View metadata, citation and similar papers at core.ac.uk brought to you by X{'CORE

provided by Purdue E-Pubs

Purdue University

Purdue e-Pubs

GTAP Technical Papers Agricultural Economics

1-1-2000

A General Welfare Decomposition for CGE
Models

Kevin J. Hanslow
Productivity Commission, Australia

Follow this and additional works at: http://docs.lib.purdue.edu/gtaptp

Hanslow, Kevin J., "A General Welfare Decomposition for CGE Models" (2000). GTAP Technical Papers. Paper 19.
http://docs.lib.purdue.edu/gtaptp/19

This document has been made available through Purdue e-Pubs, a service of the Purdue University Libraries. Please contact epubs@purdue.edu for

additional information.


https://core.ac.uk/display/4948328?utm_source=pdf&utm_medium=banner&utm_campaign=pdf-decoration-v1
http://docs.lib.purdue.edu?utm_source=docs.lib.purdue.edu%2Fgtaptp%2F19&utm_medium=PDF&utm_campaign=PDFCoverPages
http://docs.lib.purdue.edu/gtaptp?utm_source=docs.lib.purdue.edu%2Fgtaptp%2F19&utm_medium=PDF&utm_campaign=PDFCoverPages
http://docs.lib.purdue.edu/agecon?utm_source=docs.lib.purdue.edu%2Fgtaptp%2F19&utm_medium=PDF&utm_campaign=PDFCoverPages
http://docs.lib.purdue.edu/gtaptp?utm_source=docs.lib.purdue.edu%2Fgtaptp%2F19&utm_medium=PDF&utm_campaign=PDFCoverPages

A General Welfare Decomposition
for CGE Models

Kevin J. HANSLOW
GTAP Technical Paper No. 19

January, 2000

Kevin Hanslow, Productivity Commission, GPO Box 80 Canberra ACT 2616 Australia Email: khansow@pc.gov.au



A General Welfare Decomposition for CGE Models

by Kevin J. HANSLOwW

GTAP Technical Paper No. 19

Abstract

Huff and Hertel (2001) derive a welfare decomposition for the equivalent variation in the GTAP
model. The derivation appears to be very specific to GTAP. Nevertheless, it contains nearly al
the ingredients required for performing welfare decomposition for any CGE model.

In this paper, the approach of Huff and Hertel (2001) is generalised to derive a welfare
decomposition that can be applied to most, if not all, CGE models. General production and utility
functions are accommodated, as are foreign income flows.

A brief guide to coding the proposed welfare decomposition in GEMPACK is also provided. The
decomposition is applied to decomposing the equivalent variation in GTAP.
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General Welfare Decomposition for CGE Models

by Kevin J. HANSLOwW

1 Introduction

In the GTAP model, economic welfare is represented as being derived from the allocation of
national income between private consumption, government consumption and savings (Hertel
1997). This recognises that households gain benefits from their own current household
consumption expenditure. They also benefit from current net national saving, since this increases

their future household consumpti on.1 Finally, they benefit from the government’s provision of

public goods and services, as proxied by current government expenditure.2 National income is
allocated between aggregate private consumption, aggregate government consumption and saving
to maximise a top-level Cobb-Douglas utility function. With this functional form, successive
increases in real household or government expenditure or saving generate equi-proportional
increases in economic wellbeing. Aggregate private and government consumption are allocated
between particular commodities to maximise constant difference elasticity (CDE) and Cobb-
Douglas utility functions, respectively. As the CDE utility function is non-homothetic, this
recognises that successive increases in private consumption of particular goods or services need
not lead to equi-proportional increasesin economic wellbeing.

Consequently, given such a definition of economic welfare, how well off a policy change actualy
makes a region depends on what the change does to its national income. It also depends on the
effect of the policy change on prices, and hence the purchasing power of that income. Finaly, it
depends on how households eval uate the benefits of additional real expenditure. The last item —
the marginal utility of real income — is a conseguence of the assumed utility functions. National
income is nominal net national product (NNP), and is equal to GDP less depreciation less net
income payments to foreigners.

One particularly useful feature of GTAP that captures these dependencies is a welfare
decomposition (Huff and Hertel 2001). This subdivides the overall measure of welfare into
components that have a reasonably intuitive interpretation. As just noted, economic well-being
depends in part on disposable income, which can be divided into its components — GDP,

1
As noted in Hertel (1997), this derives from the work of Howe (1975), who showed that the intertemporal, extended
linear expenditure system could be derived from an equivaent, atemporal maximisation problem, in which savings
enters the utility function.

As noted in Hertel (1997), this derives from the work of Keller (1980), who showed that if (1) preferences
for public goods are separable from preferences for private goods, and (2) the utility function for public goods is
identical across households, then a public utility function can be derived. The aggregation of this index with private
utility to provide an overall welfare measure requires the further assumption that the level of public goods provided
intheinitia equilibrium is optimal.



depreciation, and net income payments to foreigners.3 GDP can be further subdivided into the
contributions from primary factors, net indirect taxes and technical changes. Decomposition
along these lines leads to the following welfare contributions.

+  Endowment contributions to welfare arise from changes in the availability of primary factors
— for example, increases in the stock of machinery, buildings and agricultural land.

« Technical efficiency contributions arise from changes in the use of available inputs in
production — for example, improvements in labour productivity.

«  Allocative efficiency contributions arise when the allocation of resources changes relative to
o 4
pre-existing distortions.

For any small change in the economy, allocative efficiency contributions are measured as the sum
of anumber of terms, where each termisthe size of an initial indirect tax distortion, multiplied by

the policy-induced change in the quantity of goods or services affected by that distortion.5 The
initial indirect tax distortion is the difference between the contribution to output from an
additional unit of the good, and the price for which the good could be obtained in the absence of
the tax. The product of the distortion and the change in the quantity therefore measures the net
contribution to output from the change in the quantity of the good used. The allocative efficiency
contribution for alarge change to the economy equals the sum of the contributions for a sequence
of small changes that are equivalent, in total, to the large change.

There are aso contributions to national welfare arising from changes in relative prices (including
export relative to import prices, or the terms of trade) as producers and consumers adjust their
purchasing and sale patterns in response to policy change. In addition, there are potentially
contributions to welfare arising from the likely flow-on effects of production and terms of trade
changes on foreign income flows.

The derivation of the welfare decomposition in Huff and Hertel (2001) appears to be very specific
to GTAP. It is even expressed in the TABL O notation of the GEMPACK software (Harrison and
Pearson 1996) in which GTAP isimplemented. Nevertheless, it contains nearly al the ingredients
required for performing a welfare decomposition for any CGE model. The derivation uses market
clearing conditions for commodities and primary factors, and zero pure profit conditions for
industries. These are relationships that would be present in most other CGE models.

