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MULTIPLE OBJECTIVE PLANNING PROCEDURES IN WATER
RESOURCE DEVELOPMENT: THE
TRADE-OFF RATIO

I, INTRODUCTION

The social and economic objectives of society in the United
States are many and varied. A great deal of concern has been
expressed by individuals and groups of this society, especially in
recent years, over the direction the Nation should take relative to the
achievement of the various objectives. The various social and eco-
nomic objectives relating to income and poverty, health and illness,
learning, science, and art, participation-alienation, public order and
safety, social mobility, and physical environment cannot all be
achieved simultaneously. 1 The resources of the Nation, while
abundant by most standards, are indeed limited. As a result, choices
must be made.

Public investment can be used to encourage the attainment of
various objectives at the cost of lower levels of achievement for other
objectives. Public expenditure affects the direction society takes

over the Nation's transformation surface (or several surfaces) in the

1These social objectives were outlined in U.S. Dept. of HEW.
("Toward a Social Report'', 1969). Any attempt at describing the rela-
tions among these objectives raises several significant conceptual and
empirical issues. See Castle (''Economics of ...", 1973).



attempt to reach a social and economic optimum. The correct
allocation of resources by the public sector, in turn, requires the use
of multiple objective planning procedures. Alternative trade-offs
among objectives can then be calculated and presented to society for
choice. Explicit recognition of a need to consider a multiple objective
function in the planning of public investment has had a profound effect
on procedures used by many government agencies. The planning
procedures used by government agencies involved in natural resource
development, especially water resource development, are no excep-

tion.

Evolution of Water Resource Planning Procedures

Natural resource development has always been of concern to
citizens of the United States. In early periods of the history of this
country, natural resources were readily available and essentially free
for use by anyone having access to the man-made capital items neces-
sary to transform natural resources into products useable by society.
This state of affairs lasted for over a hundred years. Private devel-
opers, with very little public interference through government controls,
converted vast amounts of the natural resource base of this country
into a great number of products desired by the populace here and
abroad. Natural resources were abundant relative to the demands

placed on the use of natural deposits and natures flows. This was true



for several of the natural resources including water. As society
progressed and the population increased, however, the public became
aware of a need for conservation and orderly development of the
remaining natural resource base of the Nation. This was especially
evident in water and related land development. By the beginning of the
twentieth century, most of the easily obtained water resources were
under the control of private developers. Also, much of the remaining
public land was lacking the necessary water to produce agricultural
crops and support an expanded population base. The arid west brought
forth calls for ''making the deserts bloom!'. The water resource had
entered the public eye. Legislation was enacted to involve the public,
through the Federal treasury, in water and related land resource
development and management. The reclamation, irrigation, and flood
control acts had a tremendous impact on water resource development
in this Nation. Public investment in development, conservation, and
management expanded rapidly in an attempt to improve social welfare.
As water resource budgets expanded, the birth of water resource
planning occurred. Expenditures on development and management of
the water resource could not be made until a plan had been developed
and accepted.

Planning legislation pertaining to water and related land
resource development has taken a long and arduous path to arrive at

the procedures in use today. Prior to 1936, there was, essentially,



no requirement for detailed planning. The famous phrase that

" benefits to whomsoever they should accrue shall exceed the
costs... ", which was imbedded in the Flood Control Act of 1936

(U.S. Congress, ''Flood Control...", 1936, p. 1570), set the stage for
the development (and many revisions) of water resource and related
land development planning procedures. Emphasis was placed on cal-
culating dollar benefits and costs in the earlier planning legislation.
Dollar benefit-cost ratios were calculated for every potential project
in the attempt to gain support from the Federal treasury. In more
recent years, objectives other than maximization of net dollar benefits
have been made explicit in planning procedures. This is a reflection
of social concern over the direction of this Nation in striving to dis-
cover the optimum point on the transformation surface. Water and
related land resource development, it is sensed, contributes in some
manner to the achievement of various social objectives. The most
recent planning document, which reflects this mood, outlines the
broad conceptual base and some general techniques for the application
of multiple objective planning procedures in water resource planning.

The title of this document is '"Principles and Standards for Planning

The earlier planning legislation and guidelines included the
1950 'Green Book', the revised version in 1958 (U.S. Federal... ,
1958), and Senate Document 97 (U.S. Water Resources Council,
""Policies, Standards,...', 1962).



Water and Related Land Resources Development'' (Water Resources
Council, ""Establishment of.., ", 1973). This document is to guide all

water and related land resource planning after October. 1973.

Need for Study

Multiple objective planning procedures have emerged from a
felt need for dealing explicitly with incommensurables in planning.
Many products provided through water and related land resource
development do not have known market prices. Inturn, it is felt
these products contribute to the achievement of several of the social
objectives. The purpose of multiple objective planning procedures,
then, is to provide a means for assembling the information needed by
a decision body to make rational decisions regarding the proposed
public investment. The various features of a project must be dis-
played in such a manner that a decision body can decide if the project
would contribute the correct combination of products as dictated by
social preferences. The implicit assumption behind multiple objective
planning procedures, of course, is that a decision body does exist that
can accurately reflect the preferences of society toward various pro-
ducts from a water resource project.

The final product from the application of multiple objective
planning procedures is, in most gsimple terms, a set of trade-off

ratios. The concept of a trade-off ratio has not, however, been



defined rigorously. The conceptual base and procedures for calculat-
ing trade-offs have not been developed to a point where the actual
ratios can be calculated by resource planners at the practical, real
world project level. The concept of a trade-off needs to be defined
concisely if it is to become a useful tool in multiple objective planning
such as to facilitate the eventual selection of the optimum product
mix. Some means must be found for relating objectives. Multiple
objective planning procedures could lead to distorted resource alloca-
tion if the resource planner, unknowingly, calculates the trade-off
ratios incorrectly. There is a great deal at stake as public invest-
ment in water and related land resource development is large. Yet,
the trade-off ratio, which is the needed end product of planning, has

not been defined.

Objectives of the Study

The overall purpose of this study was to define and indicate the
elements affecting the trade-off ratio. More specific objectives were:
1. to develop the conceptual base for the trade-off ratio calcu-
lation process,
2. to outline some actual trade-off ratio calculation procedures
for water resource planning and development based on the
conceptual base provided.

A base of reference or line of reasoning is provided in the study by the



contention that any planning group, private or public, is, essentially,
charged with isolating a multiple product production function. It can

be argued that planning (at least economic planning) is concerned with
finding the optimum combination of factors--land, labor, capital, and
management--such as to provide‘ the optimum (in some sense) product
fnix. The need for calculating trade-offs, in turn, arises when some
of the products and/or factors do not have known, market determined

prices.

Organization of Thesis

The remainder of the thesis is divided into five chapters and four
appendices. A review of the literature on trade-off ratio calculation
and use is presented in Chapter II. The conceptual model is developed
in Chapter III and used to describe the production processes of water
resource development in Chapter [V. Several procedural issues are
raised in Chapter IV. Some actual examples of trade-off calculations,
developed with the conceptual models of Chapters III and IV, are pre-
sented in Chapter V. The material of Chapter V is used to illustrate
and reconcile the procedural issues raised in Chapter IV. The sum-
mary, conclusions, and recommendations for further research are
presented in Chapter VI. The appendices provide supplementary
information relating to, but not having a direct bearing on, the main

plan and conclusions of the study.



II. REVIEW OF LITERATURE

Several studies dealing with the problem of incommensurable
benefits (and costs) have been accomplished in recent years. Recent
revision of the planning procedures for water resource development
as well as the earlier work on the planning, programming, and
budgeting system of the Federal government (U.S. Congress, ''The
Analysis and...', 1969). has led to concern for discovering the
theoretical base for handling multiple objective functions. Govern-
ment, at all levels, has become increasingly involved in providing
many products to satisfy the multiple objectives of society. By the
very nature of many of these products, the problem of incommensur -
able outputs becomes reality very early in the optimization process.
Discussions of the optimization process under such conditions even-
tually reduce down to one central element--the concept of a 'trade-
off ratio' and/or the procedure for calculating that ratio. All of the
literature on multiple objective functions and planning procedures has
this central element.

An overview and discussion of past work on the nature of the
optimization process with incommensurable outputs is provided in
Freeman (1969). Expenditures in the public sector are made to
improve human welfare through changes in such outputs as education,

transportation, cleaner air, and flood control benefits (Freeman,



1969, p. 565). Choices must be made among all of the outputs as
more of everything is not a realistic alternative. The choice process,
of course, requires some criterion for choice. This is the central
problem as not all outputs can be expressed in the same unit of
measure. A criterion of efficiency, for example, may not be suffi-
cient if one or more of the outputs lack money prices. The multiple
objective problem emerges as a problem in valuation (Freeman, 1969,
p. 566); i.e., the multiple objective problem would not exist if all
outputs had market values or if all outputs could be valued in some
other measure of value. Several approaches have been suggested for
dealing with the multiple objective problem where noncommensurate
benefits and costs are involved (Freeman, 1969, p. 569). The outputs
of the particular project must be measurable, in some sense, in order
to implement any of the techniques.

An approach using a schedule of money and non-money valued
outputs has been recommended by McKean (Freeman, 1969, p. 569).
The schedule is presented to the decision making entity. The net
money benefits and the unvalued (in a money sense) benefits are
determined for several alternative plans of development. The particu-
lar plan selected by the decision making entity gives an implicit value
of the non-money valued output. The value so obtained for the non-
money valued benefit reflects the subjective evaluation of society's pre-

ferences as viewed by the decision making entity (Freeman, 1969, p.570).
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Another approach was attributed to Marglin (Freeman, 1969,
p. 571). In this approach, some minimum level of one output serves
as a constraint in determining the amounts of other outputs provided.
This approach is basically the same as one recommended by McKean
(Freeman, 1969, p. 571). The choice of the minimum value of one or
more outputs implies an implicit valuation of those outputs in terms of
the money valued outputs produced. In both cases choice of a particu-
lar product mix implies a certain money value for the non-money
valued outputs. Freeman argues that value should be allowed to deter-
mine choice rather than choice determine value as in the McKean and
Marglin approaches. The use of explicit weights on non-money valued
benefits would allow value to determine choice (Freeman, 1969, p.571).

The alternative of assigning explicit weights has been suggested
by Eckstein and Marglin (Freeman, 1969, p. 571). It is argued that
weights on non-money valued outputs should be assigned independently of
any particular project. The same set of weights can then be used to
evaluate designs of projects and, eventually, to select projects. This
approach would entail assigning ''money units'' to all measurable out -
puts before a choice of project is made. The criteria then becomes
one of maximizing the sum of valued benefits (Freeman, 1969, p. 572).

'"..decisions are

Freeman argues that value should be made explicit as
more likely to reflect the general preferences of society, and less

likely to be influenced by the pressures from special interest groups--
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(and) likely to be more consistent over a wider range of choices and a
longer period of time'' (Freeman, 1969, p. 572).

Several approaches to assigning explicit weights have been
suggested. Freeman sees these approaches as finding the weights in
the political and administrative spheres. Eckstein has suggested that
weights be derived from past decisions on resource allocation
(expenditure) and taxation (Freeman, 1969, p. 573). Whether accom-
plished from use of expenditure data or taxation (marginal effective
tax rates), the difficulty of defining the transformation conditions still
remains: i.e., the manner in which one benefit can be exchanged for
another benefit must be known (Freeman, 1969, p. 574). Rather than
extracting the weights from previous resource allocations and/or
taxation decisions, Freeman suggests that several alternative weight-
ing functions be presented the decision making entity. The choice of
functional form will then reflect the preferences of that entity. The
particular function chosen can then be used to evaluate proposed pro-
ject plans (Freeman, 1969, pp. 575-577).

Maass has also proposed that trade-offs be calculated when a
multiple objective function prevails. The arguments of the multiple
objective function in that paper were economic efficiency and income
distribution. With these two objectives, ''...all that is needed to solve
the maximization equation is to specify the trade-off ratio between

efficiency and income redistribution'' (Maass, 1966, p. 210). Maass
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speaks of maximizing one of the objectives subject to a constraint on
the other objective or the assignment of explicit weights to each
objective. Both of these approaches are attributed to Marglin (Maass,
1966, pp. 209-210).

Maass views economic efficiency as meaning the maximization
of net national income from a particular project. In essence, then,
the trade -offs to be calculated are between net national income and net
income distribution benefits (Maass, 1966, p. 220). Further, it was

recommended that trade-off calculations should be accomplished

between ''...economic efficiency and the most important non-efficiency
objective. .. if income distribution is not of concern' (Maass, 1966,
p. 225). In any case, net national income is to be "traded-off'' for

other objectives in the multiple objective function.

The concern in another paper was also with trade-offs between
net national income benefits and net regional income benefits (Major,
1969, pp. 1174-1178). The discussion in the article is framed in
terms of water resource projects. Accounts for various objectives
should be determined. The figure presented in that paper is repro-
duced, in part, in Figure 1. The vertical axis represents net national
income benefits and the horizontal axis represents net regional income
benefits only to a specific region (Major, 1969, p. 1175). The
" ransformation curve', TT, is assumed to represent income effects

only in one region; i.e., the effects of the project on the income to
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other regions are assumed away. The net benefit 'transformation
curve'' is purported to represent ''...net benefits available from projects
that can be designed in the water resources program...awider analy-
sis would deal with a curve for all government investment sectors'
(Major, 1969, p. 1176). The social indifference curves can be found
by '...(can use) decisions reached in an informed legislative
process'' (Major, 1969, p. 1176). The optimum combination of net
national and regional income is then given by point A in Figure 1.

The tangency point at A gives the ", ., relative marginal social values
placed on net national income benefits and net regional income bene-
fits to the specified region' (Major, 1969, p. 1176). In Major's view,

point A is obtained from the maximization of the expression:

1(B -C_)+0.4B_-C ).
n n r r
where,
B = (gross) benefits,
C = (gross) costs,

n and r = national and regional, respectively.

The values of 1.0 and 0. 4 were used for illustrative purposes. The
implication is that $1. 00 of net national income is equivalent to $2.50
of net regional income.

The benefit-cost ratio is also presented and is said to be:
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1.0(B ) + 0.4(B )
n r

1.0(C ) + 0.4(C )
r

n

The weights, again, are given by the tangency of the social indiffer-
ence curve to the net benefit transformation cu.rve.3 In addition, the
weights will change ''...as preferences and the transformation curve
shift" (Major, 1969, p. 1176). The factors that may shift these func-
tions are not delineated. The balance of the paper is devoted to
arguing that evaluation procedures in water resource development
should be modified to use the benefit-cost ratio which includes weights.
Other use of benefit-cost ratios will give points such as B in Figure
1 where zero weights are attached to Br and Cr (Major, 1969,
p. 1177).

The approach to determining the optimum levels of achievement
of more than one objective, as supported by Maass and Major is
also recommended by Marglin (1967, pp. 24-39). All three
authors propose to determine net effect transformation curves. The
relation is usually presented graphically with net national income on
the vertical axis and some other ''objective' on the horizontal axis.
Implicit weights result from finding the tangency of a welfare function

or social indifference curve to the determined net effect transformation

)

""Net national income' and ''net dollar benefits' are used inter -

changeably in the article.
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curve. The effect of various shapes of the transformation curve is
also discussed (Marglin, 1967, pp. 34-39).

Further discussion of concepts related to optimization of a
multiple objective function was encouraged by the development of
multiple objective planning procedures in 1969 to be used in water
resource planning and development. The "Blue Book' (U.S. Water
Resources Council, '"Procedures for... ", 1969) was an attempt at
providing a better set of planning procedures than available at the
time for water resource pla.nning.4 Several recommendations for
revision in the planning procedures were made in that document. The
national objectives of water resource development were determined to
include national economic development, regional development,
environmental enhancement, and improvements in the well-being of
people (WRC, '"Procedures for...", 1969, p. 3). The WRC delineated
many areas for further discussion and study.

Evaluation standards were to be developed that would take full
account of all tangible and intangible benefits and costs of a particular
project (WRC, "Procedures for...', 1969, p. 11). Water resource
projects were viewed as contributing to multi-objectives and, as a
result, '"...projects (should be) designed in accordance with some

balance among these objectives. .. " (WRC, "Procedures for...'',

4
The U.S. Water Resources Council is herein after referred to

by the acronym ""WRC".
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1969, p. 17). More than one objective was to be considered in

planning. Indeed, projects and plans were

...to be designed on the basis of several different relative

emphasis on various objectives. . .to provide information to

the Executive Branch and the Congress on what exactly can

be achieved through water resource development (WRC,

"Procedures for...', 1969, p. 18).

Different mixes of objectives were to be included in plans and pre-
sented to the decision making entity. A system of accounts was to be
used to relate each project benefit to one or more of the multiple
objectives. For those benefits that do not have a market price, the
public planning process can establish the value (WRC, 'Procedures
for...'", 1969, p. 37). The respective categories of benefits were
viewed as market valued and non-market valued benefits. Some unit
of measure was to be attached to non-market valued benefits when
possible. Non-market valued benefits could be evaluated in a mone-
tary context, however, by determining the market valued benefits
foregone by providing non-market valued benefits or by the alternative
cost method (WRC, '"Procedures for...'", 1969, p. 38).

Plans were to be formulated in economic terms; i.e., national
income should be estimated. The effect of considering non-money
valued benefits can then be determined by using the national income
levels foregone to achieve non-money valued benefits (WRC,

"Procedures for...', 1969, p. 54). In essence, ", ..the trade -off

between objectives can be described and measured to some extent''
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(WRC, "Procedures for... ", 1969, p. 55). The four account system
was to '...reveal the cost in national income terms of achieving the
other objectives'' (WRC, 'Procedures for... ", 1969, p. 57). The
opportunities foregone: were defined as the '"...differences between
net benefits of the plan under analysis as compared with the relevant
alternative for each objective' (WRC, "Procedures for...", 1969,
p. 58).

The ""Blue Book'' also includes references to complementary and
supplementary projects and programs. Outputs such as open space,
park land acquisitions, natural beauty enhancement, model cities, and
urban renewal are viewed as being = complementary or supplementary
to water resource development (WRC, 'Procedures for...", 1969,

p. 68). All projects and programs of the government must be taken
into consideration in water resource development (WRC, "Procedures
for...', 1969, p. 69).

The Water Resources Council requested that tests be made of the
proposed water resource planning guidelines as presented in the ""Blue
Book''. Most of these tests were accomplished during the period
September, 1969 to July, 1970. The test teams were to use the guide-
lines to measure all benefits and costs and to formulate alternative
plans. A total of 19 tests were conducted on 10 projects (WRC, "A

Summary...', 1970, pp.1-2).
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One of the most significant test reports to this study was the
test accomplished by Major (1970). A net benefit tran sformation
curve was utilized in the analysis. The concept of a net benefit trans-

"...(since) a unit

formation curve was justified by the reasoning that
of benefit cancels a unit of cost for a given objective, we are inter -
ested only in the net benefits toward each objective of each alternative
project or program design'' (Major, 1970, p. 5). Each combination of
net benefits toward the objectives of concern are plotted in an
'objective-objective' diagram. The boundary of the resulting set of
points is the transformation curve. This boundary then represents the
", ..technically feasible choices. .. " (Major, 1970, pp- 5-6).

A net benefit transformation curve was then derived for net
dollar benefits vs ecological acres saved. The net benefit transfor-
mation curve, so derived, is reproduced in Figure 2. Net benefits
were found to increase at the same time as ecological acres saved
increased to approximately 200 acres. Net benefits were then deter -
mined to decrease for further increases in ecological acres. The
optimum combination of net national income and ecological acres was

found by imposing a social indifference curve on the diagram and

finding the tangency point. > The ''trade-off', then, was viewed as the

5

Net dollar benefits from the project were used as a measure of
net national product (or income). Also, the various combinations
were generated with alternative plans for development.
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exchange of ecological acres saved for net dollar benefits. In essence,
the ""'slope'' of the net benefit transformation curve reproduced in Fig-
ure 2 was viewed as the trade-off ratio.

Several other test teams also dealt explicitly with the question
of non-commensurate benefits and costs and the trade-off ratio con-
cept. The procedure for calculating the trade-offs were found lacking
by most teams (WRC, ""A Summary... ", 1970, p. 21). One test team
specified that agencies should only define the nature of trade-offs
involved and not try to define the goals of society (WRC, "A Summary

., p. II-C-6). Another team discovered that ""...the Task Force
report (Blue Book) had not presented a means whereby. . .trade-offs
between each component (can be) highlighted..." (WRC, "A Summary
,..", 1970, p. II-D-8). Still another test team determined that the
trade -offs cannot be calculated if project costs are arbitrarily
allocated between various objectives (WRC, "A Summary...", 1970,
p. III-A-15). Another team felt one trade-off was represented by the
difference in return from a 160 acre farm as compared to the most
efficient size farm (implicitly assumed larger). The 160 acre limita;
tion on irrigable acres was assumed to represent a return to the
well-being account. The value of the addition to well-being was

assumed measurable by the difference in returns from the "efficient"

vs. the 160 acre farm (WRC, ""A Summary...", 1970, p. III-B-1).
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A trade-off ratio between net dollar benefits and acres of green-
belt was calculated by one team. Several alternative plans for devel-
opment, all with different costs, were used in the calculation process
(Tennessee Valley Authority, 1970, pp. 36-38). General directions of
change were found in another study (U.S. Corp of Engineers, 1970).
Irrigation benefits were thought to decline for increases in environ-
mental quality. An interesting statement was that '"'...the trade-offs
(for that particular project) might carry an increasingly high price
tag " (U.S. Corp of Engineers, 1970, p. 62). A hypothetical goal
function showing the relationship between net national income benefits
and environmental quality benefits was discussed by another team
(Schramm, 1970, pp. 28-33). The functional relation was referred to
as a ''trade-off function''. In general, nearly all teams recommended
further research into means for calculating trade-offs.

The recommendations of the test teams, the public, federal
agencies, and further revision by the Special Task Force of the Water
Resources Council resulted in a revised planning document in July,
1970 (WRC, '"Principles...', and ''Standards...', 1970). A few more
recommendations were made to the Water Resources Council in
August, 1970. The Water Resources Council made some more revi-
sions, which gave rise to the Principles and Standards as published in
December, 1971 (WRC, '"Proposed Principles...', 1971). The

Principles and Standards changed considerably from the ""Blue Book"
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in 1969. Much more detail regarding non-commensurate benefits and
trade-off calculations was presented in the 1971 publication.

Several alternative plans for development were to be formulated

for each potential project site. The number of plans formulated, in

addition to other factors, '...will depend upon complementarities or
conflicts among specified components of the objectives...'" (WRC,
'"Proposed Principles...", 1971, p. 24148). If trade-offs are

expected to be large, an alternative plan for each objective is to be
formulated. One alternative plan will represent maximum national
income and one plan should achieve a very high level of environmental
quality. Other combinations may be formed so no best plan is missed.
The trade-offs are to be displayed in order to facilitate the determina-
tion of the most desirable mix of beneficial effects. Trade-offs are to
be presented such as ''...to facilitate administrative and legislative
review and decision' (WRC, '"Proposed Principles...', 1971, p.
24148). It was also noted that several of the components of the multi-
objectives may affect one another in adverse (or beneficial) ways.
This phenomenon, common in plan formulation, was referred to as a
"joint effect relationship'" (WRC, '"Proposed Principles...", 1971,

p- 24151). At one point, a specific type of trade-off was mentioned,

as specified in the following quotation (WRC, '"Proposed Principles

M, 1971, p. 24151):
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Explicit recognition should be given to the desirability of
diverting a portion of the Nation's resources from produc-
tion of more conventional market oriented goods and
services in order to accomplish environmental objectives.

As incomes and living levels increase, society appears
less willing to accept environmental deterioration in
exchange for additional goods and services in the market

place (underlining added).

The calculation of trade-offs is seen as a very integral part of the

planning and development process.

The planning process, as

described by the Water Resources Council, was represented as

(WRC, '"Proposed Principles...', p. 24168):

The Planning Process

Specify components of

the multi-objectives —»
relevant to planning

setting.

I

r_
$

Review and reconsider

the specified com-

ponents and formulate <€——
additional alternative

plans.

. Evaluate resource capabilities

and expected conditions without
any plan.

Formulate alternative plans to
achieve varying levels of con-
tributions to the specified com-
ponents of the multiobjectives.

Analyze the differences among
alternative plans to show
trade-offs among the specified
components of the multi-
objectives.

. Select a recommended plan

from among the alternatives
based upon an evaluation of the
trade-offs among the various
objectives.
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The process for formulation of alternative plans was also

outlined in the WRC guidelines. It was noted that complementary
components are related in such a manner that '...the satisfaction of
one component need does not preclude the satisfaction of the other
component needs...' (WRC, '"Proposed Principles...", 1971,
p. 24171). Given components (products, benefits) are complementary,
only one plan for development is needed. The implication was that
trade-offs were not needed. The need for alternative plans is seen as
arising, in part, from components that are ''conflicting'’. Components
(products, benefits) that are in conflict are related in such a manner
that ". ..the satisfaction of one will reduce the satisfaction of others'’.
The complementary components are seen as ''...the building blocks
for the formulation of alternative plans'' (WRC, '"Proposed
Principles...', 1971, p. 24172). The number of alternative plans
presented is a function of the number of component needs; i.e., there
should be '"...at least one plan that generally satisfies each specified
component need of the multiobjectives''. The trade-off calculation
process is seen to be facilitated by forming one plan with emphasis on
the national economic developmentobjective. In addition, anather plan
should emphasize environmental quality. Plans with varying degrees
of contribution to each of these objectives are also formulated. Given
all these plans, trade-offs can be calculated, Movement away from

the maximum environmental quality level obtained in one plan toward
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higher levels of national income achievement in another plan is seen as
a 'trade-off" (WRC, '"Proposed Principles...", 1971, p. 24172).

The multiple objective planning procedures were then submitted
to more testing and review. The WRC made some more revisions and
published the document in 1973. This version was approved by the
President and placed in effect on October 25, 1973. The most signifi-
cant change in the document was a reduction in the number of objec-
tives from four to two, as given by (WRC, "Establishment of...",
1973, p. 24781):

1. to enhance national economic development by increasing

the value of the Nation's output of goods and services and
improving national economic efficiency,

2. to enhance the quality of the environment by the man-

agement, conservation, preservation, creation,

restoration, or improvement of the quality of certain

natural and cultural resources and ecological systems.
The effects of proposed projects on regional development and social
well-being were still to be displayed. These two elements were no
longer to be considered, however, as objectives. Several other
changes were also made, but none that changed the basic recommenda-
tions regarding trade-off ratio calculations.

Trade -offs were still to be calculated among the components of
the objectives. Also, trade-offs were to be used to select a recom-

mended plan from all those developed by the planning agency (WRC,

"Establishment of... ', 1973, p. 24824). At least one plan
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emphasizing national economic development and one with emphasis on
environmental quality were to be developed. Also, ... other alterna-
tive plans reflecting significant trade -offs between the national eco-
nomic development and environmental quality objectives may be
formulated so as not to overlook a best overall plan' (WRC, "Estab-
lishment of...'", 1973, p. 24830). The relative value of components
measured in non-monetary terms can be estimated by calculating what
is given up or traded-off among plans. It was also noted that the pur-
pose of calculating trade-offs was not ""...to convert such effects to
monetary equivalents but to gain an insight with respect to the relative
value of such effects by understanding their impact upon monetary
values. ..' (WRC, "Establishment of...', 1973, p. 24831). Trade-
offs, as in the earlier documents, were not defined explicitly.
Trade-offs were, however, most frequently referred to as signifying
the monetary loss from providing some non-monetary (non-money
valued) component of an objective. In fact, in one hypothetical
(numerical) example, a trade -off between net dollar benefits and
contributions to the environmental quality objective was discussed.

It appears the designers of the new planning procedures felt that no
further definition of a "trade-off ratio'' was necessary.

A few papers and articles have been published regarding very
specific approaches to calculating the trade-offs among incommen-

surables. One approach to calculating trade-offs involves use of total



28
and marginal benefit functions (DeVine, 1966). Some (hypothetical)
total benefit functions were used to illustrate that approach. Two of
the tables used to calculate the ''trade-offs'' in that approach are
reproduced here in Tables 1 and 2. The total costs of producing
either water for reclamation or recreation hours is presented in Table
1. A total of $1,000, 000, for example, can be used to provide
$1,375, 000 in total dollar benefits or 3,700, 000 user-hours (benefits)
of recreation. Combinations are also possible (DeVine, 1966, p.385).
A total of $700, 000 could be allocated to water reclamation leaving
$300, 000 for provision of recreation hours, for example. This allo-
cation would give $1, 225,000 of total benefits and 1, 950, 000 user -
hours of recreation (Table 1). Trade-offs can be determined by
looking at the marginal changes (DeVine, 1966, p. 385). The trade-
offs calculated by this process are presented in Table 2. Starting with
an initial allocation of $800, 000 to water reclamation (WR) and
$200, 000 to recreation (R), a reduction of $100, 000 to WR results in
a $75, 000 reduction in total dollar benefits. The increase in recrea-
tion benefits, however, is 700,000 user-hours. The implicit value of
user-hours of R is $0.11 per hour (Table 2). A reduction in the allo-
cation of cost to WR from $100, 000 to O results in a decrease in total
dollar benefits of $250, 000 and an increase in total recreation benefits
of 25, 000 user-hours. The implicit value of recreation for that case

is $10.00 per hour.
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Water Reclamation Recreation
Total Incremental Total Incremental Total Incremental
Cost Cost Benefit Benefit Benefit Benefit
-------- (dollars)=-=-===~~ =e-e=-==~(hours)==-=~co=="

100, 000 100, 000 250, 000 250, 000 600, 000 600, 000

200, 000 100, 000 475, 000 225, 000 1, 250, 000 650, 000

300, 000 100, 000 675, 000 200, 000 1, 950, 000 700, 000

400, 000 100, 000 850, 000 175, 000 2, 650, 000 700, 000

500, 000 100, 000 1, 000, 000 150, 000 3, 150, 000 500, 000

600, 000 100, 000 1, 125, 000 125, 000 3, 450, 000 300, 000

700, 000 100, 000 1, 225, 000 100, 000 3, 550, 000 100, 000

800, 000 100, 000 1, 300, 000 75, 000 3, 625, 000 75, 000

900, 000 100, 000 1, 350, 000 50, 000 3,675, 000 50, 000
1, 000, 000 100, 000 1, 375, 000 25, 000 3, 700, 000 25, 000
Reproduced from (DeVine, 1966, p. 385).

Table 2. Marginal changes and trade-offs.
Reduce Investment Trade -offs Implied

in Water Reclamation Give Up To Get Additional Minimum Value
in $100, 000 Benefits User-Hours of of Recreation
Increments to: Valued at: Recreation of: (per hour)

(dollars) (dollars)
700, 000 75, 000 700, 000 0.11
600, 000 100, 000 700, 000 0. 14
500, 000 125, 000 500, 000 0.25
400, 000 150, 000 300, 000 0.50
300, 000 175, 000 100, 000 1.75
200, 000 200, 000 75, 000 2.67
100, 000 225, 000 50, 000 4.50

0 250, 000 25, 000 10. 00

Reproduced from (DeVine, 1966, p. 386).
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This is a different approach than used by many of the teams that
tested the proposed Principles and Standards as total benefits are
"traded-off' for a non-money valued output and costs were held con-
stant. Net benefits were considered as the relevant 'loss' figure in
most other recommendations and costs were allowed to vary.

Another recommended approach for calculating trade-offs
appeared in the literature in 1973 (Marshall, 1973), The recommen-
dation was '...based on that (approach) followed by the Water
Resources Council and a technique described in the literature for
treating incommensurable values in benefit cost analysis'' (Marshall,
1973, p. 2). The '"technique described in the literature'' was the
article by DeVine (1966). It is not apparent to this author that either
of the recommendations by the Water Resources Council or DeVine
were followed exactly.

The approach recommended by Marshall also makes use of
marginal values. The table of hypothetical total benefit functions used
by Marshall is reproduced in Table 3. Expenditures were incremented
by $100, 000 to give various levels of national economic development
(NED), environmental quality (EQ), and regional development (RD)
benefits (Table 3). The measures of benefits are total; i.e., net
benefits can only be obtained by subtracting the total expenditure fig-
ures (Marshall, 1973, p. 2). As an example, $500,000 can be used to

provide $660, 000 of NED and 2 "units' of EQ and $850, 000 of RD



Table 3. Alternative project designs with multiobjectives.

Expenditures Benefits to NED Benefits EQ Benefits to RD
$103 $103 Unit Index $103
Design Marginal Total Marginal Total Marginal Total Marginal Total
1 100 100 200 200 0 0 250 250
2 100 200 160 360 0 0 200 450
3 100 300 130 490 0 0 150 600
4 100 400 100 590 -2 -2 150 750
5 100 500 70 660 4 2 100 850
6 100 600 40 700 2 4 80 930
7 100 700 10 710 6 10 50 980

Reproduced from (Marshall, 1973, p.- 3).

1¢
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benefits. These are different forms of total benefit functions than
recommended by DeVine (1973). In order for the two approaches to
be identical, the $500, 000 expenditure in Table 3 would have to allow
provision of $660, 000 of NED or 2 units of EQ or $850, 000 of RD
benefits. The benefit figures in Table 3 are, however, total figures
which is consistent with DeVine (1973) but apparently inconsistent with
recommendations made by the Water Resources Council (WRC,
"Establishment of...", 1973). 6

The trade-off ratio calculation process recommended by
Marshall, as a result, is different. Marginal benefits are said to be
equal to marginal expenditures for Design 4. 7 Designs 5 and 6 repre-
sent emphasis on "...marginal investments for environmental
enhancement...' (Marshall, 1973, p. 3). Controversy develops at
Design 4 as EQ was negative; thus, trade-off calculations are needed
for Designs 4-7 (Marshall, 1973, p. 3). The trade-off, under this
approach, is said to be determined by the choice of design. Choice of

Design 4 over Design 3 implies that RD benefits are worth at least an

EQ decline of -2 (Marshall, 1973, p. 4). If Design 5 is chosen, the

The exact recommendation made by the Water Resources
Council is not clear to this author. Many of the teams that did test
studies, however, used net benefits in trade-off calculations (see
pages 16-27, this chapter).

7
It should be noted, however, that marginal expenditures also
contribute to EQ and RD benefits.
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implication is that the 4 unit increase in EQ combined with the

$100, 000 increase in RD is worth the '...$30, 000 by which marginal
expenditures exceed marginal NED benefits'' (Marshall, 1973, p. 4).
Further, selecting Design 6 rather than 5 implies that "...$60, 000 of
NED equivalent benefits are willingly foregone for 2 units of EQ bene-
fits and $80, 000 of RD benefits' (Marshall, 1973, p. 4), This is a
completely different approach than recommended by DeVine (1966) for
calculating trade-offs. In fact, the actual values of the trade-offs are
not calculated in Marshall's study (1973).

Another approach to calculating trade-offs is presented in Miller
(1973). The model used is attributed to the study by Major (1969)
referenced earlier in this chapter. A ''net effect transformation func-
tion' is developed (Miller, 1973, p. 12). The optimum combination of
two objectives, say economic efficiency and environmental quality, is
determined in the following manner (Miller, 1973, p. 12):

The combination of social objectives is optimal at the point

where the net effect transformation function is tangent to

the highest attainable social indifference function. At that

point the slope of a line drawn tangent to both functions is

equal to the negative of the marginal weight on environ-

mental quality relative to economic efficiency and to the

negative of the marginal trade off between these two objec-
tives (underlining added).

The objective function used in the programming model was the present
value of net benefits; i.e., the difference between the present value of

total benefits and total costs was maximized. This quantity was then
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changed by constraining the solution with various environmental
constraints. The environmental constraints were then changed sys-
tematically through the use of parametric programming (Miller, 1973,
p. 13). One of the trade-off functions so developed is reproduced in
Table 4. In order to reduce sediment phosphorous from 7,521 to
6,201 pounds (a change of 1320 pounds), net dollar benefits had to be
reduced from $63,409 to $57, 790 (a change of $5,619). The '"trade-
off' ratio is $5,619/13201bs= $4.26/pound. Similarly, the trade-off
ratio was determined to be $5.95/pound for the next step (Table 4).
Net dollar benefits are ''traded-off' for improvements in the environ-
ment. Each of the points along the '"trade-off'' function is a different
plan for development (which more than likely has a different cost).

Table 4. Trade-off between net dollar benefits and sedi-
ment phosphorous for West Boggs Creek.

Net National Sediment Phosphorous Trade -Qff
Benefit Level, lbs Ratio, $/1lbs

63, 409 11,190 0.0

63,409 7,521 4.26

57,790 6,201 5'95

50, 289 4, 940 ’

Reproduced from (Miller, 1973, p. 16).

Several alternative ways of optimizing a multiple objective
function, where some benefits (outputs, objectives) are incommensu-

rable, have been proposed in the literature. Some writers on the



35
subject evaluate ''trade-offs" by sacrificing net dollar benefits and
others recommend using total dollar benefits. Others used net
national income. In some cases, no mention is made of the type of
""benefits'' (total or net) used in the trade-off calculation. Some
authors keep total expenditures or costs constant when evaluating
trade-offs while most make absolutely no reference to cost. At least
one writer felt that trade-off ratios were impossible to calculate
given that joint costs had been allocated among various project outputs,
while others see no relation between joint costs (and the allocation
problem) and trade-offs (at least no mention is made of any possible
relation). These authors are not speaking of the same ''trade-off"
ratio. There seems to be considerable disagreement, at best, and
confusion, at worst, regarding the process for arriving at trade-offs.
The conceptual base for a trade-off ratio (or ratios) needs to be
developed to serve as a guideline for the development of procedures

useful in determining trade-offs.
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III. THEORY OF MULTIPLE OUTPUT PRODUCTION

The purposes of this chapter are: 1) to discuss the physical
characteristics of multiple output production, 2) to discuss the eco-
nomic optimization process, and 3) to indicate some problems associated
with the economic optimization process which give rise to a need

for trade-off calculations.

Physical Production Relationships

Multiple output production processes result whenever inputs can
(or must) be used jointly or can be used alternatively in the production
of more than one product; i.e., the products are technically connected.8
This description of multiple output production includes only tho se
situations where products are related in some technical way via the
resources used in production. As a result, multiple output production
processes result completely from physical, technical phenomenon.
Products produced by a single firm, for example, would not be con-
sidered multiple outputs unless the products were related in some

manner to the same resources.

The most general case of multiple output production can be

described by the following system of production relations:

8This definition of multiple output production follows closely that
of Frisch (1965, p. 269). The remainder of this chapter was devel -
oped mainly from the basic framework provided in Frisch (1965,
pp. 269-289).
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1

F (qlsqz,...,qm;xl,xz,...,xn) =0
2 —_
F (ql,qz,...,qm,xl,xz,...,xn) “O
. (3.1)
Fp(q q q._iX.,X x ) =0
1: 2,---smy 1: 2:-..:n
= products, (i = 1,2,...,m),
= inputs, (j = 1,2,...,n),
= production relations, (k = 1,2,...,u).

k . . .
Each production relation, F , 1is assumed independent; i.e., no

one production relation can be deduced from any other production

relation or combination of relations.” A production relation is taken

to mean any relation among products and/or factors. To clarify this

definition, a convention in this study will be to label various forms of

production relations in the following manner:

1. Fk(ql, PR ,qm) = 0 shall be referred to as ''factor free'’
relations,
2. Fk(xl,xz, ce xn) = 0 shall be referred to as ''product free"
relations,
3. FN( , x ) =0 shall be referred t
. QprQyree s 3% Xy e s X sha e referred to as

"production function'' relations.

9This type of independence says nothing of the relations among
products.
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As a result of these specifications, any of the functions in (3.1) may be
factor free, product free, or production function relations. 10 The
production relation label, then, is a more general description of the
functions Fk, (k =1,2,...,1)-

The system of equations repre sented in (3.1) are perfectly gen-
eral and, as a result, can be used to represent all production
processes involving one or more products. Consider, for example,
the relation between wool (W), mutton (M), feed (E), labor (L), other
operating expenditure (O), and capital stock (C) represented by the

system of equations:

f(E,L,O,C)

1

W

M = g(E,L.O,C)

or, 1 (3.2)
F (W;E,L,0,C) =20
2
F M:E,L,0,C)=20.
. . . 1 2
In (3.2), there are two production function relations, F and F

(. = 2). The wool and mutton production process is characterized by
both products (simultaneously) using the same set of resources. A
slightly different set of equations can be used to describe grass seed
production (G) where smoke (S) from field burning is one of the

products. Defining the resources to be land (N), labor (L), capital

0
"Free' in the sense that the factor or product does not appear
in the function.
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(C), and management (M), the system of equations could be of the

form:
S = {(QG)
G = g(N,L,C, M),

or, 1 (3.3)
F(,.G)=20

2
F (G;N,L,C,M) =0.

In (3.3), there is one factor free relation and one production function
relation. Grass seed (G) is characterized as using the resources
while the other product (S) is always produced concurrently.

Another type of production process that can be represented in the gen-
eral system (3.1) is durum wheat (D) and malting barley (B) produc-
tion. Again, using the same inputs N, L, C, and M, the system of

equations can be represented by:

f(D,B) = g(N,L,C, M)
or, (3. 4)
Fl(D,B;N,L,c,M) = 0.

In (3.4), there is only one production relation and the specific form
is the '"production function' relation. This production process is best
characterized by one where the resources can be used alternatively in

the production of the two products. Other examples of production
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processes could be given. 1

Several specific classes of production processes need to be
identified in order to facilitate analysis. As noted earlier, equation
set (3. 1) can be used to represent and analyze all production proc-
esses; i.e., it is perfectly general. It becomes useful, therefore, to
delineate several major classes of production. The values of impor-
tance to defining the classes include the degree of assortment (a) and
the degree of coupling (x) (Frisch, 1965, pp. 269-270).

The degree of assortment (a) is defined as the difference
between the number of products (m) and the number of production
relations (W) as represented in equation set (3.1); i.e., a=m - p.
The degree of assortment gives an indication of the amount of flexi-
bility inherent in the physical production process with respect to the
possibility for choice in determination of the product mix. A higher
degree of assortment (a large) is generally associated with greater
flexibility in determining the relative amounts of each 9, (i=1,2,....m)

produced. The least amount of flexibility in choice of the product mix

11
The equation set (3.1) encompasses single as well as multiple

output production. The system of equations for a single output q;

from factors X s Xy ... X mMAy be represented by

= 1 . . .
q, f(xl,xz,...,xn) or F (ql,xl,xz,...,xn). In this case, there is

one production relation. namely a ''production function'' relation.
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is associated with a = 0. 12 These are, however, only general
tendencies. The flexibility in choice of the product mix is also
related to the degree of coupling (k).

The degree of coupling (x) is defined as the number of factor
free relations that can be deduced from the general system (3. 1). 13
This concept, as with the degree of assortment, affects the flexibility
inherent in the production process with respect to choice in the pro-
duct mix. In general, a production process with a level of « > 1
reflects a system with no flexibility for the products of concern,
while «k = 0 implies more flexibility.

