :={1,...,n} with h:= (hy,..., h,)" € R” . resident house-
holds, a set of consumer goods and services M := {1, ..., m} with country-specific
national-currency-denominated prices

pu ... Pim
Pi=(p1....p) = | : | e R
Pn1 <o+ DPnm

and a vector of per household consumption bundles

X111 ... Xim
. T . . nm
Xi=(x,....x,) =1 : : e RY

Xnl --- Xum

Unlike that article, however, the underlying preferences that generate X are ig-
nored. Further, the elements of P, X, and h are treated as independent variables.

From the viewpoint of the typical country-k household, the vectors p;, p;, and
xi (i, j, k € N) constitute the only available information that is relevant to the
calculation of the purchasing power parity (PPP) between countries i and j. Prices
outside i and j have no bearing on the cost of a commodity bundle in one of these
countries relative to the cost of the same bundle in the other. Consumption bundles
other than x; are generated by preferences that may be very different from those
of the typical country-k household. Thus, it would appear that the best way to
make use of the available data in calculating PPPs that are specific to country k is
by means of the fixed-weight index-number formula
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-
P; Xk
=
P; Xk

(1) o(pi, pj Xk) =

If the typical country-k household has preferences that admit very little sub-
stitution among the commodity types in M, or if the various price vectors
are not very different from one another, then this index will be approximately
exact.

The most obvious way to think about PPPs that are relevant to the bloc as a
whole is as an aggregate of the n country-specific PPPs. To reflect the democratic
principle of “one person, one vote,” the available data on numbers of households
could be used to provide appropriate weights for the different countries in con-
structing such an aggregate. Following this logic, a bloc-specific PPP index for
country / relative to country j is a function p: R¥" x Rﬁ'r(mﬂ) — R defined over
(i) the price vectors for the pair of countries being compared, (ii) all of the per
household consumption bundles, and (iii) the vector of household numbers. Since
there are n — 2 price vectors that are not arguments of this index (but could be,
in principle), p is called a restricted-domain index. Examples of such indexes are
presented in Section 4.

The first and second vectors of prices over which p is defined can be thought of
as comparison and reference prices, respectively. Given that p is being viewed as
an aggregate of country-specific PPPs and that, under the economic approach, the
country-k PPP index is simply the (Koniis-type) cost-of-living index rg, it seems
reasonable to require that p depend on these prices in the same way that r; does.
Accordingly, the first four tests for p encompass the direct analogues to the “essen-
tial” properties of ry: positivity (P1), nondecreasingness in the comparison prices
(P2), positive linear homogeneity in the comparison prices (P3), and transitivity
with respect to the reference and comparison prices (P4).?

Corresponding to P1 is the requirement that the value of p be a positive number.
The motivation for this test comes from the fact that the PPP between any two
countries is the number of currency units of the first country needed to buy a
commodity bundle equivalent to one that can be bought with a single currency
unit of the second country.

P. Positivity: For alli, j € N, p(pi, p;, X, h) > 0.

The analogue to P2, called positive monotonicity, requires that an increase in
one or more of the comparison prices cause the value of p to increase or remain
the same.

M. Positive Monotonicity: For all i, j € N and for all p; > p;, p(p}, p;, X, h) >
p(pi, pj, X, h).

3 With the singular exception of Samuelson and Swamy’s (1974, pp. 571-72) “dimensional invariance
test” (see below), all other properties of rx that appear in the literature are implied by one or more of
P1-P4.
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The P3-analogue, linear homogeneity, requires that a common proportional
change in all comparison prices cause the same proportional change in the value
of p.

H. Linear Homogeneity: For all i, j € N and for all A € Ry, p(Ap;, pj. X, h) =
Ao(pi, pj» X, h).

The test for p that corresponds to P4 is called transitivity. It requires that the
PPP between two countries be equal to the product of the PPP between the first
country and any third country and the PPP between the same third country and
the second country.

T. Transitivity: For alli, j € N and for allt € NV,

o(pi, P, X, W) p(pr, pj, X, h) = o(pi, pj, X, h)

Seven additional tests for p follow from the preceding four in the same way that
the analogous properties of the cost-of-living index follow from P1-P4. The first
of these additional tests, called identity, requires the value of p to be unity if the
reference and comparison countries are one and the same.

I. Identity:Forall j e N, p(p;,p;, X, h) = 1.

The second implied test for p, called proportionality, asserts that if the result of
applying a common proportional change to a country’s prices is compared with
its original situation, the value of p is the factor of proportionality. Note that this
requirement contains I as a special case.

PP. Proportionality: For all j € N and for all A € R, p(Ap;, pj, X, h) = A.

The third implied test, country reversal, asserts that if the reference and com-
parison countries are switched, the new value of p is the reciprocal of the old.

CR. Country Reversal: For alli, j € N,

1

p(p, pisXa h) = ~w 3N
! p(pi.pj, X, h)

The fourth implied test, negative monotonicity, is the reference-price counter-
part to M. It requires that an increase in one or more of the reference prices cause
the value of p to decrease or remain the same.

NM. Negative Monotonicity: For all i, j € N' and for all p/j > pj, ,o(p,-,p/]-,
X, h) < p(pi. p;. X, h).

The fifth implied test, homogeneity of degree minus one, is the reference-price
counterpart to H. It requires that a common proportional change in all refer-
ence prices cause the value of p to change by the reciprocal of the factor of
proportionality.
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HDM. Homogeneity of Degree Minus One: For all i, j € N and for all A €
Ry, p(pi, Apj. X, h) = 27" p(pi, pj. X, ).

The sixth implied test, price dimensionality, requires that a common propor-
tional change in all reference and comparison prices have no effect on the value
of p.

PD. Price Dimensionality:Foralli, j € N'andforallA e Ry, p(Ap;, Ap;, X, h) =
p(pi, pj. X, h).

The final implication of the four essential tests for p, the mean value test, asserts
that the value of p lies between the smallest and the largest price relative p;¢/pje,
L e M.

MYV. Mean Value Test: For alli, j € N,

.| Dic Di¢
— 1 =p@:p;, X, h) < —
gﬂ{m}_p(p P/ ) %%‘({Pie}

THEOREM 1. Suppose there exists a function p: R?ﬂ X R’J’F(MH) — R satisfying
P and T. Then p also satisfies (i) I; (ii) PP if H holds; (iii) CR; (iv) NM if M holds;
(v) HDM if H holds; (vi) PD if H holds; (vii) MV if both H and M hold.

The proof of this result, like all others in the article, can be found in the appendix.

The direct analogue to the invariance property of the cost-of-living index with
respect to the dimensionality of each price and the position of each commodity in
the “general list” is encompassed by a pair of tests. The first of these, called com-
mensurability, requires that a change in the unit of measure of each commodity*
have no effect on the value of p.

C. Commensurability: For alli, j € N and for all A := (A1, ..., Ay)" € R™Y.,

A A A1
p(Api, Ap;. XA ", h) = po(pi,p;, X, h)

where X is the m x m diagonal matrix with dee = Ag forall £ € M.

The second part of the invariance analogue is captured by commodity symmetry:
a change in the ordering of the items in the general commodity list has no effect
on the value of p.

CS. Commodity Symmetry: For all i, j € N and for any permutation of the
columns of the m x m identity matrix, denoted by L,,,

p(Lupi. Lup;. XTI, h) = p(p;, pj. X, h)

4 Such a change could include measuring the quantity of beer, say, in liters instead of gallons and
the associated prices in currency units per liter instead of currency units per gallon.
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The nature of the dependence of p on the matrix of per household quantities and
the vector of household numbers cannot be established by analogy to properties
of the cost-of-living index because neither set of variables is in the domain of
this (latter) function. Consequently, from a theoretical economic standpoint, no
pertinent test for p can be considered to be as desirable as those discussed above.
From certain applied standpoints, however, this conclusion may not hold. Political
or other noneconomic considerations could lead to the prioritization of a particular
requirement for p that is not grounded in the economic approach.

One such requirement, weight symmetry, precludes the possibility that any
country’s total consumption bundle (or weight) plays a special role in the de-
termination of p.

WS.  Weight Symmetry: For all i, j € N and for any permutation of the columns
of the n x n identity matrix, denoted by I,

P(Pi,p/',i,TX, i;,rh) = p(pi, pj» X, h)

Another “ungrounded” test lives up to the name population irrelevance by
granting equal treatment to every country, regardless of size.

PL. Population Irrelevance: For all i, j € N and for allh' € R”

++2
o(pi, pj, X, W) = p(pi, p;j, X, h)

An obvious counterpart to the price dimensionality axiom discussed earlier,
quantity dimensionality requires that a common proportional change in all per
household quantities together with a possibly different proportional change in all
household numbers have no effect on the value of p.

QD. Quantity Dimensionality: For all i, j € N and forall 8,y € R,

o(pi,pj» BX, yh) = p(pi, p;, X, h)

A stronger version of this requirement, strong quantity dimensionality, states
that acommon proportional change in the per household quantities of any country
has no effect on the value of p.

SQD. Strong Quantity Dimensionality: For all i, j € N/, for allt € N, and for all
VS R++7

p(Pis P Xy X 12X g1 %] ) = p(pis pj, X h)

The importance of the distinction between total and per household quantities
implicit in the definition of p is assessed by the fotal quantities test. It demands
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that a change in per household quantities and numbers of households such that
all total quantities remain the same have no effect on the value of p.

TQ. Total Quantities Test: For alli, j € N,
p(pi.p;. hX. 1,) = p(p;. pj. X, h)

where h is the n x n diagonal matrix with B = hy for all k e N and 1,, is the
n-dimensional column vector of ones.

Bilateral versions of the following test have been proposed by several authors,
beginning with Fisher (1911).

D. Determinateness: If any scalar argument in p tends to zero, then the value of
p tends to a unique positive real number.

Opinions on the desirability of this requirement are usually expressed in a cate-
gorically unequivocal manner. At one extreme is Frisch (1930, p. 405) who “feel[s]
a great repugnance against any index which does not satisfy the determinateness
test.” He justifies his position on practical grounds by adding that “the withdrawal
or entry of any [new] commodity will often have to be performed as a limiting
case when either the quantity .. . or the money value . . . decreases toward zero, re-
spectively increases from zero.” At the other extreme are Samuelson and Swamy
(1974, p. 572) who consider the determinateness test to be “odd ... and not at all
...desirable ... [because] it rules out the non-satiation assumptions often made in
standard economic theory” thereby making it impossible for households to derive
infinite utility when one or more prices vanish.

Next, three tests are considered that require the set of PPPs to change in a
consistent manner as the size of the bloc changes; i.e., they require consistency in
aggregation. First up is the country partitioning test. It says that if some country
t € N is partitioned into two new countries, each with the same per household
consumption bundle x;, then none of the PPPs among the rest of the countries are
affected. If, in addition, the two new countries have the same price vector p,, then
each inherits the PPPs of the original country ¢.

CP. Country Partitioning Test: For all t € N and for all A € (0, 1),

p(pis P (X% (A oo bty (L= A) By hysns oy g, 2T
pij i i j € N\{1}
o if ieN\{t),je{t,n+1}
p if ief{t,n+1}, j e N\{t} ¢ and p.r1 =p
pu if i, jeft,n+1}

where pg := p(pr, pr, X, h) forall k, [ e N U {n+1}.

A stronger version of this requirement is the strong country partitioning test. It
says that if some country ¢ € N is partitioned into two new countries, each with
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a per household consumption bundle that is possibly different from that of the
other, then none of the PPPs among the rest of the countries are affected. If, in
addition, the two new countries have the same price vector p;, then each inherits
the PPPs of the original country ¢.

SCP. Strong Country Partitioning Test: For all t € N and for all (X, X,4+1, 1) €
R x (0, 1) such that (1 — A)X] + AX,1 = X;,

ppi P (Xt X X X ] [ (L= ) Ay AR]T)
pij it i, j e N\{t}
pi it i€ N\{t), j e t,n+1)
p i ie{t,n+1}, j e N\{t} ¢ and ppi1 = pr
o If i,jeft,n+1}

where py == p(pr, pr» X, h) for all k,/ € N U {n +1}.

The third consistency-in-aggregation requirement, tiny country irrelevance,
states that if the number of households in some country ¢ € A/ tends to zero,
the PPPs among the remaining countries tend to those that would prevail if the
bloc excluded country ¢ altogether.

TCIL. Tiny Country Irrelevance: For all t € N, for all i, j € N'\{¢}, and for all
A€ R++7

}E}I})p(pls pjv X7 [hh ey htfls )"htv ht+ls ceey hn]T) = :a(pi» p]7 X*thft)

. T .
Whel‘e X—l — (X], ...,Xl_1,XH_1, ...,Xn) and h_[ = (h], ...,hl_l,h[+], ..
)T

[

The next axiom is called the product test because it asks that the product of

the values of p and a bloc-specific per household consumption index ¢ : Ri’i X

]R_Z:"J’"(mﬂ) — R be equal to the corresponding per household expenditure ratio.

