
A.E. FILE cory
 
_... ---- ,._

October 1991 A.E. Res. 91- 10
 

Measuring Hicksian Welfare Changes From 
Marshallian Demand Functions 

Jesus c. Dumagan 
and 

Timothy D. Mount 

". 

Department of Agricultural Economics 
Cornell University Agricultural Experiment Station 

New York State College of Agriculture & Life Sciences 
A Statutory College of the State University 

Cornell University, Ithaca, NY 14853 .. 



AI 

It is the Policy of Cornell University actively to support equality of 

educational and employment opportunity. No person shall be denied 

admission to any educational program or activity or be denied 

employment on the basis of any legally prohibited discrimination 

involving, but not limited to, such factors as race, color, creed, religion, 

national or ethnic origin, sex, age or handicap. The University is 

committed to the maintenance of affirmative action programs which will 

assure the continuation of such equality of opportunity. 

..••



Measuring Hicksian Welfare Changes From
 
Marshallian Demand Functions
 

Jesus c. Dumagan & Timothy D. Mount* 

Department of Agricultural Economics
 
Warren Hall
 

Cornell University
 
Ithaca, New York 14853
 

October 1991
 

Abstract 

A problem persists in measuring the welfare effects of simultaneous price and income changes 
because the Hicksian compensating variation (CV) and equivalent variation (EV), while 
unique, are based on unobservable (Hicksian) demand functions, and observable (Marshallian) 
demand functions do not necessarily yield a unique Marshallian consumer's surplus (CS). This 
paper proposes a solution by a Taylor series expansion of the expenditure function to 
approximate CV and EV by way of the Slutsky equation to transform Hicksian price effects into 
Marshallian price and income effects. The procedure is contrasted with McKenzie's "money 
metric" (MM) measure derived from a Taylor series expansion of the indirect utility function. 
MM requires a crucial assumption about the marginal utility of income to monetize changes in 
utility levels. No such assumption is required by the proposed procedure because the 
expenditure function is measured in money units. The expenditure approach can be used to 
approximate EV and CV while the MM is an approximation to EV. The EV and CV 
approximations are shown to be very accurate in numerical examples of two prices and income 
changing simultaneously, and are generally more accurate than MM. 

-
*J. C. Dumagan is a post-doctoral researcher and T. D. Mount is a professor at the 
Department of Agricultural Economics, Cornell University. This paper is an outgrowth of a 
wider study on demand systems modeling and welfare change measurement supported by a 
research grant from the New York State Department of Public Service. The usual caveat 
applies that the authors alone are responsible for the analysis in this paper. 



1. Introduction 

Approximations to the Hicksian compensating variation (CV) and equivalent 
.' 

variation (EV) based on the Marshallian consumer's surplus (CS) (Willig, 

1976; Shonkwiler, 1991) are fundamentally limited to single price change 

because CS is generally not unique when more than one price changes 

(Silberberg, 1972, 1978; Chipman & Moore, 1976, 1980; Just, Hueth & Schmitz, 

1982).1 For a single price change, however, these approximations may not be 

necessary as shown by Hausman (1981) since exact measures of CV and EV 

could be obtained in certain cases by recovery of a local indirect utility 

function from observed demand functions. Hausman's exact measure ofCV 

and EV could in theory be extended to multiple price changes, but no one has 

done it to date.2 

Thus, none of the above approximate or exact measures are practicable 

for measuring welfare changes in the more general case of multiple price 

changes. For the latter case, there remains a need for a "practical algorithm" 

sought by Chipman & Moore (1980) for a money measure of welfare change 

based on observable demand functions. This measure exists in theory as 

shown by Hurwicz & Uzawa (1971). One such algorithm is McKenzie's (1983) 

"money metric" (MM) measure of EV from a Taylor series approximation to 

the change in the indirect utility function. An alternative measure of EV and 

IWith more than one price changing at the same time, consumer's surplus is integrable or a 
unique measure of welfare change if and only if income elasticities are equal for the goods with 
the changing prices. This condition is equivalent to unitary income elasticities, i. e., 
homothetic preferences, for the case when all prices change simultaneously. Otherwise, with 
unequal income elasticities, consumer's surplus is not unique and will, therefore, result in 
misleading spproximations to welfare change given simultaneous price changes. 

2His examples for a single price change when the demand function is linear or log-linear 
in own-price and income seem straightforward. However, his generalizations of these demand 
functions to include other prices yield exact welfare measures "when all other prices are 
constant" and "they cannot be used to analyze the welfare change when more than one price 
changes (except proportionately) without further analysis." (Hausman, 1980, p. 670). There is, 
however, no such further analysis in Hausman's paper. 
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of CV based on a Taylor series approximation to the change in the 

expenditure function is proposed in this paper. This alternative can also be ". 
computed from observable demand functions by means of the Slutsky 

" 

equation, which links Hicksian price effects to Marshallian price and income 

effects. However, in comparison to MM, the alternative in this paper is less 

restrictive in theory because it does not involve assumptions about the 

marginal utility of income, hence does not impose restrictions on consumer 

preferences in addition to those in standard consumer theory. 

This paper is organized as follows. Section 2 presents the welfare 

measures proposed in this paper based on a Taylor series approximation to 

the change in the expenditure function for the case of multiple price and 

income changes. It is shown to preserve the properties of the expenditure 

function, namely, linear homogeneity and concavity in prices. Two 

formulations of the proposed welfare measure are presented, one for EV and 

the other for CV. Section 3 presents McKenzie's money metric measure of 

welfare change from a Taylor series approximation to the change in the 

indirect utility function. This is reformulated to show that the third-order 

approximation has the properties of the indirect utility function, namely, 

non-decreasing in income, non-increasing in prices and homogeneous of 

degree zero in prices and income. Section 4 compares the two 

approximations relative to the true EV and true CV in an example of two 

goods where both prices and income change simultaneously. The proposed 

EV approximation is also compared to MM given the same changes in prices 

and income. Section 5 concludes this paper with a summary of findings. 

.. 
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2. Measuring Welfare Change From the Expenditure Function 

The Hicksian measures of welfare change, namely, the equivalent 

variation (EV) and compensating variation (CV) are both based on the change 

in the value of the expenditure function when prices and/or income change. 