The amount of flexibility inherent in production processes, then,
is dependent upon the values of both a and k. The possible com-

. . ) 14
binations that can occur and that must be reconciled are:

12
The possibility also exists for a < 0. When this occurs, a

"'broduct free'' relation exists among the relations in equation set (3.1).
This relation was not considered in this study other than to note the
existence of such phenomenon. See Frisch.(1965, p. 270 and
pp. 279-280).
13 T [B] H

A 'factor free'' relation results whenever two or more pro-
ducts are related in some definite manner irregardless of the level
or allocation of factors. Stated in slightly more mathematical terms,
the function describing the relation between two products (or among
several) does not have any factors as arguments.

Again, the cases where a < 0 have been excluded from the
presentation. See Footnote 12. Frisch does not discuss "flexibility"
in production processes in the manner of this section. The only
reference to flexibility is some mention of choice under different types
of production (Frisch, 1965, p. 273).
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The following equations serve to illustrate the effect of various values
for a and « on flexibility in production processes involving two
products:

1 _
2

F (qzsxl,xz,...,xn)zo (3.5)
a=(m-wW=(2-2)=0, k=1
Fl(q,; )= 0
ql:xlsxzs- :xn
2
F (qzyxlpxzy . an) - 0 (3 6)

The case where a >0 and k >0 does not exist for two products.
The most flexible set of product relations among (3.5), (3.6), and
(3.7) is represented by the production function relation in (3.7) where
a=1 and « = 0. Given the total amounts of each resource available,

the manager can still decide what product mix to provide. The least



43
amount of flexibility available in choosing the product mix for two
products is represented in (3.5), where a =0 and « = 1. The
manager can have no further influence on the product mix once the
total amount of each resource has been specified. Some degree of
flexibility between these extremes is represented in (3.6) for a =0
and « = 0. For two products, then, the greatest flexibility in choice
of the product mix will result with a >0 and « =0, while the
least flexibility will result when a =0 and « >0.

Consider now an example set of equations for m > 2 products,

in the general form of equations (3.5)-(3. 7), as given by:

1
F (ql’qm) - 0
FZ( =0
qz’qm) -
(3. 8)
m-1 -
F (@ 19, =0
FMa_ sx,,x x ) =0
m 1’72’ " “n
a= (m-u) =0, K= (m-1) >0
Fliq,s -0
q1!x1,x2> ,Xn) -
F2(q,; ) =0
qz,xl,xz, :Xn =
(3.9)
18 . -
F (qm,xl,xz,. ,xn) 0
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1
Fq,95,-.-59 $%X.,X,,...,%x ) =0
2 2

1 m 1 n (3.10)
a=(m-pg) = (m-1) >0, k=0
Fl( ) = 0

dp 9y
2 -_—
F (qm_l,qm,xl,xz,---,xn)—o (3.11)
a=(m-p) = (m-2) >0, « >0.

Given m products (m >2) the most flexible system is, again,
characterized by a >0 and « =0 as represented in equation set
(3.10). Any other possible equation set representing a production
process will always have less flexibility in choice of the ultimate pro-
duct mix. Also, the least flexible system is, as before, characterized
by a=0 and « >0 as represented in equation set (3.8). The
classification process is complicated slightly, however, with the
introduction of m >2 because of the possibility of a >0 and
k >0, represented in (3.11). The relative amounts of flexibility in
(3.9) and (3.11), although within the extremes identified in (3. 8) and
(3.10), has yet to be established.

Many different sets of production relations can be illustrated
for the case where both a and «k are greater than zero. One such
case is given in equation set (3. 11). Other illustrations of a >0 and

k >0 are represented in the following sets of equations:
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2
F (9,,9,,9:) =0

3 274 (3.13)
F (qz,q3;x1,x2,.. ,xn) =0
a=(m-p)=(5-3)=2, k=2
F(q,:9,:95) = 0

2 -
F (q21q4,X1,X21 :Xn) - O (3 14)

These are but three of many examples that could be shown. The only
common element among equations sets (3.11)-(3.14) is that a >0
and k > 0. The important pattern to note is the greater flexibility in
the production processes represented by (3.11)-(3. 14) than the proc-
ess in (3.9). Consider, for example, equation set (3.12). There is
more flexibility in (3.12) than in (3.9) as o =1 implies that for

given levels of factor quantities only a relationship exists between

products q; and a3 and the exact product mix has yet to be
determined. This may be called a one-dimensional assortment
(Frisch, 1965, p. 277). This would not be the case given a production

process characterized by a=0 and «x =0, as in (3.9). Similar
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arguments can be made for equation sets (3.13) and (3. 14); i.e.,
there is more flexibility in (3.13) and (3. 14) than in (3.9). 15

The inherent flexibilities in production processes can now be
categorized for the general situation of m products, p production

relations, and n factors. The following possibilities are listed in

ascending order representing the least to the most flexible type of

production process:

1. a=0, k>0
2. a=0, k=0
3. a>0, >0
4. a >0, x=0.

These four combinations of parameters also define the major classes

16

of production as given by:
1. factorially determined production:
a. with coupling a =0, «k >0,

b. without coupling a =0, « =0,

1
5The flexible relations in (3.13) are the 9,593 and 99

relations. The flexibility in (3. 14) exists for the 9,59, and the
9,793 relations. )

1()Fa.c’cor ially determined production with and without coupling
and assorted production without coupling are production laws deline-
ated by Frisch (1965, pp- 269-281). The assorted production with
coupling, although not specifically excluded, is not discussed in Frisch.
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2. assorted production:
a. with coupling a >0, k>0,

b. without coupling a >0, «x =0 .

A verbal description of each of these classes can now be given.

Factorially Determined Production

Factorially determined production is characterized by the degree
of assortment equal to zero (a = 0). This type of production process
results whenever the amounts of each product produced are known as
soon as the factor quantities are given (Frisch, 1965, p. 270). Stated
in another manner, there is no flexibility in choice of the product mix

. e 17 i
once the factor quantities are specified. The major subclasses of
this type of production evolve from the value of k.

Factorially Determined With Coupling. Factorially determined

production with coupling (k >0) is a type of production process
where the relationships among the products are invariant with respect
to the factor quantities used. A somewhat general formulation of this

type of production is given in the equations:

7Dillon characterized this type of production as "multiple
response without input control' (Dillon, 1968, pp. 42-43) instead of
“"factorially determined production''. Both labels, however, describe
the same type of production.
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(3.15)

The products EPRCP R 4 in (3.15) are considered joint in pro-
duction; i.e., there are several product relations that are factor free
as represented by F1 - Fp'-1 in (3.15). The forms of F1 - F’p'—l“,
of course, may vary. Linear functional forms would imply fixed
proportions among the products, while a non-linear form would imply
the relative amounts of products produced could vary for changes in

factor quantities. In any case, {k-1) of the functional relations

among the products are invariant with respect to the factor quantities;

1 -1
ie., F -F"

are factor free relations.

The exact nature of the relationship among the products, of
course, has to be determined for each and every production process
under consideration. Consider, for example, the case of factorially
determined production with coupling in the case of two products and
two factors as represented in Figures 3 and 4. The isoquants or
iso-product curves for products 9, and q, are represented by the

solid and dotted lines, respectively, in Figure 3. Resource levels

o o o o
3 of X, and x, of x, can be used to produce a4, and qa,



X

o
1

Figure 3. Isoquants for the factorially determined with coupling production law.
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Figure 4. Relationship between two joint products.
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of 9, and 9y respectively. The isoquants representing qc;
and qcz) overlay one another; i-e., the products are joint. Similarly,
q’1 and q'Z of 9, and q,: respectively, can be produced with

x'  and x’Z of the respective resources. Again, the products are

1
joint as the isoquants for the two products coincide completely
(Figure 3).

Several alternative forms of relationships between the two
products are now possible. Curve 0C in Figure 4 represents only one
of the many possible relationships. The manner in which a4, changes
with a change in q, can easily be discerned given knowledge of one
of these curves. Assume an increase in the amount of resources
represented by a movement from A to B in Figure 3. The amount of
9 increased from qc; to q‘1 and q, increased from chJ to
qZZ' Assuming the relevant relationship between 9, and 9, to be
0C, the change in the resource base caused an increase in both 9,
and q, as represented by the movement from (qc;,qg) to (q’l,q'z)
along curve 0C (Figure 4). For this particular case, q2 increased
at a diminishing rate for an increase in q- The same change in 9,
and g, could result from a different initial and subsequent alloca-
tion of resources as is shown by the movement from C to D in Figure
3. The relationship between 9, and 1, is invariant with respect

to the factor quantities; i.e., the relationship is factor free. Also, it

must be emphasized that curve 0C is not a transformation (iso-factor,
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iso-resource) curve. The transformation ''curve'’ for joint products
is only a point in product space. The product-product relation
normally discussed in the economic literature does not exist for this

case.

Factorially Determined Without Coupling. Another case of

factorially determined production is characterized by k = 0 or no
coupling. The relationship among the products now depends upon the
factor quantities used. The general formulation of this type of pro-

duction is given in the equations:

1 —
F (ql,xl,xz,...,xn) =0
Fz(q X, X x) =0
Zv 1: 2: ey -
: : n (3.16)
p . -
F (qm,xl,xz,- . . :xn) O-
The products SR PRIEERL . in (3.16) are considered separable in

production. The relative amounts of each product produced can be
varied (within limits) by changing the factor quantities. Separability
simply means that « =0 (Frisch, 1965, p. 271).

The case of factorially determined production without coupling is
illustrated in Figures 5 and 6. The isoquant maps for products q,
and 1, overlap but do not coincide completely (Figure 5). The
resource level represented at point A can be used to produce qc{ of

a, and qg of q,- Increases in Xy and X, along OF give
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Figure 5. Isoquants for the factorially determined without coupling production law.
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Figure 6. Relationship between two separable products.
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increases in a, and q, up to q'l' and q'Z' at C. Further
increases in the resource level beyond point C results in further
increases in 9, but a decline in 9, (Figure 5). The nature of the
relationship between 94, and 9, for movements along OF in Figure
5 is illustrated by OF' in Figure 6. The amount of q, and q,
both increase up to C', while 9, decreases for further increases in
q, beyond C' (Figure 6). Movement along OF in Figure 5, of course,
requires changes in the amounts of resource used.

Many different relationships between q, and a4, will result
from different factor combinations. A slightly different path than OF
in Figure 5 will give a different relationship between d, and q,
in Figure 6. The relationship among products is not invariant with
respect to the factor quantities; i.e., the relationship is not factor
free. Also, as in the previous case, there is no transformation
(iso -factor, iso-resource) relation. The physical amounts of the vari-
ous resources vary along all curves such as OF' in Figure 6. Also,
then, the product-product relation as normally presented in the

economic literature does not exist for this case.

Assorted Production

Assorted production is characterized by the degree of assort-
ment being greater than zero (a >0). This type of production

process describes a situation where a choice (regarding product mix)
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arises even though the factor quantities are given (Frisch, 1965,
p- 273). Stated in another manner, there is flexibility in choice of the
product mix once the factor quantities are specified. The major sub-
classes of this type of production, again, depend on the value of k.

Assorted With Coupling. Assorted production with coupling

(« >0) is a type of production process where there is flexibility in
choice (regarding product mix) for some of the products and essen-
tially no choice for other products once the factor quantities are
specified. A somewhat general formulation of this type of production

is given by the equations:

1

F (q,,9,) =0
r’(a,q,) - 0
: (3.17)
P la ,09,) = 0
Fp(qm_l,qm’,xl,xz,.. yx ) =0
The products Q09,0+ ,qm_z,qm in (3.17) are considered joint in

production while the relationship between q and 94, is con-

m-1
sidered assorted. The assorted production with coupling case is

essentially a mixture of the factorially determined with coupling and

the assorted without coupling cases.

This terminology is somewhat confusing. A production proc-
ess classified as "assorted with coupling'' implies only that there is at
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Assorted Without Coupling. Assorted production without

coupling (x = 0) 1is a type of production process exhibiting greater
flexibility in choice of the product mix. This case is discussed most
frequently in the economic literature, but under different names-.

A relationship among the products results from specification of the
factor quantities. The specific amounts of each product to produce
must still be determined. Stated in another manner, the product mix
is no longer factorially determined. Some further criteria beyond the
technical relations must be used to determine the relative amounts of
each product produced, even though factor quantities are given. The

general formulation of this type of production is given in the equation:

least one factor free relation (a coupling) and at least one production
function relation- (such as FM in 3.17). All factor free relations, in
turn, arise from factorially determined production. This subclass
could also, then, be considered as representing ''assorted and
factorially determined with coupling" production. It is, indeed, a
mixture. The important consideration is whether or not the alloca-
tions of each factor are known. If every allocation is known, the
assorted classification must be applied. If some are not known, there
is some mixture.

9Dillon characterizes this type of production as "'multiple
response with input control'' (Dillon, 1968, pp. 44-45). Carlson, on
the other hand, calls this form of production process 'joint produc-
tion" (Carlson, 1939, pp. 76-95). This case has also been described
as representing "joint products'’, but technically independent products
were (supposedly) excluded from the discussion (Henderson, 1971,
pp- 89-98). The numerical example used in Henderson, however, is a
case of technically independent products by the Carlson definition (see
Appendix B for a discussion of independence and interdependence).
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1
F (ql,qz,--.,qm;xl,xz,---,x)=0- (3.18)

The products a; EPRRRE ,qm in (3.18) are considered assorted in
production. The underlying production functions are assumed to be

of the form:

4 = 4% Fa)
P Pk VLR AP 3. 18a)
Un ~ qm(xlm’ 2m ’xnm)

where x. (G=1,2,...,m i=12,...,m i # j) represents the

amount of the jth resource allocated to the ith product.

The case of agsorted production for two products and two factors
is illustrated in Figures 7 and 8. Given xc; of X, and chJ of
x,, many relationships between a4, and q, can be generated.

The production functions of (3. 18a) are represented in Figure 7 for

two factors and two products. One of the relationships between ¢

—

and q, can be determined by a mapping of OR from factor space

(Figure 7) into product space (Figure 8) to give the production

0
Another possible form of the underlying production function is
given by: q, = qi(xli’XZi’ ce ,xni;qk), (i,k =1,2,...,m; i # k). This

form of production function will also give rise to the summary rela-
tion shown in (3.18) (Mundlak, 1971, p. 493; Samuelson, "The Funda-
mental... ', 1966, pp. 34-35). )
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s . 21
possibility or transformation curve AB. A larger amount of

resources, X! and XiZ’ will give another relationship between

1
q, and q, as determined by the mapping of QS (Figure 7) into pro-
duct space. The resulting transformation curve in product space is
CD (Figure 8). A change in the factor quantities gave rise to an
entirely new relationship between 9, and qZ- A decrease in q,
is always associated with an increase in 9, along transformation
curves AB and CD (Figure 7); the total resource levels along any one

curve, however, are constant. This is the product-product relation

normally discussed in the economic literature.

Economic Optimization

The economic optimization process must now be identified for
the different types of production. The economic optimization process
will vary dependent upon the type of underlying physical production

relations.

Factorially Determined Production

Economic optimization under factorially determined production

can be viewed from either the input or the output side. Viewed from

21 .
A transformation curve can also be called a factor isoquant

(Frisch, 1965, p. 277) or iso-factor curve. In any case, this form of
relationship is defined for constant amounts of the factors. The
derivation of a transformation curve is presented in Ferguson
('"Transformation...', 1962, pp. 96-102).
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the input side, the process is essentially the same as for single output
production (Frisch, 1965, p. 282). Consider the case for two factors

and two products as represented in the equations:

q, = 4,(x; %) (3.19a)
R, 7 P1a) (%0 %) ¥ Ppdp e %) (3.19b)
C =r.x, tr x (3.19¢)

where,

9,49, © products,

L factors,
Rx = total revenue,
C = total cost,
X

Py P, © prices of the products,

prices of the factors.

a1
a1
it

The prices of the products and the factors in the revenue (R) and cost
(C) functions, respectively, are assumed constant. Using (3.19b) and

(3.19c), the (unconstrained) profit function is given by:

m=p q,(x %)t P,a, (% %,) - T X =T %, (3.19d)

Profits will be maximized when the first partial derivatives of

with respect to each of the factors is equal to zero and the differential



60
dzw is negative (Dillon, 1968, p. 43). Stated symbolically, these

conditions are represented by:

oq oq
om 1 2
g _ - - = .1
ox P, 5% P2 5% r, 0 (3.19e)

1 1 1

9q oq
ow 1 2
— =p +p -r_.=0. (3.191)
8x2 1 8x2 2 8x2 2

The requirement of dzn < 0 guarantees a concave (from above)
profit function and, as a consequence, maximum rather than minimum
profits where equations (3. 19e) and (3.19f) are satisfied (Dillon, 1968,
pp. 43-44). Using equations (3.19e) and (3.19f), an expansion path is
given by:

Ba, °, °q, °,

P)5x. " P2ox Py 3% " P23x
] ] 2 2
= " ) (3.19g)
o 2

The maximum profit level of production is conditional on the relative
product prices. The product prices influence the location of the ''path"
and the maximum profit combination of outputs. Reference to Figure
9 will help clarify this point.

A hypothetical case for two products and two factors of the
general form of (3. 19)-(3.19a) is represented in Figure 9. The

isoquants for product q, are represented by qcl), q'l, and q”l, in



Figure 9.

Isoquants and expansion paths, factorially determined without coupling production.
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ascending order of magnitude. Assume, for example, the price of

q is zero (p1 = 0). Inthis case, equation (3.19g) reduces to:

)

ox r

5 1 = 1 . (3.19h)
4, o)

8x2

This path is represented in Figure 9 by 0A. The amount of q,
produced along OA does not affect the maximum profit level of q,-
Similarly, a zero price for q, (p2 = 0) 1is represented by 0B.
Again, output will be expanded along the path regardléss-of the level
of the other output (in this case qz) until profits are maximized
from the production of q;- Another possible case is represented by
0C for some non-zero prices for both 9, and q:Z .

Identification of the expansion path, of course, does not give the
point at which profits are maximized. Given the actual forms of the
production functions and the actual prices for factors and products,
however, this point can be easily found. The maximum profit point is
given by the simultaneous solution of the equations (3.19e) and (3. 191).
In essence, the resources X, and x, are increased in the pro-
portions specified on the relevant expansion path as long as the
marginal revenue from the products concerned exceeds the marginal

cost. This becomes clearer when the process is viewed from the

“"output side''.
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The total revenue and cost function can also be expressed as

functions of the product quantities. Equations (3. 19b) and (3.19c¢) then

become of the forrn:22
= + = , . 19i
Rq P)q) tP,4, Rq(ql qz) (3.19i)
Cq = Cq(ql, q,) (3.19))
where,
Rq = total revenue,
C = total cost.
q

All other variables are defined as before. The effect of changes in
relative product prices on shifts in the production emphasis can now
be isolated (Frisch, 1965, p. 283). The goal of maxiumum profits

is reached when the iso-cost curves are tangent to the respective

iso-revenue curves. The profit function is now represented by the
form:

q

Profits are maximized when the first partial derivatives of the profit
function in (3.20) are set equal to zero and the differential dZTr is
negative. Production of both products is expanded as long as the

partial marginal revenue exceeds the partial marginal cost for each

22
See Appendix A for the derivation of the iso-cost curve in

product space.
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product (Frisch, 1965, p. 285).

Assorted Production

The economic optimization process under assorted production
can also be viewed either from the input or the output side. The
actual process of optimizing according to economic criteria is, in
fact, very similar to factorially determined production. Consider the

case for two factors and two products as represented in the equations:

1
F (ql,qz,xl,xz)—-O (3.21)
= + .
Ry™Pi% TP (3.21a)
C =r.x. tr_x, . (3.21Db)

X 171 272

The variables are defined as before. Several approaches to economic
optimization can now be followed. One approach involves the assump-
tion that each 9, is independent of the amount of 9 i#k, pro-

duced (Dillon, 1968, pp. 44-45). The underlying production functions

reflecting this assumption are given by:
(3.214)

Ay = Aplx),0 %55

Given production functions (3.21c) and (3.21d) the profit function
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becomes of the form:

m
EDEN
i
i=1

The maximum profit (maximum w ) will be attained when each of the
™, are at a maximum (Dillon, 1968, p. 44). For the present case of
two factors and two products, the individual (unconstrained) profit

functions are of the form:

M TP (K Xpy) - TXy ) m Ty (3.21e)

5 TPy, (X Xy 0) - T X, - T, (3.21f)

The resulting mn equalities (m products and n factors) must be
satisfied, along with second order conditions, for maximum profits
(Dillon, 1968, p. 45). The optimization process as viewed from the

2
output side is well documented elsewhere. >

Non-Market Goods and Production Trade-Off Ratios

The economic decision process is usually described for a case
where markets exist for all the products and factors of concern. The

choice process is necessarily different given the existence of

23See, for example, Henderson (1971, pp. 89-93). An

approach for deriving the iso-cost curve in product space is outlined
in Appendix A of this study.



66
non-market goods. One approach, given the lack of some prices., is
to identify the production conditions. The alternative product and
factor combinations can then be presented to some decision making
entity for consideration. Assuming the decision body can reflect
societies' preferences, choice of a product mix gives an implicit value
for the non-money valued product and/or factor.

The important production conditions for this process are the
iso-cost and production function relations. Given the transformation
ratios along an iso-cost surface, choice of a point on the surface gives
the implicit price ratios among the products. This transformation
ratio is referred to as a product-product trade-off ratio in this study.
Similarly, given the transformation ratios along a production function
surface, choice of a point gives the implicit factor-product price ratio.
This transformation ratio is referred to as a factor-product trade-off
ratio in this study. The elements affecting these two ratios must now

be identified.

Nature of the Product-Product Trade-Off Ratio

Given the absence of a market price for one or more products,
the entity providing the products must be especially concerned with
the effect of various actions on the eventual product-product trade-off
ratio. Trade-off ratio calculations may be misleading unless the

underlying technical relations are known. Also, product-product
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trade-offs must be calculated along the correct curve; i.e., trade-offs
cannot be calculated along interior iso-cost curves or between curves.
In addition, the effects of intermediate product relationships must be
isolated.

Effects of Technical Interdependence and Independence. The

type of technical relationships among the products can have a very

significant effect on the product-product trade-off ratio. The various

types of possible technical production relations are presented in

Carlson (1939, pp. 84-102). The classification system for products

> :

is based on the sign of the mixed derivative, (8 C / 8q 18q2) , where
. 24 \

C represents the cost of production. Products are classified

25
according to the following scheme (Carlson, 1939, pp. 82-83):

24
The costs of production are defined along the least cost factor

expansion paths for each of the products in assorted production. The

relationships are maintained such that, for C = f(ql,qz, e ,qm):
oc .1 T2 __'n
a4, E)q.l/ax1 8q.l/8X_2 qu/axn

for all the products q; (i =1,2,...,m) (Carlson, 1939, pp. 87-89).

In the case of factorially determined production, the cost function is
also defined for least cost combinations of factors, but not along any
factor expansion path as defined in the usual sense.

A geometric approach to product classification is presented
in Appendix B. Also, there is further discussion of the notions of
technical interdependence and independence.
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technically complementary,

(3.22)

technically independent.

The characteristics of the various types of technical relations in (3.22)

can be described with reference to a particular example.

three specific production relations, given by:

where,

C
ql’qz

al,az, a3

1

v+ gt :
279 T T %

rql+q+ ;
a, td4) 79, 749,

IS
az Tq4; "4,

cost of production,

= products,

constants.

Consider
2
giiél— =-1<0 (3.22a)
1,°9;
2
-2 C _5590 (3.22b)
8q18q2
2
8L . (3.22¢)
8q,9q,

The products are classified as technically complementary, technically

competitive, and technically independent in (3.22a), (3.22b), and
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(3.22c), respectively. The relations are illustrated in Figure 10 for
a, = a, = ay = 0 and C =c°. The upper, middle, and lower curves
represent technically complementary, technically independent, and
technically competitive products, respectively, for the same level of
resource use (constant costs).

The technical relations among the products determine the man-
ner in which a4, and 9, respond to a given level of resource
application. Given that qcl) of 9, (Figure 10) is produced, for
example, a greater amount of 9, can be obtained if the production
relations are technically independent and /or complementary than if the
relation is technically competitive. This is represented by

q’z' >q'Z > q; in Figure 10. The same amount of resource, c’,

gave rise to greater amounts of 9, when the products were not
technically competitive. The same relation holds for any given
amount of q,; such as qg- The greatest amount of q, can be
produced for the given 9, = qg when the products are technically
complementary (Figure 10).

The product-product trade-off ratio is affected by the technical
relation among the products. The trade-off ratio at q, = q; and
the given C = CO, for example, is the greatest at point C; i.e., the
trade-off ratio is the highest for the case exemplified when the pro-
ducts are technically complementary. The trade-off ratios at points

A and B are less than at point C.



Figure 10.

"
9

Iso-cost curves in product space illustrating technical interdependence
and independence.
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The effects of not using the correct iso-cost curve can be

outlined by imposing community indifference curves on the product
diagram. Assume the entity involved in producing products 9, and
1, has knowledge of the implicit price ratio between 9, and 9,
as represented by the slopes of the curves at points A, B, and C in
Figure 11. Assume the true relation between 1, and 9, is one of
technical independence. Also, assume the entity producing the two
products determines the '"correct' transformation curve to be QAR;
i.e., the products are incorrectly classified as technically competi-
tive. Also, assume the entity is providing 9, and q, at the ratio
represented at S, but would like to provide the level q'Z of 9,
as represented at A (Figure 11). An increase in cost and change in
allocation of resources from that at S to the allocation of resources
and cost at A, such as to generate qu of qy: would appear to
result in a decrease in - This, indeed, would be the case if the
true relationship between 9, and q, Wwas represented along QAR;
i.e., if 9 and q, were actually technically competitive. Given,
however, the products were technically independent, attempts to move
from S to A would result in reaching point D, where 9 increased
from qcl) to q'l' . The more preferable point from the communities
point of view, however, was to reach point B. The entities decision to
provide qIZ of 9, resulted in point D (assuming the true relation

was technical independence) when pbint B was preferred.
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Figure 11. Iso-cost curves in product space, community indifference curves, and
expansion path.
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Another type of interdependence and independence that is also
"technical'' in nature arises when transformation curves are related
in some manner. If there are common factors for various groups of
products, the transformation curves for each group of products are
not independent (Samuelson, 1947, pp. 235-236). Consider, for
example, two transformation functions representing the relations

among four products and two factors as given by:

1
F (ql,qz;xl,xz) =0 (3.22d)

2 -
F a,:qi%),%,) 7 0. (3.22¢)

The two transformation functions in (3.22d) and (3. 22e) are not
independent; i.e., Xy and X, must be allocated among all four
products. Consideration of these two transformation relations in
isolation could also lead to distortion in trade-off estimates. In fact,
the trade-offs (dql/dq3), (dql/dq4), (dqz/dq3), and (dqz/dq4) would
not even be evaluated. The two transformation functions represented
in (3.22d) and (3.22e) should be considered as one function in any

analysis.

Effects of Calculating Trade -Offs Along Internal Curves and

Among Curves. Product-product trade-off ratios may also be mis-

leading if calculated along production possibility curves rather than

transformation curves. A transformation curve is defined for a given
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amount of resources while a production possibility curve is defined
for particular allocations of the resources among the products
(Ferguson, 1962, p. 99). Every point on a transformation curve is on
a different production possibility curve. Consider, for example, the
case represented in Figure 12. The transformation curve for a given
amount of resources is represented by curve AE. Curves FH and
KM represent particular and fixed allocations of the resources among
the products; i.e., the allocation of at least one resource between
products a4, and q, is fixed along curves FH and KM. Curves
FH and KM are production possibility curves. Points B and D are
common points generated along the efficiency locus.

The production trade-off ratio will be considerably different for
any given 9 depending upon the curve used. The trade-off ratio
between 9, and 9, for chJ produced, for example, is different
at each of the points L, G, and C. The trade-off ratio is higher at
point G and lower at point L, as compared to the ratio at point C. The
use of production possibility curve FH instead of the transformation
curve, for example, would result in underestimation of the trade-off
from F to B and overestimation from B to H. The same argument can
be made for using the "frontier' iso-cost curve versus internal

iso-cost curves. The relevant iso-cost curve is the iso-minimum cost

26

The efficiency locus is defined as the connecting line wherethe
slopes of the respective isoquants are equal (Bator, 1968, p. 387).
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Figure 12, Transformation and production possibility curves in product space.
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curve or the curve furthest out in the product-product plane for any
given dollar expenditure. Trade-offs calculated along any internal
iso-cost curve would be analogous to calculating trade-offs along
production possibility curves. Again, the trade-offs will be mislead-
ing unless the correct curve is used in the analysis.

Product-product trade-off ratios may also be misleading if cal-
culated between curves; i.e., erroneous ratios may be obtained
unless costs are held constant. Consider, for example, the case
illustrated in Figure 13. The '"trade-off' in moving from B to E
might possibly be thought to be the relevant trade-off; i.e., BG of q,
was ''sacrificed' to gain GE of q- Using this approach, the trade-
off ratio is given by BG/GE. The actual trade-off ratios, however,
are given by the slopes at B, G, and E. By moving from B to E, the
product-product trade-off ratio has changed (as the slopes are differ-
ent at B and E). The actual movement, however, did not give rise to
the trade-off ratio. The costs must be held constant before the trade-
off ratio becomes useful; i.e., trade-off ratios must be calculated

along transformation or iso-cost curves.

7See Appendix A for a discussion of the similarities and differ-
ences between iso-cost and iso-factor relations. The concepts are
identical under certain conditions. This is always true if there is only
one resource; for that case, it becomes meaningless to speak of any
differences.
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Figure 13.

Iso-cost curves in product space with trade-off calculations among curves.
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Effects of Intermediate Product Relations. The various cases of

intermediate products can also complicate the trade-off calculation
process. The trade-off ratio could, again, be misleading if the inter-
mediate product relations are not included in the analysis. Several
possible types of relationships can exist. Only four different forms

are presented here for discussion purposes, namely:

9 = 9;0x)0x,,09,)

(3.23)
9y = 9%y, %,,)
q = q (X y X :q )
1" 72
1 1'""11 2 (3. 24)
Ay = 9p(x)50%5504y)
9y = a4, (x) )0 %p4095)
A3 7 93(x)30%p3)
9) 7 9%y 0%,0045)
d3 = d3(x;30%,5)
where,
X,. = amount of jth resource allocated to the production of the

ji
ith product (i,j = 1, 2),

= products and/or intermediate products (i = 1, 2),

0
!
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Product q, serves as an intermediate product and a product in
(3.23). Both 9, and 9, require X, and Xy but a4 also
requires 9, (for (8q1/8q2) >0 ). Both 9, and q, serve as
intermediate products in (3.24). Again, both 9, and q, use X,
and X, but each product also requires some of the other product.
Product q, serves as an intermediate product in the production of
9, in (3.25). All products (qu 9, and q3) use the resources x,
and  x,. In (3.26), 9, is an intermediate product in the production
of both 9 and q,- Again, all three products use some of the
28
resources X and x,-
1 2
The relationships expressed in (3.23)-(3.26) are, however, very
. 29 . .
general in nature. Any one of the relations in (3.23)-(3.26) can
summarize a number of specific cases. It is useful, therefore, to
outline some less general cases to isolate some of the effects of inter-

mediate products on the transformation relationship. Such a set of

less general forms are represented in the following set of equations:

55
8A11 examples represented in (3.23)-(3.26) represent assorted

production; i.e., the allocation of each factor among the products can
be determined in all cases.

ZC)It should be noted that all the subscripts used in equations
(3.23)-(3.26) are very crucial to this discussion. It would appear on
the surface, for example, that the following relation is identical to
equation (3.23): q, = ql(xl,xz,qz), q, ~ qz(xl,xz). This, however,

is an entirely different production process than described in (3.23).
The additional subscripts in (3.23) represent the fact that X and X,
are to be allocated among the products. The allocation, in turn, is
under the control of the manager.
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7Y
= fx)y0xyy)
(3.23a)
= q.l - a !
9@ "9 4
= glxy,0%,,) - agflx %))
= ro_ !
9 79 7 2,9
= flxyxp)) - asrlxgex,,) 6. 24
.24a
= ! - !
Q%79 - Y
= glxg %y, - a il pxyy)
! =
ay = fxy0xpy)
] —
a4 = 8lxy,0 %,
93~ 933
- 29
—
q) = fxyp0%py)
I =
a5 = 8lxy,0x%,5)
qé = h(x13,x23) (3.26a)

' p
43 = d43; T 43,

=2,9) taq,.

The equation sets (3.23a)-(3. 26a) represent more specific examples

of (3.23)-(3.26), respectively. The ''‘prime' on the qj products,
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such as q'1 in (3.23a), represents the production function relation

for that product if the intermediate products are ignored. In (3.23a),

for example, the q’1 and q'2 functions could be used to generate
the transformation curve ignoring the fact that q, is also an inter-
mediate product required for 94, production. The qj products
not having a ''prime'’, then, represent the transformation curve after

the effects of the intermediate products have been included. The

equations represented in (3.23)-(3.26) all represent the production
functions necessary to find the transformation curve when the inter-
mediate product relations are included. In essence, the qj values

represent the product levels after the q3

values have been adjusted
to include the effects of intermediate products.

The case represented in (3.23) and (3. 23a) is illustrated in Fig-
ure 14. The transformation curve is given by AB before the effect of
the intermediate product is included; i.e., curve AB is derived from
the relations:

q’1 = f(x,,:%X,,)

11" 21

) = 8lxy,%,,)

The transformation curve becomes AC after the intermediate product
q, is also considered as an input into 9, production. This is
represented by a reduction in the amount of q, available for ''sale'

by a.lq'1 in (3.23a). The amount a.lq'1 of q, Iis used in the



Figure 14. Transformation curves given q, as an intermediate product in q production.
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production of q, Reference to Figure 14 clarifies this point. Prior
to consideration of q, asan intermediate product (as well as a final
product), 9, could be produced at the level indicated at point B.

At that level of production, all the resources were assumed allocated
to the production of q,- This is not the case, however, if q; also
requires some q,- The intermediate product, in turn, requires
some of the resource base. As a result, the level of 9, production
must be reduced to that indicated at C such as to release some
resources for the required production of q,- All of the q, pro-
duced at C, however, went into the production of q, sono gq,

was offered for ''sale'’; i.e., q, is shown to be at the zero level
when 9, is at the C level. The amount of q, produced is given

by the relationship (from 3.23a):

In terms of Figure 14, q’2 = 0E of q, Wwas used in the production

of 9, at point C. A similar argument can be made for all points

along AC. When 9, is zero, of course, no q, is used in 9,
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production. As a result, AC and AB have a common point at A

30
(Figure 14).

31
The case represented in (3.24a) is illustrated in Figure 15.
Again, (3.24a) is a more specific case of (3.24). Manipulation of
(3.24a) shows how CD must necessarily be under AB at all points.

The correct relationship between 9, and q, (as given along CD)

is derived in the following manner:

30It must be understood that equation sets (3.23)-(3.26) can fol-
low from each of those in (3.23a)-(3.26a). Caution must be exercised,
however, in making the transition, especially when using general
equation forms such as these. Consider, for example, trying to
manipulate (3.23a) to arrive at (3.23), as follows:

q; 7 94y

4y 79y - 219
or,

qp = f(xp 90 %5))

4, = 8lxy,%,,) - ayflxg %)
or,

9y = £y %)
qy = 8lxy 0 x,509y) -

The derived result would seem to imply that q; was an intermediate
product (input) into the production of q,. This is not the case.
Similar (invalid) conclusions could be drawn from casual observance
of the functional relations represented in (3.24a)-(3.26a). These
relations are essentially ex ante (before the correct curve is found)
while (3.23)-(3.26) are essentially ex post (already account for the
effects of intermediate products).

31
This illustration of intermediate products was developed from
the basic framework presented in Vanek (1963, p. 132-133).



Figure 15. Transformation curves given q,
production of ql(qz).

(q,) as an intermediate product in the

1
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9p ~ 9y 7 229

or,

|
=
¥
w
Y

Point D on CD is found in the following manner:

= - r_ =
q, = (1-aja,)q; - a;q; =0

In terms of Figure 15, q'2 = 0G of 9, is used in 1, production
at point D; i.e., q'2 = DE = 0G. Point C can be found in a similar
manner such as to show that OH = CF of q, was used to provide the
level of 9, represented at C. The transformation curve CD is
necessarily internal to AB as qz(ql) production requires that some
resources be used in ql(qz) production.

A slightly different type of intermediate product relationship is
represented in (3.25a) and illustrated in Figure 16. Product 3
uses a portion of the same resource base used by q, and q,> but a5

serves only as an intermediate product (input). It is assumed that 9,
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is used only in the production of q1'32 A transformation surface is
represented by ABD in Figure 16 when the product 95 is not con-
sidered an input into the production of q- Surface ABD is derived
from q'l, qIZ’ and q'3 of (3.25a). The transformation curve AB
represents the relation between 9, and 9, when 3 is ignored
(q3 is zero). Product 3> however, cannot be at the zero level if
1, is to be produced as is represented by 93 = 434 = a,q,- In
addition, if 3 is produced at some level, some of the resources
must be diverted from 9, and/or 9, production. As a result,
AB is not the correct transformation curve when 93 is an input to
9, production. The correct transformation curve is again neces-
sarily below AB, such as given by AFE in Figure 16. Line 0C in the
9,93 plane represents the relation between 1, (a product) and 3
(an intermediate product or input). The slope of 0C is given by
(dql/dq3) = l/al. The correct transformation curve between 1,
and 1, is dictated by conditions along line 0C. At point C, for
example, the entire resource base is used in the production of 9,
and d3- As a result, no resources are available for producing q,
at point C. Also, of course, 4, cannot be produced at the level

represented at B because some resources are devoted to 3 produc -

tion. The resulting point on the correct transformation curve is

This illustration of intermediate products was developed from
the basic framework presented in Batra (1973, pp. 297-300).
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Figure 16, Transformation surface with a3 an intermediate product in the production of q,-
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represented at E where CE = OM of 95 is used in 9 production
and q, = 0. By moving back on 0C to point G, resources are
released for the production of q, as represented by the height of the
transformation surface ABD at point G, or KG. This level of KG is
represented by LH in the 9,9, plane, or ON of q, is produced
in conjunction with OH of 9 Again, some resources were used in
93 production to provide GH = OP of q3- The amount OP of 93
was, in turn, used in 9, production. Similar reasoning can be used
to derive the rest of curve AE. When 9, 43 © 0, of course, all
the resources are allocated to a4, production which gives the
common point A between AB and AE.

The product 3 could also serve as an intermediate product
(input) into the production of both 9, and q,- This case in repre-
sented in (3.26) and (3.26a) and illustrated in Figure 17.33 Curve AB
and AE from Figure 16 are reproduced in Figure 17 to show the addi-
tional effects on the curve by requiring 3 in q, production as
well as 94 production. The correct transformation curve is below
AE as increases in 1, production from the zero level at point E
now requires further increases in 3 beyond the 3 required to
produce q- Curves AE and GE share a common point at E because

q, production is zero and all 3 produced is used in 9

33See Footnote 32.



90

Figure 17. Transformation surface with q, an intermediate product in both q, and 9, production.
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production. Product 9, is at level G < A when 9, is zero
because some of the resources must be devoted to d3 production.
At all points on GE between G and E, an even larger amount of 3
must be provided in order to produce both a, and q,- Product
93 is allocated between 9, and q, production according to the

relation 43, + 43 = 93 in (3.26a).

Nature of the Factor-Product Trade-Off Ratio

The notion of factor-product relations is well established in
economic theory. This is especially so with regard to the single
factor-single product case. The marginal physical product of a factor
x., given by (8qi/3xj), (i=1,2,...,m; j=1,2,...,n) for m
products is also discussed frequently in economic theory text books
and in application. Further theoretical discussion of this concept is
easily found if desired by the reader. The importance of this theoreti-
cal notion in this study, however, relates to calling the well-
established concept of marginal productivity a "trade -off ratio'.

The marginal product of a factor is a trade-off ratio in the sense
that reducing the amount of the factor applied results in reducing the
quantity of product produced. This change, in turn, results in making
more of the factor available for use in other production processes or
for final demand. A certain amount of product must be '"traded-off"

or sacrificed to make the factor available for other use. Given there
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is no known, market price for the factor of concern, selection of a
product combination by the decision body reflects an implicit price
for the factor of concern. Consider, for example, the selection of the
product combination at point C in Figure 12. Given assorted produc -
tion without coupling, selection of point C implies that (for two pro-

ducts and two factors):

2., ——=z—; — ==t (3.27)
ox, P *2 P
8q2 r, 8q2 r,

where,

x. = factors,

j
rJ_ = factor prices (j = 1, 2),
9, = products,
pP. = product prices (i = 1, 2).

Given the prices Ty P+ Pyo and the "trade-off'' ratios (8.qi/8xj)
(i,j = 1,2) the implicit price of X, s given. On the other hand,

given factorially determined production, it is the case at point C that:
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M, %
pl axl pZ 8x1 r1

5 5 = — (3.28)
S
18x2 2 8x2

Again, given the prices r, PP, and the trade-off ratios the
implicit price of X, is given. It should be noted that the common
characteristic in (3.27) and (3. 28) is that (dqi/qu) = - pk/pi)'
This condition must hold to use the factor-product trade-off ratios to

discover the price (given the choice of the optimum product combina-

tion) of the factor.
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IV. PRODUCTION AND CHOICE PROCESSES IN
WATER RESOURCE DEVELOPMENT
The nature of the production and choice processes in water

resource development must now be identified. The resource planner
is faced with planning resource allocation and the determination of
alternative product mixes that can either be accepted or rejected by
the body politic. The framework within which the resource planner
must work is generally a governmental agency that has been formed
to accomplish improvements in human welfare. The procedure used
by the planner within these planning agencies must be conditioned by
the proper conceptual base. The purposes of this chapter are:
1) to identify the types of information the planner should provide, 2)to
indicate the production processes conditioning the types of information
the planner should provide to the decision making body, and 3) to
indicate the choice process in water resource development as dictated
by the production processes and the realities of production faced by

a planning agency.

Planning Agencies and the Planning Problem

Government agencies involved in resource planning and develop-
ment are, in essence, ''firms'. These firms are formed by public
interest in providing some products not normally provided or not

provided at all by private business firms. This is not to imply that
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private business firms do not or cannot provide some of the same
products. Witness, for example, the provision of water for irrigation
by many individual business (farm) firms as well as by large federal
agencies such as the Bureau of Reclamation. Many local, state,
and/or federal government bodies, however, are typically requested to
provide many water related products. Part of the reason for this
trend has been the sheer magnitude of some proposed projects. Many
water development projects encompass various municipalities,
counties, and even states. The felt need for public intervention in the
provision of water related products became apparent at the turn of the
century. The Irrigation and Reclamation Act of 1902, for example,
was felt justified in part by President Theodore Roosevelt because the
'""...construction (of great storage works) has been conclusively shown
to be an undertaking too vast for private effort' (Richardson, 1905,

p- 433). This act set the stage for Federal government participation
with local and state governments in land reclamation through water
resource development. Similar acts of Congress resulted in govern-
ment involvement in the production of most ''water outputs''.