In this paper the approach of Huff and Hertel (2001) is generalised to derive a welfare
decomposition that can be applied to most, if not all, CGE models. There are six main differences
between the approach adopted in this paper and that in Huff and Hertel (2001).

3
Net income payments to foreigners are zero in GTAP.

* The GTAP welfare decomposition was motivated by the work of Keller (1980), which showed how the aggregate
excess burden (the sum across households of compensating variations) was equal to allocative efficiency effects, in a
model formulated for examining tax changes.

*In multi-step model simulations that correct for linearisation error, this can give an exact measure of the change in
the welfare loss ‘triangle’ associated with a distortion.



First, this paper decomposes the change in utility rather than a money metric measure of the
change in welfare (such as the equivalent variation used in GTAP). This decomposition of the
change in utility can be used to decompose both money metric measures of welfare and
compensation measures based on the balance of trade function. This is important as neither of
these welfare measures is clearly superior to the other, and they differ from each other for
economies with existing taxes or subsidies (Martin 1996).

Second, this paper includes welfare contributions from foreign income flows.

Third, the decomposition derived in this paper is general enough to cope with multi-product
industries with non-separable inputs and outputs, and non-constant returns to scale in production.

Fourth, for each industry, terms measuring the welfare contributions caused by deviations from
optimal or price taking behaviour, or from zero pure profits, are derived. They are linear functions
of indices of effective inputs and effective outputs for each industry. These terms will be called
the profits effects (or effect if the term for a particular industry, or the economy-wide total of all

such terms, is being di scus@ed).6

Fifth, whereasin GTAP anested utility function is assumed — income is allocated between total
private and government consumption and savings, and then total consumption is allocated across
commodities — there is no requirement for a nested utility function in the current treatment.

Sixth, the welfare decomposition is derived for particular households. This emphasises how each
household may have its own relative price effect, since the composition of expenditure may differ
with income levels, and the composition of income may vary by household type. By then
assuming all households are identical, a welfare decomposition for a representative household, as
used in the GTAP model, is obtained.

Another difference between the current paper and the original 1996 version of Huff and Hertel is
that the effect of non-homothetic preferences on welfare can be captured in a coefficient by which
al the terms, the sum of which equals the change in utility, are multiplied. Thisisin contrast to
the original 1996 version of Huff and Hertel where the effect of non-homothetic preferences on
welfare is one of these terms — the variable described as the ‘contribution to EV of marginal

- . 7
utility of income'.

Section 2 describes the conceptual economy for which the welfare decomposition is derived. The
notation to be used and definitions are introduced, and then the formal derivation is presented.

The profits effects are analysed in section 3. Firgt, it is shown that the profits effects are zero for
industries that are revenue maximising, cost minimising and price taking, and have zero pure
profits. Second, it is shown that, when the firms in an industry are revenue maximising and cost
minimising, the profits effects are sums of terms each of which is the product of a measure of

6
This name is chosen since these terms will more usually be non-zero because of non-competitive behaviour, leading

to positive pure profits, rather than because of non-optimising behaviour. The choice of this terminology throughout
this paper should not, however, be alowed to diminish in the reader’s mind the possible usefulness of this termin
applications with non-optimising behaviour.

! The revised (2001) version of Huff and Hertel eliminates this term.



market power in an output (input) market times the change in the production (usage) of the output
(input). Third, for a uniform decrease in market power in all markets, the profits effects are
positive.

Section 4 shows how both money metric and compensation based welfare measures can be
decomposed using the results of section 2.

Section 5 derives a decomposition of the equivalent variation (EV) for the GTAP model based on
the results of sections 2 and 4.

Section 6 concludes with a summary of the current paper and a discussion of issues for future
research.

2 The Formal Derivation of the Welfare Decomposition

Consider an economy that consists of many activities, each of which uses various inputs. The
inputs are divided into two groups — commodities and endowments. The activities are divided
into two groups — industries, which produce (possibly multiple) commodities and use both
commoadities and endowments as inputs, and final demands, which do not produce anything and
use only commodities as inputs. Each commodity may be produced by more than one industry.
Taxes or subsidies may be levied on al inputs to al activities, and on al outputs from all
industries.

The assumption that is fundamental in the derivation of the welfare decomposition is market
clearing — the quantity of each commaodity produced in the economy equals the total quantity of
that commodity used in all activities.

Zero pure profits conditions — that the total cost of all inputs for each industry equals the total
value of al commodities produced by that industry — are used later to eliminate some termsin
the welfare decomposition (section 3), but are not essential to the derivation.

The market clearing condition applies to both domestic and imported commodities. The following

convention is adopted to ensure that the condition applies for imports.8 A final demand activity
‘total imports of each commodity’ isincluded, the inputs to which are imported commodities with
negative values, equal in magnitude to the total CIF values of imported commodities used by all
other activities. Therefore both the economy-wide production and use of imported commoditiesis
equal to zero; total imports count negatively in final demand; and a market clearing condition can
be considered as applying to imported commaodities.

Other final demand activities include:

+ total exports of each commodity;
+  private consumption; and

government consumption.

8
This convention is similar to how imports are shown in some input-output tables.



All other final demand activities will be called ‘inv&etment’.9

Nominal national income, or NNP, is equal to the returnsto al endowments (inclusive of income
taxes), minus the value of depreciation of domestic capital, plus all indirect tax revenue, minus all
indirect subsidy payments, plus net foreign income flows generated by a range of net foreign
assets. Net foreign income flows may be positive or negative. Thus nominal NNP is equal to
nominal GDP, minus depreciation, plus net foreign income flows.

Nominal NNP is allocated between purchases of private consumption commodities, government
consumption commaodities, and savings so as to maximise a utility function.

2.1 Motivation

Before introducing the notation and conventions required for the formal derivation, a brief
overview of the derivation is now provided.

The derivation proceeds using linearised equations. Real income (that is, utility) of ahouseholdis
expressed as a multiple of the difference between nominal household income and an expenditure
price index. Nominal household income is expressed as a share of nominal NNP. Then nominal
NNP is split into GDP minus depreciation plus foreign income. The latter two items are then
decomposed into nominal and real parts. The depreciation terms are written as a sum across
industries, but could just as well have been left as a macro aggregate. The GDP index, any price
parts of depreciation and foreign income, and the expenditure price index for the household
constitute the relative price contributions to welfare of the household. Real GDP is then
decomposed, in terms of the industry structure just outlined, into allocative efficiency, technical
efficiency and endowment effects. It is at this stage that the market clearing conditions are
critical. Finally, aresidual termis obtained, which is zero if the conventional assumptions of CGE
models — zero pure profits and optimising and price taking behaviour — are satisfied.