The aifference between the two, however, is that EV uses the terminal level 

of utility and the original prices as bases for calculation while CV uses 

original utility and terminal prices. EV and CV are illustrated in Figure 1. 

Put 

o 

Figure 1. Hicksian Equivalent and Compensating Variations 
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The original situation is given by point 0 on the indifference curve Uo. 

Assume a change in prices and income such that the new or terminal 

situation is given by point T on the indifference curve U
t
• For the move from 

o on UO to T on U
t
, EV requires pivoting from T to 0' on U

t 
such that at 0' 

prices are the same as the original prices at the starting point O. In this case, 

EV is equal to the change in the value of the expenditure function at the 

original prices that is required to maintain the terminal level of utility, which 

was achieved in the first place by a change in prices and income. Assuming 

in Figure 1 that X is a numeraire good, EV = E - E ' where E is the 2 ot oo ot 

minimum expenditure required to achieve the terminal utility level U
t 

at the 

original prices pO = {P~ ' P~} and, likewise, E is the minimum expenditureoo 

to stay on the original level of utility UO at these original prices. That is, EV is 

the change in expenditure for the parallel move between points 0 and 0'. In 

contrast, CV is based on the original utility UO and on the terminal prices. 

Thus, CV requires pivoting from point 0 to T' on UO and CV = E - E ' which
tt to 

is the change in expenditure for the parallel move between points T' and T. 

2.2 EV Approximation for Multiple Price and Income Changes 

Let E(P, U) be the minimum expenditure at prices P to achieve utility U. 

This means that EV from above can be written as 

° tooEV =E t - E =E(P , U ) - E(P , U ) . [1]° 00 

It is apparent from Figure 1 that the move from 0 to T involves not only a 

change in prices but also a change income, which is given by 
t too

.11 = E - E = E(P , U ) - E(P , U ) . [2]
tt oo 

Combining [1] and [21 EV can be decomposed (Boadway & Bruce, 1986) into 
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price and income effects as 

EV =E(po, U
t
) - E(pt, U

t
) + .11 [3] 

In [3], EV is defined such that its sign is in the opposite direction to the change 

in prices but in the same direction as the change in income. That is, EV is 

positive (negative) when prices fall (rise) and positive (negative) when 

income rises (falls). This is adopted in this paper so that a positive (negative) 

EV implies a welfare improvement (deterioration). 

The key idea to the proposed EV approximation is that point 0' on U
t 

is 

not an observable point. Only points 0 on UO and T on U
t 

are observable for 

the simple reason that the consumer actually starts from 0 and ends up at T.3. 

The point 0' exists only as a theoretical construct by definition of EV. This 

realization has important implications in applied welfare analysis when the 

analyst has information only about the observable demand functions but not 

about the exact form of the underlying utility function. In this situation, EV 

for the move from the observable point 0 to the unobservable point 0' can 

only be approximated by going through the observable point T. 

It follows from above that the minimum expenditure E(p°, U
t
) at T' is
 

t

not known outright but the minimum expenditure E(pt, U ) at T is in concept 

known. However, E(p°, U
t
) can be obtained by a Taylor's series (Apostol, 1967; 

Chiang, 1984) expansion around E(pt, U\ i. e., 

t t tE~o, U ) = E(pt, U ) + ~ 2- d
r 

E(P, U ) + R [4]
~ r! r 

r 

where r! is the factorial of r; d
r 

E(P, U
t
) is the rth-order total differential of the 

expenditure function; and R is the remainder term for a finite rth-order 
r

• 
expansion. Because the expenditure function is continuous in prices, the 

t t
change from E(pt, U ) to E(po, U ) can be expressed as a line integral, 

3Given a change in income, points 0 and T lie on different demand curves. 
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[5]
 

J
Combining [3], [4] and [5], it follows that EV can be expressed as 

P" n t
 
~ 1 r t ~ aE(p, U )
 

EV = £..J -, d E(P, U ) + R r + ~I = £..J dPi+ ~I [6] 
r r. pt i = 1 aPi 

The value of the line integral is independent of the path of integration if and 

only if 

t ti E(P, U ) i E(P, U ) 
[7]= 

aPiaPj aPj aPi 

where the equivalence follows, first, by application of Shephard's lemma that 

the derivative of E(P, U 
t
) with respect to price Pi is the Hicksian demand 

function X~ = X~ (P, U 
t
) and, second, by Young's theorem. Because [7] is true, 

then EV is integrable or that its value is unique independently of the pattern 

of price changes. This implies that the unique value of EV can be obtained 

without regard to the order of the price change in the process of calculation, 

given the same set of prices that have changed at the same time. The 

uniqueness of EV remains true when it is calculated by the Taylor series 

expansion rather than by the line integral expression. 

Ignoring the remainder term Rr' [6] yields a third-order (r = 3) Taylor 

series ~pproximation, EVd ;:::: EV, 

n t n n 2 t 
_ ~ aE(p, U ) .! ~ ~ a E(P, U ) 

EVd - £..J ~P. + £..J £..J ~P. ~.
 
i=l aPi 1 2 i=l j=l aPiaPj 1 J
 

n n n 3 t •1 ~ ~ ~ a E(P, U ) 
+ - £..J £..J £..J ~P. ~P. ~Pk + ~I [8] 

6 i=l j=l k=l aPiaPj aPk J1 
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t
All the partial derivatives in [8] should be evaluated at prices p since these 

serve as the base prices of the Taylor series expansion in [4]. In principle, EVd 

is the approximate change in the value of the expenditure function as prices 

pt change to pO keeping utility constant at U t, while the expenditure line 

pivots from tangency at T towards tangency point 0' in Figure 1. Therefore, 

the changes in prices in [8] should also be defined with prices pt as the base 

values, i. e., 
o t 

~Pi= Pi - Pi' i =1,2, ... , n. [9] 

It may now be shown that the approximation EVd in [8] can be computed 

from observable demand functions. By Shephard's lemma, 

aE(p, U 
t

) = X~ = X~ (P U t ) [10]
ap. 1 1 ' 

1 

t
which is the Hicksian demand function given the terminal utility level, U . 

t
Since all partial derivatives are evaluated at the observed point T on U at 

t
Prices p~, [10] takes the value X~ (P, U ) = X~ (pt, U\ The observed Marshallian 

1 1 1 

quantities X~ demanded at the prices pt can be substituted for the unobserved 

Hicksian quantities because point T corresponds to an intersection between 

Marshallian and Hicksian demand curves. That is, X~ (pt, U
t
) = X~ (pt, It) at 

1 1 

point T where It is the level of income or expenditure required to attain 
t

utility level U given the prices pt. 