Several government agencies, then, are involved in planning and

34
An excellant discussion of early legislation leading to present

government involvement in water resource development is presented
in U.S. Dept. of Ag. (1972). For a discussion of more recent
legislation, especially planning legislation, see Lynne, Castle, and
Gibbs (1973) or Howe (1971).
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actually implementing the transformation of inputs into water outputs.
Some theory of the firm probably could be derived to explain the
actions of these public agencies. While most assuredly interesting,
the discovery of the intricacies of such a theory of the firm would not
be especially useful to the purposes of this study. The economic
theory of the firm, however, can provide some guidelines to the
analyst involved in exploring the problems faced by the water resource
planner in the process of planning for the optimum product mix. The
government agency, like the economic firm, does have a production
function which must be utilized in the planning and optimization proc-
ess. This concept is useful in the analysis of planning procedures.
Government agencies as noted earlier, produce several products.
The production process is best described by the multiple output pro-
duction function.

The water resource planner must discover the production rela-
tions for the multiple products such as to discover the resource
allocation pattern needed to best satisfy the goals of the firm. Sup-
posedly, the goals are set by society through elected representatives
in Congress and the Executive branches of government. These
branches of government, in turn, set the goals to be attained by the

government agencies. Whether this occurs in reality, of course, may
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be subject to debate. 35 Overall, then, the resource planner must
plan the development of the water resource such as to improve con-
ditions relating to human welfare. Plans for alternative developments
are submitted to the body politic for review and acceptance or rejec-
tion. The nature of this process, in a rough sense, is akin to finding
the equilibrium conditions as specified in the economic theory of the
firm.

A very important problem faced by resource planners is one of
valuation. Many of the outputs of a water resource development pro -
ject do not have accurate, observable market prices (indeed, many
products do not have markets). Water for recreation use, for
example, is a product having no easily observable market price. A
wild and scenic river or a unique wilderness area, while not neces-
sarily a ''water output'', also will not normally have prices that are
easily discovered. The planning problems are made even more com-
plex as some of these products actually serve as inputs into the pro-
duction of products such as water for recreation. The optimum allo -
cation of '"acres of wilderness area'' as an input into the production of

"water for recreation'' is not easily determined. At best, a common

It may also be the case, of course, that agencies have goals
independent of social goals. An agency created to provide a particular
product may continue to provide the product long after society has
changed objectives.



98
measure of value should be developed for all factors and products.
Given that all quantities (and qualities) of factors and products cannot
be assigned a dollar value, the possibility of assigning some ''welfare'
measure should not be overlooked. 36

The water resource planner, as a result, is faced with a most
difficult problem. Society, through elected representatives, requests
the production of various water products. Each water product may
have several attributes which gives rise to various commodities that
individuals in society can ''consume''. Many of these products do not
have dollar values which are most easily used in any economic
optimization process. At the same time, the planner is asked to pro-
duce all products efficiently; i.e., to produce the desired (useful)
products in a least-cost manner. This is to be accomplished even in
cases where many of the factors used in production do not have
observable dollar values. An alternative criteria for guiding the
resource allocation and product mix determination process must be
developed as long as there are incommensurable outputs and/or
factors.

Several alternative ways of viewing this problem have already

37
been discussed in this study. The work of the Special Task Force of

Freeman speaks of a ''welfare'' value but gives no insights into
how such a value could be determined (Freeman, 1969, p. 566).

37See Chapter II.
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the Water Resources Councilyas presented in the '"Principles
and Standards for Planning Water and Related Land Resources' (WRC,
1973) addresses this problem. The central element of any new criteria
for organizing production such as to achieve the desired product mix,
however, must include a discussion of the basis for such criteria.
This is nearly always lacking in the many proposals and test studies.
The basis for any new criteria, in turn, must be found in the produc-
tion conditions faced by the agency.

The problem faced by the resource planner is roughly summar -
ized in Figure 18. Given some relation between the products of con-
cern, such as that depicted in Figure 18, the decision must be made
as to the proper mix of the two water outputs. Given market prices
for W1 and WZ’ the optimum product mix is given by the tangency
of the price line pl/p2 with the céurve TT, assuming TT is a
product-product relation. In this case the resource planner can deter-
mine the desired product mix. If prices are not given, the resource
planner is faced with providing the curve TT to the decision making
entity such that the desired point can be chosen. 38 Faced with curve

TT, the decision making entity must choose some point reflecting the

38As noted by Castle, ''Decision makers, within the institutional
framework, are (then) relied upon to choose that combination of welfare
components which, in their judgment, and in the light of political
realities, is most appropriate' (Castle, '""Economics and...", 1973,
p. 727).



100

w
1

Figure 18. Iso-cost and community indifference curve, illustration of product-product
trade-off ratio.
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correct price ratio. The decision body must provide the ""consumption"
trade-off ratio or the slope of curve II in Figure 18. In the case of
water resource development, Congress and the Executive branch are
faced with choosing the correct point on TT given limited knowledge
of social preferences regarding water products ‘Wl and WZ- In
essence, the body politic is faced with determining the product price
ratio which will maximize benefits to society. Assuming one of the
prices is known at the point selected, the other price can be made
explicit. Given Py for example, P, is made explicit by the
selection of point A in Figure 18. A first step toward finding the

desired solution, then, involves discovering the production processes.

Production Processes in Water Resource Development

The production processes in water resource development must
be known by the water resource planner in order to achieve the opti-
mum resource allocation and the optimum product mix. Production
processes must be known no matter what criteria is used for solving
the decision problem. A more fundamental problem, however, is
defining the factors and products associated with water resource

development.

Further references to water resource development in this
study will pertain mainly to dam and reservoir configurations.
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Factors and Products

The factors and products forming the basis for the determina-
tion of production relations are not easily identified. The problem of
separating the various levels of production adds to the difficulty.
Some factors in water resource development projects may be con-
sidered consumption items by some elements of society. Consider,
for example, ''five miles of scenic river'. This '"product'’ has vari-
ous attributes that result in various commodities for final demand
(consumption). This same ''product'’ is essentially an input into the
production of water for irrigation purposes. A viewpoint must be
established. The viewpoint of the resource planner provides the guid-
ing framework for discovering and classifying factors and products in
this study.

Some insight into identifying products can be gained by looking at
the purposes of a particular project development. A multiple purpose
project designed to provide for flood water protection, land reclama-
tion through irrigation, and electrical power generation has at least
three discernible products. These products are water for irrigation

(WI), water for power generation (W_), and reservoir storage and

P
stream flow control of flood waters (F). The relation of purposes to

products is not sufficient, however. The multiple purpose structure

designed to provide WI, WP, and F may also supply water for
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recreation, water for fish production, water for municipal and
industrial use, and improved drainage for surrounding lands. In fact,

""may provide several ''pro-

a project designed for only one ''purpose
ducts''. A dam built primarily to generate electrical power (a single
purpose project) may also provide flow augmentation for downstream
fishery development and irrigation. In addition, the reservoir behind
the dam may provide for water based recreation activity and water-
fowl production. Regulated flows may also affect water quality. The
purposes of a project, however, do serve as a starting point for
identifying the products of water resource development.

The factors of water resource development are also somewhat
"nebulus'' and hard to identify. The general classification system
inherent in the economic factors of production--land, labor, capital,
and management--provides, however, a convenient starting point for
identifying the factors in water resource development. The economic
factor land encompasses all of the natural resources in the area of a
proposed project that could be used (including the zero level) in the
production process. The water available in the area, for example, is
part of the land factor. A wilderness area identified by some measure
such as acres of forest land still in a primitive condition would be a
factor under the general category of land. Geological resources

inundated by a reservoir could be considered part of the land factor.

Similarly, the economic factor labor encompasses a large number of
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factors. All of the technical and non-technical, mental and physical,
human input made into the planning and production processes would be
encompassed in the labor factor. This factor includes all the human
input from planners, construction workers, engineers, economists,
and ''ditch-diggers'' involved in all phases of the project. The capital
input encompasses all those man-made items used in planning and
production. Items accountable under this factor include the heavy
equipment used in construction, the engineer's hard hat, and the
economist's pencil. The iron and steel and other construction mate-
rials would also fit the capital factor because of the shape and form in
which they are used. A brick is a capital item while the clay used to
make it is a natural resource.

The entrepreneurial factor is extremely complex in water
resource development. This factor must reflect the policies of Con-
gress and the Executive branch regarding resource allocation. This
factor, essentially, organizes the production and makes the decisions.
In a way, then, the bureacracy represented in the agency is part of
this factor. Several '"minor'' decisions are certainly made at that
level. In a larger sense, the elected representatives of society serve
as the entreprenurial input. These elected representatives make
decisions based on perception of public desires (and individual desires).
In a still larger sense, the people of the Nation provide the entrepre-

nurial input. This statement, of course, cannot be defended very
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easily. 40 Suffice it to say, decisions are made regarding the organi-
zation of production; these decisions are part of the entrepreneurial
factor.

Many specific products and factors can be identified. A most
comprehensive list of elements, both products and factors, to be con-
sidered in water resource development was developed by the U.S.
Water Resources Council (WRC, ""Establishment of...', 1973). These
elements are described as ''beneficial and adverse effects''. Several
beneficial and adverse effects were identified for each of three
objectives--national economic development, environmental quality,
and regional economic development--in that document. There were
also some elements identified relative to social well-being. The bene-
ficial and adverse effects in that document correspond, in a general
sense, to the products and factors of this study. Beneficial effects on
the national economic development objective, for example, result from

several outputs including water for irrigation and power generation

4
0There is considerable discussion regarding the sources of the

public interest and how well the views of society are articulated in
government planning and implemented through government action.
See, for example, Steiner (1969, pp. 13-43).

41 _ . .
The entrepreneurial factor, of course, is very crucial. In
fact, one of the main purposes of this study is to present a way of
planning and analysis useful in the decision making process when
incommensurable outputs are produced. In a sense, the determina-
tion of choice indicators is a part of the entrepreneurial factor; this is
true to the extent that the public is involved in defining the planning
procedures and making final decisions regarding project developments.
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I

(products). Adverse effects are seen to include ''...actual expendi-

tures for construction; transfers from other projects; such as costs
for reservoir storage; development costs; and interest during con-
struction"” (WRC, '""Establishment of... ", 1973, p. 24807). These are,
essentially, factors. The list derived from the WRC (1973, pp. 24797-

24870) is as follows:

1. elements affecting national economic development:
a. water supply to agricultural (Nl), municipal and domestic

(N,), and industrial users (N

) 3

b. flood control (N4), land stabilization (NS), and drainage

(Né)’

c. water for power production (N7)

):

d. water for (navigation) transportation (N8

e. water for recreation (N_),

9
)

f. water for commercial fish production (N10

g- water and related land for commercial game production

(N, )

11

2. elements affecting environmental quality:

)s

a. open and green space (E1

b. wild and scenic rivers (EZ),
c. lakes (E3),
d. beaches and shores (E4),

e. mountains and wilderness areas (ES),
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f. estuaries (E6),

g- other areas of natural beauty (E7),
h. archeological resources (E8)’

i- historical resources (Eg),

)

j- biological resources (E10

)s

k. geological resources (E11

1. ecological systems (EIZ)'
m. water quality (E 13),
n. air quality (E14),
o. land quality (E15),
p- freedom of choice (E16), for future generations regarding
resource use.
3. elements affecting regional economic development:
a.- regional income and employment (Rl),
b. population distribution (RZ)’
c. regional economic base and stability (R3),
d. environmental conditions of regional concern (R4)-
4. elements affecting social well-being:
a. income distribution to particular groups of people (Sl)’
b. security of life, health, and safety (SZ)’
c. educational, cultural, and recreational opportunities (S3),

d. emergency preparedness (S4).

All of the elements listed under each of the objectives are to be
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considered in project evaluation under the proposed guidelines. All
'""beneficial and adverse effects'' are to be noted for all plans (WRC,
"Establishment of...", 1973, pp. 24796-24797). While useful in the
accounting scheme proposed by the Water Resources Council a more
useful classification system for analysis is to classify in terms of
products and factors. The issues involved in finding the optimum
product mix will then become more apparent.

The ''translation'' of beneficial and adverse effects into products
and factors is not an easy process. This approach may, by necessity,
have to be ad hoc as products of one project may be factors in another
project. The components of the national economic development objec-
tive are most easily translated. The beneficial effects of an improved
water supply, for example, can be included in the evaluation process
as various water supply outputs. Water supplied for agricultural use,
primarily irrigation (WI), is essentially an intermediate product
that has a price. The price of this product dictates how much is used
by the agricultural sector. 42 The increase in income (after deducting
associated costs) gives the ''beneficial effect''. The price of the pro-
duct W_, however, should influence the determination of the opti-

I

mum product mix. Other products produced by the government

2
This implicitly assumes, of course, that institutional con-
straints are not affecting the allocation of the water, which may not be
the case in most situations.
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agencies and affecting national economic development can be similarly
derived. The water for municipal, domestic (NZ) and industrial uses

are very similar in nature to (product) N,. The beneficial effect,

(N 1

3)
however, must be determined in a different manner for N2 as the
water goes to final demand. The products related to the environmental

quality objective are not as easily identified. Open and green space

(E for example, could be a product of the government water devel-

1)’
opment agency. A situation can be envisioned where a dam and
reservoir configuration would insure the preservation of some associ-
ated land resource in a particular use which keeps the land "open and
green'. In this case, E, is a product of the agency. In other cases,

1

E1 may be a factor. An open and green space may have to be inun-
dated by the reservoir of water used to provide water products. A

certain level of water quality (E_._) may be a product of the agency

13
through flow augmentation and/or an intermediate product to the pro-
duction of water for some use such as irrigation. Similar arguments
can be found for the other elements, EZ—E12 and E14_E16' In gen-
eral, however, the elements of concern with regard to effects on
environmental quality are factors in the production.of other '‘water
outputs''.

Many of the elements of the regional economic development

objective also may be viewed as products or factors depending upon

the particular situation. This objective is very closely related to the
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national economic development and the environmental quality objective.
While some of the ""beneficial and adverse effects'' will be different,
the classification scheme for products and factors remains essentially
the same. This objective is concerned with the question of the dis -
tribution of effects.

The elements of the social well being objective may also be
considered as products of a government agency. Provision of

navigable waters (N_) may contribute to the production of emergency

8

preparedness (S Improvements in water quality through changes in

4)'

the water for quality (E,,) output may enable changes in health levels

13

(SZ)- In a sense, then, the government agency produces a particular
health level. Most of the products related to the social well being

objective use other products of the government agency as factors.

Delineation of the Planning Unit

A crucial element of the planning process involves the delinea-
tion of the area for study. It was argued earlier that production
relations provide the basis for the planning process. The area
delineated for study, in turn, determines the form of these production
relations. The production relations for a country (region, state, river
basin) are most probably different than the production relations in a
particular segment of the country (sub-region, county, dam site).

The relation describing the production of water for irrigation (WI) in



Oregon may be considerably different than the production relation
describing WI production in the Willamette River Basin. Similarly,
the production relations representative of the production of WI for
that Basin may be of an entirely different form from the relation
describing the production of WI by one farmer-irrigator in the Basin.
A criteria useful in the determination of the relevant boundaries
of a study area results directly from the nature of iso-cost and/or
transformation curves. All products that use the same factors, or
group of factors, must be considered simultaneously in the optimiza-
tion process. As a result, the optimum product mix in one group of
products is dependent upon the product levels in other groups of pro-
ducts. 43 This concept can be illustrated by a simple example.
Assume the relationships among water used for irrigation (WI), power
), domestic (W ) purposes are

production (W ), and municipal (W

D M

P

represented by:

G(W,, W ;L ,N,C,M) =0 (4. 1)

P IP

) ; ’ ? b = -2
H(W,, Wy Lo »N.C, M) = 0 (4. 2)

where,

labor,

Z
1

a
1

capital,

M = management,

A ''group' of products defines the products of concern in the
analysis that can be represented in a transformation surface.
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LIP = economic land (possibly water in a river) allocated to

the production of WI (LI) plus the allocation to Wp (LP);
i.e., = + )
i-e LIP (LI LP)

LDM = economic land (again, possibly water) allocated to the
production of WD (LD) plus the allocation to WM (LM);
i.e., = + .
i.e LDM (LD L.

L ] or

+
The factor L would be composed of [LIP DM

)+ (L +L )] = L. The transformation curves represented by

+
[(LI LP D™ M

the implicit functions G and H in equations (4.1) and (4. 2) should be

combined to form the one transformation function:

,W. :L,N,C,M) =0 (4. 3)

F(WI,WP,WD M

The transformation curve represented in equation (4. 3) would require

consideration during the optimization process of all the following

relations:
d d
dWI dw WM WI dw dWD 4 @
dWp dWp dWp dWD dWM dw
44 ) .
The function F does not really have to be 'formed''. Given

the L factor is used in both G and H, however, the product mix
cannot be optimized in G (H) without consideration of the levels of
production in H (G)-
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Use of equations (4.1) and (4. 2) (treating the two groups of products as

independent) would require only consideration of the relations:

dw,  dw
dw_ ' dw,_ (4-3)
P M

As a result, the true optimum would never be discovered (except by
chance) using (4.1) and (4. 2) when, in fact, the groups of products are
non-independent.

The relevance of non-independent transformation curves to the
delineation of an area for study now becomes apparent. An incorrect
product mix will most probably result if transformation curves which
indeed are non-independent are treated as if they are independent.
Non-independent transformation curves must be considered as one
relation in order to achieve the optimum, in some sense, product mix.
A river basin, for example, will be the relevant planning area if the
transformation curve(s) representing production in that basin are
independent of transformation curves in other basins or regions of the
country. Further, a particular segment of a river basin can be

isolated for planning purposes if it can be shown that the transformation

This argument is consistent with-a point made by Castle

("Criteria and...", 1961, p. 297), where it was stated '"...(a) trans-
formation curve for a particular natural resource is not an iso-
resource curve for society'. The correct unit for planning must be

outlined.
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curve(s) representing the products in that segment is independent of
the transformation curves in other segments of the basin. 46 In fact,
the determination of the optimum product mix is simplified greatly if
transformation curves are independent as the number of relations
(dqi/dqj) (among products) is reduced significantly. In the above
described case, as an example, there were only two relations of con-
cern when (4.1) and (4.2) were used (as shown in 4.5) while there
were six relations when (4.3) was used (as shown in 4. 4). The non-
independent transformation curves must be used in the optimization
process, however, if one or more of the factors are used by the pro-
ducts.

Transformation curves also may require slightly different
interpretations dependent upon the type of underlying production rela-
tions. In fact, there is no transformation (iso-factor, iso-resource)
curve in the case of factorially determined production. 41 There is an
iso-cost curve, however, for all classes of production processes

except when joint products exist. The characteristics along that curve

46 iy eqs .
The possibility exists, of course, that water products cannot

be separated from the analysis of other investments in production.
For example, it is highly possible that government investment in
health care should be examined under the same iso-cost relationship
as investment in water resources.

47
See Chapter III, p. 51 and p. 53.
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are somewhat different dependent upon the type of production

48
process.

Iso-Cost and Transformation Curves

A more useful curve for the analysis of optimization problems
involving independent transformation curves is the very closely
related iso-cost curve. The iso-cost curve is a parallel construction
to the transformation (iso-factor) curve and either curve can be used
in the analysis. 9 Also, the iso-cost curve can be used when two or
more factors are involved in the production process. In most ''real
world'' operations there are, of course, usually two or more factors.
This is most certainly the case in water resource development.

The iso-cost curve is essentially the opportunity cost curve.
This relation shows costs in terms of the amount of a product sacri-
ficed to gain greater amounts of the desired product. In essence, one
product serves as an input to the production of the other product.
Consider, for example, the iso-cost curve illustrated in Figure 19.
The relationship between water for recreation (W_) and water for

R

irrigation (WI) is such that initial increases in WR also results in an

increase in WI up to the point labeled B. From B to D, WI drops

4
8See Appendix A.

4
9See Appendix A.
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Figure 19. Iso-cost relation in product space between water for irrigation (WI) and water
for recreation (WR).
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for further increases in WR. Beyond D, both products decline. The
change in WI for a change in WR represents the cost (opportunity
cost) of producing more WR, measured in terms of W_ foregone.

I

Knowledge of the direct cost of providing the quantities of WR and

WI along the iso-cost curve can then be used in conjunction with the
opportunity costs resulting from movements along the curve to arrive
at a decision regarding the optimum product mix. An understanding
of what the iso-cost curve represents, however, requires knowledge
of the underlying production function relations.

The general form of the iso-cost curve represented in Figure

19 can result from either factorially determined or assorted produc-
tion. The underlying production relations can, of course, only be
determined by empirical estimation. The characteristics of the
various types of production can be identified, however. Given the
general shape of the relation in Figure 19 the underlying production
relations are best classified as:

1. factorially determined production, if the allocation of each
factor among the water products under consideration cannot
be determined,

2. assorted production, if the allocation among the water pro-
ducts can be determined.

It is expected that both types of production (and, possibly, various

combinations) occur in water resources development dependent upon
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the products and factors under consideration. Some simplified pro-
duction situations can be used to illustrate some of the possible
relations.

Assume a potential dam and reservoir site can be isolated in a
river basin based on the criteria for independent iso-cost curves.
Assume further that all factors of production can be represented in the
economic factors capital (K) and land (L). To simplify the problem
even further, assume the capital factor is composed only of '"height
of dam'' and the land factor represents only the land under the dam,
reservoir, and associated structures. Assume further that resource
prices are constant. Further, assume only two products can be pro-
duced, namely WR and WI- Also, each product can be produced
only during a particular time period. This hypothetical iso-cost
relationship between WR and WI is represented in Figure 19. If
the relationship in Figure 19 represents an iso-cost curve from
assorted production, it will be possible to determine the allocation of

each factor between the two products; i.e., it will be possible to find

the equations:

WR & WI
(4. 6)

WR WI

where,
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LWi = land (acres of land) allocation to water product Wi’
(i=R,I)
KWi = capital (height of dam) allocated to water product Wi’

(i=R,I).

Further, it must be possible to find the rela.tions:50

g
T
ad
™
Ev

(4.7)

Assorted production for WR and WI production exists, then, only
if the equations (or some related form) in (4.7) exist given the present
level of knowledge concerning the production relations. It must be
possible to find the technological, physical phenomenon that allocates
"height of dam'' between WR and WI. Also, it must be possible to
separate the land under the structures between the products based on
technological, physical phenomenon.

Given the process represented in (4.7) where WR and WI are

assorted, certain characteristics of the iso-cost curve can be isolated.

SOThey may also be of the form:

WI = f(LWI’ KWR’ WR)
W_ = ) » W
r & wr Bwr W -
This form, however, merely complicates the estimation procedure.
This, again, is an empirical question.
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The region of the iso-cost curve in Figure 19 from point A to B results
from one of the marginal products of one of the factors becoming
negative. The same is true in the part of the iso-cost curve from D
to E. The implication is that a large amount of one resource was

. 51
allocated to one of the products in those areas of the curve. In
region AB (DE), for example, one factor was allocated to the produc-
tion of WI (W_) at such a level as to cause reductions in the total

amount of WI(WR) produced. The marginal products of both factors
for both products are positive in region BD of the iso-cost curve
(Figure 19).

Another characteristic of the iso-cost curve for this simplified
example relates to the changes in the total amounts of the resources
used- Movements along the iso-cost curve derived from the relations
in (4.7) necessitates changes in the total amounts of each factor used

when prices are constant. The exact changes are given by the rela-

tion, for fixed (isa)-cost CO:

(4. 8)

51
The amount allocated was great enough such as to cause a

reduction in the amount of the product produced. Diminishing returns
to each factor is implicitly assumed.
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Capital (K) changes at the rate —rl/r2 as labor (L) changes.

Also, the allocations are changing along the iso-cost curve such that

K ) KWI’ L

WR and LWI are different at each point along the

WR
curve. All of these allocations will be known if assorted production

describes the underlying production relations.

K.

It can be argued that it is impossible to determine KWR’ WI

LWR’ and LWI for the simplified example defined. There is no way

of determining the allocation of 'height of dam'' between WR and WI.
Similarly, it is not possible to determine the allocation of ''acres of
land'' between the products. If the empirical test validated this argu-
ment, the description of the production process is not given by the
concept of assorted production.

An iso-cost curve derived from factorially determined produc-
tion has quite different characteristics than an iso-cost curve derived
from assorted production. It is impossible to determine the allocation
of each factor among the products in factorially determined production.

The level of knowledge about the production process, of course, deter-

. . 52 . s
mines whether it is impossible or not. The above simplified case

2
> There is a difference between the lack of knowledge and the

lack of information regarding a production process. Advances in
knowledge may change the production process from factorially deter -
mined to assorted production. A lack of information regarding the allo-
cation of each factor among products does not justify classification of a
process as factorially determined. The factorially determined classi-
fication arises from a lack of knowledge regarding the allocation of
each factor among the products; i.e., it is a physical phenomenon
fixed by the current, prevailing technology.
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can now be described on the basis of the factorially determined

classification process. If this is the correct classification, the follow-

ing production function relations would exist:
w_ = f(L,K)

L (4.9)
g(L,K).

R

Factors L and K are defined as before. Assume the relationship
between WI and WR in (4.9) is given by the iso-cost curve in Fig-
ure 19. Movement along the iso-cost curve still represents a change
in the total quantities of each factor used. The allocation at each
point, however, cannot be determined based on any physical (or
economic) phenomenon.

The segments AD and EF in Figure 19 now have completely
different meanings. The marginal products of all factors for all pro-
ducts can be positive in these regions in contrast to assorted produc-
tion. The positive sloped regions AD and EF merely represent
different proportions of the factorially determined products. >3 The
correct determination of the relation between WR and WI at this

example site must, of course, be based on empirical determination of

the factor allocations. It is entirely possible the production relation

53
It should be noted the products WR and Wj are assumed
separable (not joint, '« = 0). The iso-cost ''curve' for joint products
is one point in the product diagram. See Appendix A.
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describing WR and WI production processes may vary from site to
gite and project to project.

The general approach outlined above for determining the form
of production processes can also be applied to a larger system of
structures. The delineation of groups of water resource products
may result in an independent transformation curve being defined over
several possible dam sites and reservoir configurations. Again, the
ability to determine the allocation of each factor among products
enables the type of production to be identified. Some simplified
examples can be presented to illustrate the procedure.

Consider a case where three dam sites can be used to produce
WR, WI, and water for power production (WP). The three sites are
assumed to be located on the river system as represented in Figure
20. Assume that one water product is produced at each site. The
factors of production are again assumed to be acres of land (1) cov~
ered by the reservoir and some measure of the structures, such as
height of dam, represented by capital (K). The allocation of each

factor among the products must be determined. In this highly simpli-

fied example, it would be possible to find the relations:

1l
r

L_+L +L
R
(4. 10)

i
A

K +KI+K
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Figure 20. Diagrammatic representation of reservoir site locations,

hypothetical river basin.
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where,

o
i

amount of land allocated to product Wi (i =R,I1,P),

A
!

= amount of capital allocated to product W.1 (i=R,I,P).

These relations, in turn, imply that some functions exist of the

54
form:
WI = f(LI,KI)
= , 4.11
N g(LR KR) ( )
WP = h(LP,KP) .

Given the production relations in (4.11), the iso-factor and iso-cost

relations can be derived to give:

) ’W ’ b =
F(WI WR pLK) 0

or, (4.12)

G(WI,WR,WP’ C) = 0 .

The resulting classification would be assorted production with all the
characteristics described earlier regarding the iso-cost curve. Again,
of course, the classification must be based on an empirical test. For

this simplified example, however, the assorted production

54
The forms may also be represented by:
WI = f(LI,KI,WP) )
W = 3 ) )
g - 8y KpWp)
wW_ = ) ;
P h(LP KP)

or some other variation-
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classification can be assumed correct.

A slightly more complicated case is given by a slight modifica-
tion of the previous case. Assume all three uses are allowed at each
of the sites in Figure 20. Again, only two factors, L and K, are
assumed. The classification of the production relation for this project
is again ascertainable only after determining if the allocations of each
factor can be isolated. If it is possible to determine such allocations,

the relations would be represented by:

L:L1+L2+L3

= + +
L1 LlR' LlI L1P

Ly=Lr "L " Lop

L,=L +L, tL
3 3R 31 3P (4.13)

K:K1+K2+K3

= + +
Ky " Kig Ky "Kip

= + +
K, =K "X T Kop

= + +
Ky 7 Kyp " K3 T K3p

where,
L_l = land used at site i (i = 1, 2, 3),
K,1 = capital used at site i (i = 1,2, 3),
Lij = land used at site i for production of product Wj

(j = R,1, P),

Kij = capital used at site i for production of product Wj

(j = R,I,P).
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The production relation would be classified as assorted if all the
allocations in (4.13) can be determined. The possibility that Li and
K,1 could be determined while Lij and Kij could not is a very dis-
tinct possibility, however. If that did occur, the praoduction process
would have to be classified as factorially determined. Again, the
exact description of the production process is necessarily based on
empirical estimation of the actual production relations.

The exact changes in resource allocation for movements along
an iso-cost (opportunity cost, transformation) curve are impossible
to determine without knowledge of the underlying production processes.
Movement along the iso-cost curve does, however, represent the
opportunity cost of increasing the level of one water resource product
(in terms of losses in the other product) no matter what the underlying
production relations. 55 The types of technical and intermediate pro -
duct relations in turn, affect the location and shape of iso-cost curves
descriptive of production processes in water resource development.

Technical Relations Among Water Products?é The existence of

alternative types of relations among water resource products leads to

55
This is a very crucial point. The iso-cost curve is the most

important relation no matter how it arises. The conditions along the
curve are different, of course, dependent upon the underlying rela-
tions.

See Appendix B for a more thorough discussion of technical
relations.
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concern for defining the various forms of interdependent and indepen-
dent relations. Classifying water resource products as ''complemen-
tary'' or '"competitive'' may be misleading unless these terms are
identified concisely. Several intuitive definitions of complementary
and competitive products can be found in the water resource literature.
Some more exact definitions can be given.

Consider the iso-cost relationship between WI and WR illus -
trated in Figure 21. In sections AB and EF of the curve, the products
are complementary in an intuitive sense; i.e., both products can be
increased simultaneously. In sections BC and DE, one product can
be increased without affecting the level of the other product. In CD,
one of the water resource products can be increased only if the other
product is reduced. Section CD of the curve in Figure 21 is consistent
with the notion of ''conflicting' products in the WRC planning document
(WRC, "Establishment of..."", 1973, p. 24829). All other sections of
the curve, in turn, would be consistent with the notion of complemen-
tary products in the same document. As is shown in Appendix B,
however, areas AB and EF of the curve are better described as irra-
tional areas of production. The water products are complementary in
that region of the curve only in the sense that movement out of an
uneconomic region of production gives rise to more of both water
products. Production should take place in area CD of the curve, how-

ever, if both water products do have positive prices.



129

I
B c
Ta
D
E
F
0 \

Figure 21. Iso-cost relation illustrating positive, zero, and negative slopes.
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This notion of complementary-competitive products is com-
pletely different than the concepts of technically complementary,
competitive, or independent products. Water products that are
technically interdependent (complementary or competitive) or inde-
pendent may also be represented in a figure such as Figure 21. The
slope of the iso-cost curve does not have any relationship to the con-
cepts of technical interdependence or independence. Technical inter-
dependence or independence is related to the response of the marginal
cost for one product due to a change in level of another product.
Really, then, this concept of complementary, competitive, and sup-
plementary water resource products deals with movements among
iso-cost curves. Products WI and WR would be considered com-
plementary if for given positive changes in WI and C the positive
change in WR became larger as more total cost was added. Viewed
in another manner, technical interdependence or independence affects
the response of the water products to investment. A greater amount
of both W_ and WR can be produced from a given investment if
these water products are technically complementary. The least

amount of both products would result from the same investment if

these water products were technically competitive.

57 2
Mathematically this is represented by (9 C/aqlaqz). See

Chapter III, pp- 67-68 and Appendix B.
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Intermediate Product Relations Among Water Products. Some

water resource products may also serve as intermediate products in
the production of other water resource products, which has an effect
on the location of the iso-cost curve in the product diagram. Water
quality improvements (WQ), for example, may be considered an
intermediate product in the production of water for irrigation (WI) in

some instances. Ignoring that relation could lead to viewing the incor-

rect iso-cost curve. Consider, for example, the equation set:

I 11" 21 Q
(4. 14)
Wa = el g %)
where,

WI = water for irrigation,

WQ = water for quality control,

in = amount of resource i allocated to WI (i1=1,2),

x. . = amount of resource i allocated to W __ .

iQ Q

It is assumed that both WI and WQ are in demand. Product WQ, _
then, can go to some other use (or user) as well as be used for the
production of WI- The iso-cost curve derived without consideration
of the effect of intermediate products is represented by ADMHB in

Figure 22. The relevant curve for analysis, however, is represented

by curve CGB as derived from (4. 14). Only 0C of WI can be
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Figure 22. Transformation curves between water for irrigation (WI) and water for
quality control (WQ), WQ as an intermediate product and final
product.
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provided as some of the resources are now used in the production of

OE = CD of WQ (in order to produce WI at the level 0C). Viewed in

another manner, W for other uses (or users) is now at the zero

Q
level when 0C of WI is produced. Similarly, at level F of WI,

(L-K) = (H-G) of WQ is used in WI production. In addition, W

has been reduced by MGto GK (for the same W

I

level) because some

Q

resources are now devoted to WQ production.

The possibility that W, serves only as an intermediate product

Q

must also be considered. Consider, for example, a case where W

Q

is used in the production of WI and WD- The incorrect curve repre-

senting the relationship between WI and W__ ignoring W is repre-

D Q

sented by AB in Figure 23. Consideration of WQ as an input,

however, gives iso-cost curve CD. Curve CD is internal to AB as
some resources must be devoted to WQ» production in order to pro-
duce WD and/or WI. The relationship given in CB is summarized

by the set of equations:

WI = f(xH,XZI,WQ)
D" g(xlD’XZD’WQ) (4.15)
Q = h(le,sz)
where,
in = resource i allocated to WI,
xiD = resource i allocated to WD,
x = resource i allocated to W__ (i = 1, 2).

iQ Q
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Figure 23. Transformation relations between water for domestic use (W) and water
for irrigation (WI)’ both products serve as intermediate and final products.
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The products are defined as before. Curve AB is represented by the
relations in (4.15) ignoring W __. Iso-cost curve AB, of course, is

Q

irrelevant given that W is an intermediate product in the production

Q

of WI and WD as represented in (4. 15). The determination of the

Q' WI, and WD, of course, is neces-

correct relationship among W
sarily an empirical determination. It is expected, however, that WQ
is an intermediate product in most water resource systems.

The identification of several water resource products which may
in fact serve as intermediate products (inputs) into the production of
other water resource products necessitates an understanding by the
resource planner of the various levels of production. Concrete,
water, and engineer hard hats, without question, serve as factors into
the production of all water resource outputs. The relationships may
not, however, be as clearly defined at other levels. Water for irriga-
tion (WI) becomes an intermediate product in the production of
agricultural crops. Industrial water serves as an intermediate pro-
duct in the production of various manufactured goods. Water also
serves as an intermediate product in the production of electricity. All
of these and many others, however, are at a different level of produc-
tion. It would make little sense, for example, to examine an iso-cost
relation in the product diagram between water for irrigation and

agricultural crops produced. These two products are on different

levels in the production process. The relevant model for analysis in
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this case would be a factor-product pfoduction model rather than the
iso-cost (product-product) model. Only products at the same level
can be compared correctly along an iso-cost (opportunity cost, trans-

formation) curve.

Choice Processes in Water Resources Development

The choice process is necessarily complex because of the many
levels of production, the myriad of products and factors, the diffi-
culty of identifying products and factors, and the lack of market

forces to allocate resources toward providing an "optimum'' product

mix. The very well-known and often quoted phrase '...the benefits to
whomsoever they may accrue are in excess of the estimated costs..."
(U.S. Congress, ''Flood Control..s'", 1936, p. 1570) | provides an
all encompassing view of the choice criteria in water resource devel-
opment. This concept, however, says little about the conceptual base
or the procedures needed to discover the desired product mix given a
lack of some product and/or factor prices. The basic problem is the

lack of market forces that give prices for many of the products and

factors.

58
The previous list of products and factors (pp. 106-107, this

chapter) gives some indication of the magnitude of the problem. Items

El_El()’ RZ,R3,R4,S'1,SZ,S3, and 84 do not have easily discernible

prices. All of these elements, however, must be considered by the
water resource planner in the consideration of development.
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Optimization Among Factors

The optimum combination of factors in water resource
development is assumed to be the least-cost combination. Given
assorted production, this is accomplished when the following equation

is satisfied for every pair of factors:

dx, r,
i j .
_ = . , i, =1,2,...,n; i . 4.1
ax. . (1, 2 n; i #j) ( 6)
J

In the case of factorially determined production, the least-cost combi-

nations are defined by:

8q.l
;pi ox. r
4L -1l (i=1,2,...,m; (4.17)
9q, r
b i k
'7k: ]-’2’ H
i laxk j n)

for every pair of factors. Resource planners, of course, most likely
do not know the exact value of the ratios in (4. 16) and/or (4.17) such
as to know if the least-cost combination of resources has been
achieved. Given all the factor prices, however, it is expected that
resource planners will at least approximate the least-cost solution.
Problems in finding the least-cost solution arise when some of
the factor prices are not known. Miles of wild and scenic river, for

example, may be a factor in the production of water for irrigation (Wy)
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and power production (WP)- Given there is no known price for the
river per mile, it becomes nearly impossible to find the optimum
combination of resources. Assume, for example, the factors
required to provide WI and WP can be identified by capital (K),
labor (N), and miles of scenic river (L). Given this simplified

situation, the following conditions must hold in order to achieve the

least-cost combination of factors, namely:

oK L ON L 9K N
_—= .- —_ = -, _— L, (4- ].8)
oL rK oL rN oON I'K

Given the prices for K (rK) and N (rN), the least cost position still
cannot be found because of the lack of knowledge regarding ;- It

can be said, of course, that the following relation must hold:

a7

K ON

p = = _p == = . .1
'KaL 'NaL L (4. 19)

This may help in achieving a near optimum position. However, the

level of L still cannot be determined. Some further choice criteria

must still be specified. One approach to resource evaluation is to

allow the decision making body to make a choice of the product mix.

As a result of that choice, there is an implicit price for the factors

used in the process.



139

Optimization Among Products

The resource planner must define the product-product relations
in order that the optimum product mix can be selected. Given all the
product prices, the optimum product mix can be determined by the
resource planner (assuming a goal of maximum profits or net bene-

fits). The optimum mix is then given by:

The optimum level of each product is determined by solving for every
pairwise product combination in (4.20). The resource planner may
not know all these ratios. If prices are known and there is a goal of
maximizing net benefits, however, these optimum conditions will at
least be roughly met by the resource planners. Given a lack of some
product prices, the resource planner is forced to define the iso-cost
or transformation curves from which the (dqi/dqj) ratios can be
calculated. These are the trade-off ratios that must be presented to
the decision making body to facilitate determination of the desired
product mix.

Implicit Prices and the Product-Product Trade-Off Ratio: Two

Product Case. Given the planning unit has been formulated properly;

the resource planner must then discover the iso-cost surface in order
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to calculate the necessary product-product trade-off ratios. These
trade-off ratios, in turn, are affected by the technical and intermedi-
ate product relations encountered in the analysis.

Effects of Technical Interdependence and Independence. Distor-
tion in resource allocation among water resource products can occur
given the correct technical interdependence or independence relations
are not known. Consider, for example, the technical relations as
represented in Figure 24 for the water products WI and WR.
Assume the correct price ratio, as derived from the decision making
body, is given by the (equal) slopes of each curve at points B, D, and
E. The water products WI and WR are considered technically com-
plementary, technically independent, and technically competitive along
curves ABC, ADC, and AEC, respectively. Assume the resource
planner (incorrectly) provides curve AEC to the decision making body.
Given that relation, point E will be selected with the expectation that
ON of WR and 0Q of WI will actually be produced. This will not
occur, however, if the true relationship is either technically inde-
pendent (curve ADC) or technically complementary (curve ABC). If
product WI is provided at level Q, the resulting level of WR may
be as high as that represented at points K or L. On the other hand, if
ON of WR is provided, WI may be produced at the levels represented

at G or F. The greatest distortion will occur, of course, if the

assumed (incorrect) relation is curve AEC when in fact the water
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Figure 24. Transformation curves between water for irrigation (W) and water for
recreation (WR) under alternative assumptions regarding technical
relations, all three cases.
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products are technically complementary as represented in curve ABC.
The same is true in reverse; i.e., if the assumed (incorrect) relation-
ship is ABC, selection of point B may result in only the level of WI
represented at point M actually being produced rather than the level of
WI at point B.

Effects of Intermediate Product Relations. Ignoring intermedi-
ate product relations can also lead to the calculation of incorrect
product-product trade-offs. The opportunity costs of producing some
product may be distorted unless the correct iso-cost curve is dis-
covered. Consider, for example, the case presented earlier in Figure
22 and reproduced in Figure 25. Product WQ is assumed both an
intermediate and a final product. If water for quality improvements
(WQ) was considered (incorrectly) only as a final product in the

analysis, curve ABC would be presented to the decision making body.

Choice of point B by the decision making body would give the implicit

price of WQ at PWQ = PS\JNQ (assuming PS\JNI is known and con-
stant). Assume the goal is to produce 0G of W __ for other uses. As

Q

a result only OK of WI actually results. The resulting implicit price

for WQ is PIWQ >P3VQ at point F (Figure 25). In fact, if the cor-

rect iso-cost curve relationship DEFC had been presented to the

decision making body, only 0G' of W __ for other uses would have been

Q

required. The price of W is assumed equal at points E and B for

Q
constant PWI' The WI level would have been OK' instead of the
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Figure 25. Transformation curves for water quality (WQ) as an intermediate product in
the production of water for irrigation (WI).
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resulting OK level caused by the presentation of the incorrect curve.
The optimum product mix would not have been chosen given curve ABC.

Another possible source of distortion in resource allocation could
be caused by ignoring the intermediate product relationship depicted
in Figure 23 and reproduced in Figure 26. The incorrect curve is
represented by ABC as water for quality improvements (WQ), the
intermediate product, is ignored. Assume point B is chosen by the

decision making body, which implies a price of PWI = P%TI (assum-

. . 0 . -
ing PWD PWD is known and constant). Requiring ON of WI to be

produced results in only OL of W_ provided. The resulting implicit

D

price for WI is PWI = P{NI >P3VI at point F. Given the correct

curve (DEFG) initially, the decision making body would have selected

o

Wi The resulting product mix

point E (rather than B) as PWI =P

would have then been represented by OM of WI and OK of WD.

Implicit Prices and the Net Benefit Curve: Two Product Case.

The analyst must also be extremely careful in developing net benefit
curves from iso-cost relations in the product diagram for presenta-
tion to the body politic for choice. One approach is to calculate the
net benefits from the production of one of the products. Consider, for
example, a net benefit curve generated from an iso-cost curve such as
AE in Figure 19. Product WI is assumed to have a known, constant

price, P with PW not known. The net benefit function is given

wI’ R

by the relation:
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Figure 26. Transformation curves with water for domestic use (WD) and water for

irrigation (WI) as intermediate products.
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_ o
NB = PWIWI - C (4.21)

where C° represents the (minimum) cost of producing WI and WR
along the iso-cost curve. Product WI can be expressed as a function

of W_ along the iso-cost curve, however, so the NB function in

(4.21) can be represented as:

(4.22)
NB

0
e
=
=
O

Maximum net benefits are achieved at the zero level of WR.