Consequently, quite a bit of notation is required to support the formal derivation — both its
macro and micro components — and such notation is now introduced.

2.2 Notation

Upper case letters designate levels, lower case percentage changes. A means ‘change in'.
Superscripts on a symbol indicate to what item the symbol is related. Subscripts indicate a variety
of types of the item indicated by the superscript. For example, 1,°¢ designates the asset price of
domestic capital of typek.

° Thus dl the final demands usually represented in an 10 table and in the definition of GDP are present. Since, in some
CGE models (for example, the MONASH model described in Dixon and Rimmer (2000)), there is an investment
activity for each industry, it seemed sensible to allow for the possibility of many investment activities in the current
treatment. It makes no difference in the formal derivation.



Symbols used are:

+ P — tax-inclusive price (rental price for assets), but tax-exclusive price when applied to
industry outputs of commodities, that is, with superscript O;

« [1— asset price;
+  Q—rea quantity;
+ V—tax-inclusive value (rental value for assets);

A

« V —tax-exclusive value (rental value for assets);

+  R—tax revenue,

« T—advaloremtax rate;

+ D — depreciation rate;

« U —rateof return (lower caseis p);

+  U()— indirect utility function governing the allocation of income;
« N — number of households; and

« A\ — share of ahousehold in national income.

A bar over a symbol indicates effective inputs (outputs). For quantities, these are the input
guantities (output gquantities) multiplied (divided) by the corresponding technical efficiencies.
Effective prices are defined so that:

PQ=PQ

A bold, non-italicised symbol should be interpreted as a vector. For example, P is the vector of
tax-inclusive prices of commodities purchased for private consumption. Multiplication of two
vectors should be interpreted as the dot (that is, scalar) product. For example, the value of
aggregate private consumption equals the sum of consumption prices times consumption
quantities, thus: V© = P€.Q°.

Superscripts used are:

+  NNP — net national product;

+  NDP — net domestic product;

+ GDP — gross domestic product;
+ DK — domestic capital;

« FY—foreign income;

+  FA—foreign asset;

+ DEP — depreciation;

«  C— private consumption;

« G — government consumption;

+ | — grossinvestment;



+ X — exports;

+ M —imports;

+  S—savings;

« | —input into activities; and

+ O — output fromindustries.

Subscripts used are:

+ k—torange across types of domestic capital;

- @ —torange across types of foreign assets;

+ a—torangeover activities;

+ f—torangeover final demands (a subset of activities);
« ] —torange over industries (a subset of activities);

+ | —torange over inputs;

« e—torange over endowments (a subset of inputs);

+ Cc—torange over commodities (a subset of inputs);

+ h—torange over households; and

« e+ —total over adimension.

Where two subscripts occur, the first refers to an element of the set of inputs, while the second
refers to an element of the set of activities.

2.3 Definitions and Conventions

Macro Aggregates

The real income of household h, Q,""" " is defined to be the maximised value of utility, that is:
we g (pe,pe, P V") @

The percentage changes in aggregates are defined as value-share-weighted averages across all
components. For example, national real private consumption is defined by:

VC.qC :VC.qC
= ZCVCC.QE

Again, if there is a set of investment activities [] (a subset of the set of final demands), then the
investment price index is defined by:

)

10
A superscript NNP is used to emphasise that household income is some share of national income.



Vl.pl :V|.p|

©)
= Zc,fDDVC: p!f

Foreign Income
In reality, some foreign income flows — for example, foreign aid — are not returns to some
asset. The convention adopted in such a case is that such foreign income flows are returns on an

asset, with the rate of return constant at one, and the asset price equal to the NNP price index,
thus:

H;A — PNNP (4)
0y =1 ®)
and, consequently, the quantity of the asset is defined to be the foreign income flow divided by

the NNP price index. Thisis a sensible convention, with the foreign income flow being equal to
the real foreign income flow times an expenditure price index.

Tax-Inclusive and Tax Exclusive Prices and Values
The next two equations relate the price received by industry j for producing commodity ¢ (PC,-O),
the economy-wide uniform output tax inclusive price of commodity ¢ (P.°), and the price paid by
industry j for commodity ¢ (Pg').

PS = pq!’_(1+ TC?) (6)

Py =P L+T!) ™

The next four eguations clarify the use of V and V to denote tax-inclusive and tax-exclusive
values, respectively.

Vi =F-Q ®

V! =pP'.Q! =V} +R! 9)

V! =p'Ql (10)

VI=plQ! =V! +R! (11)
] U 1] )

Note that equation (11) uses a subscript of i rather than ¢, since we wish to accommodate the
possibility of industry-specific taxes on primary factor inputs.



2.4 Derivation
Overview

The derivation proceeds, using linearised equations, as follows. The change in utility for a
particular household is expressed as the difference between nominal household income (whichis
some share of nominal NNP that accrues to the household) and an expenditure price index
(ranging over the prices of private and government consumption goods and saving) for the
household. The nominal household income is expressed in terms of the change in the share (of the
household in NNP) and the change in nominal NNP, the latter being equal to changes in nominal
GDP minus depreciation plus foreign income. The endowment and rate of return contributions to
welfare from the latter two items are identified. The price index of GDP, the expenditure price
index for the household, and any asset price parts of depreciation and foreign income are
manipulated to define a relative price contribution to welfare for the household. For an economy
consisting of identical households, this collapses to two welfare contribution terms — terms of
trade and asset price contributions to welfare. Then it only remains to decompose the percentage
change in real GDP. Real GDP is expressed from the expenditure side as a share-weighted sum
across commaodity inputs into al final demand activities. Allocative efficiency contributions are
derived by splitting off indirect tax revenues from the values of inputs and outputs multiplied by
percentage changes in quantities. Market clearing conditions are used to eventualy yield an
expression that is a linear function of share-weighted indices of industries’ outputs and inputs.
These can be written as a weighted sum of technical efficiency terms — the technical efficiency
contribution to welfare — and a difference of weighted sums of effective outputs and effective
inputs — the contribution from non-optimising and/or non-price taking behaviour, or from
deviations from zero pure profits.

