Response Paper to ‘The Pitfalls of Cost-Benefit Analysis in Contemporary Water Infrastructure’


While I agree that concerns arise when using traditional cost-benefit analysis (CBA) with regard to water, there are places in your essay where this critique could be more developed.  In your essay, you assert that discounting often signifies “a quite substantial reduction in the perceived value of future gains as compared to present gains,” and the example you provide to illustrate discounting demonstrates that tradeoff between current and future benefits from spending. What I understand from this example is that saving rather than spending the $20 of government money now could permit more than $20 of benefits from government expenditure in the future, and that there is therefore an opportunity cost to spending money now.  High rates for discounting future benefits produces a logic that discourages infrastructure improvements in water, and discourages the administrative costs of establishing a better system for water management, today.  However, it is not clear from your discussion how this logic would produce a level of consumption today that is above a socially optimal point and is therefore harmful to future generations.

Like you, I believe that governments do use a high discount rate in valuing future water consumption, but I view this discounting as mostly political in origin rather than having its origin in the high opportunity cost of capital resources.  Future generations cannot lobby governments, since they are not yet born, and politicians can therefore discount or exclude their needs when considering the benefits of legislation to their constituencies.  As such, a government is more likely to enact a policy that addresses present-day concerns than one which accounts for the needs of future generations.  So while I agree with your conclusion, I personally arrive at it via a different logic.


A point to consider as well is the effects on CBA (cost-benefit analysis) of inter-temporal rather than within-year temporal budgeting.  With an inter-temporal budget constraint that crosses generations, cost-benefit analysis would have to consider both present and future consumption abilities, with consumption at time t=0 (C0) representing present use of water and consumption at time t=1 (C1) representing water use for future generations.  Given your point that the demand for water will increase with the upcoming generation, we should expect a proper inter-temporal budget constraint to view C1 as greater than C0.  On the other hand, the upcoming increases in scarcity of water would also imply that the price at t=1 (P1) would be greater than the price at t=0 (P0); this follows Michael Hanemann’s assessment of economic pricing as a reflection of scarcity (2005).   The latter point supports your conclusion that discounting reduces the likelihood that sustainable patterns of water consumption can result from cost-benefit analysis.  With    P1 > P0, income and substitution effects would suggest greater consumption in the time period associated with t=0 than with t=1
.  However, this can only hold if governments do not weigh the needs of present and future generations equally
. If the government has a utility function that values current and future generations equally, then present consumption cannot be considered a substitute for future consumption with an essential good like water, and the price differential should not lead to over-consumption now.  

In this case, it is feasible that a government, given the appropriate utility function, could follow an intertemporal cost-benefit analysis approach that has no negative implications for future generations.  However, in practice, the preferences of government will be shaped by its need to hold a monopoly on power, which is the definition of the nation-state.  Electoral realities, such as voting tallies and campaign funding sources will therefore wield influence and government preferences will likely reflect these forces.  This is in line with my opinion that the discounting of future generations may be more political in origin than your paper implies.


 Additionally, the use of cost-benefit analysis to assess water programs may be guided by appropriate principles but practiced poorly. The articles by Hanemann (2005) and by Jasper Dalhuisen, deGroot, and Nijkamp (1999), suggest that the costs and benefits of water have traditionally been determined by conducting interviews that ask individuals for their opinions.  However, this can be a very flawed process for obtaining information.  Individuals may not really know how much they value clean water, and the surveys may also have included biased or leading questions.   If so, cost-benefit analyses may be relying on incorrect evidence and are therefore producing suboptimal results.  While there are reasons to believe that CBA is an imperfect tool to use for water provision, the faults may lie in the equations compared or in the data inputs as opposed to in the mechanism of CBA itself.
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�I agree with the assessment of the substitution effect (assuming that the relative price of water, not just the absolute price, is increasing over time) but I’m not convinced regarding the income effect.  It depends on whether we believe that living standards will be rising or falling over time.  And while it is possible that events will unfold in a way that causes future real incomes to be lower than those today, it certainly would be a departure from the history of the past several hundred years. 


�Well, it depends.  Even if the government views the “welfare,” broadly defined, of present and future generations, as equally worthy, then water abundance/scarcity alone would not determine intertemporal resource allocation.  Let’s discuss this.