Increases in W require reductions in WI; as a consequence, NB

declines as WR is increased. One measure of the price of WR can

now be found by calculating the sacrifices in net benefits for increases

in WR. The slope of the net benefit curve is given by:
dw
d(NB) _po __1 (4. 23)
dWo WIaw, )

This is a negative value as (dWI/dW ) < 0. Now, in order to have

R

an optimum product mix, it must be the case that:

dVVI _ WR
aw_ E’— . (4. 24)
R WI

Substituting (4. 24) into (4.23), the change in net benefits for an
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increase in WR is given by:

d(NB)
- = . 4.25
dWR 1:)WR ( )

The price of WR is given along the net benefit curve. Viewed in
another manner, the absolute value of the slope is the implicit price

of WR. It must be emphasized that this net benefit relation was

derived from a constant (and minimum) cost curve. Also, the

assumed price of WR was PWR =0.

Implicit Prices and the Product-Product Trade-Off Ratio: Three

Product Case. The resource planner is seldom faced with finding the

iso-cost relations for only two products. As was noted earlier in this
study, there are many water resource products in most planning units.
The optimization process is complicated if there are more than two
products. In general, however, the same optimization principles

will apply no matter how many products (and factors) must be con-
sidered. Consider a slightly more complex case where there are
three water products. Assume the general form of the relationship
among water for recreation (W_), water for irrigation (WI), and

R

water for power (WP) is represented by:

F(W. W, WLiC) = 0. (4.26)

Also, assume the price of WR(PWR) is not known. There is now a
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three dimensional surface, illustrated in Figure 27, representing
information needed by the decision making body. Assume point L is
chosen. In order for point L to represent the optimum product mix,

the following conditions must be met:

dw P

dWI = - PWR = slope of FG and F'G',
R WI

dw P

de - PWP = slope of HK and H'K', (4.27)
P WI

dw. P

dWP = . PWR = slope of DE and D'E' .
R WP

The projections of the iso-cost curves at the optimum point into the
respective planes are represented by iso-cost curves A'B', A'C', and
B'C'. In essence, each of these ''adjusted'' iso-cost curves represent
the transformation conditions given the level of some other product.
Curve A'B', for example, represents the iso-cost relation between
WI and WR given that ON = QM of Wp is provided. By the same

reasoning, the iso-cost relation between WI and Wp is represented

by A'C' given that 0Q = NM of W_ is provided. 59 At the optimum

R

The outer boundaries of the iso-cost surface represent pro-
duction of one of the water products at the zero level. Curve AB, for
example, represents the iso-cost relation between W; and Wp when
Wp is at the zero level. It should also be noted that A'B' would even
be lower in the W[Wpg plane if Wp was also an intermediate product
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Figure 27, The transformation surface and the optimization process.
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, and

point, the quantities 0Q, ON, and ML of the products WR, Wp

WI, respectively, are produced.

The implicit price of WR is now given at point L from the con-

ditions in (4.27). These conditions can be used to derive the relations:
dWI PWR dWI i
aw_ P °r  Pyraw. " Pwr (4.28)
R WI R

dw P

W
— -5 (4.29)
WP WI

d

dWP = - PWR or -P —Vil?— =P (4.30)
dWR PWP WP dWR WR

Given the optimum levels of WI and Wp from (4.29), the level of
WR must be chosen such as to make PWR the same value in both
(4.28) and (4.30).

Once a particular point (such as L) is chosen by the decision
making body, the resource planner can then determine if net dollar
benefits are positive or negative. It may be that net dollar benefits

are indeed negative at point L. All that is known for sure at point L

is that the optimum product mix is given there as perceived by the

in the production of W; and Wp. Also, points A', B', and C' do not
necessarily have to be points in common. Point B' on A'B' represents
the situation where ON of Wp and zero W; are provided. Point B'
on B'C' represents a situation where ML of Wi is provided and Wp
is at the zero level. Point B' is the same on both curves only if the
amount of resources required to produce ON of Wp is identical with
the amount of resources required to provide ML of Wi
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decision making body. The net dollar benefits at point L. may indeed
be negative especially if PWR cannot be extracted from any users to
reimburse the costs of the project. This does not necessarily mean,
of course, that point L should not be chosen. Human welfare may be
improved by selection of point L. far in excess of the loss in dollar
benefits. This is necessarily a political decision and is appropriately
decided in the political arena.

Implicit Prices and the Net Benefit Curve: Three Product Case.

A very complex net benefit surface results when three products are
considered. In fact, the surface is in the fourth dimension so it is
impossible to visualize. The net benefit curve for various levels of
the product WR can be examined, however, given some specific
assumptions about the levels of WI and WP- Consider, for example,

keeping WI and Wp in such a ratio as to satisfy the relation:

dWI i PWP
EIT = - ';—— . (4.31)
P WI

Assume this condition is met at points P and L in Figure 27. Also,
consider moving across the iso-cost surface from point P to L.

Product WR is increased from 0 to 0Q in moving from P to L. The

net benefit function is then given by:

= + W + - .
NB PWIW PWP P w C (4.32)

I P WR R



152

where C° represents the iso-(minimum)cost way of providing W

IJ
WP, and WR along the surface. Net benefits are necessarily at a
maximum at point P as movement toward L represent reductions in
WI and WP. These two products, in turn, contribute all the dollar
fit = 0.
benefits as PWR
Movement along the net benefit curve now represents the

sacrifices in net benefits from providing WR. In a sense, net bene-

fits are an "input'' into the production of WR. The change along the

net benefit curve is now given by:

= ' + + - ) .
d(NB) PWI'dWI PWPdWP PWRdWR dC (4.33)

It was specified, however, that:

dW, _ Twep
aw P
or, (4.34)
aw,
Pwp = FPwr aw

Substituting (4.34) into (4.33) results in:

i

= - — + - dC. (4.
d(NB) PWIdWI PWI aw dWp PWRdWR dC. (4.35)

The rate of change in NB for a change in WR is then given by

(for dC = 0):
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d(NB) _
T PR - (4.36)

As long as the other two products are varied in the correct proportions

such as to insure the equilibrium condition is met at every point,

(dWI/dWP) = -(PWP/PWI) » the net benefit (revenue) curve can be used
to estimate the price of WR. This is equivalent to saying that:
dWI - PWP
dWP PWI
dw
I _ WR
aw._ - TP (4.37)
R WI
dWR PWP

It must be assumed, of course, the decision body can select the cor-
rect point on this net benefit curve.

Use of this net benefit curve may, however, lead to distorted
estimates of P if costs are not held constant. Given costs are

WR

allowed to vary (movement is across several surfaces), the change in

NB is given by (from 4. 35):

d(NB) _ _dc
dwR PWR dWR ) (4.38)

The estimate of P given the decision makers choice, will now

WR’
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be distorted. This result highlights the need to estimate prices only

on iso-cost surfaces and not for movements between or among surfaces.

Optimization Among Factors and Products

Factor prices may also be missing in water resource produc-
tion processes. The resource planner is then faced with discovering
the factor -product trade-off ratios for presentation to the decision
body. The optimum level of application of all water resource factors

is given by the relationships:

0q. r,
— ==1, (i=1,2,...,m;j=1,2,...,n). (4.39)
axj P,

Given prices for all the water resource factors and products in (4.39),
these equilibrium conditions will at least be approximated in the
planning process given a goal of maximizing net dollar benefits. If
some price is not known, the implicit price of the factor is made
explicit when the product mix is chosen (assuming knowledge of the
marginal products).

Implicit Prices and the Factor-Product Trade-Off Ratio. Con-

sider, for example, a case where varying amounts of scenic river

must be inundated to produce water for irrigation (W_). The scenic

I

river, in this case, serves as a factor in the production of WI. Some

measure of the scenic river, such as L = '"miles of scenic river'',
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must be combined with the other factors of production to provide WI.
Assume a market price for L is not known. A factor-product
trade-off ratio must then be calculated. Stated symbolically, the

problem is one of finding the proper level of L to use from:

(4. 40)

where the price of L, oo is not known. The solution to the problem
is to present the total product curve or the trade-offs from that curve
to the decision body for consideration. Assuming the decision body
can perceive society preferences toward L, the selection of a point
on the total product curve (selection of a trade-off value) will give the
implicit price. This process can be illustrated with the hypothetical
total (TPL) and marginal (MPL) product relations as represented in
Figure 28. Assume there is only one other factor, capital (K), which
is held constant at K = K°. The optimum level of use for factor L

is given by the intersection of MP._ with the factor-product price

L

ratio at point D to produce Wi of WI. If r, = was known, the

resource planner would provide Wi of W_ using L' of L. If r

I L

is not known, choice of the Wi level of WI would yield the implicit

f i i .
value o r at point B given PWI and MPL at B are known. In

fact, the implicit price of L, oo is given by the slope of the TPL

curve at point B multiplied by Pyp i-e-,



156

1 w
1

Figure 28. Factor-product relation with water for irrigation (WI) produced from
various levels of economic land.
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P "MP_ =r_ . (4. 41)

This is the simplest case for the application of the factor -product
trade-off ratio as one factor (K) is held constant and there is only
one product.

The slope of the TP curve at point B can, then, be viewed as a
"trade-off''. The TP curve is a trade-off curve in the sense that mov-
ing toward the origin from levels of L such as L' results in reduc-
tions (sacrifices) in WI for increases (gains) in L available for
other purposes. Curve TP is not, however, an iso-cost curve. An
iso-cost curve of the nature discussed in earlier sections of this
chapter is derived on the assumption that all the costs underlying the
curve can be used in production of either product or some combination.
If curve TP was an iso-cost curve, K~ of K would be required to
not use any L in WI production, which is not the case. The miles of
scenic river factor is available for some other uses without any
expenditure for K and L. 60 The reason for the difference between
this trade-off curve (curve TP) and the previous iso-cost (product-
product trade-off) curve lies in the distinction between the levels of
production. Miles of scenic river is a factor which enters the produc-

tion function relation to provide WI as depicted in Figure 28. The

At least for some lesser expenditure on K and L, like
possibly providing access roads..
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gscenic river is not a product from the viewpoint of water resource
development and the resource planner.

Another approach to finding the factor price r would be to
utilize the total benefit curve (TBL) in Figure 29. This relationship
is entirely parallel to the TPL relationship in Figure 28 assuming a
constant price for WI; only the scale on the vertical axis has changed.
The slope of the TBL curve in Figure 29 gives the implicit price of
the factor L directly. If the decision making body chose point B for
total benefits of PWI . Wi, the implicit price for the factor L is
given by the slope of TBL at point B. This slope is represented by

the level of the marginal benefit (MB_ ) curve at point D or

L
o
= = p! ., 3 ; : .
r OF Ty Selection of point A for total benefits of PWI WI
would given an implicit price of ry = 0G = ri at point E.

Choosing a level of production such as represented at point B

(TBL' = PWI . Wi) does not guarantee, of course, that net benefits are

positive at that point. Curve TBL represents total benefits from com-
. . . o . .

bining various levels of L with K of K. Net benefits could, in

fact, be negative for level L = L'. Net benefits are, however, at a

maximum level at L' of L (assuming r T r'L). If net benefits are

negative, the point represents a minimum loss level from using L in

. . . o 61 .
combination with K  of K. A net benefit curve can be constructed

1
6 Assuming that L is applied at all. A better alternative may

be to not provide any W; by using all of the L (and K°) for other
production.



159

Total
benefits P . wo L —— — —

1/

Figure 29. Total and marginal benefit relationships, water for irrigation (WI) produced
from various levels of economic land.
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from relationships such as those represented in Figures 28 and 29 to
illustrate the concept. One such curve is represented by 0ABC in
Figure 30.

Generation of a net benefit curve requires specification of all the
product and resource prices. Given the price of L, oo net benefits

can be generated for each level of WI by finding the value:

NB=TBL-C

or, (4. 42)

o
- + .
NB PWIWI (rLL rKK )

Net benefits will be a maximum where the MBL is equal to the mar-
ginal factor cost in Figure 29. Given a price of r_ = r!, maximum

L L
net benefits will occur at Wi of WI. This is illustrated by NB' at
Wi in Figure 30. If net benefits were negative at Wi, the peak of the
NB curve would be below the horizontal axis. The peak, however,
would be the nearest point on the NB curve to the horizontal axis; as a
consequence, utilization of L' of L would represent the minimum

loss level.

Implicit Prices and the Net Benefit Curve. A means of finding

the implicit price of a non-money valued resource from a net benefit
curve can now be outlined. Movement along curve 0ABC in Figure 30
measures the net benefits that must be sacrificed, in terms of lower

; to use some level of L other than

quantities of WI valued at PWI
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Figure 30. Net benefits function for varying levels of water for irrigation (WI )-
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L'. A reductionin L from L' to L° constitutes a loss in net
benefits of (NB'-NB°) (Figure 30). It may appear that the relevant
price for L 1is given by:

(NB'-NB°) _ (ANB) _
(L'-L°)

AL Lo
This is not the case, of course, as T = r'L along 0ABC and
! "
re 7 r
One approach to finding the price of a resource through the use

of the net benefit curve is to set r, s 0. The necessity for using the

2
net benefit curve for the zero price of r must be understood. 6 If

a non-zero price for r is used in the derivation of the curve, the

net benefits will be given by:

S ] (o]
= - - = - - 4. 43
NB PWIWI r. L -r K PWIW r L -C (4. 43)

K I

where C° is essentially a fixed cost. Upon differentiation of (4. 43),

the condition along the NB curve is given by:

d(NB) I s
- 1 . 4. 44
dL Pwrar ~ 'L ( )

62

There are, of course, as many net benefit curves as there are
prices for the resource. As a result, the price calculated by this
method will be different for every net benefit curve used. The only
way to be sure the method will give the correct price is to use the net

benefit curve derived for rL = 0.
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Net benefit changes for reductions in L will now be affected not only

by the marginal value product but also by the ''starting'’ price for

s

L). The actual price of L will never be discovered unless the

L(r
starting price, ri, is accounted for in the analysis. The real price

(rIR:) is now given by:

dw
P —L rs = rW
WI dL L L
or, (4.45)
dw

W
WI dL L L L’

The incorrect price of L, rz, will be discovered by using the
sacrifice along a net benefit curve derived from a non-zero price for
L. It is expected this could easily occur in water resource develop-
ment. Acres of wilderness area (L) may, for example, have a price
the owners of the area will accept for the property which would affect
the location and shape of the net benefit curve. Including that price in
the analysis would lead to distortion in the price derived from the
choice made by the decision maker. The correct approach can be
given by:

NB = PWIWI - rKK - rLL . (4. 46)

Given (4. 46), the rate of change in NB is given by:



164

aws) M
dL WI dL L
or, (4. 47)
d
. oop M awe)
L WI dL dL
The ''starting'' price of oo however, was r, = 0. This implies
that:
dNB) _ , e (4.48)
dL WI dL '

This was shown earlier to be the value of r when in equilibrium.
As a result, the price of L is given directly from the net benefit

63
curve.

A net benefit curve with a starting price of r =0 is repre-
sented by curve 0A'B'C' in Figure 30. Movement along the curve
toward the zero level of L used in WI production represents sacri-

fices in net benefits. The price of L can be estimated at any point by

finding the value:

p. —L -, . (4. 49)

It must be remembered the marginal product schedule for the
hypothetical production relation was downward sloping. The second
order conditions are satisfied only when this condition holds (see
Chapter III, p. 60). The use of net benefit curves for estimating value
is also valid only when this condition holds.
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Deriving this value at point B' on 0A'B'C', for example, results in the
value r, = r'L from Figures 28 and 29. The resource planner may,
of course, have to work with discrete data or, at best, with continuous

curves and not mathematical functions. In that case, the price of the

resource is approximated by:

AW

L= (4.50)

PWI AL L

The resulting price is an average over the curvature of the zero price
net benefit curve.

Another way to view the resource evaluation process using net
benefit curves is to change the axis on Figure 30 such as to represent
non-use of the resource in WI production. Movement along the hori-
zontal axis from left to right then would represent reductions in the
amount of L devoted to WI production. The curve could be used,
directly, to evaluate the price of the resource. The slope of that
curve gives the (negative) price of L.

The net dollar benefit curve can also be used for the case of two
or more products. Again, the zero price net benefit curve must be
utilized. Also, all the water products must be kept in the combina-
tions (dqi/dqj) = —(pj/pi), (i,j=1,2,...,m, i Zj) forall m

products. This is necessarily more complex, but the same principles

apply-
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V. CALCULATION AND INTERPRETATION OF TRADE-OFFS
IN NATURAL RESOURCE PLANNING
The conceptual models must now be quantified. Only in this
manner can the theoretical models be useful in guiding the trade -off
calculation process for the resource planner. Also, the many recom-
mendations regarding the definition and calculation of trade-offs must
be compared with the approach recommended in this study. The pur-
poses of this chapter are: 1) to indicate, based on the conceptual
models developed in Chapters III and IV, guidelines for calculating
trade-offs as necessitated by multiple objective planning, 2) to indi-
cate the differences and similarities among the proposed definitions
of trade-offs and the approaches to calculating trade-offs, and 3) to
provide an evaluation of presently used Federal planning procedures

for water and related land resources planning.

Problems in the Calculation of Trade-Off Ratios- -
Some Empirical Cases

Multiple objective planning is necessary, as noted previously in
this study, because of a lack of some common unit of measure for all
products and resources. As a result, the type of information needed
by the decision body is of a different nature. Trade-offs must be cal-
culated and provided to the decision body. The iso-cost and produc-

tion function frameworks provide the necessary conceptual base for
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the calculation of trade-offs.

Several major problem areas were outlined in Chapter IV as
areas that should be of concern to water resource planners. The
water resource planner should:

1) define the products, factors, and the planning unit such as to
find all the independent and non-independent transformation
curves,

2) define the products and factors not having prices which, in
turn, defines the set of elements for which the trade-off
calculation process must be used,

3) define the production relations and the trade-offs.

These three steps, very briefly, define the planning process. Actual
implementation of these steps for some ''real world' data is illustrated

in this chapter.

Delineation of the Planning Unit--The Knife River Basin

The actual data needed to illustrate application of the conceptual
models was derived from an earlier study by this author and others
(North Dakota State Water Commission, ""The Plan...', 1970). That
particular study concentrated on the determination of the usefulness of
mathematical programming models in water resource planning. A
proposed plan for development of the Knife River Basin in North

Dakota was derived from the results. The alternative forms of
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development possible in that basin were large in number because of
the possibility for 18 alternative locations of dams and the multiple
purposes of irrigation, power production, recreation. and municipal
use possible at nearly every site (Figure 31). The "optimum'' plan
for development was selected by finding the maximum net dollar
benefits obta.ina.ble-64 All products and factors were assigned prices
(where prices did not exist) using various methods, some of which
were nothing more than rough estimates of market value based on
''best guesses'’. In other words, trade-off calculations were not
needed as all factors and products were assumed to have "known'
market prices.

The conceptual models of this study would allow a different
approach to finding the optimum plan for development of the Knife
River Basin. The North Dakota State Water Commission would be
viewed as a "firm'' in the sense that factors could be combined in
varying proportions by the agency to produce (or, at least plan for
production) alternative product mixes. The Water Commission, in
essence, would be considered as having a production function, or at
least of having the capability of defining the production relations in the

relevant planning unit. Also., the rough guesses of various prices

64

A linear programming model was used, in combination with
separable programming (to account for non-linearities), to isolate the
plan yielding the maximum dollar benefits.
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Figure 31. Present and proposed water resource development in the Knife River Basin, North Dakota,

691
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would not be needed. Trade-off ratios would be calculated and sub-
mitted to the decision body.

The production processes in the Knife River Basin, one of sev-
eral basins in the state of North Dakota, are most assuredly not
independent of processes in other basins of the state or region (or
even Nation). As a result, choice of the Knife River Basin as the
relevant planning unit implies the choice of a non-independent trans-
formation surface. This very important characteristic of the produc-
tion processes in the Basin must be emphasized; i.e., any plan for
development that is recommended within a non-independent planning
unit may be sub-optimal when the viewpoint is from some larger plan-
ning unit (the independent unit). The resulting transformation surface
for the Knife River Bagin is necessarily a non-independent surface.
Many of the factors (such as investment capital by the State) are
useable in other production processes (such as the school system,
highway building programs, and health care programs). The trans-
formation surface from any water resource based planning unit, it is
expected, is just one of the non-independent transformation surfaces
needed by the body politic for the rational allocation of resources.

Several segments of the Knife River Basin were separated out
for illustrative purposes. Any of the 18 alternative sites (or any
combination) could have been used. The Bronco and Kineman sites

(Figure 31) were chosen, however, because of the close proximity of
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the sites and the possibility for several uses of water at each site.
Each segment separated out for further study in this work represents
part of a transformation surface that could be developed for the entire
Basin. The various segments used here for illustrative purposes,
then, represent other non-independent surfaces (not independent of the

other present and potential sites in the Basin).

Products, Factors, and Prices in the Knife River Basin

Several water related products can be produced in the Knife
River Basin. The area is primarily agricultural, but encompasses
large areas of lignite coal reserves. Water can be used in the produc-
tion of a great variety of agricultural crops as well as for the produc-
tion of electricity (as cooling water and for steam generation) from the
coal. Also, there are frequent floods in the area. Control of river
flows could provide some benefits. The potential for recreation
development also exists because of the close proximity of the Basin to
a city-urban area. The type of recreation activity would be mainly
water based, for such surface uses as water skiing, boating, and
aesthetic viewing. All of these water products were considered in the
earlier study (North Dakota State Water Commission, "The Plan...',
1970). Water for irrigation (WI), water for municipal and industrial

)

use (WM), and water for recreation (surface area of reservoir, WR

were chosen for further consideration in this study.
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Various assumptions were made regarding prices in the study.
The prices used for WM were set arbitrarily. This was done only to
facilitate the illustration of models developed in earlier chapters. It
is expected that the price of water used for municipal and industrial
. . . . . 65 .
purposes will be known in most project situations. Further, it was

66

assumed the price of water for recreation (PWR) was not known.

As a result, trade-off ratios must be calculated for varying levels of
WR. A value of the water used for irrigation was developed by finding
the residual return to irrigation water from farm budget data provided
in the earlier study (North Dakota State Water Commission, '""The
Plan...', 1970, pp.- 97-102). This value was estimated at $32.91 per

7
acre foot; the price of WI was set at P 1 = $30.00 in this study. 6

W
The factors of concern at the selected sites in the Knife River

Basin are at two completely different levels in the production proc-

esses of the Basin. The first level of factors are those elements

necessary in the planning, construction, operation, and maintenance

of the necessary structures. . These factors were assumed to be

65The price used in the earlier study was Py = $500 per acre
foot (North Dakota State Water Commission, "The Plan...', p. 101).

6

The alternative cost approach to establishing value was used in
the earlier study (North Dakota State Water Commission, ''The
Plan...'", 1971, p. 104).

7

See Appendix D for the procedures used in the derivation of
the residual return to water. Also, the implicit assumptions involved
in using the residual return are examined.
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combined in a least cost manner. The dollar value of all these factors
is referred to as '"cost!' in the balance of this study. The other factors
of concern in the analysis were the water resource factors such as
wilderness areas, scenic views, and wild rivers. These elements are
essentially factors in the production of water products. The specific
water resource factor considered in an empirical case was acres of
wilderness area at the Bronco site. There was no known, market
value for an acre of wilderness area. The concept of a factor-
product trade-off ratio is utilized to provide insights into the alloca-
tion problem for that case.

The natural water flows at the various sites must also be con-
sidered a factor in the production of WI, WR, and/or WM. The
capital, operation, and maintenance costs are applied to a particular
site in a river basin to transform the natural resource, water, into
water products. The amount of water flow at a particular site, then,
must be known. These flows were estimated at the Bronco and
Kineman sites in the earlier study (North Dakota State Water Com-
mission, "The Plan...', 1971, pp. 80-81 and ''Appendix. .. The
Plan...", 1971, pp. 27-58). The total available (annual) flows were
estimated at about 30,000 acre feet at the Bronco site and 700 acre
feet at the Kineman site. The largest proportion of these amounts
becomes available in late spring. No attempt was made in this study

to deal with the dynamics of water availability. In fact, no attempt
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was made to separate out the planned developments that could actually
be sustained based on flows at Bronco and Kineman. The iso-cost
surfaces presented here reflect the range of alternative levels of WI,
WR, and WM that could be produced given enough water.

Product-Product Trade-Off Ratios Between Two Water
Products at Two Alternative Sites

The simplest procedures for calculating product-product trade-
offs result from the case where only two water products are provided.
The two product case is illustrated here for the Bronco and Kineman
sites in isolation and for the two sites in combination. The analyses
for the individual sites is presented first.

Product-Product Trade-Offs at the Bronco Site. Water for

irrigation (WI) and water for recreation (W_) can be produced at

R
the Bronco site of the Knife River Basin. The investment require-
ments, operation costs, repair costs, and maintenance costs sum-
marized in Table 5 can be ''applied' to produce various combinations
of WI and WR. An initial investment of $3,329,726 and annual
operation, maintenance, and repair costs (OMR) of $16,649 can be
applied, for example, to provide 61,000 acre feet of reservoir
capacity and 3260 surface acres (Table 5). These physical measures

of production can, in turn, be used for WI and WR production. A

more useful measure of the cost requirement, annual cost, is also



Table 5. Total investment requirements, annual costs, reservoir capacity, and reservoir surface
area, Bronco dam site, Knife River Basin, North Dakota.

Total Total Reservoir
Dam Investment Annual Annual Annual Reservoir Surface
Height Requirement Amortization® OMR CostsP Capacity®© Aread
(feet) (- - -=-=-=--=-=-=---- dollars - - - - - - - - - - - - ) (acre-feet) (acres)
30 1,042,994 58,239 5,215 63,454 7,000 700
40 1,523, 326 85,060 7,617 92,677 16, 000 1,350
50 2,341,294 130,833 11,706 142,439 33,500 2,250
60 3,329,726 185,926 16,649 202,575 61,000 3,260
70 4,402,063 245,803 22,010 267,813 100, 000 4,450
80 5,543,504 309,539 27,718 337,257 151, 000 5,860
90 7,228,102 403,604 36, 141 439,745 215, 000 7,130
100 8,874,718 495, 547 44,374 539,921 297, 000 9,140
110 10,750,898 600, 308 53,754 654,062 400, 000 11,650

®Based on an interest rate of 5 1/8 percent and a 50 year repayment period.
Sum of annual amortization and annual OMR.

CCapacity measured at spillway level.
Surface area of reservoir behind dam when reservoir full to spillway level. .

Basic data used to derive table from (North Dakota State Water Commission, '"The Plan...'",
1971, pp. 87-89).

SLI
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given in Table 5. The annual (minimum) costs are composed of the
annual amortization payment (principal plus interest at 5 1/8 percent)
for each of 50 years plus the annual OMR costs. At the 60 foot dam
height, for example, total annual costs were determined to be
$202,575 (Table 5). The other estimates of capacity, surface area,
and annual cost for dams varying from 30 to 110 feet are interpreted
similarly. 68

The basic cost-physical relations data of Table 5 provided the

necessary data base for the development and use of the iso-cost

framework. The important relations, in general form, are given by:

TC = {(AC) (5.1)
SA = g(TC) (5.2)
where,
AC = total annual (minimum) cost,
TC = total reservoir capacity at spillway level, measured in
acre feet,
and

68The 30 foot minimum size was chosen somewhat arbitrarily.
The engineers involved in the planning of development in the Knife
River Basin were asked to provide the data of Table 5 for 10 foot incre-
ments in dam height up to the maximum possible size at each proposed
site in the Basin. The 30 foot minimum, selected at nearly every
site, limited the number of sites that had to be considered in the Basin
and the amount of basic cost data needed at every site chosen for
evaluation. In order to consider all alternatives, of course, even
smaller dams may have to be considered in some cases.
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SA = surface area of reservoir when full to capacity, measured

in acres.

The discrete forms of equations (5.1) and (5.2) are given in Table 5
and illustrated in Figures 32 and 33, respectively. These discrete
forms can be used directly in the iso-cost framework. It is useful,
however, to convert the data points into smooth, continuous functions.
The entire range of alternatives can then be considered. This was
accomplished by using ordinary least squares regression (OLS) to fit
quadratic functions to the data points of Table 5. 69 The continuous

relations were given by:

TC = 17893.00 + 0.31070(AC) + 0.00000050357(AC)2 (5.3)
2

R =.99939

SA =749.33 + 0.03653(TC) - 0.000000025712(TC)2 (5.4)

R2 = . 99267

The continuous functions represented in (5.3) and (5.4) are also

represented in Figures 32 and 33, respectively. Slightly greater

69

The constant term was used to account for the fact that no
data was provided for a dam less than 30 feet in size. It should also
be noted that the usual statistical measures are not applicable here.
The discrete functions were deterministic; the least squares technique
was used only to provide a continuous function. The RZ2 values serve
only to give an indication of the fit achieved.
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accuracy could have been obtained by using two functions in the case
of surface area vs. capacity (Figure 33). In this author's judgement,
however, an R2 of .99267 was of sufficient magnitude to justify the
use of one function. Two functions could easily be utilized if desired
by the planner.

The iso-cost surface can now be derived. The problem can be
defined in the following manner. Information is now available on:

1. the annual cost versus capacity relation,

2. the capacity vs surface area relation,

3. the water products for which there is a demand,

4. the price of one of those products,

5. the availability of water in the Basin at the site of concern.
The resource planner must organize this information in such a way as
to make it possible for the decision making body to select the optimum
size of the structure and the optimum product mix. The necessary
information can be represented in the iso-cost surface.

The iso-cost surface for W_ and WR was given at the Bronco

I

site by:

WR = 749.33 + 0.03653(TC-WI) - 0.000000025712(TC-WI)2

(5.5)
A computer program was written (in Fortran) to ''simulate'’ the

alternative product mixes possible as dictated by the coefficients in
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70 . .
. Various product mixes were generated for several

equation (5.5)
annual cost levels. The capacity-annual cost function in (5. 3) was
used to estimate the total capacity available for various (annual) cost
levels. The capacity was then allocated, arbitrarily, between water
for irrigation or surface area for recreation. 71 It was assumed that
10 percent of the capacity, for all capacity levels, would constitute
""dead' storage and 30 percent of total capacity must be left for low
stream flow years. As a result, only 60 percent of the total capacity
was assumed available for irrigation in any irrigation season.
Further, it was assumed that any water allocated for irrigation use
could not be used for recreation. This assumption may have to be
modified in every particular situation. It is a most reasonable
assumption in the Knife River Basin, however, as any water used for
irrigation cannot be used for recreation (as surface area) as recrea-
tion and irrigation demands occur during the same season. Also, no
attempt was made to account for the fact that water in the reservoir in
say, July, could be used for recreation that month and for irrigation
in August. The allocation of water to irrigation was made for the

entire irrigation-recreation season. No attempt was made to handle

the dynamics of water flow and changes over time in the use pattern.

70
The algebraic manipulations used to derive (5.5) and the com-
puter program are presented in Appendix C.

All estimates are on an annual basis.
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Water is allocated to irrigation (by drawing the reservoir down) or to
recreation (by not drawing the reservoir down). The same water
could not be allocated to both recreation and irrigation. This assump-
tion does not, however, affect the validity of the iso-cost framework.
The iso-cost surface is essentially an ex post description of product
mixes anyway; i.e., the operating rule chosen affects the product

combination. A different assumption regarding the relation between

WI and WR will merely give a different iso-cost surface.

The iso-cost relations between water for irrigation, WI, and
water for recreation, WR, (surface area) are presented in Figure
T2 . . .
34. Each relation (curve) represents a different (constant and mini-

mum) annual cost. Costs were incremented by $75,000 from
$200,000 to $650, 000 (Figure 34). Movement along any one of the

curves represents changes in WI for changes in WR. Movement

from point A to point B along the $575,000 iso-cost relation, for

example, represents a decrease in W_ of approximately 79,000 acre

I
feet of water allocated to irrigation and an increase of 2200 acres of
surface area available for recreation. This is the product-product
"trade-off''. A sacrifice of 79,000 acre feet of WI gave rise to 2200

acres for the recreation activity. If the price of an acre of surface

area was known, the optimum product combination on the $575, 000

72
The data used to develop this figure is presented in Appendix
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iso-cost curve could be chosen. Using the estimated residual value
of W_ developed in the farm budget analysis as price, where
PWI = $30.00, a '"price' of WR can be obtained. Assume the deci-
sion making entity chooses point B over point A; i.e., the entity was
willing to sacrifice 79,000 acre feet at a price of $30. 00 to obtain

2200 acres of surface area. Using the conceptual model from previ-

ous chapters, it must be the case that:

w

A I _ Pwr

W 30.00

A R $
or,

79,000

(-$30.00)(- 2,200)_PWR

or,
= $1077.00 .
Pwr 3 0

The implicit price of one acre of surface area is approximately

$1077.00.

The production trade-offs for much smaller increments in WR
are provided in Appendix D for the $200,000-$650, 000 iso-cost
curves. The approximate trade-offs are shown for 100 acre

increases in surface area while the exact trade-offs are calculated at

a point from the derivative of the WI = f(WR, TC) function derived in

73
the analysis. The point estimates of the trade-off are, of course,

73
See Appendix C for derivation of the trade-off (slope) equation.
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the most accurate. The point estimate at point B (Appendix D, Table

D-7, Figure 34), for example, is given to be:

dWI
Pwr dWR Pwr

1

($30.00)(-38.88) = $1166.40 .
The estimate, using the 100 acre increase is given by:
(-$30.00)(-38.79) = $1163.70.

The latter estimate of $1163.70 acre of surface area is, of course,
the average price over the curve up to point B from a point to the left
of B by 100 acres. The two estimates are very close as the change
in the slope of the curve is slight. The difference between point and
interval estimates would be greater for relations having more
curvature.

The trade-off ratios become greater as WI is reduced for
increases in WR. Using the point estimates of the trade-offs, the
ratio changes from -33.56 at point A to about -50.50 at point C
(Appendix D, Table D-7, Figure 34). If the decision making entity
selected point A, the implicit price of WR is approximately
(-$30.00)(-33.56) = $1006.80 as compared to

(-$30..00)(-50.50) = $1515.00 at point C. The same type of relations

exist along all the iso-cost relations illustrated in Figure 34.
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Consider, for example, the trade-offs along the $200, 000 iso-
cost curve as shown in Figure 34. The curve represented in Figure
34 appears to be almost a straight line. The change in the slope is
very slight, given as -28.41 for all the useable storage allocated to
WI (38, 634 acre feet) and approximately -30.00 when the entire
reservoir is used for recreation (Appendix D, Table D-1). The
change is in the same direction, but the changes are larger, for the
$650,000 iso-cost relation. The trade-off is only -35.25 when all the
useable capacity is allocated to WI (238,092 acre feet) and approxi-
mately -61.00 when the entire reservoir is used for recreation
(Appendix D, Table D-8). For comparison purposes among the
curves, the lowest trade-off is represented by -28.41 at point E on
the $200,000 curve and the highest trade-off is represented by -61.00
at point F on the $650,000 iso-cost curve. In all cases, the trade-offs
increase (become more negative) for movements '"down'' the curve of
concern.

The relations in Figure 34 are the type of information needed by
the decision making group for one dam site and two products, where
the prices of one of the products is missing. 74 Other types‘ of

recommendations have been made elsewhere. Some of the various

4In addition, of course, the planning agency must provide
information regarding water availability at the dam site. It may be
impossible to reach any point on some of the curves because of
available flows.
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types of misleading trade-off ratios isolated with the conceptual model
can now be illustrated using the iso-cost relations of Figure 34.

The calculation of trade-offs using net benefit changes between
iso-cost curves can lead to very misleading estimates of the actual
trade-offs. Assume, for example, the decision making entity is pre-
sented with only points A and D in Figure 34. Point A can be achieved
with an annual cost of $575,000 while point D can be obtained with
$150,000 less annual cost or only $425,000. The ''trade-off'' would,

intuitively, appear to be (data from Appendix D, Tables D-5 and D-7):

Point WI WR NB
A 196,351 5090 $5,315,542
D 10,919 6873 - 97,430
-185,432 +1783 -$5,412,972

which gives the trade-off at:

I _ 185,432 _
AW_ 1783 -104.00
R
or,
A(NB) _ $5,412,972 _
2w == = -$3036.00 .

A total of 104 acre feet of water evaluated at $30.00 (gross) or
$3120 per acre are ''sacrificed' to obtain one more acre of surface
area (on the average, from point A to D). Stated in net benefit terms,

$3036.00 are given up to obtain one more acre of surface area (on the
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average) for recreation (as the reduction in cost is $84.00 per acre

foot). This is not the correct estimate of the value of WR. Using the

correct approach, the value of W_ at each of the points is given by:

R
Point dw /dWp (-Pyyp) (@W /dW ) = Py g
A 233.56 $1006. 80
D -37. 68 $1130. 40

The distortion is nearly three-fold using the ''net-benefits-between-
curves'' approach. Prices or value must be estimated at points on
particular curves. It is impossible to choose between points A and D
without knowledge of the iso-cost curves for the $425, 000 and
$575,000 levels. Neither physical or net dollar benefit measures of
trade-offs between curves can be used without some knowledge of the
shape of the curves through those points.

The type of underlying production relation cannot be identified
exactly given only the iso-cost relation at the Bronco site. It can be
argued, however, the major class of production law (using the techni-
cal jargon of Chapter III) is factorially determined without coupling
(a =0, k =0). Itistechnically impossible to find the allocation of the
annual cost figure (or of any of the factors that constitute the annual
cost figure) between WI and WR- The changes along the iso-cost

curves of Figure 34 can be interpreted as changes in product level

at one point in the factor space. This is illustrated in Figure 35.
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Figure 35. Hypothetical isoquants for factorially determined production without coupling.
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Assume that line ABC represents a cost (minimum) of $575,000. The

factors X, and X, (say concrete and labor, among other factors) can

be combined in varying proportions to produce the various levels of

_ o o
WR and W_ for the same cost. Assume xl —x1 and X, x2 .

Given one operating rule (one point on the $575, 000 iso-cost curve),

WI = W;) = 196,351 and WR = W; = 5090 as at point B in Figure 35.

Given another operating rule, WI = Wi = 117,097 and

WR = Wi{ = 7290, such as point B in Figure 34. The change in the

operating rule curve, in essence, gives the different sets of iso-
quants in Figure 35. With the operating rule curve used at point A

in Figure 34, the iBoquant set W; and W;) exists. With the

operating rule at point B in Figure 34, the isoquants: Wi2 and Wi

exist. The various operating rule curves, it can be argued, change

the coefficients on the factors in the factorially determined functions:

WI = f(xl,xz,- ,xn)
(5. 6)
WR = g(xl,xz,. ,xn)
where,
xj = factors, (j = 1,2,...,n).

The functional forms remain the same in (5. 6) while the coefficients

change. The actual type of production relations, of course, can be
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determined only with an empirical test.

The implications of classifying the underlying relations as
factorially determined without coupling are great. As noted in Chap-
ter IV, the actual trade-offs are not affected. The possibility for cost
allocation, however, is not good. In fact, it is impossible to separate
out the costs that should be allocated to each product. It is also inter-
esting to note that the operating rule curve chosen determines the
trade-off ratio. This gives a great deal of flexibility to the resource
planner. Any trade-off (within the physical constraints defined by the
iso-cost curve) can be calculated that is desired. The decision maker
will not have enough information unless he has the whole iso-cost
surface.

The effect of technical interdependence and non-independence on
the trade-off ratio can also be illustrated using the curves of Figure
34. The procedure for determination of technical relations was out-

77
lined in Chapter III and is applied here. Figure 34 is reproduced in

5Data on the actual factor levels would be needed. The data
used here gave only the cost levels of all the factors used to build the
structure.

76:The relevant iso-cost surface can be delineated somewhat by
the amount of water available at the dam site. There would be little
need to present the iso-cost curve for the largest dam that could be
built at a site if there was only sufficient flow to fill a reservoir half
that size, for example. At the same time, all dam sizes up to the
maximum dictated by the water availability in the basin may have to
be considered.

"Tsee Appendix B for a more detailed explanation of this
approach to discovering technical relations.
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Figure 36. Construction of box ABCH results in point C not being on
the next iso-cost curve. As a result, products WI and WR are
classified as technically complementary. The same result occurs for
the construction of ''boxes'' among the other iso-cost curves. Points
D, E, F, and G would lie on the iso-cost curve if the products were
technically independent. In all cases, however, the products must be
classified as technically complementary as points D', E', F', and G'
are all above the ''corner'' of the respective boxes. This classifica-

)

tion says, in essence, that the marginal cost of providing WI(WR

goes down as more WR(WI) is produced. This would be expected in a
dam-reservoir configuration and probably explains the many multi-
purpose structures built in this country. Note, however, that W

I

does in fact decrease for increases in WR even though the two pro-

ducts are technically complementary.

Product-Product Trade-Offs at the Kineman Site. Similar types

of results were also obtained when the same approach was used at the
Kineman site (Figure 31). Another non-independent iso-cost curve
was derived using the basic data representative of this site as shown
in Table 6. Again, annual cost was calculated by adding the amortiza-
tion and O, M, and R costs. The capacity versus annual cost and
surface area versus capacity relations of Table 6 are represented by
the discrete points of Figures 37 and 38, respectively. Ordinary

least squares regression was used to fit quadratic equations to the
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Table 6. Total investment requirements, annual costs, reservoir capacity, and reservoir
surface area, Kineman dam site, Knife River Basin, North Dakota.
Total Total Reservoir
Dam Investment Annual Annual Annual Reservoir Surface
Height Requirement Amortization® OMR CostsP Capacity® Aread
(feet) (- --=-=-=--=---- dollars- - - - - - - - - - - - - ) (acre-feet) (acres)
30 210,980 11,781 1,055 12,836 166 15
40 312,556 17,453 1,563 19,016 363 25
50 336, 265 18,776 1,681 20,457 683 39
60 385,116 21,504 1,926 23,430 1,228 70
70 608,552 33,980 3,043 37,023 2,408 166
80 903,500 50, 450 4,518 54,968 4,757 304
90 1,315,930 73,479 6,580 80, 059 8,507 447
95 1,513,112 84,489 7,566 92,055 11,161 531

®Based on an interest rate of 5 1/8 percent and a 50 year repayment period.

Sum of annual amortization and annual OMR.

CCapacity measured at spillway level.

Surface area of reserovir behind dam when reservoir full to spillway level.

Basic data used to derive table from (North Dakota State Water Commission, ''The Plan...',

1971, pp. 87-89).

761
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discrete data points to give the continuous curves shown in each

figure. The continuous relations were given by:

TC = -715.634+0.054476(AC) +0..000000793 69(AC)2 (5.7)
r% = . 9984
SA = -4.8355+0.074593(TC) - 0,.0000024083(TC)2 (5.8)
r% = . 9984

These equations provide the necessary information to start the iso-
cost calculation process. The same approach as used for the Bronco
site resulted in the iso-cost curves at the Kineman site as represented
in Figure 39. Again, the same general relations exist. Trade-offs
increase as WR is increased for sacrifices in the level of WI for
any given annual cost. The water in storage, water for irrigation,
and surface area levels at the Kineman site for various annual cost
levels are presented in Appendix D, Tables D-9 to D-16,for increases
in annual cost of $10,000. Again, trade-offs have a considerable
range. The lowest trade-off estimate is given at point B on the
$20,000 iso-cost curve (Appendix D, Table D-9). At that point, the
slope is -13.65 (Appendix D, Table D-9). The highest trade-off is
given at point C, where the slope of the $90, 000 iso-cost curve is
approximately -40.20 (Appendix D, Table D-16). For P - $30. 00,

W

this is a range in value (assuming there is a point in the space that
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would be selected) of (-$30.00)(-13. 65) = $409.50 to
(-40.20)(-$30.00) = $1206.00 for an additional acre of surface area.