PT. Product Test: Foralli, j € N,

-
P; Xi

(2) p(pi’pf7X7h)¢;(pi9pjaxi’xj’Xah): T
P;Xj

Note that once a functional form is established for p, ¢ can be defined implicitly
by Equation (2). In this case, PT is a tautology.

The final axiom considered in this section is a strengthened version of PT. Fac-
tor reversal says that for any bilateral intrabloc price level comparison given by
p iR x Ri(mﬂ) — R, if the roles of prices and per household quantities are
reversed, the result can be regarded as the corresponding per household con-
sumption index.
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FR. Factor Reversal: For any subbloc N C N, [N| =2, and for all i, j € N,

_ _ PiTXi
p(Pis Pj»Xi, Xj, hi, hj)p(Xi, X, Pis Py, his hj) = —=
P;X;

Note that FR is not a truly multilateral test since g, unlike p, is not defined over
all per household quantities and numbers of households. In bilateral contexts, the
validity of this requirement has occasionally come into question during the past 80
or so years because of its lack of intuitive appeal. This is unfortunate because, as
the following theorem demonstrates, FR is of critical importance in establishing
the axiomatic characterization of bilateral PPP indexes.

TueoreM 2 (Funke and Voeller, 1978). The bilateral PPP index p : R3" x

Ri(mﬂ) — R satisfies CR, FR, WS, and PI if and only if p is the country-j Fisher
“ideal” PPP index; i.e.,

1
Ty nTx. |2
P, Xi P; Xj
To T
P;Xi P; X;

(3) p(pi.pj Xi Xj hishj) = [

3. CONSUMPTION-SHARE EQUIVALENCE

The focus of this section is the translation of Diewert’s (1986) multilateral test
approach into the maintained domain of comparison. Following a detailed review
and extension of the associated set of tests, a subset therefrom is shown to be equiv-
alent to a subset of the restricted-domain tests developed in the preceding section.
This result serves to enhance the validity and usefulness of both approaches.

In order to make it compatible with the test framework established above,
Diewert’s multilateral system of output indexes is treated as a system of bloc-
specific (real) consumption indexes. Any such system is characterized by a func-
tion o: R x R _ R defined over (i) all of the price vectors, (ii) all
of the per household consumption bundles, and (iii) the vector of household
numbers. The ith element (i € N) of the associated image vector o (P, X, h) :=
[o1(P, X, h),...,0,(P, X, h)]" is to be interpreted as country i’s share of total bloc
consumption. Desirable properties for o, called share tests, are denoted by S1, S2,
etc.

The first such property is the fundamental share test—so named because it is
essential to the interpretation of o as a system of consumption shares.

S1. Fundamental Share Test: 0;(P, X, h) > Oforalli € N'and }_o;(P,X,h) = 1.

The next share test is called weak proportionality. It says that if all of the price
vectors are proportional to one another, all of the per household quantity vectors
are proportional to one another, and all of the household numbers are equal to
one another, then country i’s share of the total bloc consumption is equal to its
(common) share in consumption of every item in the general commodity list.
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S2. Weak Proportionality:For alli € N, forallt € NV, forall (1, ..., ) € R},
forally e Ry, andforall (B,...,8,) € R}, suchthat) g =1,

(o] ([Ollpt, ey Olnpt]—r, [,31Xl, ey ,BnXt]T, [)/, ey )/]T) = ,31‘

A stronger version of this requirement is called proportionality. It says that if
any country’s per household quantity vector is multiplied by a positive scalar, then
the ratio of the same country’s consumption share to that of any other country is
equal to the original (premultiplication) consumption-share ratio times the scalar;
all other consumption-share ratios remain the same.

S3. Proportionality: For allt € N and for all A € R,

i (P.X.h) .
Toonaexy i €N

20,(P,X,h) i
7o 1o,PXH) !

oi(P,[xl,...,kx,,...,xn]T,h)= .
1=1

The fourth property, called the monetary unit test, states that multiplying each
price vector, the matrix of per household quantities and the vector of household
numbers by (possibly different) positive scalars has no effect on the consumption
share of any country.

S4. Monetary Unit Test: For all i € N, for all (a1,...,a,) € R%_, and for all
(137 y) € Ri_p?

oi([a1p1, - .-, aupa] " BX, yh) = 0;(P, X, h)

The fifth share test, commensurability, requires the consumption shares to be
invariant to changes in the units of measure of commodities.

S5. Commensurability: For alli € N and for all A := (A1, ..., An)" € R7,,
ai(PA, XA h) = 0:(P, X, h)

where X is the m x m diagonal matrix with doe = A for all £ € M.
The sixth test is called country symmetry because it requires that o treat the
prices and quantities of every country in the same manner.

S6. Country Symmetry: For any permutation of the columns of the n x nidentity
matrix, denoted by I,

o(,P.I,X, I;h) =1 o(P. X, h)

The preceding axiom makes the names of countries irrelevant to the determina-
tion of consumption shares. Commodity symmetry does the same for commodity
names.
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S7. Commodity Symmetry:Foralli e N and for any permutation of the columns
of the m x m identity matrix, denoted by L,,,,

o;(PL,, XI,.h) = 0;(P, X, h)

The following three tests for o are consistency-in-aggregation requirements.
The country partitioning test says that if some country ¢t € A/ is partitioned
into two new countries, each with the same per household consumption bun-
dle x; and the same price vector p;, then none of the consumption shares among
the rest of the countries are affected and the consumption-share ratio between
the two new countries is equal to the corresponding ratio of household numbers.

S8. Country Partitioning Test: For all t € N and for all A € (0, 1),

6i ([PT’ pl]T’ [XT’ X[]Ta [hlv s ht—la (1 - )\-)htv hl‘-‘rlv L] hna )"hl]T)

oi(P, X, h) i i e M\fr)
»0:(P, X, h) if i=n+1

The second consistency-in-aggregation requirement for o, tiny country irrele-
vance, states that if the number of households in some country ¢ € N tends to
zero, the consumption shares among the remaining countries tend to those that
would prevalil if the bloc excluded country ¢ altogether.

S9. Tiny Country Irrelevance: For allt € N, foralli € N'\{t},andforallx e R, ,

yn(l)a,»(P, X, [h1, ..o My, o k") = 6(P X )

where P :=(P1,. ., Pro1s Pratr - Pn) > Xoyi= (X1, s X1, Xpg1h ., X)) T
and h_t = (hl, ey ht—la ht—&-l’ ey hn)T.

The last of the multilateral tests devised by Diewert (1986) is called strong de-
pendence on a bilateral formula. Arguably the least compelling of the consistency-
in-aggregation requirements, it asks that the consumption-share ratio between
any two countries tend to the value given by some bilateral total-consumption
index-number formula as the number of households in the rest of the bloc shrinks
to zero.

$10. Strong Dependence on a Bilateral Formula: For all j € N, for alli € N\{j},
and for all A € Ry, there exists a function ¢ : R¥? x R%" — R such that

im o; (P, X, [)»h], RV PRI TRV FER Khj_1,/’lj, )J’lj.H, e, )J’ln]T)
100 (P, X, [Ahy, ..., Ay, by, Mgy oo ARy By b, )T

= l/f(Pi,PpXi,Xj,hi,h/)
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Each of the next five tests is original. The first, monotonicity, says that if one
or more of the prices in some country are increased, ceteris paribus, then the
percentage change in that country’s expenditure deflator is at least as large as the
percentage change in the expenditure deflator of any other country.

S11. Monotonicity: For all i, j € N and for all p; > p;,

A

81‘28]

where §; and § j are defined implicitly by

R 1+35;
146 =
+o 1+6;
and
« 1
1+46; = —
1+O']'

respectively, and

/T
a . Pi Xi

-1
P,Txi

6" — Gl ([plv"'api—lal);’pi-i—l’ "-7pn]T’X’h) _1
t oi(P, X, h)

and

5 o (P it Pl Pisn Pl X R)
I o;(P, X, h)

Taeorem 3. S1 and S11 implies 6; < §;.

By rearranging the terms that result from substituting for 6; and §; using their
respective definitions, the preceding inequality can be interpreted as meaning that
an increase in one or more of the prices of country i causes its expenditure deflator
to increase or remain the same:

hip; x; hip]" x;

4) - < ; =
UI(P’ X’ h) al([plv MR pi—l’ pl‘y pl+15 ML) pn] ’ X’ h)

Since expenditure deflators are implicit PPP indexes, this requirement is clearly
analogous to the (positive) monotonicity test for the explicit PPP index of
Section 2.
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The second new share test, implicit identity, asserts that if the prices of any two
countries are equal to one another, the consumption-share ratio between them is
equal to the corresponding total-expenditure ratio.

S12. Implicit Identity: For alli, j € N,

oi ([P1.---  Pi=1.Pj Pists - Pa] . X, ) _ hip | x;

oi([p1s-- s Pi-1. Pjs Pit1s - - Pa) T, X, ) th]TXj

As above, this requirement can be restated in terms of expenditure deflators:
If one country’s prices are the same as another’s, then so are their expenditure
deflators.

The third new requirement for o is the fotal quantities test. It asks that a change in
per household quantities and numbers of households such that all total quantities
remain the same has no effect on the consumption share of any country.

S13. Total Quantities Test: For alli € N,
0;(P, hX, 1,) = 0;(P, X, h)

where h is the n x n diagonal matrix with hug = hy, for all k e A and 1,, is the
n-dimensional column vector of ones.

A strengthened version of S8, the strong country partitioning test says that if
some country ¢ € A is partitioned into two new countries, each with the same
price vector p; but possibly different per household consumption bundles, then
none of the consumption shares among the rest of the countries are affected
and the consumption-share ratio between the two new countries is equal to the
corresponding total-expenditure ratio.

S14. Strong Country Partitioning Test: For all t € N and for all (x], X,+1, ) €
R x (0, 1) such that (1 — A)X] + AX,1 = X;,

Gi([PT,p] XX X Xt ] [P, ooy (U= W)Be, o By 3R] )

o:(P, X, h) it Qe Mt}
- (1—)\)§:T§fot(P,X,h) it i=t
)\p;);—';lat(P,X,h) it i=n+1

The last axiom considered in this section is the ratio test. It provides a link
between the two multilateral test approaches defined above by requiring that the
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ratio of any two countries’ restricted-domain total consumption indexes’ be equal
to the corresponding consumption-share ratio.

RT. Ratio Test: For alli, j € N and for all k ¢ NV,

hid(pi, P Xi, X, X, h) — 0i(P, X, h)

5 - =
® hid(pj. Pi. Xj, Xk, X, h) (P, X, h)

Using this axiom together with three others, it is possible to derive the pre-
cise mathematical relationship between the consumption-share system o and the
restricted-domain PPP index p.

s . L2 n(m+1)
LemmA 1. Suppose there exists a function p : R} x RY

P, and a function o: R x R s R" satisfying S1. Define the function ¢:

Ri’:’_ X Rier"(mH) — Rimplicitly by Equation (2) and suppose that (¢, o) satisfies

RT. Then

— R satisfying

©6) o:(P, X, h) =
Xj: hip/xi p(p;, pj, X, h)

-1
hipiX; p(pi.p;. X, h) }
If, in addition, p satisfies T, then

hip;rX,' 0j (P, X, l‘l)
h/'p}—Xj O'l'(P, X, h)

™) p(pi, pj, X, h) =

Equation (6) enables the derivation of each of the nonfundamental share tests
(S2-S14) from one or more of the tests for p.

LemMA 2. Suppose there exists a function p: Ri_’i X Ri(rnﬂ) — R satisfying P,

and a function o : R x R’fr(mﬂ) — R"satisfying S1. Define the function ¢ : Ri’i X
RimJ”"(mH) — R implicitly by Equation (2) and suppose that (¢, o) satisfies RT.
Then o satisfies (i) S2 if p satisfies H and HDM; (ii) S3 if p satisfies SOD and T;
(iii) S4 if p satisfies H, HDM, and QD; (iv) S5 if p satisfies C; (v) S6 if p satisfies
WS; (vi) S7 if p satisfies CS; (vii) 88 if p satisfies CP; (viii) S9 if p satisfies TCI;
(ix) S10 if p satisfies TCI and T; (x) S11 if p satisfies M; (xi) S12 if p satisfies T;
(xii) S13 if p satisfies TQ; (xiii) S14 if p satisfies SCP.

The derivation of each of the tests for p—except P, T, PI, D, PT, and FR—from
one or more of the share tests is enabled by Equation (7).

5 Recall that indexes of this sort can be defined implicitly in terms of a restricted-domain PPP index
by Equation (2).
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LemMA 3. Suppose there exists a function p: R¥" x Ri(mﬂ) — R satisfying P
and T, and a function o : R"}"} x RT’"H) — R"satisfying S1. Define the function ¢
R x R R implicitly by Equation (2) and suppose that (§, o) satisfies
RT. Then p satisfies (i) M if o satisfies S11; (ii) H if o satisfies S4; (iii) C if o
satisfies S5; (iv) CS if o satisfies S7; (v) WS if o satisfies S6; (vi) QD if o satisfies
S4; (vii) SOD if o satisfies S3; (viii) TQ if o satisfies S13; (ix) CP if o satisfies S8;
(x) SCP if o satisfies S14; (xi) TCI if o satisfies S9.