Formal Derivation
Real income (utility) for household his:
r:\INP :Uh(PC,PG, PS,VhNNP) (12)

The linearisation of thisis:

AQNNP

h

= U, /0PC .APC +9U, /aP® AP® +9U, /0PS .APS +0U, [V, AV

= O oV - Qe.aPt - 2P° Qi aPY) &)
h

) a\i—ENp P AN+ A AV QS APC ~Q2.APS - QP AP
h

where Roy’ sidentity has been used to derive the third line and the fourth line introduces the share
of household h in NNP. If changes are converted to percentage changes (for example,
AQ=QI[d/100) then:



r:\lNP.q:INP — a‘;’/L{\”ZP . hNNP.A'l:lNP +VhNNP.VNNP —V,?.pc —Vf.pG _Vhs.ps)
h

(14)
- a?/Lf\‘:‘P | hNNP .A:NP +VhNNP.VNNP _VhNNP-pr:\INP)
h
Nomina NNP can be related to NDP and GDP as follows:
V NNP :V NDP _V FY
szDP _V DEP +V FY
(15)

— GDP DEP FA
VISV ALV
=V -5 DI QX + Y DRI QM
Linearisation of thisyields:
VNNP.VNNP :VGDP.(pGDP +qGDP)
-3 VT A + a2 + o) (16)
+ 3 VP v o)
Finally, we define the NNP and GDP price indices as follows:
VNNP.pNNP :VC.pC +VG.pG +VS.pS (17)
and
VGDP.pGDP =VC.pC +VG.pG +V|-p| +VX.pX _VM.pM (18)

We are now in aposition to express the percentage change in real income (utility) for household h

as a function of the component price and quantity changes using equations (14) and (16)-(18).
NNP

First, rewrite equation (14) by dividing both sidesby Q" and defining:
aU V NNP
O, = h_ N (29)
h thNNP r:\JNP
thus yielding:
g = eh.(/\'l:lNP FyWP pr:\lNP) (20)

Second, divide both sides of equation (16) by V""" and substitute the expression for V¥ into
equation (20) to yield:

10



e H
B+VGDP.(pGDP +qGDP)/V NNP E

qt:\lNP -0 D_Z VDEP.(dDK +7[le< +quK)/VNNPE (21)
(pFA_'_n,FA_'_qFA)/VNNP B

: @ 14
@ pNNP @

Third, equation (18) is used to eliminate the expression V°PP[p°P from equation (21) to yield:

g ]

D+6/C_pc +VE.p® +V'p +VX pX VM pM )/VNNPD
Eﬁ_VGDP GDP/V NNP

_@hD Z VDEP( DK DK+qk )/VNNP
D+Z VFA(p (I;A_'_q(I;A)/VNNP
H_ pNNP

Fourth, the components of the GDP price index in equation (22) are collected into three groups
thus:

NNP

S (22)

I |

NP
D+6/ pC +VC.p® +VSp )/VNNP
[ﬁ'é/ p' VS )/VNNP
D M NNP

p*=v" p" Vv

q = @h-§+\6//GDP GDP/V NNP )
D_Z VDEP( DK +7[kDK+quK)/VNNP
Eﬁ-z (P n,(I;A_'_q(I;A)/VNNP

NNP

Py

(23)

N o

where the expression Vp® has been added to (subtracted from) the first (second) group. Finally,
equation (17) is used to replace the first group of pricesin equation (23) by the NNP price index.
A rearrangement of terms then yields:

11



NNP

o
=0, A"

+0,.V*.p* —VM.pM]/VNNP

+0,. 6/I.pl + z(qu)FA.n;A)_ @s.ps + ZkaDEPJ[kDK j/v NNP

+eh.(pNNP _ pr:\lNP) (24)
_@h.( kaDEP .(dl?K + g ))/V NNP

+ @h%wVJA-qqu) v e
3

+ eh | (ﬂV(ﬂFA p;A )/V NNP
+ ehél GDP.qGDP )/V NNP

Note that &, isthe elasticity of utility with respect to nominal household income for household h.
Itisequal to one for a homothetic direct utility function.

In the expression for the real income (utility) of household h in equation (24), the second line is
the impact of changes in the share of national income accruing to household h, and is determined

by how an economic change affects the particular sources of income of household h.11 The third
to fifth lines define the impact of relative prices. The third line is aterms of trade effect for the
whole economy. The fourth line is an effect, again for the whole economy, of prices related to
assets held or to the creation of assets. The fifth line is the household specific effect of the price
paid by the household for its goods relative to the national average price. The sixth line defines
the contribution to real income from losses in the nation’s endowment of capital arising from
depreciation, while the seventh line defines contributions from changes in real foreign assets. The
eighth line isthe impact of changesin rates of return from foreign assets. The final line, involving
real GDP, needs to be decomposed further.

Before proceeding with the decomposition of real GDP, some simplifications for the case where
al households are identical will be derived. This provides a decomposition of utility for the
representative consumer, as would be required in the current implementation of the GTAP model.

The main simplification is in the relative price contribution. Since all households are now
assumed to be identical, the composition of their expenditure across private and government
consumption goods is identical to that of the nation as a whole. Hence the household specific
expenditure price index is equal to the NNP price index. Formally, designating the number of
households by N,

1
The further decomposition of this term is not pursued in this paper, which ultimately has a view to generalising the

GTAP welfare decomposition, for which there is only a single representative household.

12



V NNP .pr:\lNP - N.VhNNP -p[:\‘NP
= N(VC.p® +VE.p° +V2p°)
S

¢ A v
=NH—.p°+—p®+—p°
Evﬁp N P NpE (25)

:VC.pC +VG.pG +VS.pS
:VC.pC +VG.pG +VS.pS
:VNNP.pNNP

Consequently, the real income (utility) of the representative household can be decomposed thus:

NNP

a,
= —-0,.n (
X X _ M M NNP

+0, VX p* -V p* v (

+0,. (\/ (
+0,.5 VAt (= RORF)
+eh'Z¢V¢FA'q;A/V NNP (
_eh_szkDEP.(dl?K + g™ )/ NNP (

+ e VGDP qGDP /V NNP
he .

The terms in parentheses on the far right-hand side show the correspondence between the
algebraic expressions on the right-hand side of the equation and the contributions in the
completed welfare decomposition. An equal sign (=) before the name of the welfare contribution
indicates that the algebraic expression is equal to this contribution. An arrow (- ) indicates that
the algebraic expression is one part of this contribution. The welfare contributions are:
«  POP — population change;

TOT — terms of trade;

ASS PRI — asset price;

RORF — foreign rate of return;
«  FENDW — foreign endowment; and
«  ENDW — (domestic) endowment contributions.

From now on it will be assumed that we are dealing with the case in which all households are
identical, that is, the case of the representative household.