Product-Product Trade-Offs for Both the Bronco and Kineman

Sites. The resource planner will, in many cases, be faced with
planning development where more than one structure could be built.
The available investment budget must now be allocated between the
alternative sites as well as among the uses at each site. The physical
setting is illustrated in Figure 31. Water can be diverted from the
Bronco site to irrigate all the land down stream. The Kineman site
could, however, be used to irrigate part of the acreage below the
Kineman site (Figure 31). Water for recreation can be provided at
the Bronco and/or the Kineman site. The surface area-capacity and
capacity-annual cost relations at each site were combined to give the
iso-cost curves. 8 The goal, of course, is to find the iso-cost curve
the furthest from the origin for any given cost. This curve will be the
true iso-(minimum)cost curve which is needed by the decision making
body. The assumptions used in the derivation of the iso-cost relations
are, however, very important.

One approach is to assume a certain constant proportion of the
capacity of each reservoir must be kept in '""dead' and/or emergency

storage. For illustrative purposes, assume a minimum of 40 percent

See Appendix C for a detailed description of the mathematical
manipulations.
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of capacity must be maintained in each reservoir. Also, assume that
all the useable capacity (60 percent) at the Kineman site is used for
irrigation. Given some annual cost, the iso-cost curves between WI
and WR can be derived by varying WR. The curves resulting from
these assumptions are presented in Figure 40 for the $300, 000 and
$600, 000 cost levels.

The assumption regarding useable capacity is reflected in the
location of the curves. The amount of land irrigated with water from
the Kineman site is constant along each iso-cost curve. Iso-cost
curve AA', for example, represents all the possible (WI,WR) com-
binations for the particular cost allocation given 60 percent of the
water capacity at the Kineman site is used for irrigation. This results
in the production of approximately 5233 acre feet of WI at the
Kineman site along the entire AA' curve. This is the reason AA'
does not reach the horizontal axis; i.e., point A' reflects the fact that
approximately 5233 acre feet of WI is always provided at the Kineman
site. Also, there is always a minimum of about 226 acres of surface
area (WR) produced at the Kineman site. The amount of WI and
WR provided at the Kineman site decreases, of course, as the alloca-
tion of expenditure on the Kineman site decreases. This is reflected
by the iso-cost curve EE' touching the horizontal axis when the cost

allocation to Kineman is zero. The WI and WR levels produced at

the Kineman site are zero along the entire curve EE'. The same type
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of relationships are obtained for an expenditure of $600, 000 as repre-
sented in curves FF'-JJ' (Figure 40). Curve JJ', the frontier curve,
represents the zero expenditure allocation to the Kineman site. In
either case then, the maximum amount of WI and WR can be
obtained by allocating all available capital to the Bronco site (curves
EE' and JJ'). Given that WI and WR have the same prices at the
different sites, only the frontier curves, such as EE' and JJ' need to
be presented to the decision making body. It should be noted that
curves EE' and JJ' (and others like them) are the only true iso-cost
curves depicted in Figure 40.

The cost curves of Figure 40 do not, however, exhaust the
possibilities for the two sites. As was noted, the level of WI and
WR at one of the sites was required to be constant along any one
curve (for any one total cost and expenditure allocation) in the previous
formulation. Other cost curves can be generated in the space given a
different assumption. The assumption regarding constant W_ and

I

WR at Kineman was relaxed to generate the cost curves of Figure 41.
Curves AA', CC' and EE' are reproduced (from Figure 40) to provide
a reference point. Curve KK' was generated by reducing the amount
of land irrigated at the Kineman site to zero. In other words, curves
CC' and KK' represent the same total cost and same allocation of

expenditure, but represent different amounts of land irrigated with

water from the Kineman site- Curve KK', then, represents the cost
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relation for the particular expenditure allocation when the Kineman
site is used entirely for recreation. Other possibilities also exist.
If, for example, 50 percent of the capacity at Kineman was used for
irrigation (as compared to 60 percent on CC' and 0 percent on KK')
the curve would fall between CC' and KK'. The area between CC' and
KK' could be filled with an entire family of curves each representing a
different amount of water for irrigation (and WR) produced at the
Kineman site. Curve CC' and KK', then, represent the boundaries of
concern for the allocation of $260,000 and $40, 000 to the Bronco and
Kineman sites, respectively.

Another interesting aspect of the relaxation of this assumption
arises with regard to the slope changes of the curves. The slope on
CC' at point Q is the same as the slope on KK' at point Q' (the slopes
are equal at a value of approximately -30.00). Similarly, the slopes
at R and R' are the same (at approximately -31.00). As a result, if
curve CC' was provided to the decision making body when KK' was
further out in the production space, distortions would result.
Assume, for example, the consumption trade-off was -30.00. Given
curve CC', point Q would be chosen. On the other hand, if KK' was
presented to the decision body, point Q' would be chosen. An incor-

rect allocation of reservoir capacity would have occurred as too much

79Dis’cor’cions in addition to that provided by presenting CC'
rather than EE'.
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water would be allocated to irrigation at point Q.

Even greater distortion will occur, of course, if the '"frontier"
curve is not found and presented to the decision body. Even with the
relaxed assumption (to allow varying amounts of WI and WR at
Kineman) the ''frontier'' iso-cost curves are given by the zero alloca-
tion of the expenditure levels to the Kineman site. At the $300, 000
total annual expenditure level, for example, the frontier is repre-
sented by EE' in Figures 40 and 41. This is the only true iso-cost
(iso-minimum cost) curve for the $300,000 expenditure level. Curve
EE' should be presented to the decision making body. Assume, how-
ever, some internal curve such as AA', CC', or KK' is presented to
the decision body (Figure 41). Also, assume the consumption trade-
off ratio (as perceived by the decision body) is -30.00. The optimum
point on the frontier curve EE' is given by point S. At point S,
approximately 57,531 acre feet of WI and 2952 acres of WR (sur-
face area) are produced. Given any of the internal curves, however,
that combination will not be chosen (indeed, it cannot even be pro-
duced). Given AA', for example, T is the optimum point as the slope
is approximately -30.00 at point T. The resulting product combina-
tion is 17,933 acre feet of WI and 3156 acres of WR (surface area).
Similar, but less extreme, distortion in resource allocation would

occur at point Q on CC' and Q' on KK' (where the slopes are also

-30.00).
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One can also envision a situation where (incorrect) trade-offs
would be calculated between curves such as those depicted in Figure
4]1. This mistake could be made especially when trade-offs are cal-
culated as changes in net benefits for alternative project designs.
Curves AA' and EE' can be viewed as iso-cost curves for two differ-
ent project designs. Consider, for example, the change in net bene-
fits in moving from point S on EE' to point T on AA'. The ''trade-

offs'' are given by, for PWI = $30.00:

w w

Point 1. R _NB
S 57,531 2952 $1,425,930
T 17,933 3146 237,990

-39,598 +194 -$1,187, 940

which gives the trade-off at:

AW, 39,598

W " 194 = -204.00

or,

ANB) _ $1,187,940 _ ¢33 go.

W i 194
AW 9

The loss in net benefits for-an additional acre of surface area in mov-

ing from point S to point T is approximately $6123.00.. This is

(grossly) incorrect. The true product-product trade-off is -30.00 at
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point T and at point S (or in dollar values, $900). 80 The "trade-off'’
as calculated by that approach is not a trade-off in the sense of the
iso-cost curve. In fact, movement from point S to point T represents
moving away from the iso-(minimum) cost curve to a less efficient,
internal curve; i.e., the ''net-benefit-between-curves'' trade-off in
reality reflects inefficient use of resources and not the sacrifice in
W_ necessary to produce more WR- Similar results could be shown
for the $600,000 (or any other) expenditure level. This type of "'trade-
off'' appears to be the type of trade-off recommended. by Maass (1966,
see p. 11, Chapter II). Maass speaks of trade-offs between efficiency
and some product not having a known market price. An efficiency
trade -off seems akin to moving to some internal curve (less efficient
curve) as just discussed. It would appear a better approach would be
to move to an interior curve by reducing expenditure. This could be
accomplished by moving to, for example, a frontier (most efficient)
iso-cost curve for only a $200, 000 expenditure rather than to a curve
internal to the most efficient (frontier) curve at the $300, 000 level.

Product-Product Trade-Off Ratios Among Three or More Water
Products at One Site

The resource planner is generally faced with planning a

80
The estimated value of W_ at points S and T is given by

(-$30.00)(-30.00) or $900.00. . &
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development where more than two products are produced. Consider,
for example, the possibility of providing water for municipal and

industrial uses (W_ ) as well as WI and WR- This possibility

M

81
existed at the Bronco site and is used for illustrative purposes here.

The basic equations needed are, again, the surface area-capacity and

capacity-annual cost relations as determined in equations (5.3) and

(5.4). Assume there is a known price for WI(PWI) and for WM(PWM)-
Also, assume PWR is unknown. The resource planner is now faced

with providing an iso-cost surface as the consideration of three pro-
ducts adds another dimension to the problem. Trade-offs can still be
calculated between WI and WR; the location of the iso-cost curve in
the WI,WR plane is now, however, affected by the level of WM.

Two alternative assumptions were made regarding the affect of WM

on the shape and location of the iso-cost surface.

Product-Product Trade-Offs at the Bronco Site, Constant Ratios

Between Two of Three Products. The case of a constant trade -off

ratio between two of three water products was generated by assuming

that water could be released from the reservoir at the Bronco site

either for WI or WM. Given this case, an increase in WM(WI) by
81 _ o
The earlier study (North Dakota State Water Commission,
"The Plan...'", 1971) did not result in recommending multiple use of

the Bronco Reservoir. The possibility of such use, however, did exist
in earlier versions of the original plan. The three uses were chosen
here for purposes of illustrating the use of the iso-cost framework in
trade-off calculations.
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one acre foot causes a reduction in WI(WM) by one acre foot. The

iso-cost relation is given by:

WR = 749.33 + 0.03653(TC-W_-W_ )

I M

2

-0.000000025712(TC-WI—W ) .. (5.9)

M

The coefficients of equation (5.9) were derived from equation (5. 4),
where surface area is used as a measure of WR. The product-

product trade-off ratio between WM and WI in this formulation is
82

constant and equal to -1.00. The iso-cost relations between WI

and WR generated from equation (5.9) are presented in Table 7 and

Figure 42. The expenditure level is constant at $200, 000 for all four
iso-cost curves. Each of the four curves, in turn, represent differ-

ent levels of WM- Curve EE', for example, represents the iso-cost

(trade-off) curve for WI and WR when WM = 0. The iso-cost

curve, in essence, ''shifts'' down for increases in W_._ . Curve DD’

M

represents the iso-cost relation between WI and WR when

WM = 10, 000 acre feet. An increase in WM gives rise to curves

interior to the iso-cost relation for the zero level of WM. Point A

represents the iso-cost relation between WI and WR when all the

useable capacity is allocated to the production of WM(WI = 0).

See Appendix C for derivation of the slope equations.
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Table 7. Combinations of water for irrigation, municipal (and
industrial) uses and recreation, for $200, 000 annual cost,
Bronco dam site, Knife River Basin, North Dakota.

Water for Water for Water for dWI dWMa
Municipal and Irrigation Recreation _—dW = ——_dW
Industrlal(VVhd) (VVI) (VVR) R R

(acre feet) (acre feet) (acres)

0 38,634 1673 -28.41
0 32,929 1873 -28. 64
0 27,176 2073 -28.89
0 21,372 2273 -29.14
0 15,519 2473 -29.40
0 9,612 2673 -29. 66
0 3,653 2873 -29.94
0 0 2995 -30. 10
10,000 28, 634 1673 -28.41
10,000 22,929 1873 -28. 64
10,000 17,176 2073 -28.89
10,000 11,372 2273 -29. 14
10,000 5,519 2473 -29.40
10,000 0 2660 -29.60
20,000 18,634 1673 -28.41
20,000 12,929 1873 -28. 64
20,000 7,176 2073 -28.89
20,000 1,373 2273 -29. 14
20,000 0 2320 -29.20
30,000 8, 634 1673 -28.41
30,000 2,929 1873 -28. 64
30,000 0 1975 -28.80

a'The rates of change (trade-offs) in WI and WM for changes in WR'
Both are equal at every point. Also, (dWI/dWM) = -1.0. at every
point on the surface.
A better picture of the iso-cost relation can be gained by refer -
ence to Figure 43. Figure 43 was also developed from data in Table 7.

Point A and curves BB', CC', DD', and EE' of Figure 42 are repre-

sented in three-space in Figure 43. Curve BB', for example,
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represents the iso-cost relation between WI and WR when
WM = 30,000 acre feet. Point A represents the situation where all
useable capacity (approximately 38,000 acre feet) is used in the pro-
R

duction of WM. Point A lies in the '"floor' (the W ,WM plane) of the

three-space diagram. Any point above the W ,WM plane represents

R
some level of WI production greater than zero. The shape and the
location of the surface in three-space is influenced, of course, by the
physical relations at the site of concern. Also, the assumptions
utilized in the development of the surface can influence the location and
shape. Point G, for example, represents the assumption regarding
minimum reservoir storage levels. As noted earlier, it was assumed
that 40 percent of the capacity was to be maintained; i.e., useable
capacity was set at 60 percent. The surface area of the reservoir, as
a result, is always at least 1674 acres as represented at point G.

The total useable capacity at point G can then be allocated entirely to
WI (point E), entirely to WM (point A) or some combination of WI
and WM (line ABCDE). Product WI can be "'sacrificed' for
increases in WM along ABCDE or any other line originating on EE'
and running down the surface parallel to ABCDE. The other defining
outline of the surface is curve AB'C'D'E'. This curve represents the
iso-cost relation between WR and WM for WI = 0.

There are now three trade-offs of concern that can be calculated.

Movement along curves such as BB', CC', DD', and EE' represent
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varying trade-offs between WI and WR at different levels of WM.

Movement along lines such as ABCDE represent trade-offs between

WI and WM for different levels of WR- Similarly, movement along

curves such as AB'C'D'E' represent trade-offs between WR and WM.

All curves across the surface represent iso-(minimum)cost curves.

At point H, for example, the three trade-off ratios are given by:

dWI/dW along DD',

R 3

dWR /AW along 17J,

M’
dWI/dWM, along KL.

As shown in previous chapters, in order for point H to be an optimum

point, it must be the case that:

W

2Wr . Pwr

-W- b

AW R Pwr

BWL Py

- P , (5. 10)
M WR

AW,  Pum

W

AWM Pwi

Given PWI’ P » and the production trade-off ratios, the price of

WM

. 10).
WR(PWR) can be found from (5.10)

The particular slopes along the surface as derived at the Bronco

site can now be isolated. The trade-off between WI and WM was
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constant at -1.0 at all points, such as H, on the surface. This trade-
off is reflected in Figure 43 by the slope of line ABCDE which is -1.0
over the entire range. The slopes of curves such as DD' and IJ, were
found to vary over the surface, but are equal at any one point on the

surface; i.e., (dWI/dW ) = (dWM/dWR) at every point on the surface.

R
The slope of DD' (dWI/dWR) at point H, for example, is -28. 64

(Figure 43 and Table 7). The slope of IJ (dWM/dW ), at the same

R

point, is also -28.64. This was also due to the nature of the problem
and the assumptions made. The rate of change in WI for changes in

WR, given by (dWI/dWR), is not affected by the level of WM- Simi -

) is not affected by the level of WI. The relations

larly, (dW. /dW
arly, (AW, /dW

among the trade-offs can be summarized in the following manner:

dw dw
I = = variable

d dw ’

WR R

dWI

——— = _1.0 = constant, (5.11)

dw
M

5 (8WI)28(8WM):8 (8WI):O

oW | )

M BWR 8WI BWR BWR 8WM

The production trade-off between WI(W ,W_) and W (WR,W ) is

M I R M

not affected by the level of WM(WI,WR). The equations in (5. 11) hold

over the entire iso-cost surface illustrated in Figure 43.

The implicit price of WgR can now be determined given prices
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of the other products and the point selected by the decision body.

I

Assume; for example, that P, =P $30.00. Also, assume

WI WM

point H (WR = 1873, WI = 22,929, W 10,000) is selected by the

M

decision body. The implicit price of WR is then given by:

dw
M s e WR _ Twr
dw P $30.00
fl—XM:-ZS 64 :-5315 = _jiﬂgi (5.12)
dw P $30.00
dw
I _ 100 - P M _$30.00
d ' o " 7 $30.00
WM P 3

The equations in (5.12) are all satisfied if and only if the price of W

R
.83
18:
P
WR
- = -28.64
$30.00
Pyg - $859.35

This implies the last acre of surface area added was worth $859. 35 to
the decision body. Value has been made explicit. Assuming the

decision body can accuré,tely reflect society's demand curve for WR,
the estimated price of WR will range from (-28.41)(-$30.00) = $852.19

3
8 The estimated trade-off was -28. 6450 giving an estimated price
of (-28.6450)(-$30.00) = $859.35. The trade-offs were rounded to two
significant digits for presentation in the text.



217
all along curve ABCDE to (-30.10)(-$30.00) = $903.00 at point E'
(Table 7 and Figure 43). The range would be much greater for iso-
cost surfaces having more variable slopes.

The same estimates of price can also be derived by using the
changes in net dollar benefits (NB) along the surface. 84 The trade-off
ratio between W_ and WM, however, must be equal to the relevant
inverse product price ratio at all points at which net benefits are cal-
culated. Stated in mathematical notation, this means the condition
(dWI/dWM) = —(PWM/PWI) must be satisfied at the points being com-
pared. 85 This requirement is satisfied at every point on the surface
in Figure 43 for PWI = PWM' The price of WR, then, can be cal-

culated for any movement (in any direction) across the surface.

Consider, for example, movement along DD' in the vicinity of point H

as given by:

w
WM I WR NB
10,000 25,787 1773 $873,610
10,000 22,929 1873 787,870

-2,858 +100 -$ 85,740

which gives the trade-off at:

4
Gross dollar benefits can also be used as the change in gross
benefits will equal the change in net dollar benefits when costs are
constant.

85See Chapter IV, pp. 151-153, for the derivation of this condition.
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AW
I _ 2858 _ o .4 A(NB) _ $85,740 _

= = or =
AW 1
AWR 100 Wr 00

-$857.40.

This would be the identical value to that calculated in (5. 12) except for
the interval estimate in this case.

The same trade-off would also result in this case if all three
products were allowed to vary such as by some movement across the
surface in Figure 43 as depicted by QR. Consider, for example,
movement from point S toward point H in Figure 43. Using net bene-

fits, the resulting trade-off estimate of P is given by:

WR

Point WM WI WR NB
S 9,000 26,787 1773 $873,610
H 10,000 22,929 1873 787,870

-2,858 +100 -$ 85,740

which gives the trade-off at:

AW

7
I _ 2858 _ .o .o A(NB)_ $85 740

AW 100 AW 100
R R

-$857. 40

This is the identical estimate derived for movement toward H along

DD'. Net (or gross) dollar benefits cannot be used, however, for cal-
lati de-offs al f h dwW _/d -

culating trade-offs along a surface when ( I/ WM) 7 (PWM/PWI)

at the points being compared.

86 _ . , .
This is illustrated in the next section where a variable trade-~

off ratio exists among all three products.



219

The other possible price situation that can be examined is where

. i ) , = $1s5.
PWI # PWM Consider, for example, a case where PWI $15.00
and PWM = $30.00. The decision making body would then select the
zero level of WI, as given by:
d
WI _ PWM_
aw, om0
M WI
or,
dWI . PWM
dw P
M WwI

Product W_ would not be produced at all. The relevant points on the
surface in Figure 43 are then given by curve AB'C'D'E'. The point on
that curve, however, must still be selected. Assume the decision
body decides to provide 10,000 acre feet of municipal water and 2660
surface acres at D' in Figure 43. The trade-off ratio is about -29. 60

at that point (Table 7). The relevant equation is then given by:

Y = 229.60 = - “WR
aw $30.00
Pp = $888.00.

The estimated value is $888. 00 based on the trade-off ratio selected
and the given prices.
The surface presented in Figure 43 is the ideal type of informa -

tion needed to make a choice regarding the product mix when the
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trade-off ratio between two of the three products is constant. The
product-product trade-off ratio between WI and WM may also, how-

ever, be variable in some cases.

Product-Product Trade-Offs at the Bronco Site, Variable Ratios

Among All Three Products. The case of variable product-product

trade-off ratios among all three water products was generated by
assuming that water releases for W would reduce the amount of

M

water available for irrigation by the relation:

R = d(WM) - e(WM) (5.13)
where,

reductions in water available for irrigation,

e
i

[o N
o
i

= constants.

Equation (5.13) reflects a situation where increases in WM lead to
reductions in water available for other uses at an ever increasing rate.
The releases for WM , for example, could be accomplished in the
off-(irrigation) season. As WM is increased, higher percentages of
the water are diverted from irrigation use. Some examples can be
given to illustrate the concept more clearly.

The estimated withdrawals for given levels of W given vari-

M
ous values for d and e are presented in Table 8. With d = 1 and

e = 50, for example, only 5000 acre feet of water are unavailable for

other uses (WI) when WM' is 10,000 acre feet. When
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WM = 40,000 acre feet, the amount available for WI is reduced by
30,000. The case of d =3 and e = 100 leads to even greater reduc-
tions in water available for WI use. Product WI must be reduced
by 45,858 acre feet when WM = 20,000. This could represent a situa-
tion where a reserve of 25,858 acre feet must be diverted from other
uses to insure that enough water is available to produce 20, 000 acre
feet of W__. The caseof d =1 and e = 50 was chosen to illustrate

the effect of a varying trade-off ratio between WI and WM on the

iso-cost surface.

Table 8. Estimated releases of water for the relation

= - 1/2 :
RWI d(WM) e(WM) for varying values of d
and e.

WM d=1 d=1 d=2 d=23 d=3
e = 50 e = 100 e = 50 e = 50 e = 100
0 0 0 0 0 0
10, 000 5,000 0 15,000 25,000 20,000
20,000 12,928 5,857 32,929 52,929 45, 858
30,000 21,340 12,679 51,339 81,340 72,679
40, 000 30,000 20,000 70, 000 110, 000 100, 000

Given d = 1.00 and e = 50.00, the iso-cost relation is given

87

W_ =749.33 + 0.03653[TC-W -WM+(50.00)(W )1/2] (5.14)

R I
-0.000000025712[TC-W_-W_ +(50.00)(W )1/2]
I M M

M
2

See Appendix C for the algebraic manipulations and the slope
equations.
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Again, various levels of TC were generated from varying levels of
annual cost (AC) using equation (5.7). The iso-cost surfaces were

then generated by varying the levels of WM, WI, and WR. The

$200, 000 iso-cost surface is presented in Table 9 and Figure 44.

Each of the curves represent different levels of W Curve EE', for

M
example, represents the iso-cost curve between WI and WR when

WM = 0. This curve is located at the same location in the plane as
curve EE' of Figure 43. Again, increases in WM lead to ''shifts'' in
the iso-cost relations. The iso-cost relations do not, however,
remain equal spaced as in the previous case. An increase in WM by
10,000 acre feet from 0 to 10,000, for example, causes a reduction
in WI of 5000 acre feet. The same increase in WM from 20, 000

to 30, 000 acre feet gives a decrease in WI of 8412 acre feet (Tables
8 and 9 and Figure 44).

The iso-cost surface representing the relation between WI, WM,
and W_ is illustrated in Figure 45. This surface is very similar in
nature to the surface generated in the previous case of constant
trade-offs between W_ and W_, . In this case, however, the boundary

I M

of the surface represented by ABCDE is a curve rather than a straight

line. Product WI is reduced at an increasing rate as WM is
increased; i.e., the production trade-off ratio between WI and WM
(dWI/dW ) becomes larger (more negative) as WM is increased. In

fact, both WI and WM can be increased for values of WM from O



Table 9.

Combinations of water for irrigation, municipal (and
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industrial) uses, and recreation, for $200,000 annual cost,

reduction in available water determined by

RWI"—'(l' 0)W,, - (50.0)W,,, Bronco dam site, Knife River
Basin, North Dakota.
Water for Water for Water for dWI dWI
and Municipal Irrigation Recreation _—-—dW
Industrial (W (WI) (WR) R M
(acre feet) (acre feet) (acres)

0 38,634 1673 -28.41 w?

0 32,929 1873 -28.64 o

0 27,176 2073 -28.89 o

0 21,373 2273 -29. 14 00

0 15,519 2473 -29.40 o

0 9,613 2673 -29.66 o0

0 3,653 2873 -29.94 o0

0 0 2995 -30.10 o0
10,000 33,634 1673 -28.41 -0.75
10,000 27,929 1873 -28.64 -0.175
10,000 22,176 2073 -28.89 .75
10,000 16, 372 2273 -29.14 .75
10,000 10,519 2473 -29.40 .75
10,000 4,612 2673 -29.66 .75
10,000 0 2828 -29.87 .75
20,000 25,705 1673 -28.41 .82
20,000 20, 000 1873 -28.64 .82
20, 000 14, 247 2073 -28.89 .82
20,000 8, 444 2273 -29.14 .82
20,000 2,590 2473 -29.40 .82
20,000 0 2561 -29.51 .82
30,000 17,293 1673 -28.41 .86
30,000 11,589 1873 -28.64 .86
30,000 5,836 2073 -28.89 .86
30,000 33 2273 -29.14 .86
30,000 0 2274 -29.14 .86
40, 000 8,634 1673 -28.41 . 88
40,000 2,929 1873 -28.64 .88
40, 000 0 1975 -28.77 .88

a R . |
The derivative dw, /dWM

is a very large positive number when Wt
is very near zero. The algebraic function for (dWI/dW ) is not
. _ M
defined at Wyps = 0.
Pyvalues the same due to rounding .
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Figure 44. Iso-cost curves (annual costs: amortization and OMR), three products: water for
irrigation (WI), recreation (WR), and municipal use (WM ), variable trade-offs
at Bronco site, Knife River Basin, North Dakota.
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to 625 acre feet-88 At the 625 acre foot level, the production trade-

off ratio is zero. The production trade-off ratio between WI and WM

is negative for values of WM > 625. As a result, the iso-cost surface
has a negative slope (with respect to the WM axis) for all values of
WM > 625 acre feet. The boundary curve A'B'C'D'E' also has a dif-
ferent slope in Figure 45 as compared to the earlier case. The

product-product trade-off ratio between WM and WR is still nega-

tive and increasing. The ratios (dW_/dW_) and (dW__/dW_) are
I R M R
not, however, equal in Figure 45. It should also be noted that

(de/dwR)[(de/dw ), (de/dw )] is not affected by the level of

M R

W (W

M R’ WI)- This relationship is the same as before. The various

relations among the production trade-off ratios can be summarized

in the following manner:

d

T # b both vary
dw daw_ '’ ’

R R

dw
W i variable, (5.15)

M

5 (BWI)—a (BW)_a (BWI):O

8WM 8WR BWI 8WR 8WR 8WM

Products Wj and WM are, as a consequence, complemen-
tary in the sense that both can be increased simultaneously. This is
not the notion of technical complementarity described in Chapter III,
however (see Chapter III, pp. 67-69 and Appendix B).
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The relations in (5. 15) hold over the entire surface in Figure 45.
The implicit price of WR can now be determined given prices

of the other products and the point selected by the decision body.

Assume, for example, that P I: $30.00 and PW = $22.50 per

\' M

acre foot. Also, assume point H (WR = 1873, WI = 27,929,

WM = 10,000) is selected by the decision body. The implicit price of

WR is then given by (Table 9):

dw
— L . 78.64-= EV_V_R - h

’ B " 7 $30.0
dw P $ 0
WM . e 19. . WR _ Twr 5. 10)
d ) ) T T ¢22.5 )
W P $ 0
dW, - o5 - Pwm _$22.50
dw, Pt $30.00

The equations in (5. 16) are all satisfied if and only if the price of

WR is:89

PWR = (-$30.00)(-28.64) = (-$22.50)(-38.19) = $859.35.

The implicit price, given by the choice of point H, is now explicit.

The last acre of WR added has a value of $859.35. The range in

9 .
The actual production trade-off values used were rounded to
two significant digits for presentation here and in Table 9.
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price for all points along the DD' iso-cost curve is
[(-$30,00)(-28.41) = ($22.50)(-37.88)] = $852.19 at point D to
[(-$30.00)(-29.87) = (-$22.50)(-39.83)] = $896.22 at point D' (Table
9 and Figure 45).

The range in possible prices for WR across the entire surface
must now, in contrast to the previous case, be given for varying

PWM/PWI price ratios. In the previous case, (dWI/dWM) was

constant and equal to -1.00. As a result, an optimum point was on

the surface (away from all the axes) only when -P /P ) =-1.00.

WM WI

In this case, the optimum point may be on the surface (away from the

axes) for several PWM/PWI ratios. Assuming PWI = $30. 00, the
90

optimum point will be on the surface for 0< PWM < $26.25.

If PWM > $26. 25 per acre foot, WI should not be produced. The

relevant curve would then be A'B'C'D'E'., The rest of the surface

would not provide any useful information given PWM > $26.25.

Assuming, however, that PWM = $26. 25, the value for PWR is

[(-$30.00)(-28.77) = (-$26.25)(-32.88)] = $863.07 at point A'. The
implicit price of WR varies from

[(-$30.00)(-28.41) = (-$26.25)(-32.46)] = $852.19 at point A to

9OCalculated from (dWI/dWM) = -0.875 (-0.88 in Table 9) at the

40, 000 acre foot level for WM; i.e.,

. (dWI/dWM) = -0. 875 = —(PWM/$30. 00)

PWM = (-$30.00)(-0.875) = $26, 25.
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$863. 07 at point A' on the AA' iso-cost curve (Table 9, Figure 45).

The highest implicit price for We (given Py . = $30. 00) would

result when pWM = 0 and WM = 625. This price was estimated

0

at $904. 00 per acre. 90a At least 625 acre feet of WM should be pro-
duced at all times given PWM_>_ 0.

Net (or total) dollar benefits can also be used to find the price
of WR for movements along this iso-cost surface. Again, it must be
the case that (dWI/dWM) = - (pWM/pWI) at the points compared.
The necessity to meet this requirement can be illustrated for this
case as (dWI/ dWM) is not constant at every point on the surface. Con-

sider, first, a movement between two points where the condition is

satisfied. This is given for movement toward H by:

w w w
M I R NB
10, 000 30, 787 1773 $948, 610
10, 000 27,929 1873 862,870
-2,858 +100 -$ 85,740

which gives the trade-off at:

AW
I 2858 _ A(NB) _ $85,740 _

7 = TJop = -28.58 or o = T = -$857.40.
R R

90

= = 625,
1 0, WM and

WR at approximately 3015 acres. The following trade-offs exist at

*This implicit price would occur at W

that point:
dW /aw_ ) = = -30. 1345, = w.
( I/ M) 0, (dWI/dWR) 0.1 (dWM/dWR) e
Therefore, P = (-$30. 00)(—30. 1345) = $904. 00 per acre.

WR
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A different value results for a movement across the surface in a

) £ -(P /P._). Consider, for exam-

direction such that (dWI/dW wM'TWI

M

ple, the movement from S to H along QR as given by:

Point WM WI WR NB
S 9,000 31,531 1773 $948,430
H 10,000 27,929 1873 862,870

+100 -$ 85,560
which gives the trade -off at:

A(NB

AW
R

= -$855.60.

As expected, the estimated value of WR is incorrect. The derivative
(dWI /dWM) has a different value at each of the points S and H. 71
The estimates of value will be even more distorted if larger
changes are considered. Consider, for example, the movement across

the surface in Figure 45 from point N to point H. The trade-off is

then given by:

Point WM WI WR NB

N 30, 000 14, 448 1773 $908, 440
H 10, 000 27,929 1873 862,870

+100 -$ 45,570

which gives the trade-off at:

1
7 The estimated value of (dWI/dWM) was -0.7365 at point S
and -0.7500 at point H.



231

ANB) _  $45,570

T 7100
AW

= -$455.70 .

The 100 acre increase in WR for the movement from N to H
resulted in a loss in net dollar benefits of $45,570. The average loss
per acre is then $455.70. This is an underestimate of value, how-
ever, as the actual price of WR at point H was shown in (5. 16) to
be $859.35. Again, the failure to use a path across the surface where

(dWI/dW ) = -(P /P.__) resulted in the incorrect estimate of

M WM~ WI

PVVR'

The use of net benefit trade -offs between iso-cost surfaces can
also lead to very misleading estimates of the value of a non-money
valued product. Consider the three points from three different sur-

faces as given by:

Iso-cost
W
Level WM WI R NB ANB)/& WR
$200,000 10,000 27,929 1873 $862,870
275,000 10,000 28, 608 3247 808, 180 -$39.80

350,000 40,000 5,170 4682 705,100 -$71.83

The three points were selected such as to illustrate the (incor-
rect) procedure for calculating trade-offs as advocated by McKean

(Freeman, 1969, p. 570); i.e., net dollar benefits decrease for

92

The computer model could be used to generate the iso-cost
surface for any given iso-cost level. The data supplied here repre-
sents one point on each of the $200, 000, $275,000, and $350, 000
surfaces.
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increases in WR. Each of these points can be viewed, essentially, as
alternative designs or plans for development at a particular project
site. Net dollar benefits are shown to decrease for increases in WR,
the non-money valued product. The first increase in WR of about
1400 acres, for example, results in a reduction in net benefits of
$54, 690, or a 'trade-off' of -$39.80. The second increase in WR
of about 1400 acres gave a reduction in net benefits of $103, 080 or a
"trade-off' of -$71.83. Assume, now, the decision body selects the
point on the $275, 000 surface. The implication of this selection,
according to the McKean approach (Freeman, 1969, p. 570), is that
WR has a value between $39.80 and $71.83 per acre. Selection of the
point where WR = 3247, the argument goes, implies the decision body
was willing to sacrifice at least $39.80 per acre but not $71.83 per
acre. It is concluded that WR is worth at least $39.80 per acre but
less than $71.83 to the decision body. This is not correct. The true
trade-off can only be determined by examining the iso-cost surfaces

in the vicinity of each point. The true value of product W as

RJ

perceived by the decision body for PW = $22.50 and PWI = $30.00,

M

is given by satisfying the optimum conditions at the point on the

$275,000 surface, which are:
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dw P

M _ . _WR
dw_ -40.62 = - $22.50
R
dw P
I ~ WR
el -30. 46 - $30.00 (5.17)
R
dw, - o.75 - $22.50
daw.  ~ 7 ~ 7 $30.00 °
M $

Using (5.17), the price of WR is given by:

PWR = (-$22.50)(-40.62) = (-$30.00)(-30.46) = $983.85 .

Use of the McKean approach would lead to an underestimation of the
value of WR in this case.

The most significant point to be demonstrated in the analysis of
the three -product case, then, is that net or gross benefit trade -offs
will give an estimate of the value of the non-money valued output
(given the choice of the decision maker) only if the optimum combina-
tion of the other two products is used. Also, the calculations must be
made along an iso-cost surface. This point is very significant to the

case where there are more than three products.

Product-Product Trade-Offs for the Case of Four or More

Products. The resource planner may also be faced with calculating
product-product trade-offs for the case of four or more products.

Trade -offs must still be calculated in the vicinity of a point on the
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multi-dimensional iso-cost surface. Given four water products, for
example, there is a three-dimensional surface such as illustrated in
Figures 43 and 45 for every level of the fourth product. A whole
family of three dimensional surfaces would then exist for any given
iso-(minimum) cost level. One approach, in this case, would by
necessity be iterative. The trade-offs between a money and a non-
money valued output would have to be presented for many alternative
levels of the other products.

There is, however, a solution to the problem when more than
three products are involved. The iso-cost relations for the products
must first be identified. Given m products and the multi-
dimensional surface, all the (dWi/de), (i,j=1,2,...,m; i #j),
derivatives can be determined (or at least approximated). The levels
of each money valued product, in turn, will be given at the various
points on the surface where all these derivatives are equal to the
relevant price ratios. These various levels of each money valued pro-
duct can then be combined into a common measure of value using the
respective prices as weights. The result will be a measure of total
dollar benefits at various points along the path on the iso-cost surface
where (dWi/de) = —(PWj/PWi)' Net dollar benefits could also be
used at this point, if desired, as costs are constant at every point on
the path. The value of the non-money valued output can then be deter-

mined (given the choice of the decision body) from the selection of the
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point on the dollar vs. non-money valued output curve. This process
can be illustrated for the previous three product case.

Assume, for example, that PWM = $22.50 and PWI = $30.00.
The relevant path across the surface in Figure 45 is then given by all
product combinations where (dWI/dWM) = -($22.50/$30.00) = -0. 75.
The path, for this case, is the curve DD' in Figure 45. The various
money valued product combinations along DD' can then be converted
to gross or net dollars of benefits using the product prices as weights.
The resulting estimates are given in Table 10. An increase in WR
from 1773 to 1873 acres, for example, gives an average reduction in
total and net benefits of $857.40. A further increase of 100 acres
to . 1973 acres gives a reduction in total and net benefits of $861. 30
per acre. The value of WR at the 1873 level is, as a result, given
by $857.40 < PWR < $861.30. As was shown in (5.16), the value is
exactly $859.35. Such total or net benefit curves could be developed
for as many products as there are of concern in the project. The

most complex empirical problem, then, is the estimation of the iso-

cost relations.

Factor -Product Trade-Off Ratios at One Site

Another problem faced by the resource planner arises when one
of the factors does not have an observable market price. The relevant

trade-off is now given by the factor-product trade-off ratio. Assume,
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Table 10. Estimates of total and net dollar benefits and value of WR
along the $200, 000 iso-cost surface where
dWI/dWM = -0.75, Bronco dam site, Knife River Basin,
North Dakota.

Total Net Surface ATB ANB
Benefits Benefits Area AWR B AWR
(TB) (NB) (WR)
(dollars) (dollars) (acres) (dollars)
1,234,020 1,034,020 1673
1,148,610 948,610 1773 -854.10
1,062,870 862,870 1873 -857.40
976, 740 776,740 1973 -861.30
890, 280 690, 280 2073 -864.60
803,400 603,400 2173 -868.80
716, 160 516, 160 2273 -872.40
628,560 428,560 2373 -876.00
540,570 340,570 2473 -879.90
452, 160 252,160 2573 -884.10
363,360 163, 360 2673 -888.00
274,170 74,170 2773 -891.90
225, 000 25, 000 2828 -894.00%

a . . . . .
Iast increment in WR is only 55 due to the constraint on capacity;

i.e., the maximum surface area for the $200, 000 expenditure level
is 2828 acres.
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for illustrative purposes, the proposed dam and reservoir at the
Bronco site would inundate a wilderness area. 93 Investment capital,
then, can be combined with the wilderness area to produce water for
irrigation (WI). As a result, wilderness area is an input into the
production of WI. The basic relations in (5.3) and (5.4) can also be
used to solve this problem.

The surface area of the reservoir was used as a measure of the
number of acres of wilderness area used to produce water products.
This reflects the assumption that a wilderness area is lost to all other
uses once it has been covered with water (even for a short period of
time). The production function relation is, as a result, given directly

from (5.4) by‘:94

0.03653 - '\/(0-03653)2—(4)(0.000000025712)(WA-749.33)

Wg ~ (2)(0.000000025712)
(5.18)
where,
Ws = water in storage,
WA = wilderness area inundated.
93

This was not considered a problem in the previous study
(North Dakota State Water Commission, '""The Plan...', 1971). There
were groups in the State at the time, however, that did not want to
inundate the river valley. Rather, those groups wanted to maintain
present use which was primarily as range land for livestock. Only in
this sense is the present example descriptive of the real situation at
the Bronco site.

4
See Appendix C for the algebraic manipulations.
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The level of WA was then changed arbitrarily to give various levels
of Ws. The Ws was then allocated to the production of WI. The
resulting relations from (5.18) are represented in Figure 46 for
annual cost levels of $200, 000-$650,000 in $75, 000 increments.

The basic data used in the development of the $200, 000 curve is
presented in Table 11. At the $200, 000 expenditure level, for
example, the '"application'' of 1673 acres of wilderness area (WA)
gives the zero level of WI (point A, Figure 46 and Table 11). An
increase in the use of WA to 2273 acres results in about 17,261 acre
feet of water available for WI at point Q. If WA is increased to
approximately 3000 acres, WI will be about 38, 614 acre feet as
represented at point A' in Figure 46. At point A', then, nearly 3000
acres of wilderness area must be used (as an input) to produce about
38,000 acre feet of WI, the water product. Increases in the annual
cost resulted in shifts, to the right, in the production function relation.
This occurs due to the assumption made regarding useable reservoir
capacity. As was noted earlier, it was assumed that the reservoir
would always be at 40 percent of capacity. As a result, larger struc-
tures (as shown by increases in annual cost in Figure 46) result in
larger areas of WA inundated. For the $200, 000 expenditure, for
example, 1673 acres of WA were covered with water when the
reservoir was at 40 percent of capacity. This level of use for W

A

is represented at point A in Figure 46. At point H, 5900 acres of WA
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Figure 46. Production function relations, water for irrigation (WI) as a function of acres of

wilderness area inundated (WA), Bronco site, Knife River Basin, North Dakota,



Table 11. Water for irrigation as produced from various levels of wilderness area inundated,
Bronco dam site, Knife River Basin, North Dakota.

Water for Wilderness Area Remaining Net a b

Irrigation Inundated Wilderness Area Benefits dWI/dWA d(NB)/'dWA
(WI) (WA) (WAN) (NB)

(acre feet) = - - - - - - . - (acres) - - - - - - - - - (dollars)

0 1673 1321 -200, 000 28.41

2,846 1773 1221 -114,620 28.52 853.96
5,705 1873 1121 - 28,850 28.64 857.54
8,576 1973 1021 57,280 28.77 861.17
11,458 2073 921 143,740 28.89 864.84
14, 354 2173 821 230,620 29.01 868.56
17,261 2273 721 317,830 29.14 872.33
20,182 2372 621 405,460 29.27 876.15
23,115 2473 521 493,450 29.40 880.02
26,062 2573 421 581,860 29.53 883.94
29,021 2673 321 670,630 29.66 887.91
31,994 2773 221 759,820 29.80 891.94
34,981 2873 121 849,430 29.94 896.02
37,982 2973 21 939,460 30.07 900. 16
38,614 2994 0 958,420 30.10 903. 00

®Rate of change in WI

bRate of change in net benefits (NB) for a change in WA.

for a change in WA; i.e., the factor-product trade-off ratio.

0%¢
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are covered when the reservoir level is at 40 percent of capacity.
Point H is on the production function for the $650,000 expenditure
level.