Under the hypothesis that o together with ¢ defined implicitly in terms of p
satisfies the ratio test, the next theorem establishes the equivalence of Diewert’s
(1986) multilateral test approach and that of Section 2 by combining the results
presented in Lemmas 2 and 3.

THEOREM 4. Suppose there exists a function p: Ri’i X R'fr(mﬂ) — Rsatisfying P
and T, and a function o : R"™ x R s R satisfying S1. Define the function -

R x Rim’L”(mH) — Rimplicitly by Equation (2) and suppose that (¢, o) satisfies
RT. Then

(i) o satisfies S3 if and only if p satisfies SQD;

(il) o satisfies S4 if and only if p satisfies H and QD;

(iii) o satisfies S5 if and only if p satisfies C;

(iv) o satisfies S6 if and only if p satisfies WS;

(v) o satisfies 87 if and only if p satisfies CS;

(vi) o satisfies S8 if and only if p satisfies CP;
(vil) o satisfies S9 and S10 if and only if p satisfies TCI;
(viil) o satisfies S11 if and only if p satisfies M;

(ix) o satisfies S12;

(x) o satisfies S13 if and only if p satisfies TQ;

(xi) o satisfies S14 if and only if p satisfies SCP.

Bystating that two independently developed test approaches imply one another,
this theorem reinforces the “reasonableness” of both. It should be understood,
however, that such equivalence holds only for a particular class of PPP indexes
and a particular class of consumption-share systems. The next lemma shows that
the transitivity axiom restricts the admissible p indexes to ratios of national price
levels that are independent of foreign prices. The theorem that follows shows that
national expenditures deflated by these price levels and then normalized to sum
to unity comprise the class of admissible consumption shares. This restriction on
o is a direct consequence of the ratio test.

LemmMa 4 (Eichhorn, 1978, pp. 156-157). The function p: R¥" x R

R satisfies T if and only if, for some §: R, x R LR
3(pi» X, h)
(8) p(pi.p;. X, h) = 2=

5(p;. X. )
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THEOREM 5. Suppose there exists a function p: R2™. x R s R satisfying P
and T, and a function o : R"}"} x Ri(mﬂ) — R"satisfying S1. Define the function ¢
R x R R implicitly by Equation (2) and suppose that ($, o) satisfies

RT. Then, for some §: R x RTMH) — Ryy,

) (P, X, h) hip/ x; )3 hip; X, -
(P, X, h)= ———— _—
8(plv Xv h) ] 8(p]’ X’ h)

The practical value of consumption-share equivalence is that it enables the
evaluation of indexes of the form (8) either directly via the axioms of Section 2 or
indirectly via those of the present section. Consequently, any admissible restricted-
domain PPP index can be compared with any consumption-share system under
the share-test approach. Such comparisons are undertaken in Section 5.

4. SOME EXAMPLES

There are many different ways in which the available price and quantity data can
be aggregated into a bloc-specific index of relative purchasing power. In this sec-
tion, 12 such alternatives are presented and evaluated in the light of the foregoing
pair of test approaches.

Patterned after the multiplicative democratic PPP index,’ the household demo-
cratic PPP index for country i relative to country jis defined as the household-share-
weighted geometric mean of the n country-specific PPPs given by (1):

x|
i Ak
(10) prp(i, pj, X, ) =] |: }

L
K LPjXk

where hy ;= hy/ IZh is the fraction of bloc households living in country &, 1,, being
the n-dimensional (column) vector of ones. By assigning each country-k PPP index
a weight that is proportional to the number of households that it represents, pup
affords equal treatment to all households in the bloc.

THEOREM 6. The household democratic PPP index ppp satisfies all of the
restricted-domain tests except PI, TQ, SCP, and FR.

CoRrROLLARY 1. The associated system of consumption shares, o yp, defined by
(6) with p := pup, satisfies all of the share tests except S13 and S14.

A weaker democratic aggregation rule would treat countries as equals rather
than households. Accordingly, define the country democratic PPP index for coun-
try i relative to country j as the unweighted geometric mean of the country-specific
PPPs:

6 See Section 3 of Armstrong (2001).
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x|’
(11) peo(pi,pjs X h) =] {p ]

L
K LPjXk

THEOREM 7. The country democratic PPP index pcp satisfies all of the restricted-
domain tests except CP, SCP, and TCI.

CoRroOLLARY 2. The associated system of consumption shares, o cp, defined by
(6) with p := pcp, satisfies all of the share tests except S§8-S10 and S14.

Although p¢p fails one fewer restricted-domain test than ppp, the former’s
shortcomings can easily be seen to be much worse than the latter’s. If, for example,
the size of the bloc is likely to change over time, the benefit of satisfying PI, TQ,
and FR will be more than offset by the cost of satisfying none of the consistency-
in-aggregation requirements.

The preceding PPP indexes can be regarded as examples of “external average”
formulas. In each case, the per household country-k basket x; is priced at both
p; and p; for all kK € NV, and then an average over the resulting n relative costs is
calculated. An alternative methodology along similar lines would be to compute
an average over the country-k baskets before doing the costing at p; and p;. Such
an “internal average” formula was once used by the United Nations Economic
Commission for Latin America (ECLA) for measuring relative purchasing powers
among the countries of Central and South America. Specifically, the ECLA or
average basket PPP index for country i relative to country j is defined as the ratio
of the cost of the bloc per household consumption bundle in the two countries
being compared:

p; (XTh)

’ p; (XTh)

By substituting for h using its definition and rearranging terms, (12) can be rewrit-
ten as the axiomatic analogue to the (Prais-Pollak) plutocratic PPP index:’

i hap X

13 Jo i P, X, h) =
(13) AB(Pis Pj ) > hep T

THEOREM 8. The average basket PPP index p 4p satisfies all of the restricted-
domain tests except PI, SOD, and FR.

CoRroOLLARY 3. The associated system of consumption shares, o 4, defined by
(6) with p := pap, satisfies all of the share tests except S3.

Since TQ is arguably neither “desirable” nor “undesirable” as a requirement
for p, comparison of Theorems 6 and 8 reveals that the relative merit of p 45 and

7 See Section 3 of Armstrong (2001).
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pup depends on the relative desirability of SCP and SQD. However, due to the
fact that weaker versions of these tests hold for both indexes, any preference for
one over the other is unlikely to be very intense.

Most of the multilateral PPP indexes considered in the literature are not inde-
pendent of prices outside the countries being compared. In order to accommodate
this fact, itis necessary to introduce a class of bloc-specific PPP indexes that is more
general than that of Section 2. Accordingly, an unrestricted-domain bloc-specific
PPP index for country i relative to country j is a function p”: R?" x R:'L(mﬂ) —- R
with image p?(P, X, h). For a given system of consumption shares o, p” is defined
by the right-hand side of Equation (7). Clearly, such an index has a restricted
domain if and only if there exists a function ¢ such that (¢, o) satisfies RT.

Kravis (1984, p. 10) pointed out that early multilateral comparison methods
were based on bilateral index-number formulas. The simplest and most popular
of these methods involved the use of the Laspeyres formula in making binary
comparisons between a preselected base country and each of the other countries
in the bloc. The first use of this sort of “star system”® was by the British Board of
Trade (1908-1911) in a series of inquiries into the costs of living of workers in the
major industrial centres of the United Kingdom, Germany, France, Belgium, and
the United States. In general, bilateral-formula-based multilateral comparison
methods can depend on any index-number formula of the form ¢(p;, p;, x;, x;).
Thus, for a given base country k € N, the country-k star system of consumption
shares is defined by

hi¢(pi. P Xi, X)
(14) Uk*ﬁi(P, X, h) =
2. hio®), Pr X, Xk)

Recall that a bilateral PPP index for country i relative to country j is a function
p:RIM x ]Ri("”l) — R with image p(p;, p;, X, X, h;, hj). If p satisfies PL, then,
using Equation (2) with p := pand h; = h; = 1, the associated consumption index
is defined as

]

PTX;’
(15) é(pi, Pj, Xi, Xj) i= plT—x p(pi-pj. xi,x;,1,1)
J

THEOREM 9.  Suppose p satisfies b, M, H, PP, HDM, C, CS, PI, and SOD. Then
the country-k star system o, with ¢ defined by (15) satisfies all the share tests except
S6, 89, S10, S12, and S14. Moreover, p, defined by the right-hand side of (7) with
O = Oy Is not a restricted-domain PPP index.

A second multilateral comparison method based on a bilateral formula is known
by the initials of its three independent rediscoverers, Elteté and Koves (1964) and

8 Named for the fact that its graph, constructed by associating nodes with countries and edges with
admissible binary comparisons, looks like a star.
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Szulc (1964). The (generalized) EKS system of consumption shares is defined by’

hi T (@ (i Pio X2 X0)]
Z/ h; 1_[1 [o(pj. Pi> X, x1)]"

TueoreM 10.  Suppose p satisfies P, M, H, PP, HDM, C, CS, PI, and SQD. Then
the EKS system o gxs with ¢ defined by (15) satisfies all the share tests except S8-S10,
S12, and S14. Moreover, p'y defined by the right-hand side of (7) with o = o s
is not a restricted-domain PPP index.

(16) UEKS,i(Ps X, h) =

A third bilateral-formula-based multilateral comparison method is due to Die-
wert (1986, p. 25). His own-share system of consumption indexes is defined by

| el e s x0T
> h,—{Z, hi[p(pj. prs X;, Xz)]_l}il

(17) 00s.i(P, X, h) =

THEOREM 11.  Suppose p satisfies P, M, H, PP, HDM, C, CS, PI, and SQD. Then
the own-share system o os with ¢ defined by (15) satisfies all the share tests except
83, S12, and S14. Moreover, p},g defined by the right-hand side of (7) with o := o os
is not a restricted-domain PPP index.

The next three multilateral methods are based on weighted averages of the
country-k star systems. Respectively, the democratic weights, plutocratic weights,
and quantity weights consumption-share systems are defined by

(18) opw.i(P, X, h) := Xk: %ak*,l-(P, X, h)

(19) opw.i (4P, X, h) := ;Sk(’?l’, X, h)oy..; (4P, X, h)
and

(20) oowi(P, X, h) := Xk: cosx(P, X, h)oy,. (P, X, h)
where

(21) sk (AP, X, h) := %

9In the version of this index advanced by Elteté and Koves (1964) and Szulc (1964), the Fisher
“ideal” formula was used in place of ¢. The more general version stated here is due to Gini (1931,

p. 12).
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is country k’s share of (nominal) bloc expenditure, v := (1, ..., ¥,)' is a vector
of exchange rates, and 4 is the n x n diagonal matrix with 7, = yx for all k € A/.10

TaeoreM 12.  Suppose p satisfies P. M, H, PP, HDM, C, CS, PI, and SQD. Then
(i) the democratic weights system o pw With ok ; defined by (14) and ¢ defined by
(15) satisfies all the share tests except S3, S8-S10, S12, and S14; (ii) the plutocratic
weights system o pw With oy.; defined by (14) and ¢ defined by (15) satisfies all
the share tests except S3, S4, S12, and S14; and (iii) the quantity weights system
o ow With o, ; defined by (14) and ¢ defined by (15) satisfies all the share tests
except 83, S12, and S14. Moreover, p},,, defined by the right-hand side of (7) with
o = o pw, ppy defined by the right-hand side of (7) with o = o pw, and péW
defined by the right-hand side of (7) with o := o gw are not restricted-domain PPP
indexes.

Returning now to multilateral methods that are not based on a (general) bi-
lateral formula, two additional procedures deserve consideration. The first is a
proposal by Geary (1958) that was later amplified by Khamis (1970, 1972); the
second is van Ijzeren’s (1956) weighted balanced method.

The Geary—Khamis or GK consumption shares are found by solving the follow-
ing system of equations:

(228.) O'i=Z7Tg[h,'Xi[], i=1,...,n
3
D WO
22b m==—— ¢t=1,...,m
(220) ‘ > il X

where w;¢ := piexie/p; X; is the €th country-i per household expenditure share.
Equations (22b) define the “international price” of each commodity as the ra-
tio of the per household expenditure-share-weighted sum of the n consumption
shares to the total quantity consumed. Equations (22a) define the share of bloc
consumption for each country as the cost of its national basket at international
prices.

The n + mequations (22) are not independent since each constituent set implies

(23) YDy hixi=) o
7 i

and, consequently, at least one nontrivial solution exists. Khamis (1970, Sec-
tion 3) showed that, subject to any normalization on the o;s, the system con-
sisting of any n 4+ m — 1 of the equations (22) has a unique positive solution.

10 Since yy is the price of a unit of country k’s currency in terms of some numéraire currency, 4P is
the matrix of numéraire-denominated bloc commodity prices.
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Under the normalization Y o; = 1, this solution is denoted by ok (P, X, h) :=
[GGKJ(P, X, h), ey UGK,n(Pv X, h)]T.