By the Slutsky equation (Varian, 1984), 

h t t t2 t 
a E(P, U ) = aXi (P, U) = aX j + X~ aX j 

[11] 
ap. ap. ap. ap. J aI 

1 J J J 

t
where X~ 

1 
and X.

J 
are Marshallian quantities noted above. It follows that 
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[12] 

A third-order approximation accomodates to some degree non-linear 

demand since second-order derivatives with respect to prices and income 

would be taken into account. Thus, a third-order is proposed in this paper as 

given by [8]. 

2.3 Calculating the EV Approximation From Observed Demand 

The Hicksian substitution effects can be computed from observable 

Marshallian demand functions by means of the Slutsky equation. Thus, by 

substitution of [11] and [12] into [8] and recalling that the Marshallian quantity 

x: at price P: can be substituted for the Hicksian quantity X~(P~ U \ the 

third-order EVd approximation of this paper can be expressed as 

~ t 1~ ~ [ax: tax: J
EVd =.11 + LJ \ .1Pi + - LJ LJ -a +Xj -a .1Pi .1P· 

. 1 2 . 1· 1 P. I J1= 1= J= J 

1 n n n [
2 
X~ t i X~ ax~ 

tJa ax. 
+ - L L L +x. + _1 _J .1P..1P. .1P [13]1 1 

k6 i=l j=l k=l aPj aPk J al aPk al aPk 1 J 

In [13], the levels of the Marshallian quantities demanded, x;, i = 1,2, ... , n, as 
. 

well as the derivatives of the corresponding demand functions are evaluated 

at the terminal prices p
t
= {p:}. Morever, the changes in prices are computed 

using p~ as bases, i. e., .1P. =p~ - p~ as defined earlier in [9].
1 1 1 1 
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2.4 CV Approximation for Multiple Price and Income Changes 

• 

In Figure 1,
 

t t t °
 CV = E - =E(p , U ) - E(p , U ) . [14]
tt 

Eto 

Substituting for E(p
t
, U

t
) from [21 CV can be expressed in terms of price and 

income effects as 

[15] 

The key idea to the proposed CV approximation is that point T' on UO is not 

an observable point and, therefore, the expenditure E(P: Uo) at T' is not 

known outright. However, E(p
t
, Uo) can be approximated by a Taylor series 

expansion of the known expenditure E(p°, Uo) at the original (observable) 

point O. That is, 

E(pt, Uo) = E(po, Uo) + ~ ~ l E(P, Uo) + R [16]LJ r ! r 
r 

Ignoring the remainder term R
r
, [15] and [16] yield a third-order (r = 3) Taylor 

series approximation, CVd "" CV, 

non n 2 ° 
_ ~ aE(p, U ) 1 ~ ~ a E(P, U ) 

CVd -~I- LJ ~P.- - LJ LJ ~P.~. 
i=l aPi 1 2 i=l j=l aPiaPj 1 J 

n n n 3 ° 
1 ~ ~ ~ a E(P, U ) 

- - LJ LJ LJ ~P.~. ~k • [17] 
6 i=l j=l k=l aPiaPj aPk 1 J 

All thE; partial derivatives in [17] are evaluated at prices pO since these serve as 

the base prices of the Taylor series expansion in [16]. CVd is the approximate 

change in the value of the expenditure function as prices pO change to p 
t 

keeping utility constant at UO, while the expenditure line pivots from 

tangency at a towards tangency point T' in Figure 1. Hence, the changes in 

prices in [17] should be defined with prices pO as the base values, i. e., 

9 



t ° ~P.= P. - P., i = I, 2, ..., n. [18]
1 1 1 

Following earlier analysis,
 

aE(p, V ° ) _ X' _X' ° 
[19]
ap. - i - i (P, V ) 

1 

where X~ (po, Vo) =X~ (pO, 10) at point 0 where 1° is the level of income or 
1 1 

expenditure required to attain utility level VO given the prices pO, Moreover, 

i E(P, Vo) ax~ (P, Vo) ax~ ° ax~ 
=----=-+x. [20]ap. ap. ap. ap. alJ 

1 J J J 

where X~ and ~o are Marshallian quantities demanded at the original prices. 

It follows from [20] that 

[21] 

2.5 Calculating the CV Approximation From Observed Demand 

Substituting [191 [20] and [21] into [17] and substituting the Marshallian 

quantity x~ demanded at price P~ for the Hicksian quantity x~(p°, VO), the 

third-order CVd approximation can be expressed as 

n n n [ax~ aX~J 
1CVd =~I-L X~ ~Pi- -! L L -a +XjO -a1 ~Pi~j 

i=l 2 i=l j=l Pj I 

[22] 

In [22], the levels of X~, i =1,2, .. " n, as well as the derivatives are evaluated at 
1 . 

the original prices pO = {P~} and the changes in prices are computed using P~ 
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as bases, i. e., ~Pi = P: - P~ as defined earlier in [18]. Moreover, ~I = It - 1° . 
.. 

2.6 Properties of the EV and CV Approximations 

The Taylor series expansions for EV in [4] and for CV in [16] have similar 

mathematical constructs, except for the differences in base prices and base 

utility levels. Hence, in general, they can be expressed as the Taylor series 

expansion of an expenditure function E(P', U) about a given expenditure level 

E(P, U) when the original price vector P changes to the terminal price vector 

P' holding utility fixed at the level U. 