The factor -product trade-off ratio was found to increase for
increases in WA at any given expenditure level. Moving from point

A toward point A' on the $200, 000 production function, for example,

results in the changes:

w AW AW w
Point A AWA WI I I/A A
A 1673 0
Q 2273 600 17, 261 17,261 28.77
A’ 2873 600 34,981 17,720 29.53

The first increase in WA of 600 acres resulted in an increase in WI
of 17,261 acre feet for a factor -product trade -off ratio of 28.77. The
second increase in WA of 600 acres gave a trade-off ratio of 29.53.
The point estimates of the slopes (dWI/dWA) are presented in Table
11. The same type of relations prevail throughout the entire family of
curves in Figure 46, with the transformation ratio (point estimate)
varying from 28.41 at point A to 63.30 at point H'.

The point estimates of the factor-product trade-off ratios are

illustrated in Figure 47. Curve AM is a continuous curve generated

over the entire range of expenditures from $200, 000 to $650, 000.

5
K Point A' is actually at W, = 2995. The 2873 level was chosen
such as to keep AWA constant for illustrative purposes.
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Figure 47, Marginal productivity (MPWA) of wilderness area (WA) as used in production of water
for irrigation, Bronco site, Knife River Basin, North Dakota.
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Only segments of the curve, however, represent particular expendi-
ture levels. The trade-off ratios for the $200,000 expenditure level
(from Table 11), for example, are represented on segment AD of
curve AM in Figure 47. Similarly, the trade-off ratios for the
$650, 000 expenditure level are represented in the IM segment of the
curve. The various segments were also found to be overlapping,
which indicates the areas on the respective production functions having
equal slopes. The trade-off ratios in the BD segment of the AM
curve, for example, occur on both the $200,000 and $275, 000 produc-
tion relations (Figure 47). The relation AM in Figure 47 also reflects
the increasing returns situation. The curve, essentially a summary
of several marginal product relations, is increasing rather than
decreasing in every segment.

The factor-product trade-off ratios for this case, then, increase
as WA is increased. This necessitates a different interpretation of
a decision to produce at a particular point. The value of WA, PWA’
is not revealed directly from the choice of a point on the total product
schedules of Figure 46 or of a particular trade-off ratio in Figure 47.
This point can be clarified with reference to curve CEB in Figure 48.
Curve CEB represents the factor-product trade -off ratios for the
$200, 000 cost level and is identical with section AD of curve AM in
Figure 47 except for scale of the illustration. Assume the decision

body selects point A' on the $200, 000 production function in Figure 46.
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Figure 48, Factor-product trade-off ratios (MPWA), wilderness area (WA) as a factor in
the production of water for irrigation, $200, 000 cost level, Bronco site,
Knife River Basin, North Dakota.
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The trade -off at that point is 30. 10 as represented at point B in Figure
48. Using the equilibrium condition developed in previous chapters,

it would appear that:

dWA PWI $30.00
or,
P = ($30.00)(30.10) = $903. 00.

WA

The price of WA is not, however, $903.00 per acre. If the price of

WA were $903. 00, the net benefits at point A' in Figure 46 would be:

NB=P__ W -P C

WI' I WA A"
= ($30.00)(38,614) - ($903.00)(2994) - $200, 000

= -$1,945,162 .

There would be a loss of nearly $2, 000, 000 at point A'. In fact, using
the price of WA at A' implies the decision body had the goal of
maximizing losses. All the prices taken directly from choice of a
particular trade-off ratio on CEB in Figure 48 are the maximum loss
prices of WA. The second order conditions are not met at any point
on AA' in Figure 46 (or CEB in Figure 48). The important point to
note is that the price of any factor cannot be taken directly from a

factor -product trade -off curve that has a positive slope.

Further information regarding the choice process used by the
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decision body must be available before the implicit price can be made
explicit. Assume, for example, the decision body requires that net
dollar benefits are non-negative. Given this additional information,
choice of point A' over any other point on AA' in Figure 46 implies
that marginal dollar benefits of using WA to reach A' exceed the
marginal dollar costs by a sufficient magnitude to make net dollar
benefits at least zero. An approximation of price can be found, then,
by finding the price of WA that makes net benefits equal to zero at

oint A' (point B in Figure 48). This price is given by (data from
p p g

Table 11):
NB:PWIWI - PWAWA -C=0
= ($30.00)(38,614) - (P )(2994) - $200, 000
WA
or,
_ $958,420 _
PWA___2994 = $320.11.

This is the price of WA that exactly exhausts all the net dollar bene -
fits from WI production up to WR = 2994 acres.

The implicit price of WA is even lower than $320. 11 per acre
when some point between A and A' is selected. Assume, for example,
the decision body chooses point Q in Figure 47. The factor-product

trade-off ratio at point Q is 29.14 as represented at point E in Figure

48. Using the (incorrect) direct approach, PWA is given by:
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dw P P

I WA WA
— = 29.14 = =
dWA PWI $30.00
which implies that:
P = ($30.00)(29.14) = $874. 20.

WA

If the trade-off schedule were downward sloping, this would be the
implicit price. Assuming, again, the decision body requires net

benefits to be at least zero, the implicit price of WA is given by:

= - W -
NB PWIWI PWA A C
= ($30.00)(17,261) - P._ (2273) - $200, 000 = 0
WA
or,
= $139.83.
PWA $139.8

A total of 2273 acres of wilderness area were, in essence, ''pur-
chased' at $139.83 per acre to provide 17,261 acre feet of water.

The implicit price is considerably below the level of $874. 00 per acre
estimated with the direct approach.

The importance of the foregoing illustrative examples becomes
apparent only after trying to apply the techniques advocated by some
authors for evaluating elements such as wilderness areas, wild and
scenic rivers, and other resources. The most favored technique is to
represent net dollar benefits as some function of the non-money valued

element. Such a ''net effect'' curve is represented in Figure 49 for the
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Figure 49. Net benefits (NB) from ""non-use" of wilderness area (WAN) in production of
water for irrigation, price of water for irrigation at $30.00 per acre foot,
$200, 000 expenditure level, Bronco site, Knife River Basin, North Dakota.
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present case. Movement from C' toward B' in Figure 49 represents
increases in the amount of WA used in WI production. Points B, E',
and C' correspond directly to points B, E, and C in Figure 48. The
horizontal axis, then, represents ''non-use'' of W (W ) in W

A AN I
production. The remaining wilderness area (WAN) and the net bene-
fit levels are also shown in Table 11. The ''trade-off', it is argued by
some, results as ''non-use'' is increased from O toward point C' in
Figure 49. The slope of B'C' is said to be the trade-off, and as a
result, gives an indication of the value of WA (as soon as the deci-
sion maker chooses a point on C'B'). Assume the decision body (as
in the previous example) selects point E' where WAN =721. An

estimate of the slope at point E' is given by:

W AN NB AN B)/ AWAN
621 $405, 460 .
821 230,620  $874-20

The implicit price of WA, it is argued, is given by $874.20 per
acre. This value was shown to be incorrect in the previous example.
Assuming the decision body wants to insure that net benefits are at
least zero, the value of WA was shown to be at most, $139.83 per
acre. The reason for this distortion, of course, is the positive slope

of the trade-off function.

The use of net benefit curves may also lead to misleading
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estimates of the value of WA when some initial price was used to
develop the net benefit curve. Assume, for example, the wilderness
area was owned by private individuals willing to sell WA for $50.00
per acre. The ''starting'' price of WA would then affect the estimated
value of WA. The net benefit values for this situation are presented
in Table 12. Assume the decision body, again, selects point Q on the
production function relation AA'. The estimated price at point E (and

E') is now given by (from Table 12):

VAN NB ANBY AW,
621  $286,810
821 121,970  $824.20

This is distorted by the amount $874.20 - $824. 20 = $50. 00, which
was the starting price. Even this estimate, of course, is incorrect
because of the increasing factor -product trade-off values. If the
trade-offs were declining, this adjustment would have to be made;
i-e., the "'starting' price of W,k would have to be added to the price

A

estimated with the net benefit curve.

96

The problems associated with calculating trade-off ratios with
net benefit curves when there are two or more products were not
illustrated here. The conceptual models of Chapter IV indicated, how-
ever, that net benefit trade~-offs must also be used with caution for
that case.
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Table 12. Water for irrigation as produced from various levels
of wilderness area inundated, purchase price of W
equal to $50. 00 per acre, Bronco dam site, Knife
River Basin, North Dakota.

Water for Wilderness Remaining Net
Irrigation Area Inundated Wilderness Area Benefits
(WI) (WA) (WAN) (NB)
(acre feet) (acres) (acres) (dollars)

0 1673 1321 -283, 650
2,846 1773 1221 -203,270
5,705 1873 1121 -122,500
8,576 1973 1021 - 41,370
11,458 2073 921 40,090
14,354 2173 821 121,970
17,261 2273 721 204, 180

20,182 2373 621 286,810
23,115 2473 521 369,800
26,062 2573 421 453,210
29,021 2673 321 536,980
31,994 2773 221 621,170
34,981 2873 121 705,780
37,982 2973 21 790,810
38,614 2995 0 808,720

Comparison of Recommendations Regarding Trade-~Off
Ratio Concepts and Procedures

Several recommended approaches to trade-off ratio calculations
have already been outlined in this study. The most frequently recom-
mended approach to trade-off ratio calculations has been to '"trade-
off'' net dollar benefits for some resource or product not having a

known, market determined price. This approach is recommended by
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several authors. T There is never any discussion, however, regard-
ing the role of costs in calculating the net benefit functions. Also,
none of these authors appear concerned over the necessity for keeping
resources and products separated in the trade-off calculation process.

The net benefit trade-off calculation models must be viewed
with great caution. The test study accomplished for the Water
Resources Council by Major (1970) is a case in point. A net benefit
curve (net effect curve) was obtained by subtracting a cost curve from
an overall benefit curve (Major, 1970, p. 37). This net benefit curve
was then plotted against flood pool elevation. The flood pool elevation
axis was then transformed into acres of ecological area preserved.
The resulting curve was labeled a ''net benefit transformation curve''.
The curve derived in that study is reproduced in Figure 50.

The trade-offs calculated along a curve such as the one depicted
in Figure 50 are completely different than any conceivable ''trade-off"
well based in economic theory. Every point on the curve represents a
different project with different costs. As a result, the curve is not an
iso-cost curve. Also, the relation is not a production function rela-
tion as production functions are representative of physical phenomenon.
The nature and meaning of the relation in Figure 50 is at best, con-

fusing and, at worst, misleading. The relation illustrated in Figure 50

C”See Chapter II.
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Figure 50. Net dollar benefits (NB) vs flood pool elevation (E) and ecological acres saved(EA).
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can best be described as a net benefit curve from a long run produc-
tion function (all factors varying) where ecological acres used (moving
from right to left along horizontal axis) is a factor in the production of
other products (which give rise to net dollar benefits). Ecological
acres cannot be considered a product of water resource development,
but rather a factor in the production of water products. As a result,

ecological acres are transformed into water products. It follows that

factor ~-product trade-off ratios should have been calculated. Also,
net dollar benefits could only be calculated with some implicit price on
ecological acres. This value is not mentioned in the study report.
Preference functions were also developed in the Major study.
The preference functions were then placed on the net effect curve,
yielding points B and C in Figure 50. Point B was selected from the
preference function representative of the Corps of Engineers. Point
C was selected based on the preference function of a group of conser -
vationists (Major, 1970, pp. 41-44). On the basis of those selections,
it was suggested that the Corps placed a value of $1700 on the last
acre of ecological area received up to point B. The conservationists,
on the other hand, valued the last acre at $15,000. It is beyond the
perception of this author, however, how any group or individual can
choose a point on a net benefit curve such as that illustrated in Figure
50 without knowledge of the attendant costs and total benefits used in

the calculation process. It seems possible that point B (or any other
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point) could result from an investment in the high millions (maybe
billions) or for a much lower investment level. There is one entire
dimension (cost) missing in such a diagram. Individuals or groups
may prefer a plan that generates slightly over $1M (such as point C)
to one generating slightly over $1.5 M (such as point B) merely
because less resources were used at point C (not because of a strong
preference for ecological acres). [If, indeed, less resources were
used in the plan represented at point C, other products (possibly non-
water related) could have been generated. As noted previously, how-
ever, it was impossible to determine from the study report what the
costs were at each of the points on the ''net effect' curve. Costs
evidently were not considered relevant to the choice process.

Another interesting aspect of using net benefit curves relates to
the characteristic of any economic optimization process. The calculus
of economic optimization does not require net benefits to be positive.
Economic optimization requires only that net benefits be maximized.
The net dollar benefits may, indeed, be negative. The actual level of

net returns (net benefits) are of concern only after the optimum pro-

duct mix and resource use levels are determined. At that point, the
decision to produce or not produce is made. The absolute level of

net benefits does not play any role in economic optimization until the
optimum point in the multi-dimensioned product space is discovered.

Based on that argument alone, it makes little sense to find tangency
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points of preference functions to net benefit curves.

A slightly different approach, discussed in Chapter II of this
study, was developed by DeVine (1966). In that approach total cost is
held constant while various allocations of cost are made among the
various water products. Total dollar benefits from water reclamation
are 'traded-off' for increases in total benefits to recreation (meas-
ured in user-hours) for a constant level of cost. The data provided in
Tables 1 and 2 (Chapter II, p.29 ), as reproduced from DeVine, is
illustrated by curve ABCD in Figure 51. Point A, for example,
represents a $1 M allocation to water reclamation while point D
represents a $1 M allocation to recreation. Other points along the
curve represent different allocations of $1 M. At point B, for exam-
ple, $0.5 M was allocated to each of the water related outputs.

Trade -offs are interpreted to be the slope of curve ABCD. Movement
from B to C, for example, results in a loss of $150, 000 in water
reclamation benefits and gives a gain of 300, 000 hours of recreation.

The average slope of the curve is given by:

A(TB) _ $150,000 _

Ahrs' 300,000

-$0.50

The implied minimum value of recreation is $0.50 per hour.
This concept of a "trade-off' is consistent with the iso-cost framework

of this study if it is assumed that all the water products included in
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Figure 51. Iso-cost relation between total dollar benefits for reclamation (TB) and user-
hours of recreation (R).
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"total reclamation benefits'' are in the proper ratios. Stated in another
manner, the approach is identical to the approach recommended here
if the equilibrium conditions (dWi/dWJ_) = —(PWJ. /PW'L)
(i,j=1,2,...,m; i # j) are satisfied for all the m water products
considered in the water reclamation classification.

Another approach was taken by Marshall (1970). An understand-
ing of the underlying production relation is crucial to a correct inter-
pretation of the trade-off calculation process as envisioned in that
paper. It is impossible to determine exactly, from the information
provided, whether the production process is best described as
factorially determined, assorted, or some variation of one of these
major classes. Some possible relations can be postulated, however.

Assume the functions used by Marshall were factorially deter -

mined without coupling (a =0, k = 0). Given that determination,

the production function relations can be represented by:

NED = f(xl,xz, R ,xn)
EQ = g(xl,xz,..-,xn) (5.19)
RD = h(xl,xz,.. .,xn)
where,
NED = national economic development effects (presumably gross

or net national product) measured in dollars,

index of environmental quality,

1l

EQ
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RD = regional economic development effects, measured in
dollars,
x, = factors of production (i = 1,2,...,n).

Given (5.19), the values represented in Table 3 (Chapter II, p.31)

imply a path across several iso-cost surfaces has already been chosen

prior to the determination of trade-offs. Each of the points (designs)

in Table 3 (Chapter II, p. 31) represents a point on a different iso-
cost surface. It follows that product-product trade-offs cannot be
determined from the data in Table 3. There is, however, an implicit
(but unreported by Marshall) trade-off among the products at every
point (design). Stated in another manner, there is an implicit price
for each product already in the data provided. The value of EQ
cannot be discovered because it has already been assigned. This point
can be more clearly understood by reference to Figure 52. Points A,
B, C, D, E, F, and G correspond to Designs 1-7, respectively, in
Table 3 (Chapter II, p. 31). The cost is different at every point; i.e.,
each point is on a different iso-cost surface. The trade-offs at any
one point, then, are given by the slope of the iso-cost surface at that
point for the products of concern. The trade-off between NED and EQ
at point G, for example, would be given by the slope of the iso-cost
surface (for a cost of $700, 000) at point G with respect to the NED,

EQ plane. The trade-off between NED and EQ at point G is, as a
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Figure 52. Iso-cost surfaces for national economic development (NED), regional economic development (RD), and environmental
quality (EQ).
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result, also affected by the level of RD. Marshall does not, however,
refer to trade-offs in that manner.

The real result of using the approach recommended by Marshall
(based on the previously noted assumption of factorially determined
production without coupling) is finding the optimum scale of the pro-
ject without making the trade-offs explicit. Choice of Design 6 (point
F) over Design 5 (point E) was said to indicate that '...$60,000 of
NED equivalent benefits are willingly foregone for 2 units of EQ bene-
fits and $80, 000 of RD benefits'' (Marshall, 1973, p. 4). The choice
of Design 6 does not, however, give any indication of the trade-off
(or the slope) along the iso-cost surface for Design 6. If, indeed,
Design 6 is chosen over Design 5, all that can be said is that marginal
benefits (from all products, including EQ and RD) exceeded the
marginal costs (in this case $100, 000) for the movement. There are
no trade-offs involved. In fact, if the production relations illustrated
in Figure 52 are factorially determined without coupling, the resource
planner has already used a set of implicit prices to derive the path
across an iso-cost surface (in this case, across several iso-cost
surfaces).

A slightly different interpretation of the data supplied by
Marshall must be made if the true underlying production relations are
still factorially determined, but the products are joint (a = 0, « > 0).

The production relations would then be given by some relations like:
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RD = f(NED)
EQ = g(NED) (5.20)
NED = h(xl’XZ’ ,xn)

Given a particular level of each resource, the product mix is auto-
matically known without any further product substitution possible.
Using this approach, the products are joint if for the particular levels
of each resource used in Design 5 (for a total cost of $500,000) ,
$660,000 of NED and 2 units of EQ and $850, 000 of RD were produced
without any choice regarding the product mix. The particular
resource levels used in Design 5 must necessarily result in the pro-

duct mix shown for that design with absolutely no freedom of choice

by the analyst regarding the product mix. The only influence the
analyst-planner has is in the choice of the various levels of resources
used. Movement from Design 5 to Design 6, again, says nothing of
trade-offs. The relation among the products is fixed once the
resource levels are chosen. It follows there is no way to calculate
trade-offs along an iso-cost surface, because an iso-(minimum) cost
surface for this case is only a point. Again, the only thing that can be
determined from a choice of Design 6 over Design 5 was that the
marginal benefits exceeded the marginal costs for the movement.

Product-product trade-offs are not relevant for the case of joint pro-

ducts.
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Another possible description of the data used in Marshall (1970)
is assorted production without coupling (a >0, « = 0). The implica-
tions for trade-off calculations are even different for this case. The

relations could then be represented by:

RD = f(X._ X, _seee,%X__)

IR 2R nR
EQ = g(X y X s y X )
1 2
E E nE (5.21)
NED = h(xlN, XZN’ cen ,an)
X, = ZX..
i ij
j
where,
Xij = amount of the ith factor allocated to production of the jth
product, (i. = ]-’ 2: e e ey, N3 j = RD:EQ: NED)-
These relations can also be presented as:
F(NED,EQ,RD;x,,x,,..-,%_) =0,
172 n
or, (5.22)

G(NED, EQ,RD;C) = 0.

Given the relations in (5. 22), changing from Design 1 toward Design
7 again implies movement across several iso-cost surfaces (much the
same as for factorially determined production without coupling).
Again, trade-offs cannot be calculated from the information given in

Table 3 (Chapter II, p. 31). The trade-off ratios would be the slopes
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of each iso-cost surface in the neighborhood of the data points.
Movement along some path across the several surfaces will not give
the trade-offs. All that can be said is that marginal benefits exceed
(or at least equal) marginal costs in the movement from Design 5 to
Design 6 (if, indeed, 6 was chosen over 5). Also, Marshall implicitly
assumed that all the money valued products were, indeed, in the cor-
rect ratios as defined in the equilibrium conditions
(dW.l/dWJ.) = —(PWi/PWJ_) (i,j=1,2,...,m; i #j) for m water
products. In fact, all of these conditions would have to hold at every
point on the path Marshall chose to follow among and across the vari-
ous iso-cost surfaces.

Other literature on trade-off calculations as discussed in Chap-
ter II of this study include mainly variations on the approach utilized
by Major. The paper by Miller and Byers (1973), for example, is a
direct application of the approach advocated by Major. Nearly all
authors that have written on the subject of trade-offs in water
resource development in relatively recent years have followed a simi-
lar approach to that used by Major. The only exceptions, as discov-
ered by this author, include the DeVine and Marshall reports just

98

reviewed.

98

The article by Castle ('"Economics of...", 1973) raised many

potential problem areas in trade-off calculations, some of which were
dealt with here.
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Evaluation of Federal Planning Procedures

The latest document guiding the plan formulation processes
carried out directly by the Federal government and by State or other
entities receiving Federal support was approved by the President in
October of 1973. This document, entitled '"'Principles and Standards
for Planning Water and Related Land Resources' (WRC, ""Establish-
ment of...", 1973, pp. 24778-24869), evolved over several years of
effort by the Water Resources Council. 99 Basically, this document
outlines in some detail the theoretical and technical concepts (princi-
pals and standards, respectively) that are to guide water and related
land resource planning in the United States. Future planning efforts
are to include explicit and direct consideration of possibilities for the
enhancement of national economic development and environmental
quality. The designers of the new principals and standards, then,
clearly recognized a need for multiple objective planning. A problem
in valuation is explicitly recognized. Trade-offs are to be calculated
among incommensurables.

A curious feature of the document, however, is the lack of a
concise definition of a trade-off. Only some vague notions of the con-

cept can be extracted from the document. In fact, there seems to be

9See Chapter II for a discussion of the development process
and major features of the document.
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some confusion as regards what trade-off is to be calculated. The
product-product and factor-product trade-off ratios are of concern in
some sections, while the consumption trade-off ratio is discussed in
other sections, with no delineation of the different concepts. Con-
sider, for example, the paragraph (WRC, ""Establishment of...",
1973, p. 24796):

The priorities and preferences of the various individuals
affected will vary and, accordingly, there will likely not
be full agreement among all affected on whether certain
effects are beneficial or adverse or on the relative trade-
offs between objectives. However, when any plan is
recommended from among alternative plans, there is an
implicit expression of what is considered to be the affected
group's priorities and preferences (underlining added).

This notion of a trade-off is the consumption trade -off as defined in
this study. At another point in the new planning document, it is noted
that (WRC, "Establishment of...", 1973, p. 24830);

In this (plan) formulation step, an analysis and comparison
of alternative plans is outlined to make the following deter -
minations;

1. the effectiveness of given alternative plans in meeting
the component needs of the objectives;

2. the differences among alternative plans in terms of
their contributions to the objectives and where
appropriate their effects on regional development
and social well-being; and

3. the relative value of those beneficial and adverse
effects that are essentially presented in nonmonetary
terms, in terms of what is given up or traded off
among plans with varying degrees of contributions to
the objectives (underlining added).

This notion of a trade-off ratio is somewhat akin to the product-

product and factor -product trade-off ratios of this study. Very
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intuitive notions of the trade-off concept appear to have been used
because of the inconsistency in the use of the term.

The most consistent use of the term trade-off was with reference
to reductions in net dollar benefits for some increase in a non-market
valued good. In one of the hypothetical numerical examples included
in the planning document, trade-offs were viewed as reductions in net
national economic development benefits for an increase in the contri-
bution to the environmental quality objective. Trade-offs were cal-
culated between a plan selected by the resource planners (Plan C) and
one not selected. The example data used for illustrative purposes
in the planning document is reproduced in Table 13. The trade-off
value for this example was said to be a reduction of ($30-20=) $10 in
net benefits to achieve the improvement in environmental quality
represented by improvements in water quality for 100 miles of river
in Plan C. This was accomplished, in this hypothetical case, by add-
ing reservoir capacity for downstream low flow augmentation. It
should be noted, however, that costs were reduced by $10 at the same
time that net benefits were reduced by $10 (Table 13).

The net benefit trade-off ratio, as calculated from the data in
Table 13, must be used with caution. Several important relations were
not considered in that analysis. The conceptual models of this study
and the empirical examples of this Chapter provide some insight into

the manner in which the actual trade-offs for the hypothetical data of
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Table 13 should have been calculated. Assume, for example, the
prices used in the development of the total benefit estimates of Table

13 are given by (chosen arbitrarily for discussion purposes):

Poc =$1.50
=$1.

PR $1.00

PP:$2.00

Using these prices, the physical units produced at the site for each
alternative plan are given in Table 14. The data of Table 14 is
identical with the data derived from the planning document (Table 13)
except beneficial effects are represented in physical units. Note that
"miles of quality water (M)'' has been added as one of the beneficial
effects. The data of Table 14 can now be illustrated in a three-
dimensional figure to better demonstrate the notion of a trade-off.
The flood control level is the same in both plans so this element can
be ignored in the diagrammatic representation.

The plan with EQ deleted (miles of quality water = 0) is shown
at point A (Figure 53). Point B represents plan C where recreation
was reduced to 20 units, power was reduced to 15 units, and ''miles of
quality water' (M) was increased to 100 miles. The cost at points A
and B was given as $90 and $80, respectively. Assume, now that
other combinations of FC, P, R, and M were possible at each of the

given cost levels. Assume, also, that all these other combinations
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Recommended Plan
with Service to EQ
Objective Deleted

Recommended Plan C

NED objective:
Beneficial effects:

FC $ 50
Recreation 30
Power 40

Total $120

Adverse effects:
Project construction and OM & R $90
Net beneficial effects $30

EQ objective:
Beneficial and adverse effects 1,

2. 3, 500 acres flat water.

3. Inundate 11 miles free
flowing stream.

$ 50

20
_30
$100

$80
$20

. Meets State water quality

standards over 100 miles
stream.

. 3, 000 acres flat water.
. Inundate 10 miles free

flowing stream.

Reproduced from (WRC, "Establishment of ...", 1973, p. 24855).

Table 14. Project data.(derived).

Plan with
EQ Deleted Plan C
NED objective:
Beneficial effects:
Flood control (FC) 33.33 33,33
Recreation (R) 30. 00 20.00
Power (P) 20. 00 15.00
Miles of quality water (M) 0 100. 00
Total dollar benefits $120. 00 $100. 00
Adverse effects:
Project construction and OM & R $90. 00 $80.00
Net beneficial effects $30.00 $20.00




270

40

30

20

. B
)
1
A ?—- — ] — —_— —
{ 0 50 100 150
/
/ Miles of quality water (M)
A 10

20

30

Figure 53, Alternative plans for provision of power (P), recreation (R), and environmental quality
improvements (M),
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(as well as the combinations at A and B) were produced at least cost.
As a result of these specifications, points A and B now are on iso-
cost surfaces of the general nature shown in previous sections of this
Chapter. Point A lies on the $90 surface and point B is on the
$80 surface. Trade-offs are now given at points A and B and not for
movements between A and B as accomplished in the planning document.
Points A and B are not directly comparable as the cost level is dif-
ferent at each point. The trade-offs, for this case, are the values of
the derivatives (dP/dR) and (dP/dM) at each point. These deriva-
tives cannot be obtained from the data of Table 13 but could be
approximated once the two different surfaces were identified. The
trade -off of -$10 for an increase in M by 100 miles, as discussed in
the planning document, is not a trade-off as defined in this study.

Given that points A and B do in fact represent points on iso-cost
surfaces, an implicit value of the M product was already assigned by
the resource planners at each point. Point A, one of the alternative
plans obtainable with an expenditure of $90, could not have been
selected from all the other designs on the $90 surface unless a value
had been assigned to M by the resource planners. Similarly, point
B on the $80 surface could not have been selected from all the designs
on that surface without assigning a value to product M. As a result,
the relative value of M cannot be determined by the change in net

benefits occurring for the movement from point A to point B (from one
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surface to another) as recommended in the planning document. The
value of M had to be known to define the path between A and B.

The real meaning of the choice of point B (plan C) over point A
can only be ascertained after explicit recognition of the implicit
expansion path used for the movement between the points. The expan-
sion path, in turn, is defined by the relative price ratios at each of the
points A and B. The resource planner, as a result, has tremendous
flexibility in influencing the final outcome as the location of the path
between the various surfaces is determined by the planners perception
of the value of M. Assume some path has been determined. Given
that information, selection of point B over point A would then imply
that the marginal benefits, both monetary and non-monetary, were
less than the marginal costs for the movement from B toward A; i.e.,
net benefits (both monetary and non-monetary) were greater at point
B than at point A. As a result, the decision body decided to ''stay'' at
point B. Migration up the path from B toward A (the movement
between surfaces) was not ''profitable'’; marginal social costs evi-
dently exceeded marginal social benefits in the movement from B
toward A. This is all that can be said given only points A and B. No
trade-offs are involved.

Another interpretation of the data in Table 13, as reproduced
from the planning document, is also possible. In the previous inter-

pretation, it was assumed that iso-cost surfaces did in fact exist.
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Based on the empirical estimation at the Bronco site, this assumption
is defensible for most dam-reservoir configurations. The possibility
exists, however, that FC, P, R, and M are joint products. In that
case, there is no iso-cost surface, per se, but rather a series of
points (such as A and B) in the multi-dimensional space. Each point,
in turn, has a particular (minimum) cost. Even with this interpreta-
tion, however, trade-offs are not defined for movements from one
point to another over varying levels of cost. Choice of point B over
point A would again imply only that marginal benefits were less than
marginal costs in moving from B toward A; i.e., the resource
planning group decided to ''stay'' at point B where (evidently) net

benefits were at a maximum. Given FC, P, R, and M are joint

10
products, there is some set of factor-free relations such as: 0
FC = {(P)
P = g(R)
(5.23)
R = h(M)
M = e(C)

or,

100
Many other possibilities also exist. One of these is given by:

FC = £(C) R =h(C)
P =g(C) M =e(C).
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rlFc,P) = 0
FXP,R) =0
3 (5-23a)
F (R,M) =0
FYM,c) =0

where C = cost.

The degree of assortment, a, is zero and the degree of coupling, k,
is three. Given some level of cost, the levels of FC, P, R, and M
are determined by the physical relations. The ''expansion path', as a
result, is given as soon as C is known. The ""expansion path', in
this case, is not influenced by the resource planners' perception of
relative prices but rather by the physical production relations.
Another important problem area in the new planning document
also relates to the use of net dollar benefits in trade-off calculations
and, as a result, for estimates of value. The principles and standards
actually describe a process for discovering trade-offs among various
social objectives at the macro, aggregate level. The recommendation
to use net income in trade-off calculations is valid at the macro level.
The ''net income'' to be used at this level, however, is net national

101 .
income. One can envision (vaguely) the transformation surface

101 .
Net national income is an aggregate concept, more commonly

referred to as net national product. Net national income, then, is the
difference between gross national product and the capital consumption
allowance. Gross national product, in turn, represents the dollar
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for the Nation having net national income on one axis. All the other
social objectives, represented by some other measures of achieve-
ment, would form the other axes. Trade-offs and resulting estimates
of value would then arise for movements along this surface. Net
national income, for example, may have to decline (or increase) to
achieve a higher level of environmental quality. The implicit value of
environmental quality achievements is then given, for movements over
the Nation's transformation surface, at the point selected by society.

The problem with the recommendations in the planning document

regarding trade-off calculations is the use of net dollar benefits gen-

erated at the project level as a measure of net national income. This

is confusing a very important, but subtle, set of issues. Net dollar
benefits are a micro concept and must not be confused with the macro
concept of net national income. In fact, a meésure of net national
income at the project (micro) level is given by total (gross) dollar
benefits, less depreciation on capital items, generated from the
government investment. All the factor payments (for project construc-
tion, maintenance, operation, and repair) must also be included to
provide a measure of net national income. All these factor payments
have been subtracted in a measure of net dollar benefits generated at

the project level. The failure to recognize this very important

value of all goods and services produced during some known period of
time (usually a year). Net national income is also sometimes referred
to only as ''national income'. See Ackley (1961, pp. 25-37).
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difference has led to some confusion over the measure of money
valued benefits to be used in trade-off calculations.

Net national income, as measured by total dollar benefits,
should be used in trade-off calculations. This would be consistent
with calculating trade -offs along the Nation's transformation surface.
It is implicitly assumed, then, that resources or costs are constant.
As a result, net dollar benefits can also be used in trade-off calcula-
tions as long as trade-offs are calculated along an iso-cost surface.
The reason for this, of course, is that changes in net dollar benefits
are identical to changes in total dollar benefits (the measure of net
national income) when costs are constant. The recommendation to use
net dollar benefits in trade-off calculations at the project level is valid
only when the trade-offs are accomplished along an iso-cost surface.

The definition of a component should also be made explicit in the
planning document. Given that trade-offs are to be calculated among
components, it becomes important to discover the various levels.
There is little difficulty with the ""components'' of the national eco-
nomic development objective, some examples of which are (WRC,
'"Establishment of...", 1973, p. 24826):

. water for irrigation,

. water for recreation,

water for hydroelectric power production,
. water for transportation,

. provision of flood control facilities,

. water for municipal and domestic use,
. water for industrial use.

N oMUt W
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All of these components or products can be considered as being on the
same level. The product-product trade-off models for these pairs of
components can be applied directly. There is some question, how-
ever, as to the meaning of several of the components of the environ-
mental quality objective, such as (WRC, "Establishment of...",
1973, p. 24826):

1. miles of scenic river having specified characteristics,

acres of ecological areas of specified type preserved or
enhanced,

3. reach of river meeting specified water quality standards,

4. number of open space areas of specified types.
Some of these components are not on the same level as the components
(products) delineated above for the economic development objective.
Miles of scenic river having a particular characteristic, for example,
is better classified as a factor in most project situations. This factor
can be combined with other factors to produce water for irrigation or
some other product. Similarly, acres of ecological area and an open
area may indeed be factors that could potentially be used in the pro-
duction of water products. Even further complexity is added by noting
that ''reach of river meeting specified water quality standards'' could
be an intermediate product necessary to the production of some water
product such as water for irrigation. A case can also be envisioned
where open space may also be a product. Consider, for example, the

possibility that open space is essentially ""produced'’ by building a

water project to irrigate agricultural land. The act of producing
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water for irrigation, as a result, also provided the product, open
space. Some different classification system is needed. The single
classification of ''component' is not sufficient as the type of trade-off
to be calculated is difficult to identify.

The confusion can be eliminated by using the already well
established concepts and jargon of multiple output production eco-
nomic theory. Using that jargon, there are three types of ''compo-
nents'', namely, factors, intermediate products, and products. The
procedure followed in developing the necessary planning information
is then conditioned by the type of components prevailing in the project
area under investigation. The classification of a particular component
is necessarily ad hoc. This classification system, however, is
extremely useful in calculating the necessary product-product and
factor-product trade-off ratios. A product-product trade-off ratio
should be calculated if the non-money valued component is a product.
If the non-money valued component is a factor, a factor-product
trade-off ratio has to be provided.

The concepts of complementary and conflicting components of
the objectives as used in the planning document also need clarifica-
tion. Alternative plans are to be formulated based on a nucleus of
complementary components. The following approach is to be followed

(WRC, "Establishment of...", 1973, p. 24829):
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Within a given set of assumptions concerning future change
and the component needs associated there to, the number
and types of alternative plans to be developed will be deter -
mined by applying the following:

1. on a first approximation basis array component needs
that are essentially complementary--that is, the
satisfaction of one of these component needs does not
preclude satisfaction of the other component needs
or does not result in materially adding to the cost of
satisfying the other component needs in the array; and

2. from the above approximation, it should be possible
to group component needs and the elements of a plan
to satisfy those needs that are essentially in harmony,
each set representing the nucleus for an alternative
plan (underlining added).

This is a very curious approach to defining the "nucleus for alterna-
tive plans'. The notion of complementarity among components (pro-
ducts) described in the document describes a production situation
where the production process is being carried on in an uneconomic
area of production; i. e., the iso-cost curve is positively sloped. 102
More of both products can be obtained without increasing costs. As a
result, more of both should be produced until the economic region is
reached. Stopping production prior to reaching the economic region
is equivalent to saying that one of the products has a negative price.
It is questionable procedure, therefore, to let such product combina-
tions (in uneconomic regions) form the nucleus for alternative plans.

Also, it must be cautioned that this notion of complementarity is not

consistent with the concept of technical complementarity in production

102
See Appendix B for a discussion of complementarity, com-

petitiveness, and independence.
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economic theory.

The definition of conflicting components used in the document,
on the other hand, is consistent with the conceptual framework devel -
oped here. The need for alternative plans is said to be attributable,
at least in part, to the existence of conflicting components (WRC,
"Establishment of...", 1973, p. 24829). The conceptual models of
this study would suggest that alternative plans should be developed
such as to define the economic region of the iso-cost curve. ''Con-
flicting' products, in turn, are best described by negatively sloped
iso-cost curves.

The possibility does exist, of course, where two or more joint
products could be provided such that all products could be increased
simultaneously. This does not describe the case of technically com-
plementary products, but it does describe a situation where the pro-
ducts are, essentially, complementary. 103 This type of joint
relationship may exist in water resource production. One possible
example of this is the relation between water for recreation and an
aesthetically pleasing view of the reservoir (man-made lake). The

relationship may be as follows:

10
3In this case, the derivatives (dq./dq), i # j, would be all

cps L . -
positive. Costs, however, would not be constant along the joint pro-
duct curves. See Appendix B.
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AP = f(WR)
(5.24)
where, WR - el©)
AP = aesthetically pleasing views,
WR = water for recreation, measured in surface area of a
reservoir,
C = cost.

If d(AP)/dWR >0 1in (5.24), AP and WR are complementary
products in the sense that AP will increase with increases in WR.
This is not, however, an iso-cost curve. Costs will vary along the
entire length of the curve plotted from the AP = f(WR) relation.
Given these types of joint relations, no harm would be incurred by
using such products as the ''nucleus'’ for alternative plans. Caution
must be exercised in finding these complementary groups of products,
however, as errors could easily be made. The uneconomic regions of
production may be discovered instead of the joint product case.

The procedure recommended in the planning document for
formulating alternative plans could be improved with use of the con-
ceptual models in this study. The need for alternative plans arises
because of negatively sloped portions of iso-cost surfaces. This is
where product-product trade-offs exist. As a result, the number of

alternative plans that must be provided to the decision body is con-

ditioned by the nature of the iso-cost surface. It is expected that
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large areas of the surface could be eliminated based on agency per -
ception of social preferences. If this is impossible, the entire surface
must be presented (or possibly several surfaces). Any delimitation of
the surface (or surfaces), of course, must be documented. If this is
not done, the resource planner could be accused of making decisions
on relative values which possibly should be made by some higher level
decision body. All joint product relationships should also be identi-
fied. Caution must be exercised in evaluating these relationships.

The previous example is a case in point. It was assumed that
(d(AP) /dWR) >0 in the hypothesized joint relation between AP and
W_. The possibility also exists that (d(AP)/dWR) < 0 when W

R

gets large enough. Also, positively sloped regions of iso-cost sur-

R

faces are really uneconomic regions of the iso-cost surface. These
regions of the surface can be eliminated as alternatives early in the
planning process. It should also be noted that the search for
'"...alternative means of satisfying a component need...' (WRC,
'""Establishment of...'", 1973, p. 24830) is essentially a search for the
most efficient level of production. The frontier iso-cost surface, for
any given investment level, must be discovered.

The need to calculate trade-offs along an iso-cost surface also
has some implications for setting a criteria regarding the type and
number of plans to be formulated. It was recommended in the plan-

ning document that at least three plans should be developed for every
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project area. One plan was to emphasize the national economic
development objective and one was to emphasize the environmental
quality objective. A third, or several more plans, was to represent
alternative achievement levels of both objectives (WRC, "Establish-
ment of...", 1973, p. 24830). The changes in net dollar benefits
among the alternative plans were then to be utilized in trade-off cal-
culations. Based on the findings of this study, this approach is valid
if and only if all such plans are on the same iso-(minimum) cost

surface in product space.
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VI. SUMMARY, CONCLUSIONS, AND RECOMMENDATIONS

Summary

The social and economic objectives of society in the United
States are many and varied. A great deal of concern has been
expressed by individuals and groups of this society, especially in
recent years, over the direction the Nation should take relative to the
achievement of various objectives. All objectives cannot be achieved
simultaneously because of a finite resource base. Trade-offs must
be calculated along the Nation's transformation surface. Public
investment, in turn, can be used to influence the direction taken
across the surface. Investment in water resource development, for
example, will affect the point attained on the surface, and as a result,
the trade-off ratios.

Planning principles and procedures used in the public sector
reflect the felt need to deal explicitly with trade-off calculations. The
final product from the application of multiple objective procedures is
a set of trade-off ratios. The problem to which this study was
addressed was to discover the nature of these trade-off ratios that
must be calculated in water and related land resource planning. The
overall purpose of the study, then, was to define and indicate the

elements affecting the trade-off ratio. More specific objectives were:
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1. to develop the conceptual base for the trade-off ratio calcula-
tion process,

2. to outline some actual trade-off ratio calculation procedures
for water resource planning and development based on the
conceptual base provided.

The approach taken in the study was conditioned by the premise that
any planning group, private or public, is involved in isolating a mul-
tiple product production function. The need for calculating trade-offs
arises when some of the products and/or factors do not have known,

market determined prices.

Review of Literature

Several alternative ways of optimizing a multiple objective
function have been proposed in the literature. Several inconsistencies
and contradictions were discovered. The most significant inconsist-
ency related to what money measure of value was to be 'traded-off'
for non-money valued goods. Some authors used net dollar benefits.
Other examples include total dollar benefits, economic efficiency, net
national income, and national income. Very little was said about the
role of dollar costs in trade-off calculations. In some cases, dollar
costs were subtracted before trade-offs were calculated. Most authors
appeared unconcerned with the level of investment required to achieve

various money and non-money valued benefits.
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Theory of Multiple Qutput Production

The theory of multiple output production provided the base for
developing a model useful in isolating the conceptual and procedural
issues relating to trade-off calculations. The major production laws
were delineated by the values of a (degree of assortment) and «
(degree of coupling). The production laws were given by:

1. factorially determined production:

a. with coupling, a =0, « >0

b. without coupling, a =0, « =20

2. assorted production:

a. with coupling, a >0, «>0

b. without coupling; a >0, « =0.
The concept of flexibility was introduced. The least flexibility in
choice available to the decision maker regarding the eventual product
mix exists in case la and the most flexibility in case 2b. Case 2b is
the production law most frequently (almost exclusively) discussed in
the economic literature on multiple output production. The case of
joint products exists, it was argued, only when « > 0. The number
of factor free relations defines the value of «.

The economic optimization calculus was outlined for the main

production classes. The factorially determined case is very similar

in nature to the optimization process for single output production. The
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case of assorted production is well documented in the literature. The
iso-cost and transformation surfaces were derived and discussed in
the context of economic optimization. It was shown that iso-cost
surfaces can be used to summarize both factorially determined and
assorted production. The product substitution along an iso-cost curve
or surface was then shown to represent different phenomenon depen-
dent upon the underlying production function relations. It was also
shown that transformation (iso-factor, iso-resource) curves and sur-
faces do not exist in the factorially determined case. Also, given
assorted production, a transformation surface and an iso-cost surface
will plot identically in product space given the correct changes in
relative prices.