THEOREM 13. The Geary-Khamis system o ¢ satisfies all of the share tests except
83, 812, and S14. Moreover, ply defined by the right-hand side of (7) with o := o ¢k
is not a restricted-domain PPP index.

The existence of international prices 7 := (71, ..., 7,,) " such that o = (hX)=
(Equations (22a)) has been considered by some to be a desirable property of
multilateral comparison methods in its own right. This property, called additivity,
was one of four that Kravis et al. (1975, p. 55) insisted that their multilateral indexes
possess.!! Their justification for this requirement is rather vague and expedient:
“[Additivity is] important for a system of comparisons that can be used readily
by the scholar and man of affairs who does not wish to make a detailed study of
index-number problems before using the comparisons.” Hill (1982, p. 48) justified
additivity in a similar manner by stating that international organizations such as
the European Union prefer aggregates valued at common prices 7 “so that the
figures for different countries can actually be added together in a meaningful
manner and not simply compared with each other”—i.e., the (unnormalized) o;s
at any level of aggregation are real quantities of the same dimensionality.

Such justifications are easily superseded, however, when additivity is considered
in the light of the economic approach. In particular, Diewert (1999, pp. 48-50) used
a simple indifference-curve diagram to demonstrate the general impossibility of
“an additive multilateral method with good economic properties (i.e., a lack of
substitution bias)” if n > 3 and m > 2. The bottom line in respect of additivity is
that it is not a reasonable requirement of multilateral comparison formulas, which
is precisely why it was ignored under the test approaches of Sections 2 and 3.

The consumption shares associated with van Ijzeren’s weighted balanced
method are found by solving the following system of equations:

T(h i r (hix;
(24) Zak—p’( ka)i—Zak—pk( i) O i=1,...,n

k£i PiT (hix;) ok B ket P/—cr (hix) 0i o

where ai is the country-k “weighting coefficient.” If & = p/ (hix1)/01,.... & =
P! (h.x,)/o, are called “equivalents,” the left-hand side of (24) is the number
of equivalents that would be required to buy, in country i, the quantities in
the weighted national baskets that can be bought for one equivalent in coun-
tries 1,...,i —1,i + 1, ..., n. The right-hand side is the number of equivalents
that would be required to buy, in each of countries 1,...,i —1,i + 1, ..., n, the
weighted quantities purchased in country i for one equivalent. The balanced
method asserts that, fori =1, ..., n, these two quantities of money are equal.
Van Ijzeren (1956, pp. 25-27) showed that, subject to any normalization
on the o;s, the system consisting of any n—1 of equations (24) has a

1 The other three were WS, PT, and T.



52 ARMSTRONG

unique positive solution. Under the normalization ) _ o; = 1, this solution is de-
noted by O'VH(P, X, h) = [O’VHJ(P, X, h), ey O—VH,n(P, X, h)]T if aj = hk, and
O'VQ(P, X, h) = [O'VQJ(P, X, h), ey O'VQ,H(P, X, h)]T if ay .= O'k/l’lk. The former
weighting scheme originates with van Ijzeren (1956, pp. 3-5); the latter with van
Ijzeren (1983, p. 45).

THEOREM 14.  The household-weighted van Ijzeren system o vy satisfies all of the
share tests except S12-S14; the quantity-weighted van Ijzeren system oy satisfies
all of the share tests except S3, S8-S10, and S12-S14. Moreover, oy defined by the
right-hand side of (7) with o := o vy and pi’,Q defined by the right-hand side of (7)
with o := oyg are not restricted-domain PPP indexes.

5. A DOMINANCE HIERARCHY

One multilateral comparison method is said to “dominate” another if, in ad-
dition to satisfying every potentially desirable share test satisfied by the second
method, the first method satisfies at least one other such test. Using this crite-
rion in conjunction with the three corollaries and the final six theorems of the
preceding section, a merit-based hierarchy among the associated methods can be
established.

Since the EKS system satisfies S3 in addition to satisfying every share test sat-
isfied by the democratic weights system, the former method dominates the latter.
Due to the fact that the total quantities test S13 is value-neutral, the democratic
weights method neither dominates nor is dominated by van Ijzeren’s quantity-
weighted balanced method. Consequently, since neither of these methods satisfies
S8-S10, both are dominated by the GK, own-share, and quantity weights meth-
ods in addition to being dominated by the EKS method. By virtue of satisfying
S4, the GK, own-share, and quantity weights methods dominate the plutocratic
weights method as well. In turn, these methods are dominated by the average
basket method, which satisfies two further tests (S12 and S14).

By virtue of satisfying S12, the country democratic method dominates the EKS
method. Since S13 is value-neutral, van Ijzeren’s household-weighted balanced
method dominates the EKS method (by S8-S10), the k-star method (by S6, S9,
and S10), and the GK, own-share, and quantity weights methods (by S3). Similarly,
the household democratic method dominates the country democratic method (by
S8-S10) and the household-weighted balanced method (by S12). Thus, only the
average basket and household democratic methods are undominated.

The hierarchy of multilateral comparison formulas is illustrated by Figure 1.
Therein, the 12 methods under consideration are grouped in boxes according to the
tests they satisfy: Methods satisfying the same tests are contained in the same box;
methods satisfying different tests are contained in different boxes. These boxes
are arranged so that the vertical distance between any pair of them is proportional
to the difference in the number of tests satisfied by the methods inside. The higher
up a given method is in the diagram, the more tests it satisfies. The dominance of
one method over another is represented by a straight line connecting the boxes
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FIGURE 1

HIERARCHY OF MULTILATERAL COMPARISON FORMULAS

that hold them. Each of these lines is labeled with the names of the tests that are
satisfied by the methods in the higher box but not by the methods in the lower one.

6. FURTHER IMPLICATIONS

The relationships between the three restricted-domain methods and the rest of
the dominance hierarchy can be explored further using the results at the end of
Section 3. In undertaking this exploration, the present section establishes that the
two undominated methods are special cases of more general methods further down
in the hierarchy that have been shown (elsewhere) to have exact index-number
interpretations.

Recall that Lemma 4 asserts the existence of a price level function § that satisfies
(8) for a given restricted-domain PPP index p. Since (11) can be rewritten as

1
P/ xi]”
25) peopr py. Xy = [P 3

it is clear that

=

(26) sco(pi. X h) == [ ] [p/ %]
k
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is the country democratic price level function. By Theorem 5, o¢p and §¢p satisty
(9). Substituting for §¢p using (26) in this equation yields the functional form of
the associated consumption shares:

-1

hipl x; hip!x;
O'CD,i(P»X, h) — pz X, - ]p] ] -
[Telpi=]” |7 1 [pfx]"
1 T 1y -1
T n . n
P; Xi P;X;
=h; hi
i 2 ni
1
h; 0(x;, X, pi)]”
(27) — nk[ (X Xk, P )] -
2 hi T [0, xi, pj)]”
where
-
1 X;
(28) (X, Xk, pi) = P,T
P; Xk

denotes the Paasche consumption index. Comparison of (27) with (16) reveals that
the country democratic method is simply the EKS method with ¢(p;, p«, Xi, Xx) :=
0(x;, Xk, p;)- Since the Paasche consumption index is invariant with respect to the
reference-country prices px whereas ¢ in general is not, this result is consistent
with the fact that the country democratic method dominates the (generalized)
EKS method.

Applying the same procedure to the household democratic PPP index defined
by (10) yields

(29) Srp(pi, X, ) i= [ ] [p7 ]
k

and

i T, [6Cx e 1™
Y ki T 0. % p)]"

(30) o1 (P, X, h) =

Since o pp aggregates over households in the same way that o ¢p aggregates over
countries, the household democratic method can be characterized as a household-
based version of the EKS method with ¢(p;, p«, Xi, Xk) := 0(X;, X, P;)-

By (13) and Lemma 4, the price-level function corresponding to the average
basket PPP index is

(31) 8ap(pi. X, h) 1= hip/ x
k
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Substituting for § := § 45 in Equation (9) with o; := o 45, yields the functional form
of the average basket consumption shares:

-1
LPl X; Ip] X}
(P, X, h
oani( )= > hiep Xk {Z > hipixi

Ao

]

_ h; {Zk Tl (xi, % pi)] ™! ] )
E:;hjl§:1h49(X/»XhIU)]_l}il

(32)

Comparison of (32) with (17) reveals that the average basket method is simply
the own-share method with ¢(p;, pr, X, Xk) := 0(X;, Xk, p; ). Thus, as shown to be
true of the EKS method, the own-share method can be made to satisfy additional
tests by using the Paasche consumption index in place of one that is affected by
the choice of reference-country prices.

Under the economic approach, Armstrong (2001, Section 6) showed that the
EKS system is a direct approximation for the generalized mean-of-order-zero
system of “true” consumption indexes when based on a bilateral axiomatic per
household consumption index that is exact for a positively linearly homogeneous
utility function. In other words, the use of the EKS system has a justification
grounded in economic theory. Basing the EKS system on the Paasche consumption
index moves it to a higher position in the (axiomatic) dominance hierarchy by
enabling it to satisfy S12. Note that, by Diewert (1981, Theorems 19 and 20), the
Paasche consumption index is exact for both the linear utility function u(x) :=
a'x and the Leontief utility function u(x) := miny {x1/b1, ..., X;u/bm}, Wwhere a :=
(ai,...,an)" and (by, ..., b,) are vectors of positive constants. Shifting the basis
of the EKS system from countries to households yields the further axiomatic
improvement of consistency in aggregation (S8-S10), thereby moving it to the top
of the dominance hierarchy.

Armstrong (2001, Section 6) provided an economic justification for the own-
share system as well by showing it to be a direct approximation for the plutocratic
system of “true” consumption indexes when based on a bilateral axiomatic per
household consumption index that is exact for a positively linearly homogeneous
utility function. Use of the Paasche consumption index moves the own-share sys-
tem to the top of the dominance hierarchy by enabling it to satisfy S12 and S14.

It should be clear from the foregoing analysis that the principal benefit of
restricted-domain consumption-share systems is that they—and they alone—
satisfy S12. Recall that this property asserts the equality of two countries’ ex-
penditure deflators whenever they have the same prices. In a sense, then, S12 is a
minimal statement of independence of irrelevant (i.e., third-country) prices.
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From the perspective of the economic approach, the “cost” of the restricted-
domain assumption is that the resulting consumption-share system is based on a
bilateral index that is exact for the preference functions that exhibit either per-
fect substitutability or perfect complementarity. Since neither of these functional
forms is flexible in the sense of providing a second-order (differential) approxi-
mation to an arbitrary twice-continuously differentiable function (at a point), it
could be argued that restricted-domain systems are inferior to their unrestricted-
domain counterparts when the latter are based on a superlative bilateral index.!?
But this argument presupposes identical preferences throughout the bloc, thereby
allowing the price-consumption data of one country to provide information about
the purchasing power of another. Given that preferences are, in general, fairly dif-
ferent across countries, it makes good economic sense to restrict the price domain
a priori. Furthermore, since actual international comparisons of consumption are
based on a relatively small number of broad categories of goods and services re-
ferred to as “basic headings,”? it is not unreasonable to assume a low degree of
substitutability among them. Thus, a consumption-share system based on a bi-
lateral index that is exact for a Leontief utility function (defined over m basic
headings) may be eminently appropriate.

To recapitulate, the test approach of Section 3 enables the construction of a
dominance hierarchy among multilateral comparison methods. And the exact
approach allows the identification of two sequences of closely related methods that
have justifications grounded in economic theory. Since both of these sequences
terminate at the top of the dominance hierarchy, the corresponding methods—the
household democratic and the average basket—can be said to be supported by
both approaches.

In the limiting case of two countries (N = {i, j}) with one household apiece
(hi = hj = 1), 10 of the considered multilateral formulas (with ¢ set equal to the
Fisher “ideal” index in the case of those based on a general bilateral formula)
reduce to the Fisher “ideal” consumption index; i.e.,

i ([pi. ps17 [xio x5, [1,1]7)
ai([pi, pi17, [xi, x;17, [1,1]7)
(33) = ¢r(Pi, Pj, Xi, X;)

= [0(xi, x;, pi) 0(xi, X, pj)]?

The two exceptions are the average basket formula, which reduces to the
Edgeworth—Marshall consumption index

p/x; P; (Xi +X;)
P, X; P/ (Xi +x;)

(34) dem(Pis P, Xi, X)) 1=

and the GK system, which reduces to the “bilateral GK” consumption index

12 A bilateral index is said to be “superlative” if it is exact for a flexible functional form. See Diewert
(1976, p. 117).

13 1n 1990, for example, “Final Consumption of Resident Households” consisted of 159 basic head-
ings under the OECD’s classification and 215 under Eurostat’s.
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_XieXje
pl X; D Yo+ Pit

XieXje
x] Ze Xi¢ +x/[

(35) Pk (i, Pjs Xi, Xj) =

The average basket exception is significant because, from the viewpoint of the
bilateral test approach to index-number theory, the Fisher consumption index
passes more tests than the Edgeworth—-Marshall consumption index. Of the 20
bilateral tests listed in Diewert (1992, pp. 214-221), the former index fails none
whereas the latter fails three—namely, homogeneity of degree zero in comparison-
country quantities, homogeneity of degree zero in reference-country quantities,
and “price weights symmetry.” Thus, in the context of the relevant limits, the
household democratic method can be said to dominate the average basket method.