It may be shown that EV and CV are homogeneous of degree one in 

prices, which is a property of the expenditure function. This property pertains 

only to a change in prices. Thus, ~I = 0 is assumed. Hence, the third-order 

Taylor series expansion of E(P', U) around E(P, U) can be expressed as 

n 1 n n ax~ 
E(P', U)=E(P, U)+ L X' ~P.+ - L L _1 ~P.&. 

i = 1 1 1 2 i = 1 j =1 aPj 1 J 

[23]
 

Since the base prices are given by the vector P = {Pi} and terminal prices by the 

vector P' = {P'i}' then the changes in prices are defined by ~Pi = P'i - Pi 

Suppose that all prices change by the same proportion 0, i. e., P'i = oPr It 

follows in this case that 

[24] 

Substituting [24] into [23], 

11 
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hn n n ax
E(P',U)=E(P,U)+(o-l) ~ X'P.+~(0-1)2~~ -ai P.P. L.J L.JL.J PI)

i=l 
112 

i=l j=l j 

1 3~~'f l~ 
+ - (0-1) L.J L.J L.J P.P. Pk+R3 . [25] 

6 i=l j=l k=l aPj aPk 1) 

To evaluate [251 consider that x~ is determined at price Pi given the utility 

level U. Therefore, by definition of an expenditure function, 

n 

~ X~P.=E(P, U) [26]L.J 1 1 

i= I 

Moreover, 

n n ax~ n [n ax~ JL L _1 P. P. = L P. L _1 P. [27]= 0 
'l'lap. I) 'II.lap.)1=)=) 1=)=) 

since, by Euler's theorem, 

n ax~I 
L- P.=o i =1, 2, '" , n [28] 
. lap. )
)= ) 

because Hicksian demand functions are homogeneous of degree zero in 

prices. Differentiate [28] with respect to Pk' then post-multiply by Pk and, 

finally, sum over all k to obtain 

[29]t[t [-;-~-~-'k Pj + -::-; -:-~ J]Pk~O , 
Consider the fact that the derivative ap/aPk equals zero when j ~ k but equals 

one when j = k. Therefore, [29] implies that 

n n a2 X' n ax~
ILL 1 P'Pk+L- P.=o [30]

lap. aPk ) . I ap. )k I · =)=) )=) 

and by virtue of [28] 
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[31]
 

The results in [28] and [31] imply that the sum expressions in the second and 

third terms of [25] are equal to zero. Moreover, since these results generalize 

to any rth-order Taylor series expansion, the remainder term R must reduce 
r 

to zero when prices change in the same proportion. 

It follows from [26] to [31] that [25] simplifies to 

E(P', U) =0 E(P, U) [32] 

given that P; =0 Pi for all i =1,2, ... , n. That is, if all prices change 0 times the 

original prices, the minimum expenditure required to attain the same level 

of utility at the new prices will be 0 times the minimum expenditure required 

to attain the same level of utility at the original prices. This shows that EV 

and CV preserve the linear homogeneity in prices property of the expenditure 

function. 

It may be shown that EV and CV embody also the expenditure function 

property of concavity in prices. For this purpose, consider the fact that the 

Hicks-Slutsky substitution matrix is the Hessian matrix S of the second-order 

price derivatives of the expenditure function, 

ax~ 
1 s.. =:: i, j = 1, 2, ... , n [33]

1J ap. 
J 

which is symmetric by Young's theorem. The expenditure function is 

concave in prices if and only if the matrix S is negative semi-definite or has 

non-positive eigenvalues. One eigenvalue is zero because [28] implies that S 

•is singular. Therefore, if S is symmetric and negative semi-definite, then [23] 

embodies the concavity in prices property of the expenditure function. 
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3. Measuring Welfare Change From the Indirect Utility Function 

The indirect utility function can be written as
 

U(P, I) = U[Xl (P,I), X2(P,I),..., X (P,I)] [34]
n 

where (P, I) = (Pl' P2,···, P ; I) is the vector of prices and income and \ (P, I) is n

the Marshallian demand for the ith good. Referring back to Figure 1, the 

value of U(P, I) at the original point 0 may be represented by U(po, 1°) and by 

U (P: It) at the terminal point T. Because the indirect utility function is 

continuous in prices and income, then the change in its value from point 0 

to point T may be expressed as a Taylor series expansion, 

~U = U(pt, It) - U(po, t) = ~ ~ dq 
U(P, I) + R [35]£.J q ! q 

q 

or as a line integral, 

p ~ It 

Jl~ au J au 
~U= £.J-dP.+ -dl. [36]
 

p~ i = 1 aPl 1 1° al
 
1 

In [351 dqU (P, I) is the qth-order total differential of [34] and R is theq 

remainder term. The first-order total differential can be shown to be, 

n na a 
dU =L aU dPl + aU dl =L (- AX) dPi + Adl [37]
 

i=l Pl I i=l
 

where A is the marginal utility of income. For a given change in prices and 

income, [36] can therefore be expressed (Just, Hueth and Schmitz, 1982) as, 

P: n It 

[38]dU = t:~ (-AX) dP;+ flO Adl 
1 • 

where (P~, P:) comprise the elements of the original and terminal price 

vectors and t and It are the original and terminal income levels. 

14 



Since the indirect utility function in [34] is non-increasing in prices and 

non-decreasing in income, the change in indirect utility in [38] is in the 

opposite direction to the change in prices but in the same direction to the 

change in income. Therefore,.1U is positive (negative) when prices fall (rise) 

and/or when income rises (falls). Thus, welfare improves (deteriorates) 

when .1U is positive (negative). 

3.1 Money Metric Measure of Welfare Change 

The "money metric" proposed by McKenzie (1983) assumes the same 

situation envisaged in this paper. That is, there is information only about 

observable demand functions and the exact form of the underlying utility 

function is unknown. Thus, the money metric proceeds from a finite order 

(truncated) Taylor series expansion of .1U in [35] around the original value of 

the indirect utility function, U(po, 1°), i. e., .1U is evaluated at the original 

prices, po = {P~}, i = 1, 2...., n, and income 1°. By Roy's identity, the 

derivatives of the indirect utility function in the Taylor series expansion can 

be expressed in terms of the parameters of observable demand functions. 

The line integral in [38] implies that .1U is integrable or a unique value if 

and only if, 

a( - AX.) a(-Ax.) a( - AX.) a(-Ax.)aA aA1 1 1 1 = - - [39]
ap. ap. al ap. al ap.

1 1 1 1 

Thus, the terms in the money metric Taylor series expansion of .1U are 

expressed in accordance with [391 which implies that the marginal utility of 
income, A, varies with income and/or prices. 

The indirect utility function in [34] is measured in units of "utility". 

15 



This can be monetized to obtain "money metric" utility by the following 

monotonic transformation. From [37], 

au(p, I) 
ap.