The product-product trade-off ratio was defined as the slope of
the iso-cost curve in product space. This definition, it was argued,
applies given either major class of production law. The nature of the
product-product trade-off ratio was then outlined. The effects of
technical relations on trade -off values were discussed. Incorrect
trade-offs may result unless the frontier iso-cost curve is discovered.
Intermediate products may affect the frontier curve and have to be
accounted for in order to insure the correct curve is found. The
nature of production possibility (internal, but tangent to the frontier)
curves was discussed. The '"frontier' iso-cost curve, it was argued,

must be found. Several other incorrect iso-cost curves may be
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discovered unless technical relations and intermediate product effects
are properly included in any analysis. Also, it was shown that the
use of production possibility curves may lead to incorrect estimates of
product-product trade -offs.

The factor -product trade-off ratio was defined as the slope of a
total product function. The factor-product trade-off ratio is more
commonly referred to, in the economic literature, as the marginal
physical product. This ratio represents the amount of product that
must be sacrificed to remove some of the factor from planned or
present use. In this sense, it is a trade-off ratio.

Nature of the Production and Optimization Processes in
Water Resource Development

The theoretical models were then used to isolate the conceptual
and procedural issues regarding trade-off calculations. It was argued
that planning agencies must identify the underlying production relations
to insure the proper trade-off ratios are calculated. A very important
phase of this process, it was argued, was the identification of the pro-
ducts and factors. A viewpoint must be established to accomplish that
process. Factors from the water resource planners viewpoint, for
example, may be products from the viewpoint of society. These vari-
ous levels of production must be separated and delineated to calculate

trade-offs. A wilderness area, for example, may have to be treated
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as a factor in the planning process. In that case, the factor-product
trade-off ratio should be utilized. If wilderness area is classified as
a product, the product-product trade-off ratio should be utilized.

The importance of delineating an independent planning unit, if
possible, was also noted. An independent unit is given for every
independent group of products. An independent group of products, in
turn, can be represented in one transformation or iso-cost surface.
In fact, all interdependent groups should be summarized in one trans-
formation surface. The products of water resource development, it
was argued, usually cannot be considered as forming an independent
group. There is, probably, substantial interdependence among water
products and the products of other public and private investment.

The optimum water product mix may be sub-optimal, then, unless the
other (non-water) products are also considered in the analysis.

Some possible production relations among water products were
then outlined. Several empirical questions were raised. The produc-

tion law describing the production of water for irrigation (W.) and

I
water for recreation (W_) would be described as assorted if the
allocations of each factor to both products can be determined. It was
argued that WI and WR would be factorially determined if such
allocations could not be determined. The actual relationship has to be

determined by empirical estimation. Several other possible physical

relations among water products were also discussed--such as technical
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and intermediate product relations.

A means of identifying the value of non-money valued water
products and factors used in the production of water products was then
outlined. The product-product and factor -product trade-off ratios
were introduced and discussed in the context of water product produc-
tion processes. It was shown that technical relations, unless identi-
fied by water planning agencies, could lead to distorted estimates of
trade-offs. Also, the need to identify intermediate water product
relations to insure the correct trade-offs are calculated was dis-
cussed. If water quality (as a water product) is an intermediate pro-
duct to the provision of WI (as well as a final product for aesthetic
purposes, for example) the trade-off ratio may be affected. Again,
several empirical questions were raised. The nature of net benefit
curves derived from iso-cost surfaces was also discussed. It was
argued, for example, that net benefit trade-offs may be misleading
unless calculated along an iso-(minimum) cost surface. Also, the
path taken across that surface must be such that
(dWi/de) = _(PWj/PWi)’ (i,j=1,2,...,m; i #j), for the m
water products.

The factor-product trade-off was also discussed in the context
of water resource planning. It was argued that many of the compo-
nents affected by water resource development should be viewed as

factors in the planning process. A wild and scenic river, for example,
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may be a factor in the production of some water product such as water
for power production. The validity of using net dollar benefits for
these trade-off calculations was also outlined. It was argued that net
benefit trade -offs may be misleading unless the price of the non-
money valued factor is set at zero during the estimation of the net
benefit curve. Also, great caution must be used in developing net
benefit curves for the factor -product case when two or more products
are concerned. It was argued that the product mix should be taken

from the product levels when (dWi/dWJ.) = -(P.../P__.),

Wi & Wi

(i,j=1,2,...,m i #j) for all m water products.

Problems in the Calculation of Trade-Off Ratios--Some
Empirical Cases

The conceptual models were quantified using actual data from
the proposed Bronco and Kineman dam sites in the Knife River Basin
in North Dakota. Each site formed a non-independent planning unit.
In fact, even when both sites were combined the planning unit still did
not represent an independent group of products. Three products--
water for irrigation (WI), water for municipal -industrial use (WM),
and water for recreation (WR)——were identified for analysis. Several
product-product trade-offs were estimated for these water products.

Wilderness area was viewed as a factor to illustrate some of the

problems associated with calculating and interpreting factor -product
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trade -off ratios.
The important relations underlying the iso-cost surfaces are

given by the general forms:

TC = f(AC)
(6.1)
SA = g(TC)
where,
AC = total annual (minimum) cost,
TC = total reservoir capacity at spillway level, measured in
acre feet,
SA = surface area of reservoir when full to capacity, measured

in acres.

The actual functions representative of the general forms in (6. 1) were
then estimated using ordinary least squares regression. The general
approach followed was to set alternative levels of AC to give particu-
lar levels of TC. This estimate of capacity was then allocated among
the various water uses. Surface area of the reservoir was used as a
proxy variable for the recreation product. The trade-offs among WI,
WM, and WR were then estimated along several iso-cost surfaces
representative of production relations in the Knife River Basin.

The first models developed involved only WI and WR. Trade-

offs were estimated to range at the Bronco site from -28.41 to -61.00.

This implied a range in the implicit value of Wn of approximately
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$852.00 to $1830. 00 per acre. The product-product trade-off ratio
was8 also found to decline (become more negative) for increases in
WR at all expenditure levels. Similar types of relations were also
estimated at the Kineman site and when the sites were combined. The
simultaneous analysis of both sites highlighted the need to calculate
trade-offs along the frontier or iso-(minimum) cost surface. Trade-
off estimates would be distorted if the frontier curve was not dis-
covered. Also, use of net dollar benefits as a measure of the
sacrifice for increases in WR was shown to give distorted estimates
of the value of WR for movements among iso~cost curves or for
movements among internal curves.

Iso-cost surfaces were then estimated for the three product case
at the Bronco site. Two cases were considered. It was first agssumed
that the trade-off ratio between two of the three products was constant
and equal to -1.00. The range in estimated values of PWR was
approximately $852. 00 to $903. 00 per acre for the $200, 000 iso-cost
surface. Net dollar benefits were also used to calculate PWR' The
trade-offs, as expected, were distorted when costs were allowed to
vary; i.e., the sacrifices in money valued outputs were distorted in
absolute value for movements among iso-cost surfaces. It was also
shown that net dollar benefits and/or total dollar benefits could be uséd
to estimate P for movements, in any direction, across the iso-

WR

cost surface for this case.
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The second assumption regarding the relation among the three
products gave rise to variable trade-off ratios among all three pro-
ducts. Again, it was shown that net dollar benefits cannot be used to
estimate value for movements among iso-cost surfaces. One such
example movement gave an estimated price of WR in the range

$39.80 < PWR < $71.83. The actual price of W_ at the optimum

R
point, estimated by the correct approach, was shown to be $983.25.
The calculation and use of the factor -product trade-off ratio was
also illustrated at the Bronco site. Wilderness area (WA) measured
in acres, was viewed as a factor in the production of WI. Viewed in
another manner, WI had to be reduced to make WA available for
uses other than the production of water products. The underlying
production relations were found to be extremely crucial to the correct
interpretation of the factor-product trade-off ratio. The marginal

product of W = must be declining at the point chosen by the decision

A
body before the estimated price of WA could be taken directly from
the curve. One point selected for illustrative purposes gave an
estimated price of $874. 20 per acre. The actual price was found to be
no more than $139.83 per acre at the same point. The distortion was
nearly seven-fold. It was shown that net benefit curves derived from

marginal product schedules must be interpreted very carefully. The

slope of the marginal product schedule must be known.
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Comparison of Recommendations Regarding Trade-Off Ratio
Concepts and Procedures

The recommendations in the literature on trade-off concepts and
procedures was compared with the results of this study. A common
error in the other literature was to ignore the existence of product-
product and factor-product trade-off ratios. The various levels of
production should be separated to calculate trade-offs. Net benefit
curves are frequently used to calculate trade-offs with no concern
expressed for keeping costs constant. This approach is valid, it is

argued, as long as costs are held constant.

Evaluation of Federal Planning Procedures

A document to be used in the plan formulation processes carried
out directly by the Federal government and by State or other entities
receiving Federal support was approved by the President in October
of 1973. This document, entitled '"Principles and Standards for
Planning Water and Related Land Resources'' (WRC, ''Establishment
of..."'", 1973), covers many problem areas related to planning.
Several segments of the document were evaluated based on the results
of this study. It was argued that the concept of a trade-off was not
defined concisely, which could lead to misleading estimates. The
concepts of consumption trade-offs and production (product-product

and factor-product) trade-offs are used interchangeably in the report.
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The most significant problem discovered in the report was the
recommendation that net dollar benefits be used to calculate trade-offs
at the project level. The recommendations are valid at the aggregate
level where net national income is to be traded-off for the achievement
of other objectives. It was argued that net dollar benefits at the pro-
ject level are not the proper measure of net national income levels
unless costs are held constant. Net dollar benefits can be used for
estimating value of a non-money valued output if costs are held con-
stant and all money valued outputs are kept in the ratios dictated by
the equilibrium conditions (dWi/de) = -(PWJ. /PW'L)
(i,j=1,2,...,m, i #j) forall m water products. It was further
argued that net benefit trade-offs among alternative plans as recom-

mended in the planning document are valid only if these conditions

were met.

Conclusions

The major findings and conclusions of this study revolve mainly
around the nature of the net dollar benefit measure of the value of
non-money valued products and factors. Based on the results of this
investigation, it can be concluded that:

1. if the non-money valued component is a product, the product-

product trade-off ratio should be used. Ideally, the iso-cost

surface should be developed. This is a comparatively simple
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task when only three (or fewer) products are of concern.

The net benefit curve can also be used for this case if the

following conditions are met:

a. dollar costs are constant at every point on the curve,

b. all the money valued products are in the combination
dictated by the equilibrium conditions
(@W, /dW ) = -(Py /Py ) (L) = L2ieoom, §7 ) for
the m water products,

2. if the non-money valued component is a factor, the factor-
product trade-off ratio must be used. Ideally, the production
function relations should be determined. The factor-product
trade -off ratios are the marginal product schedules. The net
benefit curves can also be used for this case if the following
conditions are met:

a. the value of the resource of concern is initialized at zero
when the net benefit curve is calculated,

b. the marginal product schedule is declining,

c. all the products are in the equilibrium combinations given
by (dW.l/dWJ_) = -(PWJ./PW.l) (i,j=1,2,...,m; i#j) for
the m water products.

These two major conclusions reflect an ideal to be strived for by the

resource planner. It is doubtful the resource planner will ever have

sufficient data, realistically speaking, to calculate the exact slopes of
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an iso-cost surface or a production function. Only approximations
can be achieved. It is expected. however, at least rough approxima-
tions could be made to these conditions.

Other findings of the study are better stated as recommendations

for changes in the present Federal planning document, given by:

1. underlying production relations should be identified whenever
possible to insure that mistakes are not made in the estima-
tion of prices (given the choice of the decision body). At a
minimum, resource planners should be encouraged to use the
framework of multiple output production theory as the con-
ceptual base for planning. Planners, eseentially, are
charged with identifying the supply alternatives. Multiple
output production theory, in turn, helps describe those
alternatives;

2. three classes of components should be developed in the water
resource planning procedures to insure the correct trade-off
process is utilized. It is recommended that the various
components of each major objective be classified as factors,
intermediate products, or products. As soon as this is
accomplished in each project area, the type of trade-off
process that must be utilized is automatically known;

3. the concept of independent and interdependent transformation

surfaces should be utilized by the resource planner to insure
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the correct planning unit is delineated. If it is impossible to
define the independent unit, the extent of the interdependence
should at least be noted;

4. the number of alternative plans that should be developed and
presented to the decision body is not a function of the number
of groups of complementary components, but rather is deter-
mined by the negatively sloped regions of the iso-cost sur-
face. As a result, the number of alternative plans that
should be developed should be based on the extent of the
region where trade-offs are negative. Enough plans should
be developed, all for the same cost, to insure the range in
trade-offs is covered;

5. the difference between net dollar benefits at the project level
and net national income should be highlighted and clarified to
avoid confusion;

6. the notions of complementary, competitive, and independent
products should be defined consistent with the definitions pro-
vided in Appendix B of this study to avoid unnecessary
confusion.

Other findings are all of a theoretical nature. As a result, the follow-
ing are not ''conclusions'', but rather can be labeled as interesting

results from multiple output production theory, as given by:



300
given assorted production without coupling, a transformation
curve and an iso-cost curve will plot identically in product
space given the correct change in relative factor prices. As
a result, either curve will give the same product combination
when the maximum profit condition is satisfied (see Appendix
A);
given factorially determined production, there is no trans-
formation curve, but there is an iso-cost curve (in product
space). The iso-cost curve, in turn, is only a point when

there is coupling;

. there is considerable confusion in the economic literature

regarding the notions of technical interdependence and inde-
pendence. The Heady and Carlson approaches to classifying
products, while different,have been used interchangeably in
economic analysis (see Appendix B);

. there is considerable mis-use of the concept of 'joint
products'' in the literature. Most of the confusion is because
of semantic difficulties. All confusion can be eliminated if
all multiple output production processes are described for
what they are--namely, multiple output production processes.
The labels of 'joint products' and "joint production'' should be
reserved for the only true case of joint products. This case

results only when there is a factor free relation between the
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two products of concern; i.e., there must be a coupling;

5. joint products can exist in either the factorially determined
or the assorted case as long as there is a coupling;

6. the existence of joint products implies the existence of joint
costs; i.e., products are joint only when it is impossible to
determine the allocation of each factor among the products.
Given the factor allocations cannot be determined, the costs
cannot be allocated;

7. the existence of joint costs does not imply the existence of
joint products. Joint costs can also exist when there are no
joint products. This situation is described by the factorially
determined without coupling case; i.e., the factor allocations
cannot be determined and the products are separable (not
joint) in production.

The ability of the decision body to reflect society's preferences
is, of course, very crucial to the use of any trade-off ratio. It must
be emphasized that prices cannot be determined from physical produc-
tion relations or the net benefit curves derived from such relations or
any other means without the imposition of the demand conditions
dictated in a social welfare function. The price as discovered along
an iso-cost surface, a production function curve, or along the
appropriate net benefit curve, is an accurate reflection of value only

to the extent the demand information is available and correct.
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Recommendations for Further Research

Further research should be initiated to test the conceptual
models of this study. This is especially true with regard to the use
of the factor -product trade -off ratio. Further knowledge of the
factor-product relations in water resource development must be
obtained because of the great number of factors not having known,
market prices. It is expected, for example, that most of the com-
ponents of the environmental quality objective will be classified as
factors in most project situations. Most environmental quality com-
ponents must be used as inputs to the production of water products.
Given this argument, it becomes especially important to identify all
the conceptual issues and an approach for using the factor-product
trade-off ratio in water resource planning and development. The
empirical example of the use of the factor-product trade -off ratio was
presented for a very simple case in this study.

An effort should also be made to better understand the underly-
ing production relations descriptive of water resource production
processes. Knowledge would be improved in this area, of course,
through further study of the factor -product and product-product
trade -off ratio calculation process. There may, however, be an even
greater pay-off from this type of research. The possibility for cost

allocation can only be discovered with knowledge of underlying
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production relations. It was shown in this study, for example, that
joint costs can arise only when the products are factorially deter-
mined; i.e., a factor (or the cost of that factor) cannot be allocated on
any economic basis among the products when the products are
factorially determined. There are, on the other hand, no joint costs
in assorted production (without coupling). It is probable that water
resource production processes are a mixture of factorially deter -
mined and assorted production. As a result, some of the costs can
be allocated among the products on an economic basis and some can-
not. Identification of the correct production relations, then, would

identify a process for cost allocation.
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APPENDIX A
DERIVATION OF ISO-COST CURVES

The purpose of this appendix is to illustrate the derivation of
iso-cost curves for the factorially determined without coupling and
assorted without coupling production laws. The general form of the
iso-cost function is given by Cq = Cq(ql’ qz) in both cases. This
iso~cost curve is, essentially, the opportunity cost curve (Heady,

1952, p. 214). The process for arriving at this relation, however. is

very different dependent upon the type of production law.

Factorially Determined Without Coupling

The nature of the iso-cost curve derived under the conditions
of factorially determined without coupling production can be illus-
trated with reference to Figures A-1 and A-2. Consider, for exam-
ple, the isoquant maps for 4, and 9, in Figure A-1. The maps
are overlapping, but not by enough to make the products joint.

The isoquants intersect at an infinite number of points such as

104
The location of the isoquant. maps in factor space is dictated

by the response of the products to various ratios of factor quantities.

Viewed in the xj,x, plane, isoquant maps located in the north-west
direction represent products highly responsive to high x, /%y ratios.
Maps located in the north-east directions require lower x,/x) ratios.
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Figure A-1, Isoquants for factorially determined without coupling production, derivation
of iso-cost relation,
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represented at points B, C, D, E, and F. The iso-cost curve in
product space can now be derived by finding those quantities of q,
and 1, that require the same level of expenditure. This procedure
results in finding the least cost way of providing 9, and q, as
there is only one point in Figure A-1 for each 9,49, combina.tion-105
All of the points having the same cost level (iso-cost in the product
diagram) can be found by finding all 9;°9, combinations along a
constant cost curve in the factor diagram., such as AG. The product
combinations along AG derived for constant resource prices can then
be plotted into the product diagram to give an iso-cost relation of the
nature expressed in Figure A-2 along BF. The isoquants are shown
to intersect along AG at points B, C, D, E, and F. Consequently, the
costs at each of these points are equal. At point B, qc; of q; and
qIZ' of q, can be produced (Figure A-1). This level of productive
activity is represented at point B in Figure A-2. Movement along AG
in Figure A-1 from B toward C results in an increase in ql (from
qcl) to q'l) and an increase in g, (from q'é to q’z"). Both outputs
were increased for a slightly different factor combination. Movements

from C toward E (Figure A-1), however, requires reductions in q,

105
There are at least two points where the output combination

(9;-92) is the same only if the isoquants are drawn such as to repre-
sent negative marginal products. Even in that case, however, one
combination will represent the least-cost combination.
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but result in increases in q,- This results in the CE portion of the
iso-cost curve in Figure A-2. Further changes in the factor combina-
tion below point E in Figure A-1 results in reductions in both products

. . 106 _..
9, and 9, as represented by EF in Figure A-2. Higher levels
of cost, which would be represented by constant cost curves further

out in the x.,x plane would give rise to iso-cost curves such as

1" 72

GJ and KM in product space (Figure A-2).

The substitution that takes place between the products in the
product diagram is now, in.actuality, a substitution between the
factors. Movements from N toward L (Figure A-2), for example,
represents changes in the total amounts of X, and x, utilized
when cost is held constant. For any given amount of cost (C) and
constant resource prices, movements along the iso-cost curve repre-
sent factor substitution, and not product substitution. The product
substitution is made possible only through factor substitution. The
product substitution is accomplished only to achieve factor substitu-

107
tion in the factor diagram. 0

1
061t must be emphasized that the marginal physical products of

both products are positive in the areas BC and EF. This is true
because of the assumed shape of the isoquants in Figure A-1; i.e.,
negative marginal products were simply not considered.
107_. . . . . Ce
This is true even if factor prices are specified to be of the

form: ry = rl(xl,xz), 5 2(x1,x2):

variable. Product substitution is still accomplished only to find the
least cost expansion path which involves factor substitution.

r, =r i-e., prices are assumed
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Assorted Without Coupling

The derivation of the iso-cost curve in the case of assorted
production with constant resource prices can be illustrated in the fol-

. o :
lowing manner. Using the cost function C = rcl)x1 + rcz)xz, the

relation between x, and X, can be shown to be:
o r°
_C -1
276 T o1 (4.1)
T2 B2

The relation in (A.1l) is illustrated in Figure A-3. In addition to this
relation, the two isoquant maps (for two products) must be known.
These are illustrated in Figures A-4 and A-5 for 9, and 9,
respectively, and constant resource prices. The correct allocation of
resources to each product can now be determined by the imposition of
Figure A-3 on Figures A-4 and A-5; i.e., the least cost expansion
paths for each of the products can be found from the tangency points
of the isoquants to the inverse (negative) resource prices. The result-
ing expansion paths are represented as OLA in Figure A-4 and OFD in
Figure A-5. These expansion paths are also represented in Figure
A-3 by 0LA and OFD. A starting point for the generation of the iso-
cost curve is to assume that all of the dollar expenditure (cost) is
allocated to the production of q,- This decision results in the pro-

duction of q'Z of qa, at point D in Figure A-5. The cost function is
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Figure A-3. Iso-cost curve in factor space.



316

21

XX —————
21

o] , Xl
1
*11 *11

Figure A-4. Isoquants and iso-cost curves in factor space, product ql'

%22
D

1 e . . — o —— e o —— > —

oY)
|
Xo fon o —— e — ——— F '

22 | '
| | %
|
| | o
i I 2

0 | L
o] . X1
*12 *12 2

Figure A-5. Isoquants and iso-cost curves in factor space, product qy-



317

now of the form:

The amount of each resource allocated to 9, production is zero
(x11 = %51 = 0). The q2 level was produced at least cost and is
defined where the iso-cost curve ABFC intersects the vertical axis in
Figure A-6. All of the available capital could also be allocated to the
production of q;- In this case, q'1 of 9, could be produced
(again along the least cost expansion path) using x’21 of X, and

x' of x (Figure A-4). The cost at each of the points A and C in

11 1

Figure A-6 so far derived is identical; i-e., the costs are:

- ! ' - ] + ! .
Cpmrmxy, Trpxy, rx trx,

The q'l level is represented by the intersection of the iso-cost
curve ABFC with the horizontal axis in Figure A-6.

Other points along the iso-cost curve ABFC in Figure A-6 can
now be generated by changing the allocation of resources within the
constraint of constant cost (and constant resource prices) from one of
the extremes. Consider, for example, moving away from q'Z and
producing more 9 This movement involves moving away from
point D in Figure A-3, as at point D the entire cost was allocated to

the production of q,- Assume a new allocation of the resources to
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[so-cost curves in product space.

Figure A-6.
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q, as represented at point F in Figure A-3. At point F, xcl)2 and

(e}

X of x and x

22 1 are used in the production of 9> giving

2

chJ (Figure A-5) from a total cost of:

(o] (o]

2:r1x12+ Cc . (A.4)

c Tr¥ <&

The amount of capital available to allocate to the production of 9,

has now increased from 0 to (Ct-CZ) = C1 >0. In order to produce

9, at least cost, expansion of the production of 9, should proceed
along the OLA expansion path in Figure A-4. This is the same as
moving along FC in Figure A-3, where FC is parallel to 0L A, until
the total budget C is expended. As a result of this movement, the

and (D-J) of x, can be

10
re-allocated to the production of 9 to give q, = qcl). 8 In

capital required to purchase (J-F) of X
essence; the '"box'' ECFQG in Figure A-3 was purchased and used to
produce some q- This same ''box'' is represented in both Figures
A-3 and A-4 by OHLM. The resulting (ql,qz) point in Figure A-6
is represented by (qcl),qcz)) at B. The rest of the iso-cost curve
could be generated in a similar way. The important point to note is

that every point on the iso-cost curve ABFC in Figure A-6 results

108 .. . . . s . .
This point requires some clarification. In moving from D to

F, cost was reduced by lowering the levels of resource use by

y _ O v O ,
X12 " X, for X, and by X55 " %55 for Xy These physical amounts
were not, however, allocated to q)- The reduction in cost was allo-
cated to q production.
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from a least-cost factor combination. Stated in another manner, the
factor substitution has been accomplished irrespective of product
prices.

The ramifactions of producing one of the products with factors
in a ratio other than specified along an expansion path can also be
determined. Assume an initial allocation of resources such as to
produce q, - chJ given at point F in Figure A-3. Again, assume
constant resource prices. Movement up FB in Figure A-3 is the same
as movement up OB in Figure A-4. As soon as the total budget is
expended (at point B in Figures A-3 and A-4) the firm would be pro-
ducing qc1>o of q, as represented in Figures A-4 and A-6. Pro-
duction of one of the products off the relevant expansion path leads to
a curve interior to the iso-cost curve ABFC which is represented by
curve DEFG. The two curves are tangent, however, as both repre-
sent the same total cost. At point F, the resources are being used in
expansion path proportions for both products. In fact, the marginal
rate of factor substitution for each product is equal to the negative

. . 109
inverse resource price ratio at every point on the iso-cost curve.

10
9Syﬂrnbolica.lly, this statement is represented by:
o
(8q1/8x11) i (8q2/8x12) _ r_1
(8q, /8%, ) (8q, /8%,,) rg

This condition holds along an iso-cost curve with constant resource
prices.
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A very similar approach to the determination of the iso-cost
curve is followed if the resource base is considered constant, cost is
considered constant, and prices are allowed to vary. The cost func-

tion is now of the form:
o o o
= + . .
C r.x r,x, (A.5)
Under these assumptions, the iso-cost curve generated in the product

diagram is of the same nature as the transformation curve derived

11
earlier. 0 The relation between prices is of the form:

o x
¢ n
T2 ™ %6 o1 (A-6)
2 %2
As r, increases, r, must necessarily decrease. The significant

characteristic of this iso-cost curve is that the resource base,

o o ) . .
x. and x is held constant. This curve can be considered an

1 2’
"iso-resource'' curve.
The iso-cost and iso-resource curves will always be of the
same shape and located in the same position in the product diagram

as long as certain conditions are met. The cost functions and the

respective differentials are given by:

1
! OPages 56 -58 , Chapter III.
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o o o
Cr = rlx1 + r2x2, dCr = xldr1 + xzdr2 (A.8)
where,
CX = iso-cost curve (constant prices) with variable resources,
Cr = iso-resource curve (constant resources) with variable
prices.
Given the cost C° =¢c®=c° and setting dc® =dc® =0, the
X I X r
i t for c° =9 ) = Co ) iss
requirement for < X1 %5 AT Ty is:
o o _ o o
rldx1 + rzdx2 = xldr1 + xzdr2
Ors (A 9)
o o o
e R O i R
dx1 o dx1 o dx1 o
r, r, rZ

By introducing the required variables, (A.9) can be written in the

more familiar terms:

o o o o o
dx2 r1 X dr1 X, X dr2 r1
-_— = — (= ) +— (— ) - —
dx1 o odx1 o o dx1 o
2 T *1 T2 o)
+© <© °
1 2 1
== N )t+t—N)-— (A.10)
o o o ¢ o
2 X1 o)



323

111

where,
)\C = cross-price flexibility
)\0 = own-price flexibility.

The nature of the relationship between iso-resource and iso-cost
curves can now be specified. If prices are constant, the derivative
(dxz/dxl) is constant. This condition prevails at all points on the iso-

cost curve derived with constant resource prices as )\C = )\0 = 0. If

resources are held constant and prices are allowed to vary, the
derivative (dx2 /dxl) varies along the entire iso-resource curve. 112
In either case, however, the product-product relation in the product
diagram will have the same shape and location as long as the same
level of cost is used in the derivation. This is very significant in
that either curve can be used in the optimization process. Either
curve will given the identical optimum product mix.

The substitution that takes place along the iso-cost curve in the

product diagram is now (in contrast to the factorially determined case)

a substitution only between the products. The substitution between the

factors has already been accomplished by finding the least cost

111
These terms are defined in Ferguson ('"The Neoclassical...',

1971, p. 237).
112 _ .

The case of variable resource prices could also have been
described in the manner illustrated in Figures A-3, A-4, and A-5.
In that case, the cost lines of Figures A-4 and A-5 would have been
curved rather than straight. Again, the derivative (dxz/dxl) would
vary in value along the iso-cost curve.



324
expansion paths in the respective factor diagrams or the locus of
tangencies between the isoquants in the Edgeworth-Bowley Box-
Movements from B toward F (Figure A-6), for example, represents
changes in the allocation of each factor. In addition, the total
amounts of each resource and/or relative resource prices may be
changing. In any case, the factor substitution has already been
accomplished along an iso-cost curve as derived in assorted produc-
tion. Movements along the curve are accomplished only to achieve
the desired product mix through product substitution and not factor

substitution.
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APPENDIX B
TECHNICAL INTERDEPENDENCE AND INDEPENDENCE
IN PRODUCTION

The type of technical relations prevailing between products can
be found from the sign on the second partial derivative of the cost
function, C = f(ql, PR ,qm), for m products. The resulting
classification of the relation between each pair of products is given by
(Carlson, 1938, pp. 82-83):

2
o C

—_ >0, technically competitive,
89,84, y P

2
o C

=0, technically independent, (B.1)

2
0 _C

<0, technically complementary.
8‘118‘12 y P y

The mathematical definitions in (B. 1) are not particularly enlightening,
however, as regards a verbal definition. A geometric approach to
classification provides more insight into the nature of each relation-
ship.

The geometric approach to classification of products requires

that at least three iso-cost curves be located in product-product



326
space. 113 The change in cost; AC, must be constant among the
three curves. The product relation can then be determined by con-
struction of a '"box'' in the product space having one corner on the
lowest iso-cost curve. The relationship between the products is then
determined by the location of the box in the space. Consider, for
example, the iso-cost curves represented in Figure B-1. Any point
can be chosen as a starting point on the lower curve. Point A on
pop0 was chosen in Figure B-1. There is some value of the ratio
AC/Aql, where Aq = (E-A), at point A on PyPp- The technical
classification is then determined by changing the level of q, by
qu = (F-A) and monitoring the change in q, Note that points F
and E, two defining corners of the box, are on the second, or PPy

iso-cost curve. The amount of change in q, now determines the

technical relation. The discrete partial is given by the relation:

where AC is constant. The technical relation (T) will be positive,
zero, or negative for a change in 1, dependent upon how Aq1

changes. 1If the new Aq, is smaller than (the same as, larger than)

the Aq, at point A, the products are technically competitive

113
This approach was developed by Dr. Albert N. Halter, Pro-

fessor, Department of Agricultural Economics, Oregon State Uni-
versity.
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Pp Py PPy Py 4

Figure B-1. Classification of technical relations between q, and EPY diagrammatic
representation of the cross partial 92C/9 q18 Q-
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(independent, complementary). The technical classification, then,
depends on the location of the (upper most) third iso-cost curve. The
three possible locations of the third curve are represented by curves
P,P,’ P3P3: and P4P, in Figure B-1. Given curve P,P, the pro-
ducts are classified as technically competitive as the 'mew'’
Aq = (B-F) is smaller than A4, at point A. An increase in q, by
qu = (F-A) led to a decline in Aql (from E-Ato B-F). If the rele-
vant curve was P;p3: an increase in 1, by qu = (F-A) led to no
change in Aq, and (C-F) = (E-A); the products are technically inde-
pendent. Similarly, the products are classified as technically com-
plementary if 89, increased as shown by (D-F) > (E-A) for curve

P4Py- The location of the upper right hand corner of the box relative

to the third (upper-most) curve, then, determines the classification.

If that corner is above (on, below) the highest curve, the products are
. . . 114

technically competitive (independent, complementary).
The nature of different technical relations can also be illustrated

with an actual algebraic equation. Consider the quadratic form of the

cost equation given by:

2 2
C = aq, + qu + cq,4, »

114
The '"highest' curve is the '"third'" curve as represented by

pzpz’ p3p3’ or p4p4
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where a,b,c = constants.
The cross partial is given by (from B.2):

2
0 _C

—_— = c. (B.3)
8q28q1

The constant multiplying the interaction term determines the type of
technical relation. The products are technically competitive (inde-
pendent, complementary) if the constant on the interaction term is
positive (zero, negative).

The technically competitive case is presented in Table B-1 and

Figure B-2 for varying levels of cost from the equation:
C*(102+(10)2+(10 (B.4
- * )q]. ‘ qz ¢ )qlqz ° . )

The value of the cross partial is:

BZC

— = +1.0. (B-.5)
aqlaq2

Products a, and q, are technically competitive in the entire
9,°9, plane of Figure B-2. Using the geometric approach, the upper
right hand corner of the box is shown to be above the third curve
(point D). The upper right hand corner of the box will be above the

third curve for all such boxes that could be constructed in Figure B-2;
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Table B-1. Product combinations at varying cost levels, technically

competitive products for cost function C = q% + q% + qlqz.
Cost at:
$2.00 $4.00 $6.00
9 92 dq,/dq, 92 dq,/dq, 92 dq, /dq,
0 1.414 -0.500 2.000 -0.500 2.450 -0.500
.1 1.362 -0.553 1.948 -0.538 2.398 -0.531
.2 1. 304 -0.607 1.892 -0.575 2.343 -0.561
.3 1.240 -0.662 1.833 -0.614 2.856 -0.592
.4 1.171 -0.719 1.770 -0.652 2.225 -0.624
.5 1.096 -0.778 1.703 -0.692 2.161 -0.656
.6 1.015 -0.842 1.631 -0.733 2.094 -0.688
LT 0. 928 -0.911 1.556 -0.776 2.023 -0.721
.8 0.833 -0.987 1.476 -0.820 1.950 -0.755
.9 0.730 -1.072 1.392 -0.866 1.872 -0.791
1.0 0.618 -1.171 1.303 -0.916 1.791 -0.827
1.1 0.495 -1.289 1.209 -0.969 1.707 -0.866
1.2 0. 359 -1.438 1.109 -1.027 1.618 -0.906
1.3 0.206 -1.639 1.003 -1.090 1.525 -0.948
1.4 0.028 -1.942 0.891 -1.160 1.428 -0.993
1.4142 0 -2.000 % % oo %
1.5 0.771 -1.240 1.327 -1.042
1.6 0.642 -1.332 1.220 -1.094
1.7 0.504 -1.442 1. 108 -1.151
1.8 0.353 -1.577 0.989 -1.214
1.9 0.187 -1.753 0. 864 -1.285
2.0 0 -2.000 0.732 -1.366
2.1 0.591 -1.460
2.2 0.440 -1.572
2.3 0.276 -1.710
2.4 0.096 -1.889
2.450 0 -2.000

*Estimate was not calculated.
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3.0+

Figure B-2. Transformation curves illustrating technically competing products from

2

. 2
the relat =qc+q+ .
e relation C q1 q, qlq2
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i.e., the cross-partial is positive in the entire plane. It should also
be noted that the slope of each respective curve is not related to the
technical classification. Product 9, decreases at an increasing
rate for increases in 9, along each of the curves. The slope of
each iso-cost curve at various points is shown in Table B-1. The
slope at point A, for example, was determined to be -1.171 for
q, = 1.0. Increases in 9, beyond point A (for the same cost) gave
an increase in the slope (becomes more negative). The slopes of these
curves are, of course, the product-product trade-off ratios between
9, and q, as defined in Chapter III of this study.

Products 9, and q, are technically independent in the cost

equation:

C=(1.0)q°

2
1-f-(l.O)qZ-f-(O.O)qqu. (B.6)

The value of the cross partial derivative is given by (from B. 6):

BZC _

aqzaql
The estimated values of 9, for alternative levels of 9, and cost
are presented in Table B-2 and Figure B-3. Again, the slopes (trade-

offs) become greater as 9, is reduced for increases in 9, at any

given cost level. Also, the calculated values of the slopes are not
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Table B-2. Product combinations at varying cost levels, technically
independent products for cost function C = q% + q%.
Cost at:
$2.00 $4.00 $6.00
91 ) dq,/dq, 1,  de,/dq, 1,  de,/dq,
0 1.414 0 2.000 0 2.450 0
.1 1.411 -0.071 1.998 -0.050 2.447 -0.041
.2 1.400 -0.143 1.990 -0.100 2.441 -0.082
.3 1.382 -0.217 1.977 -0.152 2.431 -0.123
.4 1.356 -0.295 1.960 -0.204 2.417 -0.166
.5 1.323 -0.378 1.936 -0.258 2.400 -0.208
. 6 1.281 -0.468 1.908 -0.314 2.375 -0.253
.7 1.229 -0.570 1. 874 -0.374 2.347 -0.298
. 8 1. 166 -0.686 1.833 -0.436 2.315 -0. 346
.9 1.091 -0.825 1.786 -0.504 2.278 -0.395
1.0 1.000 -1.000 1.732 -0.577 2.236 -0.447
1.1 0. 889 -1.238 1.670 -0.659 2.189 -0.503
1.2 0.748 -1.604 1.600 -0.750 2.135 -0.562
1.3 0. 557 -2.335 1.520 -0. 855 2.076 -0.626
1.4 0.200 -7.000 1.428 -0.980 2.010 -0.696
1.414 0 -0 % % 3 3%
1.5 1.323 -1.134 1.936 -0.775
1.6 1.200 -1.333 1. 855 -0.863
1.7 1.054 -1.614 1.764 -0.964
1.8 0.872 -2.065 1.661 -1.084
1.9 0.624 -3.042 1.546 -1.229
2.0 0 ~00 1.414 -1.414
2.1 1. 261 -1.665
2.2 1.077 -2.043
2.3 0.843 -2.730
2.4 0.490 -4. 899
2.450 0 -0

¥Estimate was not calculated for

this cost level.
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3.0

Figure B-3. Transformation curves illustrating technically independent products from the
relation C = q? + qz .
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related to the technical classification scheme. As expected, the upper
right corner of the ''box' was found to be located on the third curve
(point D). That corner would be on the third curve for all such boxes
that could be constructed in Figure B-3 as the cross-partial is zero

at every point in the 9,°9, plane.

The technically complementary case exists in the cost function:
Cc=(1.0 2+(1 0) 2 (1.0) (B.8)
= . )ql . q2 . qlq2 . .

The cross-partial derivative is given by (from B.8):

BZC

=-1.0 . (B.9
aqzaq1 )

The estimated values of 9, and q, are presented in Tables B-3

and B-4 and Figure B-4. Products q and q, are technically

1
complementary inthe entire ql,q2 plane. Using the geometric approach,
the upper right hand corner of the box is below the third curve (point
D). This same relationship will occur for all such boxes constructed
in Figure B-4; i.e., the cross-partial is negative in the entire plane.
The slopes of the curves in this case, while not affecting the
technical classification, do not remain negative over the entire range.
The slope of the iso-cost curve for the $4.00 expenditure level, for

example, is positive for 0 < 9, < 1.1 and 2.000 < q, < 2.309

(Table B-3). The slope (trade-off) is negative for 1.1 <q < 2.309
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Table B-3. Product combinations at varying cost levels, technically
complementary products from cost function

2 2
C = 9, + 9, - 9,9, positive branch of quadratic equation.

Cost at:
$2. 00 $4. 00 $6. 00
9; EY) dq,/dq, EY) dq, /dq, 9, dq, /dq,
0 1.414 0.500 2.000 0.500 2.450 0.500
1 1.462 0.446 2.048 0.462 2.498 0.469
) 1.504 0.393 2.092 0.425 2.543 0.439
.3 1. 540 0.338 2.133 0.386 2.586 0.408
.4 1.571 0.281 2.170 0.348 2.625 0.376
.5 1.596 0.222 2.203 0.308 2.661 0.344
6 1.615 0.158 2.231 0.267 2.694 0.312
7 1.628 0.089 2.556 0.224 2.723 0.279
.8 1.633 0.013 2.276 0. 180 2.750 0.245
.9 1.630 -0.072 2.292 0.134 2.772 0. 209
1.0 1.618 -0.171 2.303 0.084 2.791 0.173
1.1 1.595  -0.289 2.309 0.031 2. 807 0.134
1.2 1.559  -0.438 2.309  -0.027 2.818 0.094
1.3 1.506  -0.639 2.303  -0.090 2.825 0.052
1.4 1.428  -0.942 2.291  -0.160 2.828 0.007
1.5 1.309 -1.512 2.271  -0.240 2.827  -0.042
1.6 1.083  -3.743 2.242  -0.332 2.820 -0.094
1.633 . 816 - % " . "
1.7 2.204  -0.442 2.808  -0.151
1.8 2.153  -0.577 2.789 -0.214
1.9 2.087  -0.753 2.764  -0.285
2.0 2.000 -1.000 2.732  -0.366
2.1 1.882  -1.393 2.691  -0.460
2.2 1.708 -2.213 2.640  -0.572
2.3 1.330  -9.069 2.576  -0.710
2.309%4 1. 155 -0 % sk
2.4 2.496  -0.889
2.450 2.449  -1.000
2.5 2.396  -1.137
2.6 2.264 -1.522
2.7 2.080  -2.275
2.8 1.746  -5.562
2.828 1.414  -oo

*Estimates were not calculated.
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Table B-4. Product combinations at varying cost levels, technically
complementary products from cost function

2 2
C = ql + q2 - qqu’ negative branch of quadratic equation.

Cost at:

$2.00 $4. 00 $6.00
9 EY) dq, /dq; 9 dq,/dq, EY) dq,/dq;
1.414 0 .
1.5 0.191 2.512
1.6 0.517 4.743
1.633  0.816 -0
2.0 0 2.000
2.1 0.218 2.393
2.2 0.492  3.213
2.3 0.970 10.069
2.3094 1.155 -
2.450 0 .
2.500 0.104 2.137
2.60 0.336  2.522
2.7 0.620 3.275
2.8 1.054 6.562
2.828 1.414 -
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3.0

Figure B-4, Transformation curves illustrating technically complementary products from the
relation C = q21 + qg - q,9, -



339
and 1.155 < q, < 2.309 (Table B-3). The slope becomes positive
again for 2.000 < q, < 2.309 and O < q, < 1.155 (Table B-4).
As a result, 1, increases for increases in 9, in region QR and
ST of the iso-cost curve for the $4. 00 expenditure level (Figure B-4).
Increases in 9, result in reductions in 9, in region RS.

There is a great deal of confusion in the economic literature
regarding the classification of technical relations. The classification
system based on the value of the cross partial derivative (as just
discussed) can be attributed to Carlson (1938, pp. 78-83). An alterna-
tive system of classification, based on the slope of an iso-cost curve
is presented in Heady (1952, pp. 221-234). Both systems of classifi-
cation use the same identifying names to describe completely unrelated
phenomenon. Heady, for example, would classify the relationship
between 9, and a4, along curve QT of Figure B-4 as technically
complementary in regions QR and ST, technically competitive in
region RS, and technically independent (supplementary) at the points
R and S. This classification system is based on the slopes (trade-offs)

along iso-cost curves, as given by Heady (1952, p. 234):

dqz/dq1 <0, technically competitive,
dqz/dq1 = 0, technically independent, (B.10)

dqz/dq1 > 0, technically complementary.
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This is a completely different notion of interdependence and inde-
pendence as the cross partial (82C /8q28q1) in (B. 1) is not related
to the derivative (dqz/dql) in (B.10). The confusion has arisen,
then, due to a failure to recognize the difference between the slope of
an iso-cost curve at constant cost as compared to a change over the
surface for variable cost.