7. CONCLUDING REMARKS

The novel feature of the test approach developed in Section 2 is the imposition
of an economically sensible restriction on the price domain of admissible PPP
indexes. Consequently, most of the multilateral comparison methods proposed in
the literature are summarily ruled out. That this should be the case is reinforced
by the fact that, under an extended version of Diewert’s (1986) test approach, the
best methods are those associated with a restricted-domain PPP index.

Kravis et al. (1975, p. 66) stated that “[e]conomic theory gives no explicit pro-
cedure for ... [determining PPPs] in the sense of providing a specific computing
algorithm.” The present article in conjunction with Armstrong (2001) demon-
strates that this is not so. The latter article provides rigorous exact index-number
interpretations for the two methods that are based on a general bilateral formula:
the EKS method and the own-share method. Herein, the restricted-domain in-
stances of these methods (derived by basing them on a specific bilateral formula)
are shown to be precisely the ones that dominate all others under the test approach.

APPENDIX

ProOF OF THEOREM 1.

(i) By T,foranyi € N, p(p:, pj, X, h)o(p;, p;. X, h) = p(p;, p;, X, h). Thus,
by P o(p;,p;. X, h) =1.

(ii) By Hand then I, p(Ap;, p;, X, h) = Ao(p;, p;, X, h) = A.

(iii) By P,

o(pj. pi» X, h)o(p;, p;. X, h)
o(pi, pj, X, h)
pi,. X, h
_ P(P]’Pjv ) )’ by T
lo(pi’ pij’ h)
1
- byl
p(pi. pj. X, h)

o(pj,pi, X, h) =
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(iv) For any p; > p;,

p(pi.pj, X, h) = by CR

> —————, byM

p(p}. pi, X, h)

= p(pi, P, X, h), by CR
(v) By CR, )
p(Ap;. pi. X, h)
1

= ——<o5, byH

Ao(pj, pi» X, h)
= 2"'p(pi, pj, X, h), by CR

o(pi, Apj, X, h) =

(vi) By H and HDM,
p(Api, 2pj. X, h) = 27 p(pi, pj, X, h) = p(pi, pj, X, h)

(vii) By PP,

. Die
= — (= »Ppi. X, h
o= min | 2} = oo X

< p(pi.pj. X, h), by M since p; > ap;

b 2] =m0

> p(pi, pj. X, h), by M since p; < Bp;
Proor oF THEOREM 2. Necessity:

[6(pi. pj. Xi. X, hi b))
_ P;Xi /:)(Pi,l)j,xi,x,',hi,hj)’ by FR
P;X; A(Xi. X;, pi, Pj. hi, hj)

T
P Xi _ ~

B PTX-p(pi’p/’Xi’Xf’hi’hj)P(ijxi,Pi,Pj:hi,hj), by CR
jXi

.
P; Xi _ _
- pTXAIO(pi’pjaxj,Xiahj7hi)p(Xj,Xi,pi,pj’hi’hj)’ by WS
j X

Tx. T x.:
—PiXiPi X ER and PI

- o7 T
P;Xjp;Xi

Sufficiency: Straightforward.



A MULTILATERAL TEST APPROACH 59

Proor oF THEOREM 3. Suppose 6; > §;. Since p; > p; implies §; > 0, it must be
the case that 6; > 0. By S11, 6; > (6; — 8;)/(1 +§;) > 0 for all j € M'\{i}. By S1,
>k 0k(P1s - Picts Piy Pitts - -5 P X, h) = > 0k(P, X, h) = 1. But 64 > 0 for all
k € N implies that >, ox(p1. ..., Pi—1, P}s Pi+1,---» Pn X, h) > > 0y (P, X, h). W

Proor oF LEmma 1. By RT,

O'l'(P,X,h) _ hié(piapjaxivxjaxﬂh)
oj(P,X,h)  h;d(p;.pj.x;,x;, X, h)

_ hip/xi p(pj.p;. X, h)
iP;X; p(pi, pj, X, h)

-1
_ hip;x; p(p;. p;. X, h)p(p;. p;. X, h) by T
hip; x; p(pj,pj, X, h)

(A1)

| hpix;
| hipxi

-1
p(pi.pj. X, h)}

hip/x; o;(P, X, h)
'7 '7 X? h = L /

From (A.1),

hip'x; . p:. X h
SR PR X L X by = (P X )
— hip;xi p(pj.p;. X, h)

1
hip;X; p(pi, pj, X, h) by S1 .

i Ps X’ h) =
< ai( ) ; hip/x: p(pj. pj. X, h)

ProOF oF LEMMA 2.
(i) By (6),

oi(lenpe, - - onpe] ", [Bixes oo Bux ] vy v]T)

_ V(ajpt)T(ﬂth) p(OliPt, P, (Bix, ..., ﬂnX,]T, [v.... V]T) o
j V(O‘ipt)T(ﬂixt) P(ijptv ajpl‘v [ﬁlxtv e /ant]—r! [y’ cev V]T)

. T T -1
— {Z&p(phpt’[ﬂlxta-"vﬁnxt] 7[3/9---17/] )} , byHandHDM

Bi p(pe. P [Bixe, -, Buxe] T [y, ¥]T)

= B; since Z,B,- =1

J



60 ARMSTRONG

(ii) By (6), for any i € M\{t},

Gi(Pa [xlv e X4 1, )\,Xt,xt+1, L) xn]Tv h)

— Z h}p;rX] p(ph p]7 [X]7 . '5Xl—‘17)"xlvxt+1a cee 7xn]T’h)
j;ﬁ[ hlp[TXl p(p]7 p]5 [Xl’ e X1, )"th X[+11 cce Xn]T’ h)

T -1
hl‘pz ()‘Xt) p(pi7 P:, [le ey Xi 1, )th, ). (T PR s h)
hip/xi  p(pe.pes [X1. - X1, A% X1, ... X, T )

Iy hip;X; p(pi, p;, X, h)
— hip/xi p(p;.p;. X, h)

-1
T :
0 - 1)th, (Tkxl) p(pi; P, X, h) by SOD
hip/ xi  p(p:, pr. X, h)

-1
hip; x; , X, h -
[:(P, X, )]+ (x—1) [ PITX p(Pr, Pr )}
hp/! %, p(pi, i, X, h)

iyt
hip[X; p(pi.pj. X, h)
o (P, X, h) {1+ (1) At i i by T
[ 2,: hop/x p(pj.pj. X, h)
B 0;(P, X, h)
T 14+ (. — 1o (P, X, h)

Oy (P, [Xl, .

T
-~1Xt71,)~Xt»Xt+17---,Xn] sh)

— Z h]p;rxf ,O(p[,p]',[xl,...,X[_l,)\‘X[,X[J,_l,...,Xn]T,h)
At thz—r()\xt) P(P/, P/, [le vy Xp— 1, )‘-Xtv ). O Xn]Tv h)

’

hpx: p(pe.Pro [X1. - X—1. AX Xig1, ... X, ] T, D)

-1
+ hlp[—r()\-xt) p(Pt» pta [le .. »xtflv )"xtv Xt+11 ceey Xn]T h) }

hiplx; i X, h o
_ Z /P,T i PP, Pjs X, )+(X—1) , by SOD
7 h[p[ X; p(p]’ pi’X’ h)
. Lo (P, X, h)
=15 G- Do(®.X.h)

(iii) By (6),
oi([eapi, - - .. aupul ", BX, vh)

-1
)3 vhi(a;p;)T(Bx;) p(aipi. a;p;. X, yh)
; yhi(eip;)T(Bx;) p(a;p;. a;p;. BX, vh)
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T -1
— Z&h]pjxl p(aipivajpjvﬂxv yh)
ai hip!xi p(e;pj.a;pj, BX, yh)

= 0;(P, X, h), by H, HDM and QD.

J

(iv) By (6).

a(PA, XA h)

— N N o~ -1
— hiGe)T(A'x) p(Ap;, Apj, XA h)
hi(2p) (A7'x) p(Ap;, Ap;, XA h)

n a—1 -1
_ hip [ (AN )X; o (pi,pj, X, h) by C
T A D P B X [

hip; L)x; o (pj.pj. X, h)
=0; (P, X, h)

-1
_ Z hip] (L)X p (pi. pj. X, h) }

(v) Consider the bijective mapping ¢ : N' — N that satisfies
(A2) colw(t)in =col I,
forany ¢ € N.Forall k € \V, let
(A.3) [P, Xty o] =[BT, X7, T Jcolygp) T,
= [P", X", h"Jcol; L,, by (A.2)
(A4) =: [Pk Xk, hk]
Now, by (6),

ouy (L P L X, I h)

T T -1
i (J)pw(/) o) PPy Py 1 X, 1) }
= o

Pty PitiyXoiy P (Pl Py 1 X 1)

]p]X] Io(pl’pjvx h)
hip!xi p(p;,p;, X, h)

(PXh)

} , by (A.4) and WS



62 ARMSTRONG
(vi) By (6),

o; (PIT XI ,h
l( )

T

_ (ml’f) (

!Z i(mpz) (
_ ]p, T(@ L)% p(pi,pj, X, h)
_{Z lpl (2;1 )Xl IO(P] p],X h)
=0;(P, X, h)since I, =1,

- - -1
mX;) o (Lupi. Lup; ,XI;,h)}
T (Lx;) o(up;. Lupj, X7 h)

} , by CS

(vii) By (6), for any i € M\{t},
61([PT7 pl‘]T5 [XT7 XI]T? [h17 sy h[—la (1 - )\')hb h[+]7 e h}’h )"hl]—r)

hiplx;
- [

J# hip; X

x Ia(pi7 p]? [XT, XI]T7 [hl, ceey htfly (1 — )\’)ht’ ht+1’ ., hn, )»h,]T)

BP0 XX (s ooy Bty (U= Wby Byt - g, 2 ]T)
A=) +2hp X
hip/ xi
5(0ipe IXT X7 B B (U= Db B A7)

(PP XX T [t b, (U= Wb By b AR ]T)

_1
, by CP
hipx: p(pj.p;, X, h)

=0;(P, X, h)

— {Z hipiXj p(pi.p;, X, h)

(P, p ] [XTox ] [y oo B, (L= A) g Byt oy gy AT

Iy _ hiejx;
i (l - )u)h,pth,

j#t
o A(pe ), [XT, xl]T’ (h1, oo e, (U= XAy, by, oo by, ARG]T)
APy Py [XTox ] [ o et (L= 2y By, B, ARG

(1 - )\')h[ ptTX[
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-1
§ PP P [XTx ] oo het, (L= ) B B, B, RG]
/_)(Ptvl’tv [XT,Xt]Ts (A1, ey, (L=2) by gy, - ahns)\ht]T)

hip'x; xm]
— {(1-)»)_12 /p] ]lo(pf’p]a 3 ) , byCP
j

hip/ x; p(p;j.pj, X, h)
— (1= 2)o,(P, X, h)

6n+1([PT, pt]T, [XT, XZ]T, [hl, e ey ht_l, (1 - )\,)h[, ht+1a ceey hn, )\.h[]—r)

_ Z hjp]TX/
= rhplx,

ﬁ(Pt» p/, [XTv x[]Ts [hl» D) h[*la (1 - )")htv h[+17 ceey hns )‘*h[]—r)
[_)(p]’ p]’ [XT7 XI]T’ [hlv ceey htflv (1 - )")hl‘v ht+ls R hnv )\'ht]—r)
RCES RN
M pl X,

-1
y /_)(ptvptv [XT,Xt]T’ (A1, e, (D=2 hy e, shns)\ht]T)
,(_)(p[,p[, [XT,XZ]T, [hl, oo ,ht_l, (1 —)\.)h[,h[+1, oo ,hn,)\.h[]—r)

T -1
Z{)\,_lzhlpjxj p(p[vp]sxsh) ,byCP
J

hy PtTXt IO(Pja pi X, h)
= 1oy(P, X, h)

(viii) By (6),
)ILH]%O-L (P, X, [hlv ceey htfl’ )"hls h[+1’ R hn]T)

T

. hm Z h]p;rxj p(piv p]s X, [hlv ceey htfla )"hts ht+la ey hn]
A=0 £t hiPITXi p(p]’ p]’Xv [h17 s vhtflv )\'htvhtJrlv o shn]-r

+ )\htptht Io(pla pt7 X7 [hlv cees h[—lﬂ )"hl‘v hl+1ﬂ LR hn]T)
hlplTXl p(pla pla Xa [hla ey h[—la )"hl" h[+15 LI hn]T)

)

)

}1

— Z h]p;rxj lim)\ﬁo p(pl7 p]a Xa [h'l’ ceey h[*lv )\'htv h[+l? ey hn]T)
J#t hip;rxi llmAHOP(p/, pj9X9 [h17-~'1ht717)"ht1ht+17 -"vhn]T)