1 

= _ A X. 
1 

au(p, I) 
aI 

= A 
[40] 

where A is the marginal utility of income. Thus, the reciprocal 1fA is the 

marginal cost of utility. To obtain money metric utility, choose the value of 
o

A evaluated at the original prices and income, i. e., AO = A.(p , 1°), as the scalar 

for the transformation. In this case, the money metric transformation of 

indirect utility may be denoted by M(P, I), 

M(P, I) = U(P, I) [41]
AO 

M(P, I) represents exactly the same preferences as U(P, I). However, because 

M(P, I) is measured in money, it has the property that the marginal utility of 

income equals one at (po, 1°). Denoting the money metric marginal utility of 

income by Am ' 

1 aU(p, I) A(P, I)A (P I) = aM(p, I) = [42]
m' aI OA aI 

McKenzie's money metric measure of welfare change from changes in 

prices and income is a Taylor series approximation to the change in M(P, I) 

evaluated at (po, 1°). That is, the change being measured is 

f1M = ~ f1U(P, I) = ~ [U(pt
, It) _ U(po, 1°)] [43]

AO AO 

where f1U(P, I) is defined in [35] to [38]. In view of the money metric property 

in [42], McKenzie's approximation assumes that Am is constant with respect to 

.. 
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income at that (pO, 1°). That is, 

as Am (pO, t) 
----- =0 , s~l [44] 

al
s 

which means that the derivative of Am of all orders with respect to income 

equals zero. This implies from [42] that 

as A (po, t) = 0 
, s ~ 1 . [45] 

al
s 

The assumption in [45] is the key to factoring out A from the right-hand side 

of the Taylor series expansion of ~ U (P, I) in order to yield the change in 

money metric utility defined by [43] when evaluated at original prices and 

income (po, 1°). 

For a third-order expansion, dU is given by [37] from which 

2 2 2 
2 ~ ~ a U ~ a U a U 2 

d U =L.J L.J a a dPjdPj + 2 L.J -aa dPjdl+ -2- (dl) ; [46] 
. l' 1 P. P. . 1 P. 1 al1= J= 1 J 1= 1 

[47]
 

n a3 u 2 lu 3 
+ 3 ~ dP.(dl) + - (dl) .L.J 2 1 3

j=l ap. al aI 
1 

All the partial derivative terms are obtained subject to the integrability 

conditions in [39] and are evaluated at (pO, 1°). 
• 
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3.2 Properties of the Third-Order Money Metric Approximation 

The third-order money metric measure of welfare change will be 
o

denoted by MM3 where, from [431 MM3 "" .1M = (1/A. ) .1U(P, I). Dumagan 

(1989, 1991) reformulated McKenzie's third-order money metric to facilitate 

showing that it has the properties of an indirect utility function. This 

reformulation is 

MM3 = .1 1 _ i W . .1Pi _ i W. E' .1Pi .11
 [48]I
1 I. 1 1 P. . 1 lIP. I
1= 1 1= 1
 

1 In In .1P. L1P. 
+ - (w. W. E' - W. E..) _1 _J

I
2.. 1 J J 1 IJ P. P.
1=1)=1 1 J 

1 ~ ~ ( iXk iXj J.1Pi .1Pk .11
+- LJ LJ Iw.P ---P.P - - 
2 i=1 k=1 1k aI2 1 k apk aI PiPk I
 

1 In In .1Pi .1Pk .1I 1 In i \ .1Pi (.1 2
 
+ - (w. w E. E ) - - - - - I P. -- --  IJ.., IkIIkIp PI 2 1.2 PI 

~ i=1 k=1 i k i =1 at i
 

where • 
n P.x. ax. P. aXi 1


1 1 1 J

W.=-1="" P. x. E =- E =- [49]LJ 1 1 1 I ij ap. X. iI aI X.
 

1
i=1 J 1
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In view of [35] and [43], the changes in prices and income in the money metric 

measure are defined using the original levels as bases, i. e., 

p~ - p~
 
1 1 

i = 1, 2, ... , n
 [SO]
P. 

1 p~ 
1 

o 0
Moreover, all terms in [48] and [49] are evaluated at (P , I). Thus, MM3 has 

the same sign as L\U, which is positive (negative) when prices fall (rise) 

and/or when income rises (falls). This sign is in the same direction as the 

change in utility. 

MM3 has the properties of the indirect utility function U(P, I). When all 

prices are constant, [48] yields 

MM3 L\I 
---- if i = 1, 2, ... , n [51]

I I 

which means that the third-order money metric is non-decreasing in 

income. To show that it is non-increasing in prices and homogeneous of 

degree zero in prices and income, the following budget constraint identities 

are useful: 

-

[52]
 

2 
n a X. 
~ P._1=O .
£.J 1 2 ' 
i= 1 aI 

n n nax 
~ ~ P.P. _J =-~ P.X.=-I ;£.J £.J 1 J ap £.J 1 1 
i=l j=l i i=l 
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n n P.P. ax n n 
1LL- =LLwj Eji =-l] -]

. l' 1 lap. . l' 11= ]= 1 1= ]= 

n n a2 x 
~~PP-]=-l'!-J!-J i j ap. aI ' 
1=1 ]=1 1 

Consider the case where income remains the same but all prices change 

in the same proportion given by 

~P. 

p=
1 

i =1, 2, ... , n . [53]
P. 

1 

Substituting [53] into [48] and making use of the budget identities in [52], it can 

be shown that 

MM3 2 3 
--=-P+P -P [54]

I 

This result is consistent with the property of being non-increasing in prices 

since it is clear that MM3 is positive (negative) if P is negative (positive). 

Finally, if all prices and income change in the same proportion given by 

~I ~Pi 
't=-=- i =1, 2,... , n [55]

I Pi 

it can be verified that by substitution of [55] into [48] and using the budget 

identities in [52], 

MM
--3 =0 for all 't . [56]

I • 
This result implies that [48] is homogeneous of degree zero, i.e. welfare is 

unchanged by a proportional change in prices and income. 
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The properties of the money metric of being non-decreasing in income 

and homogeneous of degree zero in income and prices are not dependent on 

.. the order of the Taylor series approximation, at least up to a third-order as in 

the case of [48]. However, the property of being non-increasing in prices is 

not held by a second-order approximation. 