It now remains to decompose the real GDP component, which is the final term in equation (26).
Real GDP can be expressed, from the expenditure side, as:
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eh.VGDP.qGDP/V NNP - ehlzcvaclf q(l:f /V NNP
= 0,3 Vi N (27)
+0, Y  Ri.gl V™ (- ALLOC)

where equation (11) has been used to split input tax-inclusive values of inputs to final demand
into tax-exclusive values and the tax revenue. The sum involving the tax revenues is that part of
the allocative efficiency contribution (ALLOC) attributable to taxes on final demands. The
remaining RHS term of equation (27) can be expressed as:

eh'ZC,f VAC: qflif /V NP = |_Z ca'ca qca Z qcl;]J Vv NP (28)

where the sum over al final demands on the LHS has been expressed on the RHS as the
difference of the sum over all activities and the sum over al industries. In equation (28), the
second sum on the RHS, which ranges over all commodity inputs into industries, can be further
expressed as a difference of the sum over all inputs and the sum over primary factor inputs thus:

_e Z] N q!j/VNNP = _e ZJ |J /VNNP (29)
+0,.y  Viay VM (- ENDW)

the last sum being part of the contribution of changes in domestic endowments to changes in
welfare (ENDW). The first sum on the RHS of equation (29) involves input tax-exclusive values.
It is now expressed as the difference of a sum involving tax-inclusive values and a sum involving
tax revenues, using equation (11), thus:

~9, ZJ ij* q‘Ii/VNNP = ~0, ZJ ij* q‘Ii/VNNP (30)
| NNP
+0,.y  Ria; /™ (- ALLOC)

where the last sum isthat part of the allocative efficiency contribution (ALLOC) attributable to all
taxes on inputs to industries. Drawing together equations (28)-(30) yields:

@h.zcvf\zﬂ} gy /V NP = eh.[zcvavcg.qga - Zi,jviil'qiljj v P
+0,.5 Riqj V™ (- ALLOC) (31)
+0,.y  Vady V7 (- ENDW)

The first term on the RHS of equation (31) is dealt with using the market clearing conditions,
which are now derived in linearised form. In levels, for all commodities c:

2.Qu=3,Q; (32
Linearisation yields:

Y .Qan =Y, Q5.ag (33)
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and, multiplying by the price, P.°, of commodity c:

S Vi, =Y vial (34)

Substituting equation (34) into the first term on the RHS of equation (31) yields:

0.3 . Vial - Via V¥ =, [T vial - Vgl [V (35)

The first sum on the RHS of equation (35) involves output tax-inclusive values of commodities
produced by each industry. This sum is expressed as the addition of two sums involving tax-
exclusive values and tax revenues, using equation (9), thus:

eh'Zc,j a3 /VNNP = 0O, ZJ e /VNNP .
+0,.y  Ridg V" (- ALLOC)

the second term on the RHS of equation (36) being the final part of the alocative efficiency
contribution (ALLOC), that attributable to output taxes. The final stage in the derivation of the
welfare decomposition involves gathering together the terms not yet associated with a particular
welfare contribution (the second sum on the RHS of equation (31) and the first sum on the RHS
of equation (36)), and replacing percentage changes in quantities by percentage changes in
effective quantities and technical efficiencies, thus:

Oul3 Vil -3 Vi
= eh.%q ; qq z AVA q”]/vNNP (= PROFITS) @37
+0,> Viag +y V. ij]/VNNP (=TECH)

The replacement of quantities by effective quantities and technical efficiencies yields the
technical efficiency contribution (TECH) and the profits effect contribution (PROFITS).

2.5 Summary of Welfare Decomposition

Combining equations (27)-(31) and (35)-(37), and substituting into equation (26), yields the final
welfare decomposition for the representative household. A tabular summary of the welfare
decomposition equations is provided in table 1. Table 2 lists the status, in a GEMPACK
implementation (Harrison and Pearson 1996), of each of the items introduced in the derivation of
the welfare decomposition. It also provides brief descriptions of each item.
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Tablel Summary of the Welfare Decompasition

qr:\lNP =POP+TOT + ASS_ PRI

+ RORF + FENDW

+ ENDW + ALLOC +TECH + PROFITS
au h(Pc Pe, PS,VhNNP) VA

NNP "~ NNP
oV, h

o, =
POP =-0,.n
TOT =@, *.pX ~v pV [y
ASS_PRI =0, [V p’ +3 VAa™)- (505 + 5 V0P 226 | v e
RORE = @ Z(ﬂv FA FA/V NNP
FENDW =0,.5 V,q;" V"
ENDW =0, zejvq q - 3 Vo (d DK 1 K )] fe
ALLoc=0,[5., Rcf A+ 3, Ra+ 3, RLas v

TECH =@ ZCJ a'CJ +Z|J ij a'ij]/VNNP
PROFITS =0,.[3 ., Vo.a5 - 5,V q}]/vNNP

e

Table 2 Welfare Decomposition Terms with Guide to GEMPACK Implementation

Symbol Description Status in GEMPACK

q NNF Percentage change in real net national product Percentage change variable

o, EIa§ticity of utility with respect to nominal net Coefficient (non -parameter)
national product

POP Population change welfare contribution Change variable

TOT Terms of trade welfare contribution Change variable

ASS PRI Asset price welfare contribution Change variable

RORF Foreign rate of return welfare contribution Change variable

FENDW Foreign endowment welfare contribution Change variable

ENDW Domestic endowment welfare contribution Change variable

ALLOC Allocative efficiency welfare contribution Change variable

TECH Technical efficiency welfare contribution Change variable

PROFITS Profits effect Change variable
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3..The Properties of the Profits Effects

The first part of this section shows that under the standard assumptions of CGE models —
optimising and price taking behaviour and zero pure profits — the profits effects are zero.
Because these assumptions were introduced from the outset in previous welfare decomposition
derivations, the residual profits effects terms were not isolated. The advantage of having such a
term lies in its possible application in economic models that push beyond the standard

assumptions of GE theory, by incorporating features such as imperfect competition.12 In the
second and subsequent parts of this section, the properties of the profits effects when agents are
optimising but have market power are examined. The second part of this section shows how the
profits effects can be written in terms of quantity changes and the demand (supply) elasticities
facing the agent in the output (input) markets in which they wield some power. This is then
applied in the third part of this section to examine the behaviour of the profits effects under
uniform reductions in market power, as represented by uniform relative decreases in the
elasticities.

3.1 TheProfits Effectsare Zero Under Standard CGE Assumptions

Theorem: If industry j maximises revenue, minimises costs, is a price taker and has zero pure
profits then

Zc,i \76? 'qc'il =2 ViiI 'qi: (38)

I these conditions are satisfied for all industries then PROFITS=0. -

Proof: Define revenue and cost functions for industry j, thus:

R(F.Q!)=madp@: Q0v(@!)

L SRS (39)
c(P'.@")=minfP'.q: Qox(Q°}

where Y () and X (0] denote production possibility and inputs requirement sets, respectively. Note
that the revenue and cost functions are expressed in terms of effective prices and effective
guantities, which can change because of changes in prices, quantities or technical efficiencies.
The derivation to be presented would not be valid if the revenue and cost functions were
expressed in terms of actual prices and quantities, as these functions would implicitly embody an

12
It should be emphasised that although the welfare decomposition derived in the current paper takes into account the

market power aspects of imperfect competition, via the profits effect, it does not take into account the welfare effects
of changing the number of varieties of a commodity. Although the later derivations in the current section deal with
individual firms and their market power, there is no theory governing the number of firms. Hence variety effects
cannot be represented. Such effects are derived in the welfare decompositions presented in Swaminathan and Hertel
(1996) and Baldwin and Venables (1995).