. -1
+ h,pjxl hm )\‘llm)\‘)(] ,O(pi,pt,X, [hl, e ,htfl,)\.ht,hpfl, v ,hn]—r)
hip-,!—xi =0 limy_,g p(pt,pt,X, [hl,. .. 7hl—17)\'ht7h[+1ﬂ' .. »hnr)
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_ thp,TXf p(pi.pj X, h_y)
J#t hipiTxi Ia(ph P], X—z,h_t)

= 6[(P_[, X—Z‘v h—t)

, by TCI

(ix) By (6),

oi(P, X, [Mag, o M1, by My, ..., )»hl',l, hj, )\h/url, e )»hn]T)
r—0 O‘]'(P, X, [)\hl, oo M, kG, )»/’li+1, e, )»hjfl, /’lj, )»hj+1, e, )\hn]T)

5 rheplxe 2 (pipiX.[.]7) 1 ,p, x (e X L07)

— lim a0 P(Pk peX [ ]T) hipjx; ﬂ(P i X[ ]T)
a0 Z My X P(Pz P X [..] ) +1+ JP, X; p(P T)
ki, j  hip] x; P(Pk P X[ ]T) hip] x; p( . X[ ]T)

1 + h,-p;rxi p(p;.pi Xi.X;.hi.hj)
hipTx; p(pi.pi.Xi X, hihj)

= by TCI
1+ hiplX; p(pi.p;.xix;hihy)’ y
hip) xi p(pj.pj.Xi.X;.hi,hj)

_ p; (hix;)
p; (hx;)

= é(piv p]’ hixia h]'Xj, Xivxj7 hia h])a by (2)

/f)(Pi, pj.Xi,X;, hi, hj), by T

(x) For any p; > pi.
p(piipj’x’h) < p(p;apr,h)
o(pj,pj, X, h) = o(p;,p;. X, h)’
hipiTxi (Ij(P, X, h)
hiplx; oi(P, X, h)

by Pand M

hip;' xi 0 ([le Pt P Pists - Pl X
_hlp;rxl ai([plv'"1pi71ap;1pi+la~-- p ] Xh)

N oj([P1s - Pict. P} Pis1s - Pu] . X h)

h) y (A1)

o;(P. X, h)
- p;TX[ ! O—l([p]a "-7pi—l? p;a pi+17-"apn]T’X’ h)
~Lpix oi(P, X, h)

(xi) If p; = p; then

o(pi,p;, X, h) =1, by I (< Pand T)

hiPiTXi Uj([Pl, cos Pi-1:Pjs Pit1s - - - pn]T, X, h)
h]p;rx] Oi([p17 <o Pi-1, Py Pit1s -«~,pn]T, X, h)

=1, by (7)
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(xii) By (6),

i T h j i iy ﬁX, ln -1
o; (P, hX, 1,) = {Z P; (hx;) p(pi. p; )}

— P (hixi) p(p;.p;. hX.1,)

_ thP,TX/‘ o(pi, pj» X, h)
- hip/xi p(pj.p;. X, h)

= 0;(P,X.h)

-1
} , by TQ

(xiii) By (6), for any i € M\{r},

(P, pd" Xt oo X oo X Xt )[Ry ooy (1= DRy, o By, kht]T)
_ Zth]TX/'
T
7 hipi X
y PP X1, X o X X ] [ (U= DRy, by, ARG
AP Py X1, X o X Xt ] T B s (L= W)y, B, ARG]T)
N hop/ [(1 = 1)X] + %041
hip/ x;

-1
y p(pipe X1 X X Xnga ] [ (L= M), B AT

PP P Xt X0 X X )T [ (L= WAy, g M) T)

3

-1
Iy hip;Xj p(pi, pj, X, h)
— hip/xi p(p;. p;. X, h)
by SCP and since (1 — L)X, + AX,11 = X,
=0;(P, X, h)

(P, pd" X X X Xt ] [ (L= Mgy By ARG
3 {Z hipjx;
= (L=Mhp/x;
AP Py [Xts o X X X ] [ (L= WAy, By, AR T
AP P X1, X X X )T [, (L= MRy, By, ART)
BT [0 = 1%+ 3%]
(1= 2)hp! x|

-1
% ﬁ(p[vp[’[x13"'7x;7"'axnaanrl]T’[hls"'v(l _)")h[9"'7hn1)"h[]T)

PP XXX X T [ (= M)A, g, AT
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- -1
P/ X hip!x: p(pj, pj, X, h)

’

! i

by SCP and since (1 — A)X] + AX,41 = X,

T/
=1 -2 %6, X, )
P: X;
Gt ([PTop] Xt oo o X X Xt ] T [t ooy (L= W)Res o, B, AT
Iy hipjx;
A )‘htpthrHl
(=M, ok AR

X[, X X ] [

p(plv p]a [le LY
ﬁ(pj,p]',[X1,... ,(1—k)ht,...,hn,kht]—r)
hep/ [(1 = 2)X; + AX1]

Ah,p;rxn+1
X XXt [T [ (L= D, g i D))
X X Xt [T [ (L= MRy, By AR ]T)

X
/
» Xy, "-7X)’laxn+l]Ta [hlv'-'

p(pe.pe[x1,. ..
A(pe.pe.[X1,. ..

-1
hip;X; p(p:, p;, X, h) }

Tx -1
— |:)»pt Tn+11| Z a
P X ~ hp/ X p(Pj. pj> X, h)

by SCP and since (1 — A)X] + AX,41 = X;

-
=P 3 P X h) N
P X;
Proor oF LEMMA 3.
(i) By (7), for any p; > p;,
p(p, p X h) _ hlp;Txl 0]([1)17 s 7pi—15 pl,7 pi+]’ . 5pn]T5X5 h)
pE hip;x; oi([p1, .- Pi-1, P}> Piv1, - Pal T, X, h)
I 1.
> h’piTxl o (P. X, h), by S11
hiplx; o;(P. X, h)
= p(pi, pj, X, h)
(ii) By (7),
hi(p) "% o ([P1, - - - Piet APis Pists -, Pa] T, X, h)
-’pn]T’X’ h)

p(Api, pj, X, h) =
B hipix; oi([p1s -\ Pic1, APis Pivi, -
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hipiTxi aj (P, X, h)
hjp-]!—Xj O'i(P, X, h) ’

by S4
= 1o(pi, pj> X, h)

(iii) By (7),
h(3p) (A 'x) o;(PA XA h)
B (3p)T(A'x) o (PR XA W)

,0(5\pl-, 5\[)]‘, Xj\_l, h) =

hipT (AT A Dx o (P, X, h) by S5
T A1 A )
hpl (A A x; oi(P. X h)

= p(pi, pj, X, h) since ATAT = L,

(iv) By (7),
. T hi (L))" (Lx;) o;(PL,, X1, h)
p (Lnpi, Lupj, XT,, ) = -== == T
hj(lmp]') (ImX]') ] (le, le, l‘l)
_ hip/ (1) xi o;(P, X, h)
hjp} (I}L,)x; 0:(P, X, h)’

by S7

= p(pi, pj, X, h) since I I, = I,

(v) Consider the bijective mapping ¢ : N' — N that satisfies (A.2) for any
t € N and let (A.3) hold for all k € N. Now,
o (Pi, P i;X, i;h) = P(P;(i)s P;)(j)s iIX, iIh), by (A.4)
T ST F =
_ PP ®e) 9o (P, 17X, 17h) by (7)
M P oy oot (1 P L X )

h,'pTX,' aj (P, X, l‘l)
= L , by (A.4) and S6
hp)x; oi(P, X, h) y (A4)an

= p(pi. pj. X, h)
(vi) By (7),

(yhi)p/ (Bx;) o;(P, BX, yh)
i Pi» BX, yh) =
PRy X ) = T (Bx,) oi(P. X, 7)

/’l,‘plTXl‘ aj (P, X, h)

= , by S4
hplx; oi(P.X )"

= p(pi.p;, X, h)
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(vii) By (7), for any i, j € M\{¢},

p(piopj [X1s - Xe—1. AX(, Xi41, ..., X)L )

_ hip/x; oj(P [X1, ... X1, AX, X1, ..., X T )
hip;x, oi(P, [X1, ..., A%, ..., X,]T, h)

hip x; o;j(P, X, h) 14+ —1)o (P, X, h)

= , by S3
hpx 1+ (0~ Do(P.X.h)  o;(P.X.h) y
= p(pi, pj, X, h)
p(pivp[’ [X1’ ...,X[_],)\.X[,Xt+], "'7Xn]T7h)
_ hip/x; o (P, [X1, ..o X1, AXy, Xe1, - .o, X] T )
htp;r()"xt) (o] (Py [Xls ceey Xp—1, )"Xh Xf-‘rlv DR} Xn]Ta h)
_hiplxi  do(PXh)  14+0.-DoPXh)
hpix 1+ (h— Do (P.X.h) 2P, X.h) Y
= p(pi, i, X, h)
p(p[7 p]’ [le ceey X[—l’ )"Xl’ X[+15 LICEO ) Xn]Tv h)
_ hp! (Ox,) o) (P, [X1s oo X1, AXe, X1y -5 X0 T h)
//l]p]TX] O[(P, [Xl, ceey X[_l, )\.X[, X[+1, ceey Xn]T, h)
_ htpth, A(Tj(P, X, h) 1+ =1Do (P, X, h) by S3

~ hip)x; 1+ (A —1)o(P, X, h) Ao (P, X, h)
= p(p:, pj> X, h)

p(p[’ph[xlv"'sxtflv)"xt»x[+1a'~-7xn]T9h) = 1, byI(¢ PandT)
=p(pl5pt7X7h)7 byI

(viii) By (7),

p; (hix;) o;(P, hX, 1,)
p; (hjx}) oi(P,hX, 1,)
_ hip{x; o;(P, X, h)
~ hplx; oi(P.Xh)’
= p(pi, pj. X, h)

o(pi,pj, hX, 1,) =

by S13
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(ix) By (7), for any i, j € M\{t},

ﬁ(piv p/’ [XTv xt]T’ [hlv RN htflv (1 - )\’)htv hl‘+l’ R hna )"ht]—r)
hip;rxi

hip]x;
(P XX s (U= W s B, AT

&G (PT T X7 X T [t oo s (U= WA, B, by, AR ]T)

_ hip{x; o;(P, X, h)

= , by S8
h}'p;!—X]‘ Gi(P, X, h) y
= p(pi.p;, X, h)
,5(Pi, P XX ] [ R (U= DRy hygas . b, )»hz]—r)
h,-piTxi

~ (1= Ahp, %
. s([PTp " [XTox ] [y Bty (L= WA, B,y o, A7)
G([PTp ] [XTox ] [y Bty (1= W)he, B, -, B, A]T)

_ hplxi (1= (P, X, h)
(A =-Mhp'x,  0i(P,X,h)

= p(pis Pt,X, h)

, by S8

and if p,+1 = p;, then

[)(Pn-ﬁ-ly p]a [XT’ X[]T5 [h]7 ey h[—la (1 - )")h[’ h[+17 ceey h}’h )"hl]T)
Ahep! X,
hipj X

(P p " IXTx ] [ b, (L= A hga oy ] T)
6n+1([PT’ pl]T’ [XTtxt]T7 [h19 L] 7h[711 (1 _)‘)htvh[+11 LI »hnv)‘h[]—r)
Ahp %, oj(P, X, h)
hjp;x; roi(P, X, h)’

= p(pf’pthv h)

by S8

(x) By (7), for any i, j € N\{¢},

/

ﬁ(pi, p]’, [Xl, ey Xpy oo Xy, Xn+1]T, [hl, ey (1 — )»)hl, ceey hn, )\ht]T)
_ hip/x;

hip;x;
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X 6-j([PT’p[]T7 [X17. s ’X;" tC ’xn’xn+1]Ts [hls . e 1(1_)\)}1[, e 7hn7)\zh[]T)
G ([PT P o [Xts o X0 Xy Xt | T [ oo (L= M)Ay, o g AR, ]T)
hiPlTXi o (P, X, h)

= , bySl4
nplx; oi(P, X, h)

= p(pi. pj. X, h)

AP [t X X Xt ] D (U= DR B, 2T
hip/ xi
~ (= Mhplx
« ([P, p ] [Xas e X X Xt ] (B, (D= M), By AR
G ([PT pI o (Xt X X Xaa T Ut s (L= M)A - s ]
_ hplxi  (1—0)p/x o:(P. X, h)
T (-Mhpix px a(P.X h)
= p(pi, pr, X, h)

by S14

and lf pn+1 = Pt, then

A(Prrts Py X1, Xy X Xt [, s (L= Mg, o By, ARG]T)
_ A/ Xt
hip}x;
Gi(PTp " [xe, X X Xt T [ (L= M)y By AR ]T)
Gt ([P, pe]T [Xas oo X0 X, X ] T [Bs o, (A=) gy oo By AR ]T)
_ Mup/ X0 pix o;(P, X, h)
hip[x; Ap/Xu1 0:(P, X, h)’

= p(pr, pj> X, h)

by S14

(xi) By (7),
}l\il)l'(l)p(p,, p}’ X’ [hla DR hl—lv )\.h[, h[+1, ceey hn]T)

i P X o; (P, X, [A1, -y bty Ay, Byt ] T)
A—0 th,TXj oi(P,X, [, byt Mg g, by ]T)

_ hip/xi 6;(P_. X h,)
hip)x; ;(P_, X, h,)’

= ,O(pi, p/, X*tshft) .

by S9
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Proor oF THEOREM 4. Part (i) follows from Lemmas 2(ii) and 3(vii). Part (ii)
follows from Lemma 2(iii), Theorem 1(v), and Lemma 3, parts (ii) and (vi). Part
(iii) follows from Lemmas 2(iv) and 3(iii). Part (iv) follows from Lemmas 2(v) and
3(v). Part (v) follows from Lemmas 2(vi) and 3(iv). Part (vi) follows from Lemmas
2(vii) and 3(ix). Part (vii) follows from Lemmas 2 (viii), 2(ix), and 3(xi). Part (viii)
follows from Lemmas 2(x) and 3(i). Part (ix) follows from Lemma 2(xi). Part (x)
follows from Lemmas 2(xii) and 3(viii). Part (xi) follows from Lemmas 2(xiii) and
3(x). |

Proor oF LEmma 4. Necessity: By T,

o(pi.p:. X, h)
10 [ 5 '7X7h = T w L\
(pl p] ) ,O(p],p[,X,h)

Since the left-hand side and, consequently, the right-hand side of this equation is
independent of py, it can be rewritten as

p(@i- 1n. X h) _ 8(pi. X, h)
p(pj. 1, X, h) ~5(p;. X, h)

p(pi.pj. X, h) =

where 1,, is the m-dimensional column vector of ones.
Sufficiency: Straightforward.