The first-order approximation includes only the first two terms on the 

right-hand side of [48] It is straightforward to show that this is 

non-decreasing in income, non-increasing in prices and homogeneous of 

degree zero in income and prices. The second-order approximation consists 

of the first four terms of [48]. Once again, the expression is non-decreasing in 

income and is zero degree homogeneous in prices and income. However, if 

all prices change proportionally (with income constant) by a factor p, then the 

second-order money metric is 

[57] 
MM2 2 
--=-p+p . 

I 

This is obviously a perverse result. It is sufficient to point out that if prices 

increase where p is greater than one, that MM2 /1 is positive. This means that 

it is possible for welfare to improve when prices rise while income remains 

the same, which is nonsense. 

The conclusion is that the money metric from a finite Taylor series 

approximation is not per se a welfare indicator for it depends on the order of 

the approximation. For example, a second-order approximation is not a 

welfare indicator since it is not non-increasing in prices. However, the 

third-order money metric in [48] is a welfare indicator in that it is -non-decreasing in income, non-increasing in prices and homogeneous of .. 
degree zero in income and prices. 
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4. Numerical Examples
 

Consider the following example adopted from Silberberg (1978), which 

he used to demonstrate the lack of uniqueness of the Marshallian 

consumer's surplus for multiple price changes.4 The utility function is given 

by 

U=ln Xl +X2 . [58] 

By maximizing [58] subject to the budget constraint 

I=PI Xl +P2 X2 [59] 

the resulting Marshallian demand functions are 

P2
X =- and [60]

I P 
I 

[61]
 

From [58], [60] and [61], the indirect utility function is 

P2 ] IU=ln - +--l. [62]
( PI P2 

This utility function will be used in the following numerical examples to 

demonstrate the accuracy of the EV and CV approximations proposed in this 

paper as well as to compare this EV approximation to McKenzie's money 

metric EV approximation. 

4This example may be found in pages. 354-5. Note our differences in notation, which is 
potentially confusing. For example, Silberberg uses "log" to mean a natural logarithm as he 
explains in page 45. However, we use the usual notation "In" in place of his "log" to mean 
natural logarithm. Also, we use "I" in place of his "M" to denote income. Finally, we use "A" in 
place of his "W" to denote the Marshallian consumer's surplus. 
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4.1	 Accuracy of the EV Approximation
 

t

From [62], the new level of utility (U ) can be expressed as 

t
 
t [p~] E(p°, U )


U = In - + -1	 [63]
pO pO
 

1 2
 

t	 t
where E(p°, U ) is the minimum expenditure to attain U at the original prices 

given by pO = {P~' P~}. Alternatively, U
t 

can be attained at the new income It 

and prices pt = {P~' P;}, i. e., 

t P2 I 
U =In - +--1 . [64]

t] t 
[pt pt 

1 2 

It follows from [63] and [64] that 

[65]
 

By duality between utility maximization and expenditure minimization, it is 
° 00 t t t . t

true that I = E(p , U ) and I = E(P, U). Therefore, lettmg EV(.1P, .11, U ) be 
t

the EV for attaining U , it follows from [1] and [65] that 

EV(AP,M, Ut)=[ln [:;J+ ;~ -In [:;J]p; -I" .	 [66] 

t
Since It = t + .11, EV(L\P, .11, U ) can also be written to conform to [3], 

EV(AP, AI, 0') =[In [:;J+ ;~ -In [:n] P; - It + AI .	 [6~ 
Suppose that the original prices and	 income are pO = {P~' P~} ={2, 2} and • 

1° =50. Let the original prices change between 1.25 and 2.75 and let .11 =2.5. In 
t

this case, the values of EV(.1P, .11, U ) in [67] are tabulated in Table 1. 
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Table 1. Values of EV(~P, ~I, V
t
) at Alternative Prices 

t t 
PI' P2~ 

.I. 
1.25 1.50 1.75 2.00 2.25 2.50 2.75 

1.25 34.00 20.36 10.67 3.44 - 2.16 -6.61 -10.24 

1.50 33.64 20.00 10.31 3.08 - 2.52 -6.98 -10.61 

1.75 33.33 19.69 10.00 2.77 -2.83 -7.29 -10.91 

2.00 33.06 19.42 9.73 2.50 -3.10 -7.55 - 11.18 

2.25 32.82 19.19 9.50 2.26 -3.33 -7.79 -11.42 

2.50 32.61 18.98 9.29 2.05 -3.54 -8.00 -11.63 

2.75 32.42 18.79 9.10 1.86 - 3.73 - 8.19 -11.82 

For the same cases in Table 1, the values of the proposed EV approximation 

(EVd) in [13] have also been computed. In all cases, the sign of EVd agrees 

with the sign of EVo The values of EVd are reported in Table 2 as proportions 

of the corresponding values of the true EV from [67] in order to highlight the 

accuracy of EVdO 

Table 2. Percent Ratios of EVd to EV(~P, ~I, V
t
) 

t t 
PI' P2~ 

.I. 

1.25 1.50 1.75 2.00 2.25 2.50 2.75 

1.25 100.00 100.05 100.24 101.28 97.13 98.78 99.03 

1.50 100.02 100.00 100.02 100.16 99.68 99.84 99.85 

1.75 100.03 100.01 100.00 100.01 99.98 99.99 99.98 

2.00 100.03 100.01 100.00 100.00 100.00 99.99 99.99 

2.25 100.03 100.01 100.00 100.00 100.00 100.00 99.99 

2.50 100.04 100.02 100.02 100.05 99.99 100.00 100.00 

2.75 100.06 100.04 100.06 100.19 99.95 99.99 100.00 

•
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It is amply evident from Table 2 that EVd is very accurate. Except in three 

cases when P~ = 1.25 and P~ is equal to 2.00, 2.25 or 2.50, the absolute error of 

EVd is less than 1% of the true value of EV. 