13
This theorem is very similar to the result (5.10) of Keller (1980). There it is proved directly from the first order

conditions for the maximisation of profit subject to a production function. In the current paper it is proved using
revenue and cost functions.
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14
assumption of constant technical efficiency (that is, constant production technology). The zero
pure profits condition can be written in one of four ways:

(40)

Partial differentiation, with respect to quantities, of each of the first two expressions yields:

0R/0Q! = P!

e (a1)
0c/0Q! =P

The assumption of price taking ensures that partial derivatives of prices with respect to quantities
do not occur in the previous two equations, that is:
Dl /Al —
oP! /0Q| =0

o (42)
oP/0Q) =0

The assumptions of revenue maximising and cost minimising behaviour alow us to apply
Shepherd’ s lemma to the revenue and cost functions, yielding, respectively:

orR/0P! = Q!
oc/oP! = Q! “)
Therefore, linearisation of the third expression for zero pure profits yields:
0=AR-AC
=0R/0Q! .AQ! +0rR/oP" .AP! -0¢/0Q? .AQ) -ac/oP AP "
=P!.AQ! +Q.AP! -P).AQ! - Q!.AP
=[vig + Ve p Vg0 -v! 5|00
Linearisation of the fourth expression for zero pure profits yields:
0=P*AQ" -P'AQ! +Q°.4P" -Q' AP -

=[e g -vig +00 5 -v'p!] /100

The difference of the final linesin equations (44) and (45) is equal to:

14
The current treatment embodies the assumption that production technology only changes via changes in the technical

efficiencies associated with industry outputs and inputs.
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g -vigt + Vgt -vp!| /100 (46)
;-
S0, consequently:
vig)=V)a (47)
which, when written in summation notation, is:
Zc,jvqn'qg =5 Vi G (48)
QED.

The previous theorem makes assumptions about the optimising behaviour of an industry, whereas
such assumptions are more properly related to the firms constituting an industry. As can be
inferred from the first line of equation (54) in the next subsection, the profits effect for an
industry is equal to the sum of profits effects across al firms in an industry provided the firms
have the same effective input and output prices. If this condition does not hold then either the
industry could conceptually be split into several industries each with the desired property, or the
technical efficiency and profits effect contributions to welfare (TECH and PROFITS,
respectively) would need to be rewritten with afirm dimension.

For the remainder of this section firms in a particular industry (indexed by a subscript of () are
assumed to:

Maximise profits;

Have some market power in all input and output markets;
Face negative demand elasticitiesin all output markets; and
Face positive supply elagticitiesin al input markets.

PONPE

The distinction between effective and actual prices and quantities is dropped for the remainder of
this section. To maintain it would cause notational clutter, and would not lead to any extra
insights for the issues of market power discussed.

3.2 The Profits Effects Under Market Power Only
The profit maximisation problem for firm @ in industry j is:
Choose a vector of input and output quantities
R
e “

to maximise
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Zc G qu ZiPiJI'QL:Jij (50)

subject to a production frontier defined by
F,(Q,)<0 (51)

The function Fy(} is an increasing (decreasing) function of output (input) quantities. The
production technology constraint will be satisfied with equality for a profit maximising firm (a
fact that is used below). Taking into account the firm's market power, the first order conditions
are:

., dP? oF,Q,) - or, Q)
Pll M:Pnl— ll_ —)\._MZO
aQp, Q= 0y " boct)-a, 9Q%s (52)
dp! oF, (Q, oF, Q,
- P! _WEM.QLJ _)‘w'%f): _le'(l"'gt:ﬁj)_’\w'%f):o

where Ay is the Lagrange multiplier (which will be positive — a fact used below), and the >0
are the magnitudes of inverse demand (supply) elasticities faced by the firm in output (input)

markets.15 For any small change in quantities it must be the case that:

AF, ( gi ): 0 ( )
_0F,Q, 53
"o, AQ, (53)

o, (Q.) o, Qy)

Xt a5 g e,

T.PLAQY- T, PLAQL [T Vg - TV, ! /100
= Z‘I/ [ZC PC? qu AQUJCI + z PI EL/JIJ AQL/;.J] (54)
= Zw [chwtl EUJCI ql/JCJ Zlvllllll gwu qwll ]/ 100

Thus the profits effect for industry j can be expressed as a sum of measures of the market power
of individual firms and changes in their input and output quantities. Also, the termsin the profits
effect resemble very closely allocative efficiency effects, with the elasticities playing the role of
ad-valorem tax rates. Thisis not altogether surprising because, as can be seen from the first order
conditions, the elasticities are the rate of mark-up (markdown) of price over (under) marginal cost
(benefit) for each output (input), and mark-ups (markdowns) are distortions — just like taxes.

15
For ease of expression, the ¢ shall be referred to as elagticities.
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Consistent with these insights, an increase in any input or output quantity for a firm makes a
positive contribution to the profits effect, and hence to welfare, ceteris paribus.

3.3 Reductionsin Market Power

The value of the profits effect for an industry corresponding to changesin firms market power is
examined in the remainder of this section. Decreases in market power will be represented as
decreases in one or more of the inverse demand and supply elagticities. Under a small
perturbation in the elasticities, the first order conditions yield:

~ oF, Q,) - 0°F, (Q,
OZAI{?.(l—SL)—A)\M.M—Pq.'.Aelzcj —AM.,;“—(Q‘?).AQM
0Qy 0Q;0Q,
oF, (Q,) - 0°F, \Q,
= _AQ(:cj 'Kl/olcj' _S&j)_AAM.%M)—R?.AE;}q _ija(?;m—gQuf)AQw
e ] i (55)
oF, (Q, 0°F, Q.
OZ_ARiI-(l"'EL:ﬁJ)_Mw'M_ iil' gt:fii _’\w"le—(Q(fa)'AQw‘
0Qy, 0Q,;0Q,,
oF, \Q, 9°F, \Q,
= -0Q;; Ky '(1+SJAJ)_AAM'%M)_ PjAgy, _Am-m:ﬂ—g&a)-AQw
il vii U< yj

where the K are the absolute values of the derivatives of prices with respect to quantities. If each
of these equationsis multiplied by the associated changes in quantities, and then summed over al
inputs and outputs,

50 0 0 1 1 1
- |.Zc ch 'Achi Ag,y + Zipii 'AQLMJ Ay

500t Tt et o s oV el e g S Q) pg 0

MaQwaQZM * ]

Thefirst term on the right hand side is positive if all demands faced by the firm are elastic (so the
€2 are dll less than one). The second term is positive. The third term is positive if Fyi(Ql represents
a hon-increasing returns to scale production technology. However, this may not sit comfortably
with the assumption of market power, which might be associated with some economies of scale.
If, however, those economies of scale arise from the existence of afixed cost, then the first order
conditions are identical to those derived above with F;([) determining the variable inputs. In this
case F;(0 could quite reasonably be non-IRTS.