It should also be noted that the reason for a varying sloped
(positive, zero, and negative) iso-cost curve can only be determined
by knowledge of the underlying production functions. The iso-cost
curves of Figure B-4, for example, could result from either the
factorially determined without coupling (a =0, « =0) or the
assorted without coupling (a >0, k = 0) cases discussed in Chapter
III of this study. Given that the underlying production relations were
factorially determined (without coupling), for example, regions QR and
ST are really "uneconomic" regions of production in the sense that
more of both products could be obtained by changing the ratios of the

total available factors. The regions QR and ST can also be considered

"uneconomic " given assorted production. In that case, however, both
d; and q, can be increased by changing the allocations and/or the

115
total available amounts of factors between the products. Also,

115
Both the allocation and the total amount must change along

the iso-cost curve from assorted production. Only the allocation
changes along the iso-resource curve from assorted production.
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the marginal products of each factor can all be positive in regions QR
and ST given factorially determined production. This is not the case
in assorted production; i.e., at least one of the marginal products is
negative in each of the QR and ST regions for that case.

Both of the approaches to product classification have usefulness
in economic analysis. The labels attached to the different concepts,
however, leave a great deal to be desired. The real, significant dif-
ference between the two concepts should be reflected in the labels to
avoid confusion and eliminate misuse. The real difference between
the concepts, in turn, relates to the manner in which costs are
changing. The concepts defined by Heady are relevant for a constant
cost (or constant resource) situation while the concepts described by
Carlson refer to changes in cost (or resource levels). H A more

suitable identification scheme then is given by:

dq,/dq_1 <0, iso-cost competitiveness,
J

dqj /dq,1 =0, iso-cost independence,
dqj /dq_l >0, iso-cost complementarity,

116
The Carlson approach refers to movements across an iso-

resource or iso-cost surface in such a manner to change costs or the
resource levels. The use of derivatives, of course, also requires
consideration at a point; i.e., in the limit, costs are also constant

in the Carlson approach.
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9 ¢ >0, variable-cost competitiveness,
9q.9q.
LN
82C
=0, variable-cost independence,
9q.0q
L
82C
< 0, variable-cost complementarity.
aqiaqj

Once these concepts were defined in any particular analysis, the
researcher could resort to abbreviations such as ''ic-competitiveness',
''wc-independence'', etc. The confusion in the literature regarding

these concepts would, eventually, disappear.
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APPENDIX C
EMPIRICAL MODELS UTILIZED FOR DERIVATION
OF TRADE-OFF RELATIONS
The basic relations reguired for the derivation of all the trade-

off curves and surfaces of Chapter V are given by the general forms:

TC = {(AC)
(C.1)

SA = g(TC)
where,
TC = total capacity of reservoir,

AC = annual cost,

SA = surface area of reservoir.

These physical relations were estimated at each of two sites in the
Knife River Basin. The actual algebraic manipulations utilized to

develop the empirical sections of Chapter V are discussed below.

Product-Product Trade-Offs at the Bronco Site

The specific forms of the physical relations discovered at the
Bronco site, and used in all subsequent analysis at that site, are given

by:

2
a + b(AC) + c(AC)

H

TC

-17893. + 0.31070(AC) + 0. 00000050357(AC)2 (C.2)
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SA =d + e(TC) - f(TC)2

2
749.33 + 0.036528(TC) - 0.000000025712(TC) . (C.3)

Equations (C.2) and (C. 3) provided the basis for the iso-cost relation.
In order to derive the iso-cost relation, however, several assump-
tions had to be made. First of all, it was assumed that any water
allocated from the reservoir for irrigation was totally unavailable for
recreation (surface area). This precludes; for example, the pos-
sibility that water available in the reservoir in the early part of the
season could be used for recreation and then released later in the
season for irrigation use. Water had to be used for irrigation or left
in the reservoir for recreation. This assumption is reflected in the
equation:

SA =d + e(TC-WI) - f(TC-WI)2 . (C.4)

Equation (C.4) was then solved for WI, with the quadratic formula,

to give:

w = cle-2f(TC)]=+ \/[e—af(TC)]Z - 4f[-d-e(TC) +£(TC)" +SA]
I 2f

(C.5)
The plus sign gives the correct branch of the iso-cost curve for this
derivation. Equation (C.5) was then used to give estimates of WI for
alternative levels of recreation (surface area, SA = WR). The second

assumption made was that only 60 percent of the total capacity could be
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used for WI production; i.e., 40 percent must remain in the reser-
voir for "dead" storage and contingency needs. This figure can be
changed easily and most likely will vary by project area. This
restriction enters this model by mere subtraction.

The rate of change in WI for a change in the recreation level,
w (surface area) can now be formed from the first differential of

(C.5), where d(TC) =0 and SA = WR, to give:

dw
_1_ 1 . (C.6)

dWR f[e-af(TC)]Z-sz[-d-e(TC)+f(TC)Z+ WR]

This is the product-product trade-off ratio between WR and WI for

constant iso-(minimum) cost. The second derivative was found to be

(from C. 6):

2
aw
2 - —2f{[e-2f(TC)]—4f[-d—e(TC)+f(TC)2+WR]}

dw o (C.7)

-3/2

Equation (C.7) is negative over all values of TC a.nd'WR within the
positive quadrant. The iso-cost curves are, as a result, concave
downward (or convex from below) as expected.

A simple Fortran program was then utilized to generate iso-
cost curves for varying levels of cost. The program used for this

process is reproduced in Table C-1. The annual cost value is pro-

vided as input to the program (line 14). The total capacity of the
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Table C-1. Computer program utilized in generation of iso-(minimum) cost curves at Bronco site,
Knife River Basin, North Dakota.

01: PROGRAM BISOCOS
02:C THIS PROGRAM USED TO CALCUILATE ISOCOST AT THE BRONCO SITE
03: WR1=749, 33

04: WR2=. 036528

05: WR3=, 0000000257 12
06: WI3=2, 0xWR3

07: CAP1=17893.

08: CAP2==, 31070

09: CAP3=. 00000050357
10: WIC=0.0

11: WRO=0.0

12: PWI=30.

13: XNBOLD=0.0

14: 1000 READ(30, 2000)ANC
15: 2000 FORMAT(F6, 0)

16: IF(ANC. EQ. 999999, 0)GO TO 4500
17: ANC2=ANC**2

18: TC=-CAP1+CAP2*ANC+CAP3*ANC2

19: UC=TC*, 60

20:C MINIMUM SURFACE AREA FOR ALL UC TO OTHER USES

21: TC2=TCH*2

22: REMR=TC-UC

23: REMR2=REMR**2

24:C THIS SURFACE AREA IS THE MINIMUM AMT, WITH ALL UC TO OTHER
25:C USES

26: WR=WR1+WR2¥REMR -WR3*REMR2

27:C THIS IS THE MAX AMT TO REC

28: WRMAX=WR 1+WR2*TC-WR3*TC2

29: WRITE(31, 3000)TC, UC, ANC, WRMAX

30: 3000 FORMAT(1H1, 'TC=', F9, 1, 2X, 'TOT. UC=', F9. 1, 2X, 'AN COST=", F12.1,
31: 11X, '"WRMAX=", F9,1)

32: TC2=TCk*2

33: WI1=WR2-2. 0WR3*TC

34: WI12=WI 142

35: WI2=WR1-WR2*TC+WR3*TC2

36: WRMAXA=(WRMAX-WR)/ 100.

37: JK=FIX(WRMAXA+. 5)+3

38: WRITE(31, 3100)

39: 3100 FORMAT(1HO, 'W§', 8X, '"WI', 8X, 'WR!, 8X, 'EST. DIDR!, 1X,
40: 1'EXT. DIDR', 1X, 'NET BEN.', 4X, 'EST. DBDR')

41: DO 3500 I=1, JK

42: SR=SQRT(WI12-4, OKWR3*(WI2+WR))

43: WI=(-WI1+SR)/WI3

44: WS=TC-WI '

45: WIN=WI

46: DWI=WIN-WIO

47: WICG=WIN
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Table C~1. Continued.

48: WRN=WR
49: DWR=WR-WRO

50; WRO=WR

51: DIDR=DWI/DWR

52: EDIDR=-1.0/SR

53: XNEB=PWI*WI-ANC

54: XNBNEW=XNEB

55: DB=XNBNEW -XNBOLD

561 XNBOLD=XNBNEW

57: DBDR=DB/DWR

58: WRITE(31, 4000)W S, WI, WR, DIDR, EDIDR, XNEB, DBDR
59: 4000 FORMAT(3F10. 1, 2F10. 4, F12. 1, F 10. 4)

60: WR=WR+100.

61: 3500 CONTINUE

62: GO TO 1000

63: 4500 CALL EXIT
64: END
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reservoir is then calculated for that given cost (line 18). The assump-
tion regarding useable capacity is implemented in line 19; i.e., only
60 percent of reservoir capacity was assumed useable in any given
year. The various levels of WI are then calculated by incrementing
w (surface area) from the minimum surface area (line 26) when the
reservoir is at 40 percent of capacity to the maximum surface area
(line 28) when the reservoir is full. The increment chosen was 100
acres (line 60). The production trade-offs are calculated over
intervals of the curve (line 51) and at points on the curve (line 52).
Net dollar benefits from WI production are also monitored (line 53)
and the rate of change in net dollar benefits for changes in WR is
calculated (line 57).

The program in Table C-1 is, essentially, a small ''simulation’
model. The entire iso-cost surface can be generated for the two pro-
duct case with this program. Varying assumptions regarding useable
capacity and prices are easily changed. Trade-offs are automatically
given at every point on the surface. Very similar types of Fortran

programs were utilized to generate the other surfaces used in the

empirical analysis of Chapter V.

Product-Product Trade-Offs at the Kineman Site

The specific forms of the physical relations at the Kineman site

are given by:
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-715.63 + 0.054476(AC) + 0. 00000079369(AC)2 (C.8)

TC

-4.8355+0.074593(TC) - 0. 0000024:083(TC)2 . (C.9)

SA

The same general approach was used to find the slope equations

(product-product trade-offs) as for the Bronco site-

Product-Product Trade-QOffs for Both the
Bronco and Kineman Sites

The iso-cost surfaces for both sites were developed by combin-
ing equations sets (C.2), (C.3), (C.8), and (C.9) such as to permit the
generation of composite surfaces. It was first assumed that total

capacity and surface area for recreation were (each) additive as given

by:
TCT =TC_ + TCK
(C.10)
SAp = Wrr " Wrp " VK
where,
TCT = total capacity (TCT) is composed of the TC at Bronco site
(TCB) plus the TC at Kineman site (TCK),
SAT = WRT = total surface area of reservoir available for
recreation (WRT) is composed of the WR at the Bronco
site (WRB) plus the WR at the Kineman site (WRK)-

The two relations in.(C. 10) were then used to form the following ‘rela-

tions:
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Wop =@ ¥ b(TCL-W o)+ c(TCB—WIB)Z
= 749.33 + O.O36528(TCB—WIB) - 0. 0000000.25712(TCB—WIB)2
W = dte(TC -W )+ f(TCK—WIK)Z (C.11)
= -4.8355+ 0. O74593(TCK—WIK) - 0. 0000024083(TCK—WIK)2
to give:
War " Ve T VR
= (a +bTCB —bWIT +bWIK + cTCB2 - ZcTCBWIT
+2cTC_W__, +cW 2—ZcW W___+tcW 2)
B IK IT IT IK IK
)2) . (C.12)

+(d + - -
(d+e(TCL-W ) +{TCp -W o

The quadratic formula was then used to sclve equation (C. 12) for WIT

from the relations,

I =c¢
= -b -2 -2
M b -CWIK cTCB
+ bTC bw + C 2 +2 W + 2 +d
= +
N = a T B IK cT B cTCB IK cWIK
+e(TC__-W__ ) +{£(TC W \2 W
S kMK K~ 1K  "RT
to give:

’ 2
-MzNM -41LN

Wir © 2L : (C.13)
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The resulting estimates of WIT were generated by. changing

the levels of annual cost (which gives different levels of TC), the

levels of WIK’ and WRT'

Product-Product Trade-Offs at the Bronco Site, Constant
Ratios Between Two of Three Products

The three product case, with the constant trade-off ratio among

the three products was generated by modifying equations (C.2) and

(C.3) to give:
W_ =a+b(TC-W_-W_ ) c(TCWW)2
R I M I M
= 749.33 + 0. 036528(TC-WI-WM) (C.14)
2
- 0.000000025712(TC-W_-W_ ) -
I M
The quadratic equation was then used on the relations,
L=c
=b -2 + 2
M=bD cTC CWM
2 2
= -a - + + -2 + +
N a - bTC bWM cTC CWMTC CWM WR
to give:
M= M2 41N
= - : .1
WI 2L (C.15)

The plus sign gave the relevant branch. The trade-off ratio between

WI and WM is given by (from C. 15):
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dw
I 1
= 1.0 + —==——-—[(b-2¢TC+2cW_ )-(b-2cTC+2cW_ )].
2 k
de NMT-4LN M M
(C.16)
The trade -off ratio between W_ and W is constant over the entire

I M

surface. The trade-off ratio between WI and WR is given by (from

C.15):

D S (C. 17)

/ 2

dWR M -4LN

After the cancellations are made in the denominator of (C.17),
dWI/dWR becomes a function of only WR. The trade -off ratio

dWM/dWR is also given by equation (C.17).

Product-Product Trade-Offs at the Bronco Site,
Variable Ratios Among All Three Products

The three product case with variable trade-offs was generated
by modifying equations (C.2) and (C.3) to give (where a,b,c have the

same values as in C. 16):

2
a+ b(TC—WI—RWI) - C(TC—WI—RWI) (C.18)

g

where,

1/2
wr - Wy~ oWy

o)
f

(C.19)
1/2

H

(L.OW, - (50.00)(W, )

The quadratic formula was used to solve the equation for WI from the
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relations,
L =c
M=Db-2cTC + 2cdW_. - 2ce(W )1/2
M M
N = -a -DbTC + bdW - be(W )1/2 + CTC2 - 2¢dW_ TC
M M M
1/2 2 2 3/2 2
+ 2 + -2 + +
ce(WM) TC + cd WM cdeWM ce WM WR
to give:
2
M xNMT-41LN
W_ = . (C.20)
I 2L
The positive sign was used on the square root in (C.20). The trade-

off ratio between WI and WM is then found from the derivative of

(C.20) to give:

(C.21)

The trade-off between WR and WM was derived from equation

(C.18) to give:

R e 1
— = _b[d- = ]
dw 2 1/2
M WM
1 (C.22)
-ZC(TC-WI—RWI)(-d+ 2 172 )
W
M

where RW is given in equation (C.19). The trade-off (dWI/dW ) is

I R

the same as in equation (C. 17).
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Factor-Product Trade-Off Ratios at One Site

The factor -product ratio model was also developed from the
basic relations in (C.2) and (C.3), but with a different approach. It

can be argued that:

= f(W )
S A (C.23)
Wy = glWg)
where,
WS = total capacity,
A = wilderness area inundated,
WI = water for irrigation.
Also, from (C.3), using SA = WA and TC = WS,
SA =W, =d+e(W f(W)2
"~ VA e(Wg) - 1{Wg
2
= 749.33 + 0.036528(WS) - 0. 000000025712(WS)
or,
2
e+ Je —4f(WA—d)
W = . (C.24)

S 21

Using this formulation, WS was allocated to WI- The negative sign

was used on the square root in (C.24). Surface area, in essence, is a
factor in WI production. The factor product trade-off ratio is then

given by (from C. 24):

dWS dWI 1

I dWA \[e2—4f(WA—d)

(C.25)

The total product curve, as a result, is convex.
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APPENDIX D

DATA USED FOR ESTIMATING VALUE OF IRRIGATION WATER
AND FOR ILLUSTRATION OF ISO-COST SURFACES

Value of Irrigation Water

The farm budget data used to develop the value of irrigation

water used as a proxy for price (P__ ) is summarized in Table D-1.

WI
Both an irrigation and a dryland budget were developed using an
assumed rotation of 2 years of row crop, 1l year of small grain, and
3 years alfalfa. The rotation was then "combined'' to get a composite
acre, the associated composite return, and the composite irrigation
water requirement. The prices used reflect the factor and product
market conditions existing in the Basin in 1969. Productivity condi-
tions reflect better than average management strategies.

The return to management for the dryland composite acre was
determined to be $1. 34 (Table D-1). This value results from using
the following weighting scheme, based on the assumed rotation, to
give:

(1)($4. 18)+(2)(-$7-05)+(3)($5.99)
6

=$1.34

where the return to management for dryland barley, corn silage, and
alfalfa production were determined to be $4. 18, -$7.05 and $5.99 per

acre, respectively. The return to management and irrigation water




Table D-1. Costs, returns, and value of an acre foot of water for irrigation, dryland and irrigated
crops, Bronco site, Knife River Basin, North Dakota.

Unit of Dryland
Measure- Irrigated Corn
ment Barley Potatoes Alfalfa Barley Silage  Alfalfa
Variable costs, w/o labor and
capital charges $/acre 44.72 129. 86 40. 52 14.95 18.93 10. 02
IL.abor costs $/acre 2.62 30. 83 10.21 2.50 7.84 5.22
Land capital @ 7% $/acre 5.04 5.04 5.04 5.04 5.04 5.04
Operating capital @ 9% $/acre 2.01 5.84 1.82 .59 .68 .36
Equipment capital @ 9% $/acre 7.67 9.97 7.11 2.74 4.56 2.17
Yield/acre b 62.80 256.90 4. 35 30.00 5.00 1.60
Price of crop $/b 1.00 1.40 18.00 1.00 6.00 18.00
Total returns $/acre 62. 80 359.66 78.30 30.00 30.00 28.80
Total cost $/acre 62.06 171.54 64.70 25.82 37.05 22.81
Water requirements (irrigation) acre feet 1.66 1.74 1.97 --- --- ---
Return to management® $/acre .74 188.12 13.60 4.18 -7.05 5.99
Rotation acres 1 2 3 1 2 3
Return to composite acre€ $/acre 69.63 1.34
Return to irrigation water $/acre foot 32.91
a'Figures derived from (North Dakota State Water Commission, '"The Plan... ", 1971).

Yield measured in bushels /acre for barley, hundredweight/acre for potatoes, and tons/acre
for alfalfa and corn silage.

c . . . . .
Return to management and irrigation water for the irrigated crops.

9¢¢
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was determined to be $69.63 for the composite acre. An adjustment
was then made in the return to an irrigated composite acre to account
for additional management requirements. It was assumed that man-
agement requirements could be related directly to gross dollar
returns. Using this approach, the manager of the dryland (composite)
acre realized a return of 4.56 percent on the (composite) gross return,

or:

(1)($30.00)+(2)($30.00)+(3)($28.80)
6

= $29.40

$1. 34

$29. 40 = 0.0456.

This factor was applied to the gross returns to the irrigated (com-

posite) acre to give a management return of $7.73, by:

(1)($62.80)+(2)($359.66)+(3)($78.30)
6

.=$169.50
($169.50)(0.0456) = $7.73 .

The residual return to irrigation water was then determined by sub-

tracting the management return from dryland and from irrigation to

arrive at an estimate of the additional return, less associated costs,

attributable to irrigation. Numerically, this is represented by:
$69.63 -7.73 - 1.34 = $60.56.

This value was then converted to the (residual) value of irrigation
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water by using the (composite) acre foot requirement of 1.84 acre
feet. The resulting value of irrigation water per acre foot is given by
(Table D-1):

$60.56

T 82 $32.91.

This is the '"adjusted for management and dryland returns'' estimated
value of an acre foot of water applied to a composite acre in the
Knife River Basin near the Bronco and Kineman dam sites.

The approach followed here for estimating value is consistent
with procedures followed in benefit-cost analysis as previously used
by some of the Federal planning agencies. Associated costs for
irrigation, such as additional fertilizer and labor requirements, are
usually subtracted (as accomplished here) to arrive at the additional
net dollar income generated by the application of irrigation water.
This approach, however, raises a set of very significant issues.

A measure of the net national income generated from the public
investment in irrigation facilities would be the difference in the gross
dollar returns in changing from dryland to irrigation agriculture
(after adjustments for capital consumption); i.e., associated costs
would not be subtracted. Additional fertilizer expenditures, for

. . . 1 ip ey s
example, are still a part of net national income. Even if it is

117
Net national income is defined as the dollar value of all goods

and services produced (less capital consumption) during some period
of time (Ackley, 1961, p. 35).
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argued that additional purchases of factors, such as fertilizer,
merely represent transfers from other segments of agriculture, the
purchase is still a part of the net national income. The procedure of
subtracting associated costs seems inconsistent with attempts to
measure the net national income generated from a project.

The return to irrigation water generated in this study repre-
sents a measure of the amount the farmer--irrigator will pay for the
irrigation water. The estimate of $32.91 per acre foot would exhaust
all the additional net income received by the user. This value, then,
is a measure of the net benefits generated (not net national income)
from using public investment to produce one acre foot of water for
irrigation. This value was used to keep the results of this study con-
sistent with other studies; the validity of this value may be subject

to question, however.

Data for Iso-Cost Surfaces

The following set of tables represents the basic data used to
illustrate the iso-cost surfaces at the Bronco and Kineman sites.
Data on the amount of water stored in the reservoir (WS), the amount
allocated to irrigation (WI) and recreation (surface area of reser-
voir, WR), and the trade-offs are represented in each table.

Further, the data in each table represents one iso-(minimum) cost

curve. Several of the points on the iso-cost surface estimated for the
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Bronco site are represented in Tables D-2 to D-8. The estimates for

the Kineman site are represented in Tables D-9 to D-16.
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Table D-2. WS’ WI, and WR for annual cost of $200, 000 and total
capacity of 64,300 acre feet, Bronco site.
WS W, we AWI/A Wa dWI/dWR
(acre feet) (acre feet) (surface acres)
25,756 38,634 1673 -28.41
28,602 35,787 1773 -28.46 -28.52
31,461 32,929 1873 -28.59 -28.64
34, 332 30,058 1973 -28.70 -28.77
37,214 27,176 2073 -28.83 -28.89
40,110 24,280 2173 -28.95 -29.01
43,017 21,373 2273 -29.08 -29.14
45,938 18,452 2373 -29.20 -29.27
48,871 15,519 2473 -29.33 -29.40
51,818 12,572 2573 -29.46 -29.53
54,777 9,612 2673 -29.60 -29.66
57,750 6,639 2773 -29.73 -29.80
60, 737 3,653 2873 -29.87 -29.94
63,738 652 2973 -30.00 -30.07
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Table D-3. WS, WI, and WR for annual cost of $275, 000 and total
capacity of 105,632 acre feet, Bronco site.
WS WI WR AWI/A WR dWI/dWR
(acre feet) (acre feet) (surface acres)
42,253 63,379 2247 : -29.11
45,170 60,462 2347 -29.17 -29.24
48, 100 57,532 2447 -29.30 -29.36
51,043 54,589 2547 -29.43 -29.50
53,999 51,633 2647 -29.56 -29.63
56,969 48,663 2747 -29.70 -29.76
59,952 45,680 2847 -29.83 -29.90
63,949 42,683 2947 -29.97 -30.04
65,960 39,672 3047 -30.11 -30.18
68,984 36,648 3147 -30.25 -30.32
72,024 33,608 3247 -30. 39 -30.46
75,078 30,554 3347 -30.54 -30.61
78,146 27,486 3447 -30.68 -30.76
81,230 24,402 3547 -30.84 -30.91
84, 328 21,304 3647 -30.99 -31.06
87,443 18,189 3747 -31.14 -31.22
90,572 15,060 3847 -31.30 -31.38
93,718 11,914 3947 -31.46 -31.54
96, 880 8,752 4047 -31.62 -31.70
100, 058 5,574 4147 -31.78 -31.86
103,253 2,379 4247 -31.95 -32.03
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Table D-4. WS, WI, and WR for annual cost of $350,000 and total
capacity of 152,539 acre feet, Bronco site.
W w, WR AWI/A Wa dWI/dWR
(acre feet) (acre feet) (surface acres)
61,016 91,524 2882 -29.95
64,018 88,522 2982 -30.02 -30.09
67,033 85,506 3082 -30. 16 -30.23
70,063 82,476 3182 -30. 30 -30. 37
73,108 79,432 3282 -30.44 -30.52
76, 167 76,372 3382 -30.59 -30.66
79,241 73,298 3482 -30.74 -30.81
82,330 70,210 3582 -30.89 -30.96
85,434 67,105 3682 -31.04 -31.12
88,554 63,986 3782 -31.17 -31.28
91,689 60,850 3882 -31. 35 -31.43
94, 840 57,699 3982 -31.51 -31.59
98, 008 54,531 4082 -31.68 -31.76
101,192 51,347 4182 -31.84 -31.92
104,393 48, 146 4282 -32.01 -32.09
107,611 44,929 4382 -32.18 -32.26
110,846 41,694 4482 -32.35 -32.44
114, 098 38,441 4582 -32.53 -32.62
117, 369 35,170 4682 -32.70 -32.80
120, 658 31,882 4782 -32.89 -32.98
123,965 28,575 4882 -33.07 -33.16
127,290 25,249 4982 -33.26 -33.35
130, 635 21,904 5082 -33.45 -33.54
134,000 18,540 5182 -33.64 -33.74
137,384 15,156 5282 -33.84 -33.94
140,788 11,751 5382 -34.04 -34.14
144,213 8,327 5482 -34.25 -34.35
147,658 4,881 5582 -34.45 -34.56
151, 125 1,414 5682 -34.67 -34.77
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Table D-5. WS, WI, and WR for annual cost of $425,000 and total
capacity of 205,112 acre feet, Bronco site.
W W, Wa AWI/A WR dWI/dWR
(acre feet) (acre feet) (surface acres)

82, 045 123,067 3573 -30.95
85, 148 119, 964 3673 -31.03 -31.10
88,266 116, 846 3773 -31.18 -31.26
91, 400 113,712 3872 -31.34 -31.42
94, 550 110, 562 3973 -31.50 -31.58
97,716 107, 396 4073 -31.66 -31.74
100,898 104,214 4173 -31.82 -31.91
104, 098 101,014 4273 -31.99 -32.08
107,314 97,798 4373 -32.16 -32.25
110, 547 94,564 4473 -32.33 -32.42
113,798 91,314 4573 -32.51 -32.60
117,067 88,045 4673 -32.69 -32.178
120, 354 84,758 4773 -32.87 -32.96
123, 660 81,452 4873 -33.05 -33.15
126, 984 78,128 4973 -33.24 -33.34
130, 327 74,785 5073 -33.43 -33.53
133, 689 71,423 5173 -33.62 -33.72
137,071 68, 040 5273 -33.82 -33.92
140,474 64,638 5373 -34.02 -34.12
143,896 61,215 5473 -34.23 -34.33
147, 340 57,772 5573 -34.44 -34.54
150, 805 54,307 5673 -34.65 -34.75
154,291 50,821 5773 -34.86 -34.97
157, 800 47,312 5873 -35.08 -35.19
161, 330 43,782 5973 -35.31 -35.42
164,884 40,228 6073 -35.54 -35.65
168, 461 36,651 6173 -35.77 -35.89
172, 062 33,050 6273 -36.01 -36.13
175, 686 29,425 6372 -36.25 -36. 37
179, 336 25,776 6473 -36.50 -36.62
183,011 22,101 6573 -36.75 -36.88
186,712 18,400 6673 -37.01 -37.14
190,439 14,673 6773 -37.27 -37.40
194,193 10,919 6873 -37.54 -37.68
197,974 7,138 6973 -37.81 -37.95
201,784 3,328 7073 -38.10 -38.24
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Table D-6. WS, WI and WR for annual cost of $500, 000 and total
capacity of 263,350 acre feet, Bronco site.
WS WI WR AWI/AWR dWI/dWR
(acre feet) (acre feet) (surface acres)
105, 340 158,010 4312 -32.14
108, 563 154,787 4412 -32.23 -32.32
111,803 151, 547 4512 -32.40 -32.49
115,061 148, 289 4612 -32.58 -32.67
118, 337 145,013 4712 -32.76 -32.85
121,631 141,714 4812 -32.94 -33.03
124,943 138,406 4912 -33.12 -33.22
128,275 135,075 5012 -33.31 -33.41
131,625 131,724 5112 -33.50 -33.60
134,995 128, 354 5212 -33.70 -33.80
138, 385 124, 964 5312 -33.90 -34.00
141,795 121,554 5412 -34.10 -34.20
145,226 118,123 5512 -34.31 ~34.41
148,678 114,672 5612 -34.52 -34.62
152,151 111,198 5712 -34.73 -34.84
155, 646 107,704 5812 -34.95 -35.06
159, 163 104, 187 5912 -35.17 -35.28
162,702 100, 647 6012 -35.40 -35.51
166,265 97,085 6112 -35.63 -35.74
169,851 93,499 6212 -35.86 -35.98
173,461 89,889 6312 -36.10 -36.22
177,095 86,254 6412 -36.34 -36.47
180, 755 82,595 6512 -36.59 -36.72
184,440 78,910 6612 -36.85 -36.98
188, 150 75,199 6712 -37.11 -37.24
191, 888 71,462 6812 -37.37 -37.51
195, 652 67,697 6912 -37.64 -37.78
199, 445 63,905 7012 -37.92 -38. 06
203,265 60,084 7112 -38.21 -38.35
207,115 56,234 7212 -38.50 -38.64
210,904 52, 355 7312 -38.79 -38.94
214,904 48, 445 7412 -39.10 -39.25
218,845 44, 505 7512 -39.41 -39.57
222,818 40,532 7612 -39.73 -39.89
226,823 36,527 7712 -40. 05 -40.22
230,862 32,488 7812 -40. 34 -40.56
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Table D-6. Continued.
w w w d
g WI WR A I/A R WI/dWR
(acre feet) (acre feet) (surface acres)
234,935 28,415 7912 -40.73 -40.90
239,043 24, 306 8012 -41.08 -41.26
243, 187 20,162 8112 -41.44 -41.63
247, 369 15,981 8212 -41.82 -42.00
251,589 11,761 8312 -42.20 -42.39
255,847 7,502 8412 -42.59 -42.79
260, 146 3,203 8512 -42.99 -43.20
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Table D-7. WS, WI, and WR for annual cost of $575, 000 and total
capacity of 327,252 acre feet, Bronco site.
W W, Wo AWI/A WR dWI/dWR
(acre feet) (acre feet) (surface acres)
130,901 196, 351 5090 -33.56
134,267 192, 986 5190 -33.66 -33.76
137,652 189, 600 5290 -33.86 -33.96
141, 058 186, 194 5390 -34. 06 -34.16
144, 484 182,768 5490 -34.26 -34.37
147,932 179, 321 5590 -34.47 -34.58
151,400 175,852 5690 -34.68 -34.79
154,890 172, 362 5790 -34.90 -35.01
158, 402 168, 850 5890 -35.12 -35.23
161,937 165, 315 5990 -35.35 -35.46
165,494 161,758 6090 -35.58 -35.69
169, 076 158, 177 6190 -35.81 -35.93
172, 680 154,572 6290 -36.05 -36.17
176, 309 150,943 6390 -36.29 -36.41
179,963 147,289 6490 -36.54 -36.66
183,643 143,610 6590 -36.79 -36.92
187, 348 139,904 6690 -37.05 -37.18
191, 080 136,173 6790 -37.32 -37.45
194,838 132,414 6890 -37.59 -37.72
198, 624 128, 628 6990 -37.86 -38.00
202,439 124,813 7090 -38.14 -38.29
206, 282 120,970 7190 -38.43 -38.58
210,155 117,097 7290 -38.79 -38.88
214,058 113,194 7390 -39.03 -39.18
217,992 109,260 7490 -39.34 -39.10
221,958 105,294 7590 -39.66 -39.82
225,956 101,296 7690 -39.98 -40. 15
229,988 97,265 7790 -40. 31 -40. 48
234,053 93,199 7890 -40. 66 -40.83
238,154 89,098 7990 -41.01 -41.18
242,290 84,962 8090 -41. 36 -41.55
246,464 80,788 8190 -41.73 -41.92
250,675 76,577 8290 -42.11 -42.31
254,926 72,327 8390 -42.50 -42.70
259,216 68,036 8490 -42.90 -43.11
263,547 63,705 8590 -43.32 -43.52
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Table D-7. Continued.
ws wI Wo AWI/A wo de/dwR

(acre feet) (acre feet) (surface acres)
267,921 59,331 8690 -43.74 -43.96
272,339 54,914 8790 -44.18 -44.40
276,801 50,451 8890 -44.62 -44.86
281,310 45,942 8990 -45.09 -45.33
285,867 41, 385 9090 -45.57 -45.81
290,474 36,779 9190 -46. 06 -46. 32
295,131 32,121 9290 -46.57 -46.84
299,841 27,411 9390 -47.10 -47.37
304, 606 22,646 9490 -47. 65 -47.93
309,428 17,824 9590 -48.22 -48.51
314, 308 12,944 9690 -48.80 -49.10
319,250 8,003 9790 -49.41 -49.72
324,254 2,998 9890 -50. 04 -50.37
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Table D-8. WS, WI and WR for annual cost of $650, 000 and total
capacity of 396,820 acre feet, Bronco site.
WS WI WR AWI/A WR dW[/dWR
(acre feet) (acre feet) (surface acres)
158,728 238,092 5900 -35.25
162,265 234,556 6000 -35.37 -35.48
165,825 230,996 6100 -35.60 -35.71
169, 408 227,413 6200 -35.83 -35.95
173,015 223,806 6300 -36.07 -36.19
176, 646 220,174 6400 -36.31 -36.44
180, 302 216,518 6500 -36.56 -36.69
183, 984 212,836 6600 -36.82 -36.94
187, 692 209,129 6700 -37.08 -37.21
191,426 205, 394 6800 -37.34 -37.48
195, 187 201,633 6900 -37.61 -37.75
198,976 197,844 7000 -37.89 -38.03
202,793 194, 027 7100 -38. 17 -38.31
206,639 190, 181 7200 -38.46 -38.61
210,515 186, 306 7300 -38.76 -38.91
214,421 182,400 7400 -39.06 -39.21
218, 358 178,463 7500 -39. 37 -39.53
222,326 174,494 7600 -39.69 -39.85
226,328 170,493 7700 -40.01 -40.18
230, 362 166,458 7800 -40. 35 -40.52
234,431 162, 389 7900 -40.69 -40. 86
238,535 158,286 8000 -41.04 -41.22
242,675 154, 146 8100 -41.40 -41.58
246,852 149,969 8200 -41.77 -41.96
251,066 145,754 8300 -42.15 -42. 34
255, 320 141,500 8400 -42.54 -42.74
259,614 137,206 8500 -42.94 -43.14
263,950 132,870 8600 -43. 35 -43.56
268, 328 128,493 8700 -43.78 -44. 00
272,749 124,071 8800 -44.22 -44. 44
277,216 119,604 8900 -44.67 -44.90
281,730 115,001 9000 -45.13 -45. 37
286,291 110,529 9000 -45.61 -45.86
290,902 105,918 9200 -46.11 -46. 36
295,564 101, 256 9300 -46.62 -46.88
300,280 96,541 9400 -47.15 -47.42
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Table D-8. Continued.
W W, WR AWI/A W dWI/dWR
(acre feet) (acre feet) (surface acres)
305, 050 91,771 9500 -47.70 -47.98
309,877 86,944 9600 -48.27 -48. 56
314,762 82,058 9700 -48. 86 -49.16
319,710 77,111 9800 -49. 47 -49.78
324,720 72,100 9900 -50. 10 -50.43
329,796 67,024 10000 -50.76 -51.10
334,941 61,879 10100 -51.45 -51.80
340, 158 56, 662 10200 -52.16 -52.53
345, 449 51,371 10300 -52.91 -53.29
350,818 46,002 10400 -53.69 -54.09
356,268 40, 552 10500 -54.50 -54.92
361,804 35,016 10600 -55. 36 -55.80
367,429 29,392 10700 -56.25 -56.171
373,148 23,673 10800 -57.19 -57.67
378,965 17,855 10900 -58. 17 -58.68
384,886 11,934 11000 -59.21 -59.75
390,918 5,903 11100 -60. 31 -60.88
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Table D-9. W_, W_, and WR for annual cost of $20, 000 and total

s I
capacity of 691 acre feet, Kineman site.

d
WS WI WR AWI/A WR WI/dWR
(acre feet) (acre feet) (surface acres)
276 415 16 -13.65
414 278 26 -13.71 -13.77
552 139 36 -13.84 -13.90
692 0 46 -13.97 -14.03

Table D-10. WS, WI, and WR for annual cost of $30, 000 and total

capacity of 1633 acre feet, Kineman site.

WS WI WR AWI/A WT dWI/dWR
(acre feet) (acre feet) (surface acres)
653 980 43 -14.00
794 839 53 -14. 06 -14.13
936 697 63 -14.20 -14.27
1079 554 73 -14. 34 -14.41
1224 409 83 -14.48 -14.56
1370 263 93 -14.63 -14.78

1518 115 103 -14.78 -14.86
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for annual cost of $40, 000 and total

s’ I
capacity of 2733 acre feet, Kineman site.
d
Wy W, We AWI/A We dWI/ We
(acre feet) (acre feet) (surface acres)
1093 1640 74 -14.42
1238 1495 84 -14.50 -14.57
1385 1348 94 -14. 65 -14.72
1533 1200 104 -14.80 -14.88
1682 1051 114 -14. 96 -15.04
1834 900 124 -15. 12 -15.21
1986 747 134 -15.29 -15. 38
2141 592 144 -15.47 -15.56
2298 436 154 -15.65 -15.74
2456 277 164 -15.84 -15.93
2616 117 174 -16.03 -16.13
Table D-12. WS, WI, and WR for annual cost of $50, 000 and total
capacity of 3992 acre feet, Kineman site.
d
W W, We AWI/AWR dWI/ e
(acre feet) (acre feet) (surface acres)
1597 2395 108 -14.95
1747 2245 118 -15.03 -15.11
1899 2093 128 -15.20 -15.28
2053 1940 138 -15. 37 -15.45
2208 1784 148 -15.54 -15.64
2366 1627 158 -15.73 -15.82
2525 1468 168 -15.92 -16.02
2686 1306 178 -16.12 -16.22
2849 1143 188 -16. 32 -16.43
3015 978 198 -16. 54 -16. 65
3182 810 208 -16.76 -16.87
3352 640 218 -16.99 -17.11
3524 468 228 -17.23 -17.36
3699 293 238 -17.48 -17.61
3877 116 248 -17.75 -17.88
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Table D-13. WS, WI, and WR for annual cost of $60,000 and total
capacity of 5410 acre feet, Kineman site.

W W, WR AWI/A Wa dWI/dWR

(acre feet) (acre feet) (surface acres)
2164 3246 145 -15.58
2321 3089 155 -15.68 -15.77
2480 2931 165 -15.86 -15.96
2640 2770 175 -16. 06 -16.16
2803 2608 185 -16.26 -16. 37
2968 2443 195 -16.48 -16.58
3134 2276 205 -16.70 -16.81
3304 2106 215 -16.92 -17.04
3475 1935 225 -17.16 -17.28
3649 1761 235 -17.41 -17.54
3826 1584 245 -17.67 -17.80
4006 1405 255 -17.94 -18.08
4188 1222 265 -18.23 -18. 38
4373 1037 275 -18.53 -18.68
4562 849 285 -18.84 -19.00
4753 657 295 -19.17 -19, 34
4948 462 305 -19.52 -19.70
5147 263 315 -19.89 -20.08
5350 60 325 -20.28 -20.48
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for annual cost of $70,000 and total

S I R
capacity of 6987 acre feet, Kineman site.
W W, W AWI/AWR dWI/dWR
(acre feet) (acre feet) (surface acres)
2795 4192 185 -16. 36
2959 4027 195 -16.46 -16.57
3126 3861 205 -16.68 -16.80
3295 3691 215 -16.91 -17.03
3467 3520 225 -17.15 -17.27
3641 3346 235 -17.40 -17.53
3817 3169 245 -17.66 -17.79
3997 2990 255 -17.93 -18.07
4179 2808 265 018.21 -18. 36
4364 2623 275 -18.51 -18.66
4552 2435 285 -18.82 -18.99
4744 2243 295 -19.16 -19. 32
4939 2048 305 -19.50 -19.68
5138 1849 315 -19.87 -20.06
5340 1647 325 -20.26 -20.46
5547 1440 335 -20.67 -20.89
5758 1229 345 -21.11 -21.34
5974 1013 355 -21.58 -21.82
6194 792 365 -22.08 -22.34
6421 566 375 -22.62 -22.90
6653 334 385 -23.20 -23.50
6891 96 395 -23.82 -24.15
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Table D-15. WS, WI and WR for annual cost of $80,000 and total
capacity of 8722 acre feet, Kineman site.
W W, we AWI/A wo dWI/dWR
(acre feet) (acre feet) (surface acres)
3489 5233 226 -17.30
3663 5059 236 -17.43 -17.56
3840 4882 246 -17.69 -17.83
4020 4702 256 -17.96 -18.10
4202 4520 266 -18.25 -18.40
4388 4334 276 -18.55 -18.70
4576 4146 286 -18.87 -19.03
4768 3954 296 -19.20 -19. 37
4964 3758 306 -19.55 -19.73
5163 3559 316 -19.92 -20.11
5366 3356 326 -20.31 -20.51
5573 3149 336 -20.73 -20.94
5785 2937 346 -21.17 -21.40
6002 2721 356 -21.64 -21.89
6223 2499 366 -22.15 -22.41
6450 2272 376 -22.69 -22.97
6683 2039 386 -23.27 -23.58
6922 1800 396 -23.91 -24.24
7168 1554 406 -24.59 -24.96
7421 1301 416 -25. 34 -25.74
7683 1039 426 -26.16 -26.60
7953 769 436 ~27.07 -27.56
8234 488 446 -28.08 -28.63
8526 195 456 -29.22 -29.83
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Table D-16. WS, WI, and WR for annual cost of $90, 000 and total
capacity of 10,616 acre feet, Kineman site.
Wy W, WR AWI/A wo dWI/dWR
(acre feet) (acre feet) (surface acres)
4246 6370 268 -18.47
4433 6183 278 -18.62 -18.78
4622 5994 288 -18.94 -19.11
4815 5801 298 -19.28 -19.45
5011 5605 308 -19.64 -19.82
5211 5405 318 -20.01 -20.20
5416 5201 328 -20.41 -20.61
5624 4992 338 -20.83 -21.05
5837 4780 348 -21.28 -21.51
6054 4562 358 -21.76 -22.01
6277 4339 368 -22.27 -22.54
6506 4111 378 -22.82 -23.12
6739 3877 388 -23.42 -23.73
6980 3636 398 -24.06 -24.41
7228 3388 408 -24.77 -25.14
7483 3133 418 -25.53 -25.9%4
7747 2869 428 -26.37 -26.82
8070 2596 438 -27.30 -27.80
8303 2313 448 ~-28.34 -28.90
8598 2018 458 -29.51 -30. 14
8907 1709 468 -30.83 -31.55
9230 1386 478 -32.35 -33.18
9571 1045 488 -34.11 -35.10
9933 683 498 -36.20 -37.39
10321 295 508 -38.74 -40.19