4.2 Accuracy of the CV Approximation 

From [62], the original level of indirect utility (Vo) can be expressed as 

VO = In (P:] + E(P\Vo) -1 [68] 

PI P2 

where E(pt, Vo) is the minimum expenditure to attain VO at the new prices 

given by pt = {P~, P~}. Alternatively, VO can be attained at 1° and pO = {P~, P~}, 

i. e., 

021°PO]V =In - +--1 [69] 
( pO pO
 

1 2
 

From [15], the CV for a change in both prices and income can be written 

° too ° ° ° ° as CV(~P, ~I, V ) = -[E(P , V ) - E(p , V )] + ~I where 1 = E(p , V ). The tenn 

_[E(pt, Vo) - E(p°, Vo)] is the change in the value of the expenditure function 

as the expenditure line pivots from tangency at point 0 to T' on VO in Figure 

1. Therefore, solving for E(pt, Vo) from [68] and [69], it follows that 

CV(6P, 61, Vo) =t - [In [:~ J+ :~ -In [:~ J] P~ + 61 . rol 

Suppose that pO = {P~, P~} = {2, 2}, 1° = 50. Let the original prices change in 
the range between 1.25 and 2.75 and let ~I = 2.5. Table 3 gives the values of 

CV(~P, ~I, V °) from [70]. 
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Table 3 Values of CV(~P, ~I, Uo) at Alternative Prices 

t t 
PI' P2~ 

.j. 

1.25 1.50 1.75 2.00 2.25 2.50 2.75 

1.25 21.25 15.27 9.34 3.44 -2.43 -8.27 -14.08 

1.50 21.02 15.00 9.02 3.08 -2.84 - 8.72 -14.58 

1.75 20.83 14.77 8.75 2.77 - 3.18 - 9.11 - 15.01 

2.00 20.66 14.57 8.52 2.50 -3.48 -9.44 -15.37 

2.25 20.52 14.39 8.31 2.26 - 3.75 - 9.74 -15.70 

2.50 20.38 14.23 8.13 2.05 - 3.99 -10.00 -15.99 

2.75 20.26 14.09 7.96 1.86 -4.20 -10.24 -16.25 

For the same cases in Table 3, the values of the proposed CV 

approximation (CVd) in [22] have also been computed. The signs of CVdare 

all in agreement with those of true CV. The values are reported in Table 4 as 

proportions of the corresponding values of the true CV from [70] in order to 

highlight the accuracy of CVd' 

Table 4 Percent Ratios of CVd to CV(~P, ~I, Uo) 

t t 
PI' P2~ 

.j. 

1.25 1.50 1.75 2.00 2.25 2.50 2.75 

1.25 100.00 99.98 99.91 98.59 100.84 100.33 100.25 

1.50 99.99 100.00 99.99 99.92 100.14 100.07 100.07 

1.75 99.98 100.00 100.00 100.00 100.01 100m 100.02 

2.00 99.98 99.99 100.00 100.00 100.00 100.01 100.02 

2.25 99.98 99.99 100.00 100.00 100.00 100.00 100.02 

2.50 99.95 99.97 99.97 99.92 100.01 100.00 100.01 

2.75 99.89 99.89 99.86 99.59 100.10 100.01 100.00 

•
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The precision of CVd is very high in Table 4. The approximation error is less 

I· than 1% in all cases but one when P~ =1.25 and P~ = 2.00 for which the error is 

" largest, equal to 1.41 % of the true CV. 

4.3 Accuracy of the Money Metric Approximation 

Following the money metric definition in [431 the normalized indirect 

utility function in [62] yields the money metric utility function with aM/al = 1 

at the initial set of prices, 

[71]M(P, 1)= p;[ln G:J + ;2 -1] 
This implies that the change in utility in money metric terms from a change 

in both prices and income, ~M(~P, ~I), can be written as 

~M(~P, ~I) = M(pt, It) _ M(po, 1°) [72] 

t ° where I = I + ~I. 

Since the utility function in [71] is linear in income, EV in [66] equals ~M 

t .
in [72]. Thus, Table 1 represents both EV(~P, ~I, U ) and ~M(~, ~I), WhICh 

are the true values of the equivalent variation and of the change in money 

metric utility from changes in both prices and income. In this case, the 

accuracy of the proposed EV approximation (EVd) in [13] can be compared 

•directly to McKenzie's money metric approximation (MM3) in [48} The 

• results of the comparison are summarized in Table 5.. 
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Table 5 Percent Ratios of EVd to EV and of MM to MM When EV = i\M3 

pt 
1 
J. 

t 
P2~ 1.25 1.50 1.75 2.00 2.25 2.50 2.75 

1.25 
EVd 
-
EV 

100.00 100.05 100.24 101.28 97.13 98.78 99.03 

1.25 
~ -
~M 

94.73 98.41 99.68 99.59 100.96 102.08 106.15 

1.50 
EVd -
EV 

100.02 100.00 100.02 100.16 99.68 99.84 99.85 

1.50 
~ -
~M 

94.70 98.44 99.79 99.92 100.35 101.80 105.83 

1.75 
EVd -
EV 

100.03 100.01 100.00 100.01 99.98 99.99 99.98 

1.75 
~ -
~M 

94.66 98.42 99.80 100.00 100.23 101.69 105.64 

2.00 
EVd 
-
EV 

100.03 100.D1 100.00 100.00 100.00 99.99 99.99 

2.00 ~ -
~M 

94.62 98.40 99.80 100.00 100.21 101.63 105.51 

. 2.25 
EVd -
EV 

100.03 100.01 100.00 100.00 100.00 100.00 99.99 

2.25 
~ -
~M 

94.58 98.38 99.79 100.00 100.20 101.59 105.39 

2.50 
EVd -
EV 

100.04 100.02 100.02 100.05 99.99 100.00 100.00 

2.50 
~ -
~M 

94.54 98.36 99.77 99.92 100.23 101.56 105.31 

2.75 
EVd -
EV 

100.06 100.04 100.06 100.19 99.95 99.99 100.00 

2.75 
~ -
~M 

94.49 98.31 99.70 99.59 100.38 101.60 105.27 
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Table 5 shows that the computed values of EV d and of MM 3 as 

proportions of the exact values of EV = ~M. In all cases, the sign of MM3, . 
agree with the sign of EV, like EV d' Out of 49 cases, there are only four, 

namely, (P~, P~) ={ (1.25, 2.00), (1.25, 2.25), (1.50, 2.00), (1.75, 2.00)} (highlighted 

in bold) for which the absolute percentage errors of MM 3 are smaller than 

those of EV d' This demonstrates that EV d is a generally more precise 

approximation to EV than MM3 for the example presented. 