This discussion of fixed costs ignores the possibility that these are actually a fixed amount of
some aggregate of inputs. For example, the fixed “costs’ in Swaminathan and Hertel (1996) are
CES composites of primary factors. In these cases the composition of fixed “costs’, and hence
their actual cost to the industry, will vary with prices and will be determined as part of the profit
maximisation decision. But provided that the production function used to produce the fixed
“costs’ from its component inputs is non-IRTS, the inferences to be drawn below will remain
valid. Therefore, we shall persist with the simpler specification of fixed costs assumed in the
previous paragraph, to minimise notational clutter.
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So for the final theorem of this section we introduce the assumptions:

5. All firms face elastic demands for all outputs; and
6. The production technology implied by the function F;(Yis non-IRTS.

Theorem: Under assumptions 1-6, a uniform reduction in market power across al inputs and
outputs for all firmsinindustry j:

Aed  Agl,
—an:T‘m:—5<O D(p,C,i (57)
E . E .

[ Yij

leads to a reduction in mark-ups (markdowns) and excess profits, and hence an increase in
regional welfare, ceteris paribus.

Proof: By combining equation (57) for the uniform relative changes in elasticities, equation (56)
for the impact of changesin market power, and the equation (54) for relating the profits effects to
the elasticities and quantity changes, we obtain

¥ lZc RI-AQY; £ + Y Py AQy; £y = 5-[ZC Py AQ] - Y RAQ)]

=20 %c@% )thgcJ -(1‘5411- )+ Zi(AQl:Jii )Z-Kt:fij -(1+ €4y )”\w; Qy -ZLW-AQM % (58)
Q,0Qy H

>0

under assumptions 1-6. QED.

4 Decomposition of Money Metric and Compensation
Measures of Welfare Change

Martin (1996) discusses the properties of money metric measures of welfare change, based on the
expenditure function, and compensation measures, based on the balance of trade function. The
two measures of welfare are not equal in an economy with existing distortions, and neither oneis
clearly superior to the other. Therefore it is desirable to be able to use both types of welfare
measures, and to be able to decompose either one into a sum of components, as has been done for
the equivalent variation in GTAP.

Fane and Ahammad (2000) decompose a compensation measure of welfare in a very general
context. They represent the welfare measure as a sum of alocative efficiency and terms of trade

effects.16 Because conventional assumptions of CGE models are introduced at an early stage of
the derivation (for example, by describing the behaviour of agents' in terms of expenditure
functions, thus implying optimising behaviour), no residual profits effects are identified.

16
Endowment and technica efficiency changes could probably be readily accommodated, but were not of primary

interest in the context of the paper.

22



The decomposition of the change in utility presented in this paper will now be applied to both
money metric or compensation measures of welfare.

4.1 Money Metric Welfare Measures

The equivalent variation is the income that must be given to an agent, at some fixed set of prices,
to make them as well-off as they would be under some policy change. It can be expressed in
terms of the expenditure function thus:

EV = E(PO’Ul)_ E(Po’Uo)
_ woE(P,U) (59)
_Lo—alj [dU

In a numerical simulation, the small increments in utility calculated at each step of the solution
procedure correspond to the dU in the integral, and can be decomposed as shown above (table 1).
Thus, all that is required to convert to a decomposition of the equivalent variation is
multiplication by the derivative of the expenditure function, with respect to utility, evaluated at

theinitial priceﬁ17

4.2 Compensation Welfare Measures Based on the Balance of Trade
Function

A compensation measure of the welfare change attributable to a policy is the value of an income
transfer from abroad that must be given to a nation so that its level of welfare remains constant as
the policy is reversed.

Fane and Ahammad (2000) describe the calculation of this welfare measure by postulating three
states of the economy — base (B), uncompensated (U) and equivalent (E).

In table 3, U represents utility, T represents al policy variables, and A represents an exogenous
transfer of income from abroad (as distinct from foreign income flows that may be affected by the
policy change through effects such as changes in foreign investment). A change in A can be
included in the decomposition of utility as an extraforeign income flow not decomposed into its

Table3 Calculation of Compensation Based Measures of Welfare

Variable type Base Uncompensated Equivalent
Utility u® u” Ut= U
Policy variables T® T TE=T®
Income transfer from abroad AP AY=A® AF

Source: Adapted from table 1 of Fane and Ahammad (2000).

17
This derivative for the GTAP model will be derived in section 5.
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rate of return, asset price and real parts. It is included as a change rather than a percentage
change, since its value may pass through zero. Consequently, considering a small change of the
type U>E,

qu:lNP — 0
=POP +TOT + ASS_ PRI + RORF + FENDW (60)
+ ENDW + ALLOC +TECH + PROFITS + 100.G)h.AA/V NP

(1000,) (61)
ENDW + ALLOC + TECH + PROFITS

AAZy WP gOP +TOT + ASS_ PRI + RORF + FENDW
In contrast to the money metric measure of welfare, the compensation measure does not involve
the elasticity of utility with respect to income. Table 1 shows how all the termsin parenthesesin
the numerator are multiplied by @&, so consequently it cancels out between the numerator and
denominator.

5 Application to the GTAP Equivalent Variation Measure
of Welfare Change

To obtain a decomposition of the GTAP equivalent variation it is necessary to derive expressions
for the elasticity of utility with respect to income (the coefficient @) and the derivative of the
expenditure function with respect to utility (evaluated at initial prices) for the GTAP
representative household.

In GTAP, the representative household has a nested utility function with two levels. First, at the
upper level, total household income is allocated between private and government consumption
goods in total, and saving. Then, at the lower level, the income alocated to each of total private
and government consumption is allocated across individual commodities so as to maximise sub-
utility functions, of CDE and Cobb-Douglas forms for private and government consumption,
respectively. The upper level decision of alocating income between expenditure categories
maximises a Cobb-Douglas utility function of the lower level sub-utilities and real saving. Thus,
the indirect utility function for the representative household in GTAP is, using an obvious parallel
to the notation already established,

Inju, (P.Pe,Po v ) = Zm{c,e,s}af'ln[uhf PV, ) 62)

where P is interpreted as a vector of prices or a scalar for f{ C,G} or =S, respectively, and o
are the Cobb-Douglas parameters at the upper level. The aggregate expenditures V! are functions
of total income and all prices, and are determined by the optimisation problem:

Choose V%, V.8 and V,,° to maximise
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Y ices @ f .In[Uhf (F)f ’Vhf)] (63)
subject to

V' =Y eos Y (64)
Thefirst order conditions from this problem are:

Il SN YA
oV,

= (65)

where A, isthe Lagrange multiplier.