ProoF oF THEOREM 5. By (6) and I (< P and T),

—1
hiplx;
m(P,X,h):{Z L fp(pi,p,»,x,m}

T
7 hipi X;

-1
, by Lemma 4
hip % 3(p. X h) }

J

-1
hip! x; hiplx;
_ p; X Z iP;Xj -
5(pi» X, h) é(pj. X, h)

J

Proor oF THEOREM 6. Positivity:

hy
Ix
prp(pi-pj. X h) =[] |:pl k:| >0

=
K | PjXk
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Positive Monotonicity: For any p; > p;,

p/Tx hi
/ i k
PHD(Piijvah)=H|: - }

P; Xk

]

P, Xk

= pup(pi, Pj, X, h)

Linear Homogeneity: For any » € R,

|:_()‘p,- ) "Xk &

pup(Api. pj. X, h) = l—[ pTxe :| = Aoup(pi. pj. X, h)
j

k

Transitivity: For any 7 € N,

hy
Txeplx
pl kp[ k} :pHD(plvijXSh)

T T
P: Xk P Xk

pup(pi» Pr» X, W) oap(pr. pj. X, h) = l_[ |:
K

Commensurability: For any A € R,

—- . A1 hk
< . e Ap)T
prp(pi. Ap; XA~ h) =11 M]
k LOAP)T(A xk)

hy

B AT a-1
I /(A A x
AT a1
P (A A )xg

AT a—

= pup(pi, pj. X, W) since A A =1,

Commodity Symmetry: For any permutation matrix I,,,,

- - Ik
_ . (Lpi) " (Lnx1)
PHD (Impia Imp iy XI;;, h) = [#
! 1:[ (Iij )T (Imxk)

(ITIm)Xk
1_[ |: (ITIm)Xk i|

= pup(pi, p;, X, h) since I 1,, = 1,
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Weight Symmetry: Consider the bijective mapping ¢ : A x A that satisfies (A.2)
for any ¢ € NV and let (A.3) hold for all k € \. Now,

T Dy
Ty P/ Xk
pup(pi- pj. L, X, I h) == l_[ [—ZT “ )} = pup(pi, pj. X, h)
k | PjXe(k

Quantity Dimensionality: For any 8, y € R, .,

p/ (Bxx)
p; (Bxx)

vhy
2 vhe
pup(Pi, pj, BX, yh) = 1_[ [ i| = pup(pi, pj» X, h)
k

Strong Quantity Dimensionality: For any t € A and for any A € R,

pHD(plv p]s [Xl’ cees Xp—1, )‘*X[s X[+l9 L) Xn]Ts h)

h hy
_ 1—[ PiTXk ’ PiT()\Xt)
i | PXe || pjGx.)

= pup(pi, pj, X, h)

Determinateness: For any (¢,1) € M x N,

e Pkt |

. 1€ (1R%7)

lim wpPi, X, h)= —_ 0
W_)O:OHD(p Pj ) 1;[ P,TXk i| >

_ pTX Ik
lim pup(pi,p;, X, h) = S T S B
pie—0 HD(p p] ) l:[ _Zl#g lele:|

_pTXk i Z[#@ DPil X '
lim ppup(pi, pj, X, h) = l >0
Xi¢—0 / g _p}—Xk Zl;ﬁe Pjixu

>0

[T
. P; X«
lim pup(pi, pj. X, h) = L
h—0 s g _p—]!—Xk

:|h/</ Zr;&l hy

Country Partitioning Test: For any ¢ € N and for any A € (0, 1),

B (i P [XTox] s oo (= My, iy, A1 ]T)

i 1—A)h, h,
10 prx | Torx ] Torx |
1t | P Xk P/ X P/ X
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/_lk hr
_ l—[ P/ Xk P/ X
ket LP) X P, X

= pup(pi, pj» X, h)

Tiny Country Irrelevance: For any ¢ € N,

P_IR)PHD(Pi, P X [, o A By, k)T

L S My
pTxk Z/;éz hy+iht pTXt Z,#l hy +Aht
=lim [ ]| = l
A—0 T

L
KA | Pj Xk

= pup(pi, Pj, X—1, h_;)

Proor oF CoroLLARY 1. Since ppp satisfies P,

h; TX' , - X.h -1
oupi(P, X, h) = {Z hJP/ i pup(Pi, Pj, X, h) 0

— hip/x; prp(p;j. pj. X, h)

Now,

T hi
1—[ P Xk
, hip/ xi 4, p}Txk

i j t

oTx.
ZO’HD,i(P,X’h):Z Zhjpjx]

W AN
> ihipix; T [P]TXk]_hk
=1

Thus o gp satisfies S1. By Lemma 2, o yp satisfies S2-S12.
Proor oF THEOREM 7.  Straightforward.
ProoOF oF CorROLLARY 2. Straightforward.

ProoF oF THEOREM 8.  Positivity:

P X huxi

>0
P; X hux

pas(pi, pj, X, h) =
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Positive Monotonicity: For any p; > p;,

P> Pk P Y ek
P/ X hxk T P; X i

pAs(P;. pj. X, h) = = pap(pi, pj, X, h)

Linear Homogeneity: For any > € R, .,

pi)" Y iy

pA(Api, Pj. X, h) = = Ap48(pi, Pj, X, h)

Pj X hixi
Transitivity: For any ¢ € \,
T T
P D huXip, D hixk
'7 ’X’h bl '7X7h = = '7 "X’h
pas(Pi. Pr )0AB(Prs P ) DT > hxi p] 3 huk pAB(Pi, Pj )
Commensurability: For any X := (A1, ..., A,)" € RT,,

Bp)" (A ')
(Ap)T X (A ')
. p (A AT > iy

~T «—1

Pi(A A )X hux

pas(Api, Ap;. XA ™ h) =

= pa(Pi, pj, X, h) since ATAT =,
Commodity Symmetry: For any permutation matrix I,

_ (impi)T > hk(imxk)
@p )T Y hi(Lxi)

_p (L) Y uxi

P (L) Y iy

= pas(pi, pj, X, h) since I I, = L,

pAB(impi s iij, Xir—;rv h)

Weight Symmetry: Consider the bijective mapping ¢ : N x A that satisfies (A.2)
for any ¢ € NV and let (A.3) hold for all k € A/. Now,

.
—— P 2 hyoXek
PAB p’sp’vITX» ITh = ., _ = pAB(pvpv X1 h)
(b p; 1, X.1,h) P] X homXek) B
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. . . . . 2
Quantity Dimensionality: For any (8, y) € R,

p/ Y (vh)(Bxi)

.pi. BX, yh) = = .pi. X, h
p48(Pi, Pj, X, yh) pT > () (Bx) pAB(Pi. P; )

Total Quantities Test:

P (D) (huxi)

pas(Pi, i WX, 1,) = L= — ) p(pr, pjs X h)
! p; (D) (uxk) !

Determinateness: For any (£,1) € M x N,

D10 Pit D hiexia -

lim pap(pi,pj, X, h) =
pie—0

) 2 P
T
. P > hixi
lim p ipi, X, h) = J >0
pje—0 An(Pi- P ) D10 Pt 2_g huexia
.
. . Pi 2o MicXic
lim P, X,h) = lim pi.X,h)=—"——>0
xrﬂ—’OpAB(pl P ) hr*UpAB(pl P ) P]T D ket X

Strong Country Partitioning Test: For any (¢, ) € A'x(0, 1),

Pas(PisPjs [Xts oo Xy o X Xt ] [ ooy (U= Wy, oo By, AR
_ p/ [ > ke X+ (1 = Mhex; + A X ]
P;T[ Dkt hiexic + (1 — Mhyx; + MXpi1 ]
= pag(pi, pj, X, h) since (1 — L)X, + Ax,41 =X,

Tiny Country Irrelevance: For any ¢t € N,

}‘ii)l%)pAB(plv p]a Xa [hla LR hl—lv )\'htv hl+17 ) hn]T)

A—0 p]T[ Zk;é[ hkxk + )\htxt]

= pa(pi.Pj. X1, h_;)

Proor oF COROLLARY 3. Since p»p satisfies P,

-1
oapi(P, X, h) = Z h/P,TXj pas(P:. Pj. X, 1) >0
AT - hip; xi pas(p;.p;. X, h)
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Now,
hiplx; pl Y x|
o48i(P, X, h) = ! :
Z l 2,: X]: hip xi pj X hixk
X/ Y hxk
S ihipix;/p] X X

=1

Thus o 45 satisfies S1. By Lemma 2, o 4p satisfies S2 and S4-S14. |

Proor oF THEOREM 9.  The bilateral consumption index ¢ has the following six
properties.!4

Q1. Positivity:

p'xi /.
o(Pi. Pj. Xi. X;) = —= o(pi.pj. xi,x;,1,1) > 0, by P
P; X
Q2. Identity:
(p)'x; /.
Po(Ap;. pj. X;. X)) = # p(Apj. pj.X;.X;,1,1) =1, by PP
i Xj
Q3. Proportionality:
.
p; (Bixi) [ _
DL BiXi, BiX;) = P Bixi, Bixi, 1,1
o (p p;, Bixi IBJX/) P;(,Bjxj) p(pi P, Bixi, BjX; )
CoTx
A ’/ﬁ<pf,p,<,xi,xj,1,1>, by SQD
Bip;x;

Bi
= —¢(Pn Pj,Xi, X;)
Bi
Q4. Strong Monetary Unit Test:

¢(cipi. ;. BXi. BX))
AT ( Ry
:% pleipi ;. xi. Bx;. 1.1)

14 With the exception of Q3, these properties correspond to Diewert’s (1986) “essential” bilateral
tests BT1, BT2, BT4, BTS5, and BT7. Since Q3 is implied by BT3 and BT6, Theorems 9, 10, 11, and 12
constitute a stronger version of Diewert (1986, Proposition 8).
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Ty A
= &perl/{&p(plﬂ pj’xivxfﬂla 1)}’ byH’ HDM and SQD
ajPp;Xj o

= ¢(pi, Pj» Xi> X;)

Q5. Commensurability:

¢(5\Pi, 5\pj, 5‘71&" Ailxj)

_ M/mph 5oy, 3 Aty 11)
(Ap)T(Ax))

T ATS\_l X; _
= u/ﬂ([’npj,xi,x,‘,l, 1), by C

- AT a—1

P/ (A A )x;

= ¢(pi, pj, Xi, X;) since ATAT = L,
Q6. Commodity Symmetry:

¢(impi , impj, imxia imxj)
) (%) [« =
= m P(Lnpi, Lupj, InXi, Lx;, 1, 1)

p?(ilim)xi/_( 1 1), by CS
= = P XX, 1, 1),
p; (LL)x; PP P ! Y

= ¢(pi, pj. Xi, X;) since I} L, = L,
S1 holds by Q1 and since ), oki (P, X, h) = 1. S2:
Uk*,i([alp;, cee a,,pl]T, [Bix:, ..., .anz]T, ..., )/]T)

— y(p(aiptv akpl‘v ﬁixtv ﬂkxt)
Z,‘ V¢(“/’Pt7 arp;, BiX, BiX:)