5. Conclusion 

Approximations to EV and CV based on the Marshallian consumer's 

surplus are generally limited to measuring the welfare effects of a single price 

change. With more than one price changing at the same time, consumer's 

surplus is a unique measure if and only if income elasticities are equal for the 

goods with changing prices. For most realistic situations, consumer's surplus 

will result in misleading approximations to welfare change given 

simultaneous price and income changes. 

This paper presents the procedures that provide the "practical 

algorithm" sought by Chipman and Moore (1980) for a welfare measure based 

on observed demand behavior. This measure exists in theory as shown by 

Hurwicz and Uzawa (1971). One procedure is McKenzie's "money metric" 

approximation to the change in the indirect utility function (McKenzie, 1983; 

Dumagan, 1989 & 1991) and the other proposed in this paper uses 

approximations to the expenditure function. McKenzie's method can be • 

viewed as an approximation to EV, while the other method can approximate 

either EV or CV. All three of these approximations can be computed from 
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observed Marshallian demand functions, and consequently, can be used for 

situations in which an explicit utility function is not specified. 

For the utility function used by Silberberg (1978) to demonstrate the lack 

of uniqueness of consumer's surplus, the three approximations are shown to 

work well. In all cases considered, the correct direction of change in welfare is 

predicted by all three measures, and the level of accuracy is very high (less 

than 1% error). The EV approximation from the expenditure function (EVd) 

is a closer approximation than the money metric (MM3) for 45 out of 49 cases. 

Furthermore, because the money metric measure is derived from the indirect 

utility function, it requires a restrictive assumption about the marginal utility 

of income in order to monetize changes in utility levels. The procedures 

proposed in this paper impose no such restriction because the marginal utility 

of income is simply not involved in EV and CV approximations from the 

expenditure function. 

~ I 

. . 

30
 



References 

[1]	 Apostol, T. M. Calculus, Volume I, Second Edition, New York: John 
Wiley & Sons, Inc., 1967. 

[2]	 Boadway, R. B. and N. Bruce. Welfare Economics, Oxford: Basil Blackwell 
Ltd., 1986. 

[3]	 Chiang, A. C. Fundamental Methods of Mathematical Economics, Third 
Edition, New York: McGraw-Hill Book Company, 1984. 

[4]	 Chipman, J. C. and J. C. Moore. "Compensating Variation, Consumer's 
Surplus, and Welfare," American Economic Review, 70 (1980): 
933-49. 

[5]	 and "The Scope of Consumer's Surplus 
Arguments," in Evolution, Welfare and Time in Economics: Essays 
in Honor of Nicholas Georgescu-Rogen, eds. Tang, A. M., et. a1., 
Lexington, 1976. 

[6]	 Dumagan, J. C. Measuring Welfare Changes and Modeling Demand 
Systems: Theory and Applications to Energy Efficiency and 
Environmental Externalities in New York State Residential Energy 
Demand, Ph.D. Dissertation, Cornell University, 1991. 

[7]	 "A Money Metric Measure of Welfare Change From 
Multiple Price and Income Changes," Working Papers in 
Agricultural Economics 89-6, Department of Agricultural 
Economics, Cornell University, 1989. 

[8]	 Hausman, J. A. "Exact Consumer's Surplus and Deadweight Loss," 
American Economic Review, 71 (1981): 662-76. 

[9]	 Hurwicz, L. and H. Uzawa. "On the Integrability of Demand Functions," 
in Preferences, Utility and Demand, eds., Chipman, J. 5., L. Hurwicz, 
M. K. Richter and H. F. Sonnenschein, New York: Harcourt Brace, 
1971, 114-48. 

[10]	 Just, R. E., D. L. Hueth and A. Schmitz. Applied Welfare Economics and 
Public Policy, Englewood Cliffs: Prentice-Hall, Inc., 1982 

[11]	 McKenzie, G. W. Measuring Economic Welfare: New Methods, 
Cambridge, England: Cambridge University Press, 1983. -


• 
[12]	 Shonkwiler, J. S. "Consumer's Surplus Revisited," American Journal of 

Agricultural Economics, 73 (1991): 410-14. 

31 



[13]	 Silberberg, E. The Structure of Economics: A Mathematical Analysis, 
New York: McGraw-Hill Book Company, 1978. 

[14]	 ."Duality and the Many Consumer Surpluses, American 
Economic Review, 62 (1972): 942-52. 

[15]	 Varian, H. Microeconomic Analysis. Second Edition, New York: W. W. 
Norton & Company, 1984. 

[16]	 Willig, R. D. (1976), "Consumer's Surplus Without Apology," American 
Economic Review, 66 (1976): 589-97. 

32
 



other Agricultural Economics Research Publications 

No. 91-1 

No. 91-2 

No. 91-3 

No. 91-4 

No. 91-5 

No. 91-6 

No.· 91-7 

No. 91-8 

No. 91-9 

!. 
~ , 
.. 

The Feasibility of Producing and 
and Marketing Fresh Vegetables 
in central and western New York 

1991 BUdget Guide Estimated Prices 
for Crop Operating Inputs and capital 
Investment Items 

Meeting the Need: A Summary and 
Evaluation of NY FARMNET 

u.S. commodity Promotion 
Organizations: objectives, 
Activities, and Evaluation Methods 

Dairy Farm Management Business 
Summary New York State 1990 

The BUdgetary Implications of 
Reducing u.S. Income Inequality 
Through Income Transfer Programs 

Annotated Bibliography of Generic 
Commodity Promotion (Revised) 

Geographic Price Relationships Under 
Federal Milk Marketing Orders 

Dairypert: An Expert Systems Approach 
for Improving Dairy Farm Management 
Practices and Assisting Technology 
Transfer 

Raymond Barnes
 
Gerald B. White
 

Darwin P. Snyder 

John R. Brake 
Bill Phelan 

John E. Lenz 
Olan D. Forker 
Susan Hurst 

Stuart F. smith 
Wayne A. Knoblauch 
Linda D. Putnam 

Richard N. Boisvert 
christine Ranney 

Susan Hurst 
Olan Forker 

Andrew Novakovic 
James Pratt 

Robert J. Kalter 
Andrew L. Skidmore 

• 
... 