But
aInju, (Pe,Pe, P V™) L omul(PTv ) av,
thNNP - Z foc.c.g : avhf : thNNP
A
=A.. ——h_ (66)
h me{c,e,s} thNNP
= Ah

using the first order conditions and the constraint that total expenditure equals total income. This
is the familiar result that the Lagrange multiplier in a utility maximisation problem is the
marginal utility of income. But a simple expression for A, can be found by considering the first
order condition for saving, thus:

s AUz (P vy )

A =
" ov.S
:as_mnMS/Ps] (67)
VS
aS
A
o
o _alnju, (Pe.Pe,Ps v, )
" dlnV, "
(68)
_ aSVhNNP
=4
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The derivative of the expenditure function with respect to utility (required for the calculation of
the EV') can be derived simply by differentiating the identity:

E.[PU,(PY)]=Y (69)
toyield:
1= [PU, (Y] 0u,(P.Y) (70)
U, oY
S0
ok, [P.U, (P.Y)] _ U, (P.Y)T" (71)

FIUR H oy

To apply this expression in calculating the EV, the prices P should be held constant at their initial
values, and Y should be defined so that:

U, (P.Y)=U,(P,P®,PS, V) (72)

This can be implemented by incorporating in GTAP a shadow household demand system, in
which prices are held constant at their initial values but utility is equal to the value determined in
the policy simulation, as described in McDougall (2001).

It should be noted that the derivative of the expenditure function used in converting changes in
utility to an EV does not cancel out with &, since these expressions are evaluated at different
values of the prices and nominal income. They are, however, equal at the initial point of a policy
simulation. Further, the Cobb-Douglas parameter a®, which can be arbitrarily chosen to be any
positive number, does cancel between the two expressions. Formally expressed, the contribution
to the EV for each small step of the policy simulation is:

18
The price vector P and the nomina income Y introduced at this point designate the values to be used in the

calculation of the EV. They are not the same as the prices (P, P®, P5) and income (V") arising in the policy
simulation.
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o, [P,U, (P,Y) AU, _OE [P.U, PY)]
au,, ou,,

_0E[P.U,(P.Y)
au,

U, (P,Y)T

= BY H.@WUWEMVﬂW (73)

_ Y @Inu, (P,Y)T"

u,P.Y)H amy H

NNP AL Sy
- Ea HYS E
=&Y S/Vhs

U,.q"" /100

0,U,.& N

'@h'Uh'fh/VhNNP

where Y® is the value of nominal savings implied by the shadow household demand system, and
én isavalue-weighted linear combination of percentage changes in quantities and relative prices,
defined from the welfare decomposition terms listed in table 1 thus:

=-n+ b/ *p* =-vM p" ]+ Ik/f.p’ + ZwVwFA.n;A)— (\/S.pS + ZkaDEP.nkDK )J
VS VA

o[y Vb -y v o v oy Ral ¢ Rl + 7, REal

i[5 vrat s vial+ly veat- 3 vial

It will be observed that the EV isinvariant to monotonic transformations of the utility function, as
expected.

(74)

6 Summary and Outstanding I ssues for Future Research

This paper has presented a very general derivation of awelfare decomposition. It isvalid for any
CGE mode in which economic welfare is represented as being derived from the allocation of
national income between private consumption, government consumption and savings according
to utility maximisation by arepresentative household. The derivation rests only on the assumption
of market clearing in all commodities and, implicitly, whatever differentiability assumptions are
required to ensure that relationships can be linearised. Even the assumption of market clearing
could probably be relaxed with the explicit representation of changesin stocks.

One of the most innovative aspects of the resulting decomposition is the profits effect. It isatype
of residual term that arises because of the absence, in the derivation of the welfare decomposition,
of any assumptions about optimising behaviour by firms or zero-pure-profits. The profits effect
captures the welfare effects of any market power wielded by some firms, and can be related to the
demand and supply elasticities faced by such firms. The latter are related to mark-ups, which lead
to extra terms in welfare decompositions derived for models with imperfect competition, such as
Swaminathan and Hertel (1996) and Baldwin and Venables (1995). In contrast to these papers it
should be noted, however, that while the profits effect captures the welfare contributions of
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market power, no accounting for welfare gains attributable to increased varieties of a commaodity
is undertaken in the current paper. Thisis partly attributable to there being no explicit recognition
of the number of firmsin the current paper. Thisis a possible areafor further generalisation of the
current approach.

The notion of a representative household might seem to limit the usefulness of any welfare
analysis for policies where impacts are very different across different households. Another
strength of the derivation set forth in this paper is that it does not begin with the notion of a
representative household, but rather performs the initial stages of the welfare decomposition
distinguishing welfare changes by household. The move to the notion of a representative
household is only performed once the household-specific welfare effects have been identified.
There are two such effects, one related to the distribution of national income between households,
the other related to how the household’ s price of welfare compares with the average price. Both
these terms, even if they are not picked apart further, are plainly of great use to those interested in
the distributional impacts of policies. An area for future research may be to decompose these
terms further, especially with regard to the sources of income for different households, for
example, labour versus capital income.

This paper has also applied the welfare decomposition derived to different definitions of money
equivalents of welfare changes — money metric measures of welfare, such as the GTAP
equivalent variation, and compensation measures based on the balance of trade function, as
described in Martin (1996) and Fane and Ahammad (2000).

McDougall (2001) shows that there is some gain in reorganising the welfare decomposition so
that al quantities are expressed in per capitaterms. As the terms are defined in the current paper,
auniform increase in all quantities would register allocative efficiency changes merely because of
the growth in quantities, even though the composition of the economy has not changed. Plainly,
the welfare decomposition should be juggled in whatever way helps the analyst to provide a
clearer exposition of their results, and thereby to contribute towards addressing the *black box’
criticism sometimes levelled at CGE modelling.

Finally, welfare decomposition is essentially a phenomenon that inhabits the linearised world. It
is based on manipulating the linearised representation of a model or, what is the same thing,
partial derivatives. But a large part of the derivation in this paper (from about equation (15)
onwards) is built on manipulating definitions and market clearing conditions. Further, the entities
being manipulated are changes in values (prices times quantities) that can be expressed exactly by
going just one step beyond linearisation to second order terms (APIAQ). A further research
guestion that may help make welfare decomposition more readily available to those modellers
that work directly with the levels of variablesis: ‘How much of the welfare decomposition can be
derived using the exact representation of large changes in prices, quantities and values?
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