Bi
a2 ®(Pr. Prs Xty X

_ A ﬂ](p’ PeXeX) 03 and 04
Zj E‘ﬁ(l’z, P X, X;)

= f3; since Z,Bj =1
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S3:Fori #t #k,

Gk*,i (P7 [X17 ey Xp—1, )"X[y X[-‘rl’ ceey Xn]Ta h)
_ hi¢(pi, Pk, Xi, Xk)
Z/;&[ h]¢(p], pkv xjv Xk) + ht¢(pt7 pkv )"Xta Xk)
_ hid(pi, Pr> Xi, X))
Z];él h’]¢(p]’ pk7 Xj? Xk) + )»ht¢(Pt» pk’ th Xk) ’
_ hi¢(pi, Pk, Xi, Xx)
Z/ h/(p(p]’ Pk, va Xk) + ()‘- - 1)h1¢(Pta Pk, X¢, Xk)
_ hid(pi, Pr> Xi» Xk) [/ 2 hid (D> Prs X, X))
1+ = Dh(pe, Pis X, Xk)/ Zj hi¢(pj. k- X;, Xk)

_ ox,i (P, X, h)
T 14 (x — D)o (P, X, h)

by Q3

For t # k,
Uk*,[(Pv [X17 ey X1, )"Xtv x[+17 ceey Xn]T9 h)
— (e, Pies AXe, Xk)
Zj;ét hoPj, P> Xj, Xi) + hep(Pr, Pis AXe, Xk)
_ )"ht(p(pt’ Pk, X;, Xk) ’ by 03
Z];&t h[¢(p]’ pk’ Xj? Xk) + )"htqs(ptv pk7 X, Xk)
_ )»hz¢(Pt,pk,Xt,Xk)/ Zj h,-¢>(p]-,pk,xj,xk)
L+ (b = Do (prs P X, X6) [ 3 B Pros X X))
_ Ot (P, X, )
14+ (A= Doge, (P, X, h)
S4:

, T _ (yh)¢(aipi, axpr, BXi, BXk)
ohei(loapr, - bl X, yh) = 2 (vhj)d(a;p;. cupr: BX;, BXi)

i (pi, Pr Xis Xk)
> hid(P), Pr X;, X))
= ak*,i(P» X, h)

by Q4

Ss:
hig(Api. Apr. A, 5\_1Xk)
P PSS T |
Y hio(Apj, AP A X, A x)
= ok.i (P, X, h), by Q5

o i(PA, XA h) =

79
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S7:

hi (L, Lupre, T, LX)
Zj h]¢(imp]a imPk, imX}‘, ika)
= ok (P, X, h), by Q6

okei (PL),, XL, h) =

S8: For k, i € M\{t},

i ((PTop ] X% ] (s ooy (1= 2, AR

_ hid(pi, Pr Xi, Xi)
Zj;g; hid(pj, Pk X;j, Xk) + (1 = M) (pr, Pi» Xt, X)) + A (pr, Prcs Xt, Xk)

= Uk*,l (P? X? h)

S9:Fork#t #1,
}LiI%Uk*,l (Pa Xa [hlv DR} hl—]9 )"hh hl+]9 cve hn]T)

hid(pi. Pr. Xi, X))
)L_>0 Z ;&t hl¢(p]5 pk7 X]a Xk) + )"h ¢(p[7 Pk, X[5 Xk)

= Uk*,i(P—z, X, h—t)

S11: For j #i # k,
’
Gk*,/([’l’ v Pi-1, plv Pi+1s -+, Pns Xv h)
ok, j (P, X, h)

_ hi¢(pi, Pr: Xi, Xx) > b (pr, Pr, X1, Xx)
> 1z (e, Pr Xt Xie) + hip (D], Pis Xis Xk) i (Pi, Pis Xi s X))

P X ip"xi/pg Xk/ p(Dis Pio Xis Xk, 1, 1) /o i (P, X, ) by (15)
P D o(pr P Xt Xk) + hid(Pp Pro Xiu Xk)

[pﬁTxi] hip] Xi /Py Xi/ B(D}. Prs Xi» Xi, 1, 1) /04 i (P, X, )
P/ X; Y1 b (pr, P X1, Xi) + hid (], P Xi, X))

, byM

T -1 /

[ 1 1 s oo Pi—15 Pis Pi 9 ey 1X1h

_ |:plTXl] Uk*,z(Pl Pi-1, P;> Pi+1 Pn )’ by (15) and (14)
P, Xi O'k*,i(Py X, h)

S13:

&(pi, P hiXi, hiXy)

U*i P7 ﬁXa ln =
i ) > 9P P, hjX;, hixi)
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B (P Phs Xi, Xk)
= —% , by Q3
2 b (). Pr- X, Xi)
= ok.i (P, X, h)

Since
o,i (P, X, h) _: hi¢(pi, P> Xi, Xk)
O’k*,]'(P, X, h) hj(]ﬁ([)j, Pk Xj, Xk)

depends on prices other than p; and p;, there does not exist a restricted-domain
consumption index satisfying RT with o := o.. Therefore, p/, is not a restricted-
domain PPP index. [

Proor or THEOREM 10. S2:

canpd B Baxd] T e v]T)

UEKS,i([alpta ..
_ (v) Hk [¢(cips, akpss Bixi, Bix:)]
Z,‘(V) Hl [¢(0‘jl’tv ap:, Bjxe, Bix)]"

==

Hk I:%(b(l)t, P:s Xs5 1“[)],l
T by Q3 and Q4

n

Z/ [T, [%(p(l’tv Prs X, Xt)]
. Billk [ﬂk]_%

1

X ATLIAT
= B; since Z'Bf =1

S3:Fori #¢,

O EKS.i (P, [Xt, .o X1, AXy, X - - -
1 1
i [(pis pe. Xio %)™ [1icer [$(Pis P X, Xi0)]
T T T T
iz hilo®j e X, Ax)] " [ (6P P X, X)) + e [O(Pe, P A%0, Ax))7 [z (0P Prs A%, x1)] "

_1 1
_ 1 AT ht Hk [¢(pllv Pk, T:lek)] -, by Q3
AT Z/#z hi T1 (o). prs Xj, x)1" + 25 h [T [@(pes prs %o, x0)]7

_ i T [0 i 3. 0)]

Zj hi T (o). prox;. x)]" + (o — Dh [T, [6(Prs prs xe, x0)]”
R N Ry S A N R

1+ @ =Dh T, [o(p:. pr. vaxl)]% /Z, hi T1; [o(p). prs X/’»xl)]%

orxs.i (P, X, h)
1+ —1)oexs. (P, X, h)
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T
O'EKS.t(P» [Xl, o X1, AX, X e »Xn] ,h)

B he [ (e, Pe. 2%, 2x)]7 [Tz [0 Pic, 2%t )]
X e 1 (s B X WX T (607 1 X7 X017 + By [$(Be. P 2% 2X)] Tl [P 1. 2% %))

1

_ Ai%hz l_[k[‘f’(Pt,Pkaxzaxk)] "
- 1 1 1
WY by TL [0 o X X017+ 25k T, [0 pr X X))

, by Q3

_ M T L6 P e 30]”
Z/ hj Il [¢(pj. pr.x;. x1)]" + = Dh IT; [o(pe. prs X, x1)] "

M T 9 pis X x0T /30, 05 T [0 B %7 %))
L G DAL [0 %01/ 525y T [0y by 30

B roxs. (P, X, h)
T 14+ (= Do (P, X, h)

The remaining parts are straightforward.

Proor oF THEOREM 11. S2:

oosi([epe, - vanpe] L [Bixes o Bax] L [ys oo v]T)
O[S e e i x|
5,00 [0 [Gespeecape By x|

_1y-!
{Zk [%(p(pl’ptsxtaxl)] }
T by Q3 and Q4
Z;‘ {Zl[%d’(l’upnxt,xt)] }

_ Bi {Zkﬁkrl
Z,‘ Bi {Zl 51}_1

= f; since Z,Bj =1

S10:

O’OSJ'(P, X, [y, .o Mg, By, AR, )\hj',1, hj, )»hj+1, cey )»hn]T)
A—0 O'OS,/'(P, X, [Ahg, ..o AR, By, AR, )»/’ljfl, h/', )»/’lj+1, e, )»hn]—r)

-1
hi[hi [6(pi, pir xi, xi)] ! +h;[¢(pi, pjs Xis xi)]_l}

-1
hj{hi [P, pi.X;. %)) +h; [¢(p). P X5, Xj)]_l}
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L+ [p(pj. pis hyxy hix)]

L+ [o(pi. pj. hixi. hjx;)] ™
=y (pi,pj, hixi, hjx;,1,1)

, by Q2 and Q3

The remaining parts are straightforward.

Proor oF THEOREM 12. S2:

UDW,i ([‘let, e O‘npz]Ta [ﬂlxta ] .BnXI]T7 [V» s y]T)

1
Z Eo—k*,l ([alph ey al’lpt]T7 [ﬁlxtv ceey ﬁnxt]Ts [)/, ey ]/]T)
k

Bi, by Theorem 9

opwi([neipe, o vaup] ' [Bixe, o Baxe] T [y o v]T)

() (vearp) T (Bixi)
= 2(v)(vieup:) T (Brx:)

X 0k ([Y101Pes - YuaPe] T [BiXes - BuXe] L [y v]T)

Yotk Br
= ———fi, by Theorem 9
Xk: > viaup Y

=B
GQW,i([Vlohpz, s )/nOénPr]T, [Bix:, ..., ﬂnxr]T, [V --es V]T)
= ZGOS,k([Vlalpt, s Vnanpt]-r’ [ﬂlxlv s ﬂnxt]—r? [ya sy ]/]T)
k

x i ([V101Pes -« s VataP] T [BiXe, ooy Bux] T [y o v]T)
= Z BiBi, by Theorems 11 and 9
k

= B, since Z,Bk =1
The remaining parts are straightforward.

Proor orF THeoreM 13. Since X € R, o satisfies S1, S2 and S4-S9 by
Diewert (1986, p. 50). For all k € N, let 0, x := o (P, X, [M, ..., Ahj_1, hj,
M, ..o Ay by Mg, Ah,]T). To show that o gk satisfies S10, substitute
for 7, in (22a) using (22b), replace Ay by Ak for all k € M\{i, j}, and take the limit

asA — 0O:

-1
h hjx;
SO Y dim AT gy SR S PR gy Py
Z k#j.xqo h,-x,»@ hixig — P X r—=0 0y 4
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N Z hixie P,zx,e Z hixig DieXic Z DieXi
Z hixjg + h; iXje p X; k—>0 O')L, hix;, +h]'x]‘g p;rXi 7 P,TXi

. (h,X[g)(thj[)
& lim Ohi _ P;r(hixi) ZL’ pjt I:hixil +hjle/,:|

=0 0;, B p]T(/’l/X]) Z(Z it [(hixii)(hj)(ji):l

hixio + h,-x]g
The remaining parts are straightforward.

Proor oF THEOREM 14. S3: For all k e N, let 64 := oy (P, [x1, .

L) Xt—15 }"Xta
Xi41,---»Xy] ", h) and let oy := oy (P, X, h). Fori # ¢,

thp, Xk01+thl ;| (x,) 6 iy 2pkxl % 2 P/Xi G

t

k£t pl X; O pz X 0 k£t pk Xk 0’ ;r()\'xt) oi
T
P Xk Oi. 2 P Xi Ok
ezhk _Zhi Tw,
T p X; Ok T Py Xk Oi
0, lof 0
o2 5% and =% forall ke M\(1)
o] o; g 4]

S8: For all k € N, let 6; := oy x((PT, p] ™ [XT. x]". [A1s ... (1= My, ..., B,
Ah,T) and let oy == oy (P, X, h). For i # 1,

T T
o P; Xk Ut .Y Uz

P X; Gl
h 1—M)h 2L
ket “p;xi o il ) t] P/X; & +( ) P/ Xi On+1

th Pk Xi Ok hzl’z X; 01 i thtTXi On+1

kAt Pk Xy Oj ‘px G ‘p/x G
(_)Z 2Pz Xy O0i Z szXl Ok
Xl Ok % Pk Xy Oi
o o o o o
s (1-2)==r——=—and — =L forall ke N\{t}
Oy On+1 O Ok Ok
Thus,
n+1 5k

—= > —+(1—x)—+x—

=1 % kenvi 9

n+1

& G, = 0; since Zok_Zok_l

= 6[ = (1 - )\)Ut and O_'n+1 = )\O't
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S10: For all ke N, let Ok = O'VH,k(Py X, [Ahy, ..., )\hjfl, hj, )\hj+1, o, Mg,
h,‘, )\.hi+1, ey )J/ln]T). NOW,

Z 11m(Ah )21’1 lim ( > th, i lim <&)
i X AQO 0ok P X; A=>0\ 0y, j
T
= Z thk ' (m) + 22X i <0m>
Xk A%O Oy.i p] Xj A—0 O
& hm( “) — p; (hix;) P; (hixi) |*
r—0\ 0y PiT(hjx/-)p]T(h/.xj)

The remaining parts are straightforward.
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